Indirect Costs at Universities

David P. Hamilton’s use of “SCAM? as an
acronym for a typical university (“Tour
through the indirect cost labyrinth,” News
& Comment, 8 Nov., p. 789) contributes
unfairly to the notion that universities are
secking larger reimbursements for indirect
costs of research than they deserve. Further-
more, the “examples” cited by Hamilton are
contrived and seriously misleading, and he
propagates a myth of complexity that deters
serious efforts to improve the indirect cost
process. The tone of the whole piece is
negative toward universities without obvi-
ous justification.

The charges to federal sponsors that have
been found to be inappropriate did not
come from “SCAM administrators” seeking
to insert unallowable costs in their propos-
als. They were discovered by audits long
after the money was spent, and they oc-
curred because the administrators authoriz-
ing expenditures are different from those
who prepare the indirect cost analyses. The
indirect cost accountants make assumptions
about the nature of expenditures from ac-
counts about which they have only summary
information. Those spending from the ac-
counts are often unaware of the assumptions
that the accountants are making. This lack of
communication is not desirable, and it has
led to serious consequences for our institu-
tions. But it is understandable in view of the
extremely large number of accounts and
transactions in a typical research university.
My own relatively small institution has hun-
dreds of thousands of transactions per year
in thousands of separate accounts. In view of
these numbers, the error rate discovered by
the Department of Health and Human Serv-
ices (HHS) audits is remarkably low.

More troublesome is Hamilton’s portray-
al of the system of indirect cost accounting
itself as arcane and barely comprehensible.
Accounting is a technical subject, but it is
not tremendously complicated. The meth-
odology described in the Office of Manage-
ment and Budget Circular A-21 is a relative-
ly straightforward exercise in departmental
accounting, as can be confirmed by consult-
ing any general accounting textbook. Chap-
ter 22 of the widely used text by Pyle and
White (1) explains clearly the concept of
indirect cost and the “stepdown” analysis
typically used to compute it. There is no
mystery here, and little confusion. A 1988
American Association of Universities report
on indirect costs (2) found little disagree-
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ment about the methodology of the process,
but expressed concern about how it was
implemented.

It is extremely important for the public to
understand that indirect costs are real costs,
that they can be determined and managed
like other costs, and that if sponsors do not
pay them they have to be paid from some
other source. There is no doubt that indirect
costs are substantially increased by federal
requirements directed toward nonresearch
objectives, but they are still not high by
industrial standards—and they are not at
present fully recovered by any institution.
Federal agencies seeking to increase the re-
search productivity of their limited budgets
cannot do it by refusing to pay full indirect
costs without shifting the burden to some
other sector of society. That will cause pow-
erful disincentives for higher education to
continue to invest in the facilities and facul-
ties that have made U.S. science the best in
the world.
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2. AAU Ad Hoc Committee on Indirect Costs, “Indi-
rect costs associated with federal support of research
on university campuses: Some suggestions for
change” (American Association of Universities,
Washington, DC, 1988). This report concludes that
“there was general consensus that the system is
basically sound but could be improved in practice”
and that “Most of the costing disagreements arise
from a lack of exactness in assigning costs to research
and instruction and not from principles on which
the accounting procedures are based.”

In his News & Comment article “Indirect
costs: Round II” (8 Nov., p. 788), David
Hamilton refers to “low-level but persistent
abuse of the indirect cost system” by univer-
sities and cites as an example a “$1-million”
dispute between the U.S. Department of
Health and Human Services (HHS) and the
University of Chicago about our Alumni
Development Database System (ADDS).
His comment is inappropriate.

HHS auditors questioned $1,032,890 of
costs associated with ADDS, which repre-
sents the gross cost allocated to the cost
pool. The amount actually allocated to the
research indirect cost rate was $179,722, or
17.4%.

The university’s research base includes
both federal and nonfederal research activi-
ty, and all nonfederal research awards are
processed through ADDS, which is fully
integrated with the university’s financial ac-
counting system. The integrity of the data

reported in the university’s financial state-
ments depends on ADDS, which improves
the quality of financial data and the univer-
sity’s ability to meet the audit requirements
of the Office of Management and Budget.
Issues of allowability and “allocability” are
often not black and white, but highly tech-
nical. In this case, the final HHS Audit
Report indicated that some of the costs
associated with the ADDS were considered
to be unallowable, but others were found to
be appropriate. Final resolution of the allo-
cation of ADDS costs will be determined by
negotiation between the University of Chi-
cago and HHS, which is precisely the way
the indirect cost negotiation process was
intended to work.
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Nanotechnology: The
Past and the Future

The special issue of Science on Engineer-
ing in a Small World (29 Nov. 1991)
brought back vivid memories for me, since I

was one of the attendees at the now legend-
ary talk Richard Feynman gave in 1959. I
have kept it in mind over the many years
since because of its profound and uncannily
accurate foresight. A note of clarification
about Tim Appenzeller’s News Report (p.
1300) is important to make, however. Feyn-
man was the after-dinner speaker at the
banquet held at the Pasadena meeting of the
American Physical Society (APS); his talk
was not part of the regular technical pro-
gram. Also, the gathering was not the annu-
al meeting of the APS, but rather of its West
Coast section.

During the talk, Feynman also announced
areward—$1000 of his own money—to the
first individual (within some extended time
frame) who could demonstrate a working
electric motor at or below a specified micro-
scopic scale. No doubt Feynman made the
dimensions sufficiently small to keep his
money safe. As it turned out, he had to pay
off within a matter of months.
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In discussing molecular nanotechnology,
Ivan Amato (News Reports, 29 Nov., p.
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