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REPORT BY THE 

Comptroller General 
OF THE UNITED STATES 

Assuring Reasonableness Of Rising 
Indirect Costs O’n NIH Research 
Grants--A Difficult Problem 

National institutes of Health reimbursements to its 
grantees for indirect costs increased from $166 
million in 1972 to $690 million in 1982. Moreover, 
indirect costs consumed an increasing proportion of 
the federal research dollar--rising from about 21 to 30 
percent during the same period. 

GAO believes that indirect cost rates have been 
established with grantees despite (1) difficulties in- 
volved in verifying the largest category of indirect 
costs (departmental administration expenses), (2) rela- 
tively few indirect cost audits, and (3) inadequate 
written explanations for significant year-to-year in- 
creases in indirect costs. 

GAO recommends that the Office of Management 
and Budget (OMB) revise its Circular A-21 to establish 
a fixed allowance for large institutions’ departmental 
administration expenses to replace the cost reim- 
bursement method now used. This simplified means 
of establishing reimbursable departmental adminis- 
tration expense allowances should not require re- 
liance on grantees’ personnel activity reporting sys- 
tems. It should also minimize difficulties encountered 
in independently verifying such expenses. 
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CIOMPTROU.LER GENERAL OF THE UNITED STATES 
WASHl~NCfON l3.C. 20648 

March 16, 1984 

The Honorable Paula Hawkins 
Member, Committee on Labor 

and Human Resources 
United States Senate 

The Honorable William Proxmire 
Ranking Minority Member 
Subcommittee on Labor, Health and 

Human Services, and Education 
Committee on Appropriations 
United States Senate 

In accordance with your individual requests, we have pre- 
pared this report on the process used by the Department of 
Health and Human Services (HHS) for establishing the indirect 
cost rates used in making reimbursements to National Institutes 
of Health grantees. 

As arranged with your offices, unless you publicly an- 
nounce its contents earlier, we plan no further distribution of 
this report until 5 days from the date of the report. At that 
time we will send copies to interested Members of Congress and 
congressional committees and subcommittees; the Director, Office 
of Management and Budget; the Secretary of HHS; and others upon 
request. 
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REPORT BY THE ASSDRENG REASONABLENESS OF 
COMPTROLLER GENERAL RISING INDIRECT COSTS ON 
OF THE UNITED,STATES NIH RESEARCH GRANTS'-- 

A DIFFICULT PROBLSEM 

DIGEST --_I--- 

In fiscal year 1982, the federal government was 
the larqsst source of support for health research 
and development activities, providing $5,0 bil- 
lion for that purpose, The Department of Health 
and Human Services (HHS) provided about $2.3 bil- 
lion of this amo'unt--$1.61 billion in direct 
costs and $690 million in indirect costs--through 
the National Institutes of Health's (NIB'S) ex- 
tramural research program grants. Between fiscal 

,years 1972 and 1982, indirect costs as a perdent- 
age of total NIH research costs rose from about 
21 to 30 percent. (See p. 1.) 

Direct costs include costs for salaries and 
wages, equipment, and other expenses that can be 
assigned directly to a particular research proj- 
ect. Indirect costs-- such as administration 
expenses, facility operation and maintenance ex- 
penses, and depreciation or use allowances--are 
those which cannot be specifically attributed to 
individual projects. Accountants have developed 
techniques, based on estimates, to distribute in- 
direct costs among individual projects in accord- 
ance with Office of Management and Budget (OMB) 
guidelines. (See p. 3.1 

The government-wide process used to establish in- 
direct cost reimbursement rates for educational 
institutions is set forth in OMB Circular A-21. 
This circular defines allowable and unallowable 
costs. It also discusses indirect cost pools 
that should be established for accumulating such 
costs and acceptable methods for distributing 
these costs to research projects. 

HHS has the responsibility for negotiating and 
auditing indirect cost rates with 98 percent of 
the nation's 2,600 educational institutions. The 
rates established by HHS for these institutions 
are applicable for grant funding purposes to all 
other federal departments and agencies. ( See 
p* 4.) 
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5efore the mid-196Os, federal reimbursement of 
grantees' indirect costs was limited to a speci- 
fied percentage of direct costs. In 1966, the 
limit of 20 percent of direct research costs for 
NIH indirect cost reimbursements was removed by 
the Congress to allow grantees to recover full 
overhead expenses associated with federally spon- 
sored research projects. (See p. 6.) 

GAOPs~',,,review of the process followed by HHS in 
establishing indirect cost rates was requested by 
Senator Raula Hawkfns, Member of the Committee on 
Labor and Human Resources, and Senator William 
Proxmire, Ranking Minority Member of the Subcom- 
mittee on Labor, Health and Human Services, and 
Edueatfo'n, Committee on Appropriations. 

The primary objectives of GAO's review were to 

--identify HHS' efforts to contain the growth of 
indirect costs, 

---assess HHS' accountability over indirect costs, 
and 

--determine how often indirect cost audits were 
made and how the,audit reports were used by 
HHS' indirect cost negotiators., 

GAO reviewed a sample of 8.2 NIH grantees in four 
HHS regional offices. Each of these grantees 
generally receives annually federal funding for 
direct research costs of more than $3 million. 
They received a total of $601 million, or 26 per- 
cent of NXH's extramural research funds, in fis- 
cal year 1982. Of this amount, 68 percent was 
for direct costs and 32 percent was for indirect 
costs. The ratio of fiscal year 1982 direct and 
indirect costs for the grantees included in GAO's 
sample was similar to that for the NIH research 
grant program costs as a whole, GAO also re- 
viewed indirect cost audits of NIH grantees made 
by HHS and non-HHS auditors from October 1977 
through April 1983. (See p. 7.) 



Tsar Shmt 

In recatmt yams, the proper allocation of an in- 
stitutian~s BndirecC costs to its research activ- 
ities' and the extent to which institutions should 
be reimbursed by the government have been the 
subjects of much debate. The government has been 
concerned with the level of funding required to 
reimYours8fe indirect c~sts~ the complexity of ac- 
counting procedures used by educational institu- 
tions, and the overall need to maintain proper 
accountability. On the other hand, educational 
institutions have emphasized the need for in- 
creased recovery of their costs expended to con- 
duct federally sponsored research activities. 
Several studies have addressed these issues. ' 
(See p. 11,) 

The most recent dis'cussion of these issues was 
included in a May 1983 National Academy of 
Sciences report. The Academy's report discussed 
recurring difficulties with indirect costs and 
concluded that: 

--Resolution of the indirect cost conflict re- 
quires all parties to (a) develop a consensus 
on criteria for determining the actual costs of 
research, (b) examine and agree on methods for 
determining and apportioning indirect costs, 
and (c) agree on the rationale for sharing 
ax3ts. 

--Imposition of a uniform indirect cost rate 
all universities would be both unsound and 
equitable. 

on 
in- 

--A wider choice of mutually acceptable methods 
for treating indirect costs is needed, includ- 
ing methods that offer simplicity in accounting 
systems in exchange for less than full recovery 
of costs. (See p. 11.) 

Congressional concern has focused on what can or 
should be done about the increasing payments for 
indirect costs. To comply with congressional 
direction, HHS proposed several policy options in 
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February 1982 and March 1983 to simplify the in- 
direct cost reimbursement process and reduce fn- 
direct cost payments made on NIH grants."'The 
House Appropriation8 Committee believes %hat the 
present system for calculating indirect costs is 
not equitable or s'ufficiently uniform to be fair 
to all grantee@* The Senate Appropriations Corn- 
mittee believes it is time for all sides tco work 
together to estabNlie8h reasonable methods for 
reimbursing indirect c'osts. This report should 
contribute to future deliberations concerning the 
many issues related to indirect cost reimburse- 
ment . '1:"' ( See pp& 12 to II) . 1 

CA0 found that the process followed by HHS in 
negotiating indirect cost reimbursements does not 
assure that negotiated indirect cost rates are 
reasonable. It found this to be particularly 
evident for grantees * departmental administration 
expenses. In addition, few audits of grantees 
are made to verify indirect costs, and negotia- 
tion files often provide no written documentation 
to explain the reasons for significant indirect 
cost increases. (See pp. 20 to 34.) 

Departmental administration 
expenses are subjective and I 1 * not easily verified 

Departmental administration expenses represent 
the largest and most controversial of the in- 
direct costs reimbursed by WIH. According to HHS 
officials, it constitutes about 35 percent of the 
indirect cost rates at large institutions and in- 
volves the use of subjective estimates that can- 
not be easily verified. 

BHS negotiators find it extremely difficult to 
question institutions' estimates of departmental 
administration expenses because this category of 
expenses is primarily comprised of the salaries 
and expenses of academic deans, academic depart- 
ment heads, and faculty, all of whom split their 
efforts among research and several other institu- 
tional activities. GAO's review substantiated 
this contention. 
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OMB '8 Circular A-21 ree?ognizes the difficulties 
in dis8tribwting gosts to this8 expense catego'ry. 
The circular sta,Ws that: 

I in an acehd:emic setting, teaching, 
K&Ah p wa?D1IViQ& @ and,' Sadrministration are 
offtelv inextrimhly inteminghd. A precise 
ass'essment of fa:ctors that contribute to 
cmtss is nat always; feasible, nor is it ex- 
pected. Reliance, tb!erefore, is placed on 
estimates in which a degree of tolerance is 
appropriate." 

Twa metholds arre permitted by OMB Circular A-21 
to identify allowable departmental administra- 
tion costs used in establishing indirect cost 
rates. Large institutions, such as those in- 

.cluded in GAO's review, a&reimbursed on the' 
basis of personnel activity,(time and effort) 
reporting systems, which are subjective and dif- 
ficult to verify. However, small institutions-- 
defined as those receiving $3 million or less in 
federal funding for direct research costs--may 
compute their allowable departmental administra- 
tion costs simply on the basis of 20 percent of 
salaries and expenses of deans and department 
heads. (See p. 20.1 

Few audits are made to determine 
validity of indirect costs 

MMS estimates that there are about 700 educa- 
tional institutions that annually receive NIH 
indirect ccwt reimbursements. During a recent 
5-l/2-year period, HHS auditors made a total of 
50 indirect cost audits of 47 NIH grantees to 
assist HHS negotiators in their annual indirect 
cost rate negotiations with grantees. For the 82 
grantees' included in GAO's review, the HHS Office 
of Audit was able to satisfy one-half of the 48 
requests made by negotiators during a 4-l/2-year 
period. HHS officials told GAO that negotiators 
are aware that few indirect cost audits are done 
and, as a result, negotiators are reluctant to 
request them. 

In recent years, the HHS Inspector General has 
decided to spend more of HHS' audit resources on 
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such multibillion dollar programs as S'ocial Seau- 
rity, ,Wedicaid, and Medicare rather than individ- 
ual indirect cost audits. Howwer, in cases 
where indirect cost audits have been made, sig- 
nificant amolunts 6f' grantee proposed indirect 
costs have been qu,eMzioned. GAQ found that HHS 
negotiators sustained $13.9 million of $16.7 mil- 
lion ques'tioned by HHS auditors over a 4-l,.JZ-year 
period * The? n&ptiators slubsequently reduced in- 
direct cost rates accordingly. 

Recently, HHS has begun to rely on nonfederal 
auditors to conduct single organization-wide 
audits of ins'titutions' financial management sys- 
tems and internal control procedures to identify 
problem areas. While the single-entity audit 
approach will identify areas of potential weak- 
nesses in thes'e systems, they may not be suffi- 
ciently detailed to satisfy the need for specific 
indirect cerast audits. The HHS Office of Audit 
believes that these audits should provide suffi- 
cient data to assist negotiators in analyzing in- 
direct 'cost proposals and requesting additional 
audit assistance when it is needed. (See p. 24.1 

Negotiation files do not always 
contain written explanations 
for cost increases 

In fiscal years 1981 and 1982, HHS had finalized 
indirect cost rates for 69 of the 82 NIH grantees 
GAO reviewed, In fiscal years 1981 and/or 1982, 
49 of the 69 NfB grantees' negotiation files con- 
tained no written explanation of the reasons for 
significant increases in indirect costs from the 
previous year(s). 

For example, GAO found that departmental adminis- 
tration expenses at one university increased $1.3 
million, or 74 percent, from the previous year. 
However, neither the indirect cost proposal nor 
the HHS'negotiator's notes on his analysis of the 
proposal explained why departmental administra- 
tion costs rose so significantly. (See app. II.) 

HHS has acted to improve the documentation of 
its negotiation files. To implement a GAO pro- 
posal contained in a draft of this report sent 
to HHS for comment, HHS instructed its regional 
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cost negotiators to request major research grant- 
ees who s'ubmit indirect cost propa'sals after 
March '.X%1, 198;4, tso #provide a written explanation 
of any siNgnfficant inccrrease: in anly category of 
indir@et costs. (See p. 29.1 

Since dapaHmenta1 administration expenses are 
the largest category of indirect costs and con- 
sist of charges developed using subjective esti- 
mates that are not easily verified, they will un- 
doubtedly be the source of continuing contro- 
versy L 

GAO recommends that the Director, OMB, revise 
.Ciroular R-21 to establish a fixed allowance for 
large institutions' departmental administration 
expenses to replace the cost reimbursement method 
now wed. Such an allowance could be computed in 
a manner similar to that permitted by Circular 
A-21 for small institutions tiand could vary, if 
necessary, on an institution-by-institution 
basis, depending on their individual circum- 
stances. 

In any event, a fixed allowance for departmental 
administration expenses should not require reli- 
ance on institutions' personnel activity report- 
ing systems. Implementation of the recommenda- 
tion should minimize difficulties encountered in 
independently verifying this category of indirect 
costs. Such an allowance should represent a rea- 
sonable amount needed for effective research ad- 
ministration at the departmental level of each 
institution. To the extent possible, the allow- 
ance should be relatively simple to compute and 
not result in disproportionate annual fluctua- 
tions compared to the direct costs of research. 

This recommendation is consistent with the May 
1983 National Academy of Sciences report that 
concluded, among other things, that a single uni- 
form indirect cost rate applicable to all univer- 
sities and covering all indirect costs would be 
unsound and inequitable. In fact, the establish- 
ment of a fixed departmental administration 
allowance--possibly unique to each institution-- 
could complement the Academy's call for alternate 
and more simplified methods of allocating in- 
direct costs. (See p. 35.) 
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AGENCY COMMENTS 
AND GAO EVll4LUAlrc1;ION 

HHS generally acgreed with GAO's findings and rec- 
ommendations. HWS recognized the need for writ- 
ten summaries prepared by NIB grantees of the 
reasons for significant increases in indirect 
cost pools and has acted to implement the pro- 
posal contained in the GAO draft report sent to 
HHS and OMB for review and comment. Because of 
HHS' action, G%AO did not include a recommendation 
on this matter in the final report. (See p. 35 
and app. III.1 

In the draft of the report, GAO recommended that 
OMB explore the feasibility of establishing an 
allowance for departmental administration to re- 
place the co'st reimbursement method now used. 
OMB stated that it had already explored this ap- 
proach with other federal agencies and understood 
that fixed rates for departmental administration 
expenses have been negotiated with institutions. 
OMB indicated that this approach is consistent 
with its Circular A-21 (i.e., negotiating a fixed 
rate for a multi-year period.) 

The fixed rates referred to by OMB continue to 
rely on perso'nnel activity reporting systems as 
the basis for establishing multi--year rates. HHS 
has found that the data produced by these systems 
are subjective and difficult to independently 
verify. GAO believes that, absent a change to 
OMB Circular A-21, the manner in which reimburs- 
able departmental administration expenses are 
determined will remain unchanged even though a 
fixed rate may be negotiated for multi-year 
periods. GAO has revised its recommendation to 
reflect this. 

OMB believes it may be necessary to reassign some 
audit responsibilities from HHS to other federal 
agencies to increase the number of indirect cost 
audits being conducted. (See p. 36 and app. IV.) 
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CHAPTER 1 

INTRCDUCTION 

Over the years, the indirect costs incurred in support of 
federal health research grants have become a highly complex and 
controversial issue. These costs continue to consume an in- 
creasingly larger share of research dollars provided by the fed- 
eral government. 

In fiscal year 1982, the government provided an estimated 
$5.0 billion-- a 138-percent increase over the'$2.1 billion pro- 
vided in fiscal year 1972 --in support of health research and de- 
velopment activities. Of the $5.0 billion, the National 
Institutes of Health (NIH) of the Department of Health and Human 
Services (HHS) provided $3.6 billion. About $2.3 billion of 
NIH's $3.6 billion was expended on its extramural research pro- 
gram grants awarded to research institutions in the nonfederal 
sector. 

From 1972 to 1982, NIH's total cost awards for extramural 
grants increased from $808 million to $2.3 billion (an increase 
of 185 percent). The direct cost portion of this total in- 
creased from $642 million to $1.61 billion, an increase of 151 
percent. During this same period, NIH's indirect cost awards 
increased from $166 million to $690 million--an increase of 315 
percent. Proportionately, indirect costs increased from 20.6 to 
30.0 percent of total NIH grant costs during this period. As a 
percent of direct costs, indirect costs increased from 25.9 to 
42.8 percent. Information concerning the increases in NIH's 
indirect costs from 1972 through 1982 is provided on page 2. 

Senator Paula Hawkins, Member of the Senate Labor and Human 
Resources Committee, asked us to review and evaluate the moni- 
toring of and accountability over indirect costs incurred by 
research institutions in conducting NIH-sponsored health re- 
search. Senator William Proxmire, the Ranking Minority Member 
of the Subcommittee on Labor, Health and Human Services, and 
Education, Senate Committee on Appropriations, asked us to 
update information contained in a previous report1 we issued on 
indirect costs of health research. He expressed particular 
interest in HHS' efforts to audit indirect costs, including the 
extent to which such audits have resulted in indirect cost 
reductions. 

1Indirect Costs of Health Research--How They Are Computed, What 
Actions Are Needed (HRD-79-67, July 27, 1979). 
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Fiscal 
year 

fhcreases in Indirect Cost Reimbursements 
to NIH Grantees for Fiscal Years 1972 Throuqh 1982 

Total Total Total Percent of Percent of 
grant direct indirect indirect costs indirect costs 
costs costs costs to direct coats to total costs 

(thousands) 

1972 $ 808,108 $ 641,865 $166,243 25.9 26,6 
1973 799,665 614,078 185,587 30.2 23*2 
1974 985,738 745,547 240,131 32.2 24*4 
1975 1,000,496 741,558 258,938 34.9 25,9 
1976a 1,444,630 1,058,466 386,164 36.5 26.7 
1977 1,320,302 961,162 359,140 37.4 27.2 
1978 1,529,066 1,112,973 416,093 37.4 27.2 
1979 1,844,OOl 1,331,722 512,279 38.5 27.8 
1980 2,050,074 1,463,768 586,306 40.0 28,6 
1981 2,224,138 1,568,995 655,143 41.8 29.5 
1982 2‘300,534 1,610,679 689,855 42.8 30.0 

aIncludes transition quarter. 



WHAT ARE DIRECT AND 1[IWIDIRECT COSTS? 

The total colst of any research project is usually expressed 
in two broad categories-- direct and indirect co'sts, 

Direct costs generally include costs for salaries and 
wages, equipment, and other expenses that can be directly 
assigned to a particular project. 

Indirect cysts are those costs which cannot be readily 
identified with specific projects. For this reason, accountants 
have developed techniques, based on estimates, to assign in- 
direct costs to "cost pools." 

At educational institutions, indirect costs are categorized 
into the following cost pools: 

--General administration (salaries, expenses, and fringe 
.benefits of university officials and university-wide of- 
fices, such as personnel, accounting, and payroll). 

--Departmental administration (salaries, expenses, and 
fringe benefits of personnel (e.g., chairmen, secretar- 
ies, and faculty) in academic deans' offices, academic 
departments and divisions, and organized research 
units2). 

--Sponsored projects administration (salaries, expenses, 
and fringe benefits of administrators and staff in of- 
fices set up especially to administer sponsored research 
programs). 

--Operation and maintenance (utilities, janitorial serv- 
ices, routine maintenance, etc.). 

--Use charges for buildings and equipment (or depreciation 
of institutional assets). 

--Student administration and services (costs of registrar, 
deans of students, student advisors, health services, 
etc.). 

--Library (books and materials and salaries, expenses, and 
fringe benefits of librarians and library staffs). 

2 Organized research units include such units as institutes, 
study centers, and research centers. 
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These indirect cost pools are allocated to each major 
university function (e.g., research, instruction) on the basis 
of benefits received le.g,, square feet of space, number of 
students and staff). All of the indirect costs allocated to the 
research function are generally divided by the modified total 
direct costs of research to obtain the grantee's research 
indirect cost rate. Wodified total direct costs are define'd as 
the following direct costs--salaries and wages, fringe benefits, 
materials and supplies, services, travel, and subgrants and sub- 
contracts up to $25,000 each. The research indirect cost rate 
is recomputed annually for each WTH grantee and used as the 
basis to reimburse grantees for indirect costs incurred on fed- 
erally sponsored research projects. 

For educatianal institutions, Office of Management and 
Budget (OMB) Circular A-211 effective October 1, 1979 (revised 
August 3, 19821, establishes principles for determining allow- 
able costs for research grants. The OMB circular defines allow- 
able and unallowable costs. It also discusses indirect cost 
pools that should be established for accumulating such costs and 
acceptable methods for distributing these costs to research 
projects. The circular's principles are designed to assure that 
the federal government bears its fair share of total costs, de- 
termined in accordance with generally accepted accounting 
principles. 

The cost principles recognize that 

--the accounting practices of recipient institutions must 
support the accumulation of costs as required by federal 
cost principles and must provide for adequate documenta- 
tion to support costs charged to sponsored agreements; 

--each institution, in fulfilling its obligations, should 
employ sound management practices; and 

--cognizant federal agencies involved in negotiating and 
auditing indirect cost rates should assure that insti- 
tutions apply federally prescribed cost principles on a 
consistent basis. 

Under the provisions of OMB Circular A-88, HHS has the 
responsibility for negotiating and auditing indirect cost rates 
for 98 percent of the nation's 2,600 educational institutions. 
Within HHS, overall responsibility for the development and issu- 
ance of policies and procedures for the negotiation and 
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reimbursement of indirect costs is assigned to the Deputy 
Assistant Secretary for Procurement, Assistance, and Logistics, 
Office of the Assistant Secretary for Management and Budget. 
Audits are the responsibility of the Office of the Inspector 
General. 

In order to be reimbursed for indirect costs, an NIH 
grantee must first establish an appropriate indirect cost rate. 
To do this, the grantee institution prepares an indirect cost 
rate proposal and submits it to the Division of Cost Allocation, 
Regional Administrative Support Center, for the HHS region in 
which the grantee is located. The institution is supposed to 
submit a proposal for each fiscal year for which indirect costs 
are claimed. Educational institutions must develop their in- 
direct cost proposals in accordance with the OMB Circular A-21 
cost principles. This proposal provides the basis for review, 
audit, and negotiation leading to the establishment of a 
grantee's indirect cost rate. 

Division of Cost Allocation personnel review the indirect 
cost proposals and negotiate indirect cost rates with individual 
institutions. There are about 65 cost negotiators in the 10 HHS 
regional offices. According to HHS, they devote approximately 
30 percent of their time to indirect cost negotiations with col- 
leges and universities. Negotiations, which are conducted over 
the telephone or at face-to-face meetings, are based on one or a 
combination of desk reviews, on-site reviews of supporting docu- 
mentation, or HHS Office of Audit reports. 

The HHS publication Staff Handbook on Cost Negotiation sets 
forth departmental guidance governing (1) the review and nego- 
tiation of indirect cost proposals and (2) the use of audit 
assistance in such evaluations. The handbook states that the 
negotiator must perform a sufficient analysis of each proposal 
and supporting documentationto provide reasonable assurance of 
the agreement's fairness to both the government and the insti- 
tution. 

The handbook provides that because of limited audit 
resources, proposals will generally be evaluated without the 
assistance of audit, but that audits are necessary in some cases 
to help ensure that the rates or amounts negotiated are reason- 
able. The handbook states that the negotiator is to make a 
special request for an audit when one is deemed necessary and is 
not already scheduled by the audit agency. If an audit of a 
grantee's indirect costs is considered necessary, the HHS nego- 
tiator is to request an audit through the HHS Office of the 
Inspector General's Office of Audit. Audit findings are not 
binding on the negotiator and are for advisory purposes only. 
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In determining the time and effort that a negotiator will 
expend on an analysis, a number of interrelated factors mus't be 
considered, including: 

--The approximate dollar amount involved in the negotia- 
tion. 

--Whether an audit of the proposal has been condu'eted and 
the findings of the audit. 

--The percentage relationship of federal funding to the 
total costs of the institution. 

--Whether any significant increases in costs can be readily 
explained, 

--Past problems 'in negotiations. 

--Whether the proposal is adequately supported by accom- 
panying documentation. 

--Any information in the proposal to indicate a possible 
inequitable allocation of costs. 

--Whether any significant changes have been made in the 
organization's accounting system or organizational struc- 
ture which affect the proposal. 

The HHS handbook allows the Director of the Division of 
Cost Allocation to establish, with the approval of the Director, 
Regional Administrative Support Center, dollar and rate thres- 
holds for accepting proposals without review. In addition, the 
handbook sets forth pro'cedures for documenting the results of 
the review of indirect cost proposals and explaining adjustments 
made in arriving at the rates negotiated. 

The results of each negotiation are formalized by a nego- 
tiation agreement signed by the Director of the Division of Cost 
Allocation and an authorized grantee representative. Indirect 
cost rates established for a given institution by the federal 
agency responsible for the indirect cost rate negotiation at 
that institution are accepted for grant funding purposes by all 
other federal departments and agencies. 

Federal reimbursement of indirect costs 

For many years, the federal payment for indirect costs 
incurred in support of research grants was administratively de- 
termined through application of a single flat rate. For ex- 
ample, before 1955 HHS' (formerly the Department of Health, 
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Education, and Welfare) policy was to limit overhead dolets on 
NIH research grants to 8 percent of direct project costs, After 
that date, HHS changed its policy to allow an amount 'equal to 15 
percent. In 1958, HHS proposed to ini=rease the indirect cost 
allowance to 25 percent, but the House Committee on Appropria- 
tions did not approve the increase. Instead, a statutory ceil- 
ing of 15 percent was imposed. In 1963, the Congress increased 
the maximum limit on indirect costs for research grants to 20 
percent of direct project costs and applied this limit to both 
HHS and Department of Defense research grants. Beginning with 
the fiscal year 1966 appropriation act, the Congress removed 
this percentage limitation and included language which allows 
institutions to recover full overhead expenses for federally 
sponsored research projects. 

OBJECTIVES, SCOPE, AND METHODOLOGY 

The primary objectives of our review were to: ' 

--identify HHS efforts to contain the growth of indirect 
costs, 

--assess HHS' accountability over indirect costs, and 

--determine how often indirect cost audits were made and 
how the audit reports were used by HHS indirect cost 
negotiators. 

Our review was performed in accordance with generally 
accepted government auditing standards and focused on the HHS 
process for establishing indirect cost rates for grantees 
receiving NIH research grants. We did not evaluate the 
legitimacy of claims made for indirect costs. 

Throughout our review, we examined pertinent legislation, 
regulations, policies, and procedures governing indirect cost 
reimbursements. We reviewed HHS' documentation (including nego- 
tiation files on grantees) relating to audits, negotiations, and 
indirect cost reimbursements at the NIH headquarters office, 
Bethesda, Maryland, and HHS' regional offices in Atlanta, Bos- 
ton, Denver, and Philadelphia. These regional offices were 
selected for broad geographical coverage. 

We monitored the activities of the NIH Director's Advisory 
Committee in order to identify NIH's efforts to contain the 
growth of indirect costs. At the time our review was initiated, 
the committee was examining alternative approaches for contain- 
ing research expenditures, promoting cost sharing, and simplify- 
ing administrative procedures. 



We discussed the matters contained in this report with GM&, 
the National Science Foundation, the American Ass'ociation of 
Medical Colleges, the Federation of American Societies for 
Experimental Biology, and the Council on Government Relations of 
the National Association of College and University Business 
Officers-- an organization representing more than 100 research 
institutions. 

In the four HHS regions visited, we selected for detailed 
analysis and discussion with regional office personnel the 
available documentation on 82 grantees (of the approximate total 
of 200 on a nationwide basis) that generally receive federal 
funding for direct research costs of $3 million or more a year. 
While our sample of 82 grantees (see app. I) was nonrandom, the 
ratio of direct and indirect costs for our grantee sample was 
similar to the ratio of these costs for the program as a whole, 
The grantees in our review collectively received $601 million, 
or 26 percent, of the $2.3 billion NIH spent on extramural 
health research grants in fiscal year 1982. Of the $601 mil- 
lion, $191 million (or 32 percent) was for indirect costs. 
Trend data for increases in indirect cost categories over a 
3-year period were developed using documentation in the negotia- 
tion files for the 82 grantees. 

In the HHS regions visited, we interviewed 13 negotiators 
to determine (1) the procedures being used in recent negotia- 
tions, (2) the rationale used in decisions to make site visits, 
and (3) the extent to which indirect cost pools were analyzed. 
we also interviewed these negotiators to obtain their views on 
the need for, the adequacy of, and the use made of audits in the 
negotiation process. 

To determine the frequency and benefit to HHS negotiators 
of indirect cost audits, we identified all the indirect cost 
audit reports issued on NIH educational institution grantees by 
the HHS Office of Audit during a S-l/2-year period ended April 
30, 1983. We examined the HHS audit reports issued during this 
period to determine the amount and percentage of proposed costs 
the auditors disallowed and the reasons for disallowance. To 
the extent possible, we identified indirect cost audits of NIH 
grantees conducted by non-HHS audit organizations during the 
same period. 



CHAPTER 2 

COWCRRWS ABOUT RISING INDIRECT CWTS CONTINUE-- 

FUHD&MENTAL IS'SUES NEED RES'OLUTION 

Concern has b'een expressed in the Congress, at HHS, and by 
university officials about the increasing proportion of health 
research funds used to pay indirect costs. These concerns will 
continue until researchers, academic administrators, and the 
federal government resolve differences concerning what is the 
proper allocation of institutional indirect costs to federally 
sponsored research activities and who should pay for them. 

To comply with congressional direction, HHS proposed 
several policy options in February 1982 and Mlarch 1983 on how to 
simplify the indirect cost reimbursement process and reduce the 
amount pf federal indirect cost reimbursement on NIH'grants. 
The House and Senate Appropriations Committees recommend further 
cooperative study between the federal government and educational 
institutions of the issues before adoption of new policies. 

INDIRECT COSTS CONTINUE 
TO INCREASE 

The total amount of NIH indirect cost reimbursements was 
$690 million in fiscal year 1982, At the time, this amount rep- 
resented the largest amount of NIH indirect costs ever reim- 
bursed both in absolute terms and as a percentage of indirect 
costs to direct costs (42.8 percent) and to total grant costs 
(30.0 percent). 

As the overall level of federal participation in the pay- 
ment of indirect cost reimbursements has grown, so too have con- 
cerns that (1) nonresearch costs are included in indirect cost 
reimbursements, (2) educational institutions have no incentive 
to control indirect costs, (3) indirect costs are not affected 
by budget reductions, and (4) indirect costs have grown faster 
than necessary. However, university administration officials 
argue that most institutions bear the major burden of indirect 
costs and that constraints on resources, faculty pressure, and 
administrative and/or state oversight for public institutions 
provide adequate incentive to control costs. 

HHS officials told us that the increases in the level of 
federal indirect cost reimbursements made to educational insti- 
tutions have been due largely to the following factors: 

--The need for additional funds has caused grantees to 
adopt more sophisticated cost allocation techniques which 
maximize the amount of allowable reimbursements for 
indirect costs. 



--Inflation, which has had a greater impact on the types of 
costs included in indirect costs (for example, utility 
rate increases) than those included in direct costs. 

--Increased administrative and legal costs associated with 
federally mandated social programs, such as equal employ- 
ment opportunity, affirmative action, pension benefits, 
occupational safety and health, protection of human sub- 
jects, an8 care of laboratory animals. According to HHS, 
this is based on contentions by institutions which have 
not been quantified, but which HHS is inclined to accept. , 

Based on our analysis of the entire amounts of indirect 
costs which were incurred by the 82 NIH grantees in our review 
and used during the fiscal years 1980 and 1982 negotiations, the 
cost pools for sponsored project administration, departmental 
administration, and operations and maintenance had the largest 
percentage increases during this period. From 1980 to 1982, the 
departmental administration pool, for the 82 NIH grantees in- 
cluded in our review, had the largest dollar increase. Overall, 
our analysis showed that from 1980 to 1982, grantees' direct 
costs increased by about 22 percent, while the overall increase 
in indirect cost pools was 30 percent. This 30-percent increase 
in the indirect cost pools amounted to $98 million. 

The following table indicates the changes which occurred in 
the 82 NIH grantees' individual indirect cost pools. 

Increases in Indirect Cost Pools 
from 1980 to 1982 

Dollar Dollar Per- 
Indirect cost amount amount Dollar centage 

pools FY 1980 FY 1982 increase increase 

----------(millions)-------- 
Sponsored project 

administration $ 26 $ 35 $ 9 35 
Departmental adminis- 

tration 101 135 34 34 
operations and 

maintenance 93 125 32 34 
Use allowance for 

buildings and 
equipment 27 35 8 30 

Library 16 20 4 25 
Other 4 5 1 25 
General administration 60 70 10 17 - 

Total $327 $425 $98 30 
- - 
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Although we did not determine the reasons for the increases 
in the cost pools noted above, the Higher Education Price Index, 
which is most.often used to measure average price changes at re- 
search institutions, showed that between 1980 and 1982 there 
were price changes affecting these cost pools. According to the 
price index , perso'nnel costs--such as salaries, wages, and 
fringe benefits-- went up 20.2 percent, while nonpersonnel 
costs-- such as utilities, equipment, supplies, and books-- 
increased 27.0 percent. The greatest increases were recorded by 
utilities (up 44.1 percent), fringe benefits (up 29.0 percent), 
and services (up 24.2 percent). The price index showed that the 
costs for professio'nal salaries in research and development 
increased by 18#.1 percent in the same period. 

NEED TO RESOLVE BASIC ISSUES CONCERNING 
ALLOCATION OF INDIRECT COSTS TO RESEARCH 
AND WHO SHOULD PAY FOR THEM 

In recent years, the proper allocation of an institution's 
indirect costs to its research activities and the sharing of 
these costs between the government and universities have been 
the subjects of much debate. Studies by the U.S. Commission on 
Government Procurement (19721, the President's Biomedical Re- 
search Panel (1976), the American Council on Education (19761, 
the Commission on Federal Paperwork (19761, the National Commis- 
sion on Research (19801, and the management consulting firms of 
Peat, Marwick, Mitchell and Company (19771, and Coopers and 
Lybrand (1982), among others, have raised a number of funda- 
mental issues concerning what constitutes indirect costs on 
federally sponsored research projects and who should be respon- 
sible for paying them. 

The most recent report which included a discussion of this 
subject was issued by the National Academy of Sciences. The May 
1983 National Academy of Sciences report Strengthening the 
Government-University Partnership in Science gave added impetus 
to the need to more fully address the issue of indirect costs. 

In its report, the National Academy of Sciences' Ad Hoc 
Committee on Government-University Relationships in Support of 
Science addressed the issue of indirect costs, among other 
things, because of its impact on the productivity of scientific 
research and education in the United States. The ad hoc com- 
mittee recommended and the National Academy of Sciences sub- 
sequently established a new and independent body--the Forum on 
Government-University Relationships-- to (1) improve communica- 
tions between the government and universities and (2) facilitate 
resolution of the problems they share. 
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Regarding the recurring difficulties among academic admin- 
istrators, investigators, and the federal government over in- 
direct costs, the committee concluded in its report that, among 
other things: 

"Resolution of the conflict over indirect costs 
requires that representatives of all parties to the 
government-university relationship: 

o Develop consensus on criteria for determining the 
actual costs of research, regardless of who pays. 

o Examine current and alternative methods for agpor- 
tioning costs among functions of the university and 
among individual projects. 

o Agree on methods for determining and apportioning 
costs. 

o Agree on the rationale for sharing of costs by 
government and the universities." 

. . . . . 

"Imposition of a uniform indirect cost rate on all 
universities would be both unsound and inequitable." 

. . . . . 

“A wider choice of mutually acceptable methods for 
treating indirect costs is needed. Such methods 
should include some that offer simplicity in account- 
ing procedures in exchange for less than full recov- 
ery of costs." 

PROPOSED POLICY OPTIONS TO REDUCE 
INDIRECT COST REIMBURSEMENTS 

Concern expressed in the Congress about indirect health re- 
search costs has focused on the recurring topic of what can or 
should be done about the increasing payments for indirect costs. 
To comply with congressional direction, HHS has studied the 
issues and has recommended policy options to simplify the in- 
direct cost reimbursement process and implement reduced payments 
to NIH grantees for indirect cost reimbursements. The House and 
Senate Appropriations Committees recommend further cooperative 
study between the federal government and educational institu- 
tions of the issues before adoption of new policies. 
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In recent years, a major HEWS effort to address NIH indirect 
cost-related matters was conducted by the Advisory Committee to 
the Director,. NIH. At its meeting in October 19811, the Advisory 
Committee considered several alternatives for funding and 
accounting for research activities. These included: 

--The adoption of a "Fixed-Obligation Grant" which would 
alter the existing grantee funding mechanism. In this 
regard, an award would be made OR a fixed obligation ba- 
sis, not a cost reimbursement basis. This means that NIH 
would establish, through negotiations, the total amount 
of the award for the initial budget and would obligate 
itself to pay that amount to the institution. In return, 
the institution and the principal researcher would accept 
the responsibility to pursue the research proposed for 
the budget period and would have full use of the total 
amount awarded. 

--The adoption of the National Science Foundation model for 
payment of NIB indirect costs, which would require NIH 
and the grantee to establish the indirect cost rate and 
the total project cost before the award. Increases in 
the indirect cost rate during the life of the project 
would be permitted, but the total project cost would not 
be increased. 

At the Advisory Committee's March 1981 meeting, the Direc- 
tor, NIB, announced the creation of a Working Group on Costs of 
Biomedical Research to address the issues raised by the com- 
mittee. The Working Group prepared an interim report in Septem- 
ber 1981 after meeting on four separate occasions to consider 
the complex issues of research cost and accountability raised by 
the Advisory Committee. 

In October 1981, the Advisory Committee adopted recommenda- 
tions made by the Working Group in its September 1981 report. 
These recommendations included: 

--development of a plan for a limited trial of the Fixed- 
Obligation Grant concept and 

--development of a plan to (a) eliminate retrospective 
adjustment of indirect cost rates and (b) redefine 
eligible indirect costs (e.g., eliminating some or all 
expenses for "departmental administration" and permit 
increased reimbursement for more measurable indirect 
costs). 
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In November 1981, the Senate Committee on Approlpriations 
asked HHS to report on measures taken or planned for containing 
the growth of indirect costs. While recognizing the legitimacy 
of such costs, the Committee was concerned that s'uch costs may 
not always be subject to the same rigorous review or budgetary 
constraints applied to direct costs. 

In its February 1982 report to the Committee on this mat- 
ter, NIW discussed two possible steps to limit reimbursements 
for indirect costs, as follows: 

II using the negotiated indirect cost rate appli- 
c;tbie*at the time of each award, NIH could set the 
allowance for indirect cost at that level and rescind 
the current practice which allows for settlement 
adjustments based on final rates (usually upward). 
This would be similar to the practice of the National 
Science Foundation, the Department of Defense, and 
virtually all other Federal agencies. If NIH were to 
adopt this appraach, it collectively would reduce its 
grantees' claim for additional indirect costs by an 
estimated $10-15 million annually. . . 

"Another step that could be taken would be to re- 
define the categories of eligible and ineligible ex- 
pense with respect to reimbursement of indirect 
casts. For example, certain university administra- 
tive expenses could be defined as ineligible ex- 
penses, thus eliminating indirect cost recovery for 
these cost elements from grant and contract support. 
Conversely, amortization of the capital costs of re- 
search equipment, 
made eligible.1 

now an ineligible item, could be 
Such a pattern of charges could be 

effected so that indirect costs were easier to under- 
stand and justify and that total Federal outlays were 
reduced. Again, grantees would receive less reim- 
bursement for indirect costs and would have to elim- 
inate some expenses or find other sources of 
funding." 

1HHS officials advised us that this statement refers to inter- 
est expense on the acquisition of equipment, which was an un- 
allowable cost when the February 1982 report was written by 
NIH. Interest expense on the acquisition of buildings and of 
equipment costing $10,000 or more acquired after June 30, 1982, 
was made allowable by the August 3, 1982, revision of OMB Cir- 
cular A-21. 
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NIH also indicated in its February 1982 report that it 
planned to reduce fiscal year 1983 reimbursements for indirect 
costs by 10 percent, thus limiting the allowance to 90 percent 
of actual indirect costs based on each negotiated rate. HHS ex- 
pected this to be an efficient and uncomplicated way to achieve 
budget economies in the immediate future and allow time to con- 
sider alternative approaches that may be more suitable as a 
basis for long-term policy. The Congress subsequently did not 
approve the proposed lo-percent reduction of indirect costs. 
None of the other recommendations made by NIH were approved. 

In September 1982, the House Committee on Appropriations 
requested the Secretary of HHS, in cooperation with the Direc- 
tar , NIH, to review the matter of indirect costs and submit a 
report containing conclusions and recommendations to the commit- 
tee. In March 1983, NIH prepared a report in response to this 
request. 

In its report, NIH recognized that expenditures for the 
indirect costs of federally sponsored biomedical and behavioral 
research have been growing at a faster rate than direct costs in 
recent years. NIB indicated that the consequence of this trend 
has been that proportionately fewer federal dollars have been 
available each year to meet the direct costs of research. 
Accordingly, NIH stated that HHS believed that expenditures for 
indirect costs should be subjected to new restraints. In keep- 
ing with this proposed change in policy, the fiscal year 1984 
NIM budget submitted to the Congress assumed reductions of 
$72 million in indirect costs from the levels NIH grantees would 
otherwise receive under current policy. 

One policy change recommended, in conjunction with which- 
ever other indirect cost containment approach(es) might be 
adopted, was to rescind the practice of allowing subsequent 
adjustments, usually upward" to negotiated rates. This same 
change had been suggested in NIH's February 1982 report to the 
Senate Committee on Appropriations concerning measures taken or 
planned for containing the growth of indirect costs. 

In addition, NIH cited several other ways in which indirect 
cost expenditures could be limited in fiscal year 1984. These 
included both short- and long-term policy options. 

The short-term options were: 

1, Across-the-Board Reduction-- a lo-percent reduction to 
each grantee's allowable indirect cost reimbursement. 
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2. Capping Selective Indirect Cost Components--a selective 
limitation for reimbursewents for those components of indirect 
costs that seem least related to research (e.g., departmental 
administration) and are the most difficult to measure and 
evaluate. 

3. Establishment of a Standard Fixed Allowance-ka fixed 
allowance for indirect costs established on a government-wide 
basis. 

4. Estabkishment of a Fixed Allowance Tailored to Each 
Institution's Histarical L'evel-- an individualized allowance for 
indirect costs estabmlis'hed for each grantee by fixing the in- 
direct cost/total cost ratio based on the experience of recent 
years. 

Of the short-term options presented, HHS indicated a pref- 
erence for a variation of short-term option 4 for fiscal year 
1984. In implementing the proposed variation of this option, 
HHS informed the Committee that each institution's reimbursement 
level would be tailored to its own historical experience. 

The long-term options proposed in the March 1983 NIH report 
were: 

1. Redefinition of Reimbursable Indirect Costs--a 
redefinition of certain types of currently allowable indirect 
costs in OMB Circular A-2i-which are frequently considered to 
have little relevance to research programs. Specifically, this 
option would involve (a) a more restrictive definition of allow- 
able departmental administration indirect costs (for example, 
limit reimbursement to only departmental administrative com- 
mittees which benefit federal research programs), not only to 
reduce indirect cost rates but also to lessen recordkeeping for 
salary costs, (b) a tightening of the definitions of general and 
sponsored projects administration indirect costs to avoid the 
shifting of costs from one administrative cost pool to another, 
and (c) a more liberal reimbursement for facility costs associ- 
ated with research activities which are relatively easy to 
verify. 

2. Choice of a Fixed Allowance or a Negotiated Rate--an 
approach whereby a grantee would choose either a fixed allowance 
or continue the "rate negotiation" process. Under this option, 
(a) all direct and indirect cost categories would be standard- 
ized and an explicit determination made of what types of expen- 
ditures could be classified within the categories claimed as 
indirect costs and (b) institutions' accounting systems would be 
standardized. 
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Of the long-term options presented, HHS believed that seri- 
ous consideration should be given to option 1 which called for a 
redefinition of reimbursable indirect costs. In this regard, an 
internal HHS staff paper proposed that the components of univer- 
sity indirect cost rates in OMB Circular A-21 be modified, as 
follows. 

"Use a standard formula to determine the amount al- 
lowed for department administration expenses. The 
recommended formula would allow 20% of the salaries 
and expenses of deans and department heads, which 
is the same as the formula currently used by 'small 
institutions' under Circular A-21 (i.e., those 
spending less than $3 million a year in Federal 
funds), 

"Establish more restrictive definitions of other 
administrative cost components in Circular A-21 'to 
prevent a shifting of costs from departmental ad- 
ministration to other cost pools. 

"Liberalize reimbursement for costs of university 
facilities (e.g.; more liberal allowances for the 
use of buildings and equipment, interest expense, 
etc.) to moderate the impact of the departmental 
administration formula." 

The staff paper showed the estimated annual dollar impact 
of possible changes on HHS' Public Health Services (primarily 
NIH) research grants. A proposed decrease of $162 million due 
to a limitation allowed for reimbursement of departmental admin- 
istration expenses was offset by increased reimbursements in 
other categories of indirect costs which would range in total 
from $87 to $183 million, depending on the amounts of proposed 
increases chosen. Specifically, HHS' paper showed the 
following: 

Description Indirect cost changes 

Limit allowable departmental 
administration expenses to 
20 percent of the salaries and 
expenses of deans and department 
heads 

Increase annual use allowances 
on equipment from the current 
6-2/3 percent to between 10 and 
20 percent of equipment cost 
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Description Indirect cos't changes 

Increase annual use allo'wances 
on buildings from the current 
2 percent to between 2-l/2 and 
4 percent of building cost + $6 to $25 million 

Allow interest expense Unknown at this time 

Permit allowance for imputed 
interest on funds used to purchase 
buildings and equipment at 8 to 12 
percent a year on one-half of 
asset cost f $.67 to $100 million 

The staff paper cited the following advantages of the 
proposal. 

"Targets reduction on 'softest part of indirect 
cost rates. 

"Alleviates concerns about the relevance of depart- 
mental administration to research programs and 
makes the institutions' overall indirect cost rates 
easier to justify to Congress, program officials 
and faculty as representing costs which truly bene- 
fit the programs. 

"Reduces documentation problems and paperwork for 
the institutions, particularly in the area of 'ef- 
fort reporting.' 

"Reduces disputes in audit and negotiation of 
rates." 

The staff paper also stated that specific changes to OMB Circu- 
lar A-21 would be based on discussions with OMB, the Office of 
Science and Technology Policy, and the university community. 

For fiscal year 1984, the Congress approved full funding of 
indirect cost reimbursements for NIH grantees. None of the 
policy options proposed by NIH in March 1983 to reduce indirect 
cost reimbursements in fiscal year 1984 and beyond were 
approved. 

In the House Report No. 98-357, the House Appropriations 
Committee stated that it was not convinced that the present sys- 
tem for calculating indirect costs was equitable or sufficiently 
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uniform to be fair to all educational institutions. Further, 
the Committee believed the problem was not unique to NIH and 
should be addressed on a government-wide basis. Accordingly, 
the Committee recommended that the administration, in consulta- 
tion with representative grantee institutions, take the neces- 
sary steps to formulate a government-wide plan for calculating 
indirect costs on research supported by all federal research and 
development agencies. 

In Senate Report No. 98-247, the Senate Appropriations Com- 
mittee noted that the extramural research community was working 
with HHS to achieve a resolution of the indirect cost problem. 
The Committee supported the position, tentatively agreed to by 
government and university officials, to ask the President's 
Science Adviser to undertake a study of the problem of indirect 
costs. The Committee expressed its belief that it is time for 
all sides to work effectively to'gether to finally establish 
reasonqble methods for reimbursing indirect costs of'biomedical 
research. 
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CHAPTER 3 1' * 

IrmJ;AlXQUATE ASSDR.&NCE 

THAT HHS NE~GOITIATED INDIRESCT COST &TE$$ 

ARE REASONABLE 

Our review of the process used to establish indirect cost 
rates on NfH's research grants disclosed that it does notpro- 
vide adequate assurance that the negotiated rates are reasonable 
because: 

--The basis establis'hed by QMB for reimbursing departmental 
administration expenses, which make up the largest indi- 
rect ccmt pesol, involves the us'e of subjective estimates 
made by grantees that are not easily verified. 

--NlH grantees’ indirect cost proposals are seldom audited. 

--Negotiation files do not always contain a written expla- 
nation of the specific reasons for significant increases 
in individual indirect cost pools. Grantees have not 
been required to provide such explanations when they 
submit their proposals. 

DEPARTMENTAL ADMINISTRATION EXPENSES 
ARE SUBJECTIVE AND NOT EASILY VERIFIED' 

According to HHS officials, departmental administration ex- 
penses, unlike the expenses for most other indirect cost pools, 
such as operation and maintenance or building and equipment use 
allowances, cannot be independently verified by its negotiators 
or auditors. As a result, this indirect cost component, which 
comprises about 35 percent of the indirect cost rate at large 
institutions, is based primarily on estimates developed by NIH 
grantees of personnel time spent on administrative activities, 
such as committee, departmental, and faculty meetings and other 
departmental level administration that institutions contend 
benefit federally sponsored research projects. Estimates of the 
charges to this cost pool are subjective and are not easily 
verified because teaching, research, and administrative activi- 
ties in an educational institution are frequently intermingled 
and unseparable. 

Regarding the inherent difficulties of distributing sala- 
ries and wages, OMB Circular A-21 states that: 
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II in an ac'ademic setting, teaching, research, 
s&Gfik~e c and adninisHxati~a~n are aften inextrkably 
intermingled. A pimreai~~sl~~ aas;lsl~as~sinmt of factors that 
contribute to casts is noit always feas#ible, nor is 
it expected. R'21iJNW2'3, therefore, is placed on es- 
timates in which a degree of tolerance is appropri- 
ate." 

Much has been written about the inherent difficulty of dis- 
tributing salaries and wages (time and effort reporting) within 
an academic setting, Several sources have indicated that: 

--It is impossible to segregate teaching from research from 
administratioNn in doing basic research and to assign 
precise percentages to these activities. 

--It is well established that time and effort reporting for 
academic staff is meaningless. 

--The university is very much a mixed product environment-- 
where research, teaching, and service are meant to be so 
closely entwined that they cannot be disentangled. In 
such an environment, any documentation of faculty effort 
inherently will be imprecise. 

HHS officials told us that their concern with the depart- 
mental administration cost pool was expressed during the devel- 
opment of the 1979 revision to OMB Circular A-21. At that time, 
HHS made a series of recommendations to OMB for changes to the 
circular, HHS indicated that departmental administration was 
the largest of the cost pools at most institutions and the one 
most susceptible to excessive charges, particularly in regard to 
documenting the appropriate faculty effort relevant to the spon- 
sored research projects, To control charges to this cost pool, 
HHS recommended that charges for faculty (and other profes- 
sional) salaries allowed in the departmental administration cost 
pool be limited to those related to ad'ministrative committees 
and specific formal as,signments which benefit federal programs. 
OMB Circular A-21, however, doses not contain such specific 
restrictions. 

HHS officials believe that its negotiators are at a dis- 
advantage in negotiating indirect costs for departmental admin- 
istration expenses because it is difficult to question estimates 
of personnel administrative efforts when an institution's pay- 
roll distribution system meets prescribed criteria set forth in 
OMB Circular A-21. These officials told us that indirect cost 
charges for departmental administration expenses will continue 
to increase unless some effective control is established. HHS' 
concerns about departmental administration costs were substan- 
tiated throughout our review. 
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The following example illustrates the probllems one HHS ne- 
gotiatar found in trying to evaluate departmental adminis#tration 
costs. More -specifically, it illustrates the difficulty in try- 
ing to verify a significant increase in a grantee's departmental 
administration cost pool. 

At one university, total indirect costs negotiated for 1981 
increased $3.1 million, or 41 percent, over 1980. The univer- 
sity's direct cost base increased $2.3 million, or 13 percent, 
during the same period. Departmental administration expenses-- 
the university's largest indirect cost pool--increased $1.6 mil- 
lion, or 52 percent, over the previous year. However, neither 
the grantee's indirect cost proposal nor HHS' negotiation file 
contained a written explanation of why the indirect costs in- 
creased at a seemingly disproportionate rate in comparison to 
the direct costs. 

It appeared that the university properly documented depart- 
mental administration costs for 1981 in accordance with the re- 
quirements of OMB Circular A-21. Similarly, the HHS negotiator 
appeared to conscientiously review the costs proposed by the 
university. The negotiation file showed that the negotiator 
made a site visit to the grantee to review its 1981 proposal. 
The file showed that the negotiator made a comparative analysis 
of indirect cost pools and identified cost increases in them. 
In this regard, he found that a major reason for the univer- 
sity's overall increase of $1.6 million in departmental adminis- 
tration was a 185-percent increase in the School of Medicine's 
departmental administration expense from 1980 to 1981. 

The negotiator noted in the file that he took no exception 
to the $1.6 million increase over 1980 because the grantee sub- 
stantiated these costs using a personnel activity reporting 
system which HHS had approved as complying with Circular A-21. 
He noted, however, that 

(I Since the individuals complete the (personnel 
aitivity forms) and certify as to their effort it is 
unlikely that any exception could be taken in this 
area. The only possible area of contention appears 
to rest in what constitutes a full teaching load or 
percentages thereof based on the number of courses 
being taught by instructors in the various depart- 
ments. Results of reviews in this area would be 
highly subjective and since the basic data was not in 
a format that would lend itself to statistical sampl- 
ing techniques this matter.was not pursued at this 
time." 
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There are two methods permitted by OMB Circular A-21 to 
identify allowable departmental administration cosjlts used in ea- 
tablishing overall indirect cost rates. One method is 

4 
enerally 

used for large institutions and another for small ones. The 
OMB circular allows large institutions to be reinburs'esd for de- 
partmental administration costs on the basis of itistitutfonsN 
personnel activity reporting systems which HHS has found to be 
subjective and difficult to verify. On the other hand, small 
institutions may compute their allowable departmental adminis- 
tration expenses simply on the basis of 20 percent of the sak- 
aries and expenses of deans and department heads. This standard 
allowance requires no further documentation and eliminates the 
subjective judgments which must be made in identifying depart- 
mental administration costs of large institutions which rely on 
personnel activity reporting systems. 

It is important to note that an August 3, 1982, revision to 
OMB Circular A-21 has further relaxed the documentation required 
to substantiate salary costs contained in indirect co'st propos- 
als. The revision was made as a result of numerous expressions 
of concern by faculty members and university spokespersons about 
the requirements for documentation of salary costs and was based 
primarily on recommendations by the American Association of Uni- 
versities and the Council of Scientific Society Presidents. 

In a draft of this report sent to OMB for review and com- 
ment, we proposed that the Director, OMB, explore the feasibil- 
ity of establishing a fixed allowance for departmental adminis- 
tration expenses to replace the cost reimbursement method now 
used. In its comments on this proposal, OMB pointed out that it 
had explored this approach with several agencies and believed 
that fixed rates were currently being negotiated with a number 
of institutions. 

In response to our inquiry concerning the extent of fixed 
rate negotiations taking place in connection with NIH grants to 
educational institutions, HHS headquarters officials told us 
that Yale University is the only institution with whom HHS nego- 
tiates that has a fixed rate for departmental administration ex- 
penses. This rate was negotiated for a multi-year period based 
on data provided through a personnel activity reporting system 
authorized by OMB Circular A-21. As a result, the manner in 
which reimbursable departmental administration expens'es are de- 
termined will remain unchanged even though a fixed rate may be 
negotiated for a multi-year period. 

--e--m- 

1~ small institution is one where the total direct cost of work 
covered by OMB Circular A-21 does not exceed $3 million in a 
fiscal year. Large institutions are those which exceed that 
amount. 
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FEW AUDITS ARE MADE TO DETERMINE 
VALIDITY OF INDIRECT COSTS 

In recent years, the HHS Office of Audit has made rela- 
tively few audits of the indirect cost proposals prepared by the 
educational institutions receiving NIH funding. According to 
HHS audit officials, HHS reduced its efforts because multi- 
billion dollar HHS programsc such as Social Security, Medicare, 
and Medicaid, had higher audit priority, and emphasis was placed 
on organization-wide audits of grantees by nonfederal auditors. 

During the 5-l/Z-year period ended April 30, 1983, the HHS 
Office of Audit issu d 

ci 
50 indirect cost audit reports on educa- 

tional institutions. These audits involved 47 of the esti- 
mated 700 grantees who annually receive NIH research funds. 
The table below shows the number of reports issued in each 
fiscal year during this period. 

Number of Indirect Cost Audit Reports 
Issued by BHS Office of Audit 

Fiscal year Reports issued 

1978 17 
1979 9 
1980 3 
1981 11 
1982 9 
1983 (through 4/30/83) 1 - 

50 

Information obtained from the Defense Contract Audit Agency 
(DCAAE--the other major federal agency responsible for auditing 
educational institutions-- showed that DCAA, from October 1, 
1977, through June 30, 1981, issued 73 indirect cost audit re- 
ports on 25 NIH grantees. Similar statistical information was 
not readily available from DCAA for the period July 1, 1981, 
through April 30, 1983. 

In addition to indirect cost audits of NIH grantees per- 
formed by the HHS Office of Audit and DCAA, public accountants 
also perform such audits. For the 5-l/2-year period from 

2An additional 15 indirect cost audit reports on nonprofit 
organizations and hospitals were issued by the HHS Office of 
Audits during this period. 
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October 1978 through April 1983, we identified three indirect 
cost audit reports issued by public accountants to educational 
institutions.. 

HHS Office of Audit was unable to satisfy 
negotiators' requests for audits 

Due to higher priority audit areas, the HHS Office of Audit 
has not been able to conduct all indirect cost audits requested 
by HHS' negotiators. In fiscal year 1982, the HHS Office of 
Audit devoted about 8 staff years of its overall effort of 100 
staff years of audit at educational institutions to auditing 
indirect costs at colleges and universities. This audit effort 
was expended out of a total of 550 staff years of audit effort 
conducted by the BHS Office of Audit. 

From the beginning of fiscal year 1978 through mid-1982, 
negotiators in the four HHS regional offices visited had the 
assistance of indirect cost audit reports on 24 of the 82 
grantees whose negotiation files we reviewed. Of the remaining 
58 grantees who were not audited, HHS negotiators had requested 
audits on an additional 24 grantees, but the audits were not 
conducted because of higher priority audit work. 

HHS audit officials told us that the indirect cost audits 
they perform are generally conducted at educational institutions 
with large amounts of indirect cost reimbursements. Other HHS 
officials told us that negotiators are aware that few indirect 
cost audits are performed, and as a result, negotiators are 
reluctant to request them. 

Significant amounts of 
proposed indirect costs 
not accepted by HHS auditors 

The HHS indirect cost audit reports we examined discussed 
significant amounts of proposed indirect costs which were not 
accepted by the HHS auditors. We reviewed the 50 audit reports 
issued from October 1977 through April 1983, of which 42 con- 
tained sufficient detail to identify the dollar amounts not 
accepted for inclusion as research indirect costs. Since 1 of 
the 42 audit reports we examined questioned significant amounts 
of indirect costs solely because of inadequate documentation, we 
excluded the amounts from further analysis. 

The other 41 audit reports discussed $515 million in pro- 
posed indirect costs, of which $64 million (or 12.4 percent) 
was not accepted by the auditors. According to data provided by 
the HHS Office of Audit, 7,530 staff days (or an average of 184 
days per audit) were expended on these 41 audits. Consequently, 
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about $8,500 was not accepted by HHS auditors for each staff day 
spent on the 41 audits. 

One of the 41 audit reports did not have the indirect co'sts 
broken out by individual cost pools. However, the other 40 
audit reports showed that the auditors did not accept proposed 
research-related indirect costs totaling $57.8 million, of which 
$30.3 million was in the three administration cost pools. 

The amounts not accepted by the auditors in the 40 audit 
reports are listed below: 

Indirect cost pool 
Amcnlnts 

not accepted 

(millions) 

Departmental administration $20.2 
Operation and maintenance 11.1 
Library 7.7 
General administration 6.2 
Sponsored proj@cts administration 3.9 
Equipment use allowance 3.3 
Building use allowance 2.9 
Student services 2.2 
Miscellaneous other cost pools 3 A 

Total $57.8 

We inquired into the negotiators' disposition of audit 
findings in the 24 audit reports issued for the 82 grantees in 
our review. The 24 audit reports questioned proposed indirect 
research costs totaling $29.3 million. Of this amount, the 
negotiators' disposition of $12.6 million was not determinable 
because the negotiation records had been sent to storage. Of 
the other $16.7 million, involving 17 grantees, the negotiators 
sustained $13.9 million, or 83 percent, of the amounts ques- 
tioned and reduced indirect cost rates accordingly. 

The following examples illustrate the recommended audit 
disallowances that the negotiators sustained. 

--A grantee proposed about $8 million for departmental 
administration covering a 2-year period. The auditors 
recommended disallowance of $998,342 representing primar- 
ily clinical service costs that related solely to patient 
care activities and not to sponsored research. 
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--A grantee proposed $6.7 million for departmental adminis- 
tration covering a Q-year period. The auditors recom- 
mended,disallowance of $804,953, in most part, because 
the grantee did not allocate a proportionate share of 
these costs to other activities that benefited from 
departmental administration. 

--The auditors concluded that a grantee overstated depart- 
mental administration expenses by $397,398 because the 
grantee claimed (1) indirect costs that had already been 
charged as' direct costs to fed'eral projects and (2) per- 
so'nnel costs that were not related to sponsored research. 

--A grantee proposed $4.9 million for operation and main- 
tenance covering a 4-year period. The auditors recom- 
mended disallov,ance of $650,883 resulting from unallowa- 
ble costs, such as’ capital expenditures and sinking fund 
payments, and improper methods of allocating costs to 
federally sponsored programs. 

Negotiators in the four HHS regional offices generally 
stated that an indirect cost audit is a valuable tool in the 
negotiation process. Directors of the Divisions of Cost Alloca- 
tion in the HHS regional offices stated that a further reduction 
in audit coverage would make it more difficult to negotiate ac- 
ceptable rates because audits provide more in-depth analysis of 
proposed indirect costs than can be accomplished in a 2- to 
S-day site visit by a negotiator. 

Nonfederal auditors to conduct 
audits of educational institutions 

The HHS Office of Inspector General Audit Work Plan for 
fiscal years 1982-83 indicated that HHS will no longer perform 
routine indirect cost audits at educational institutions. 
Instead, nonfederal auditors will conduct periodic organization- 
wide audits required by OMB Circular A-110. HHS will perform 
special audits on request, when possible. 

The Circular A-110 audits are intended to ascertain the 
effectiveness of the financial management systems and internal 
procedures that have bee'n established to meet the terms and 
conditions of grants and agreements with federal agencies. 
Generally, the audits are conducted on an organization-wide 
basis to test the fiscal integrity of financial transactions as 
well as compliance with appropriate laws and regulations. 

While the scope of the review of indirect cost matters con- 
ducted by nonfederal auditors under the Circular A-110 single 
audit approach will not include the same level of detailed 
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transaction testing as in a specific indirect cost audit, the 
single audit approach will determine whether: 

--An indirect cost pro'posal has been submitted. 

--An indirect cost rate has been negotiated for the year 
under review. 

--Indirect cost recovery was (1) based on the proper in- 
direct cost rate negotiated between HHS and the institu- 
tions, (2) allowable under the terms of the agreement, 
and (3) accurately computed using the correct indirect 
cost rate applied to the proper bas'e. 

--The institution has a reliable system for the preparation 
of the indirect cost proposal. Under this procedure the 
auditor will use primarily inspection, observation, and 
confirmation of procedures as opposed to detailed testing 
of indirect costs. In reviewing the system and controls 
the auditor will determine whether: 

a. 

b. 

c. 

d. 

e. 

The institution has an orderly system for com- 
pilation of data and statistics for preparation 
of the indirect cost proposal. 

The preparers of indirect cost proposals are 
knowledgeable of OMB Circular A-21 cost princi- 
ples and are properly supervised. 

Financial data in the proposal agree with or can 
be reconciled to audited basic general-purpose 
financial statements or the accounting records. 

Statistical data in the proposal are based on 
documented surveys or other special studies 
(e.g., documented space surveys are available to 
support square footage rental charges). 

Cost sharing had been identified and appropri- 
ately included in the base data used to calcu- 
late the proposed indirect cost rate. 

To carry out its plan for nonfederal auditors to conduct 
organization-wide audits at educational institutions, HHS has 
developed draft guidelines. These guidelines, drafted by HHS in 
June 1982 and expected to be issued in final form by OMB in June 
1984, state that the basic purpose of the audits is to determine 
whether an institution is fulfilling its accountability stand- 
ards and whether additional auditing is necessary. 
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HHS audit officials told us that if instances of nonccmpli- 
ante are found, the auditor is supposed to determine whether'the 
instances were for isolated nonrecurring reasons or represented 
deficiencies either in the design of the controls or in their 
implementation. Y!he deficiency, the deficiency's actual or po- 
tential impact, together with the recommendation(s) to correct 
any deficiency are to be discussed in the audit report. Based 
on an evaluatian of these data, the HHS Office of Audit will 
determine whether additional work by BHS auditors is warranted. 

HHS audit officials believe that better audit coverage will 
be obtained by the Circular A-110 audits because the audits will 
screen a large number of institutions to identify problem areas. 
Thus the Circular A-110 single audit will serve as a building 
block for additional audit work, including indirect cost audits, 
by or on behalf of HHS. According to KHS audit officials, the 
Circular A-110 audits are intended to identify problems and 
should provide data to assist individual negotiators in analyz- 
ing indirect cost proposals and requesting additional audit 
assistance when desired. 

The HHS Office of Audit plans to provide technical as'sist- 
ante and guidance to help implement the single audit concept. 
It also plans to review all audit reports issued for conformance 
with established audit standards and examine selected audit 
working papers to verify the quality of the audit work. 

NEGOTIATZON FILES DO NOT 
ALWAYS CONTAIN WRITTEN 
EXPLANATIONS FOR COST INCREASES 

Although total indirect costs continue to increase each 
year I negotiations we reviewed generally resulted in reductions 
to the indirect costs proposed by institutions. According to 
HHS officials, total reductions to proposed indirect costs 
amount to $150 million to $200 million annually on a nationwide 
basis for nonprofit organizations, hospitals, and educational 
institutions. HHS attributes approximately $100 million of this 
total to negotiations with educational institutions. However, 
our review of HHS negotiation files showed that the negotiations 
were often concluded without a written explanation of the spe- 
cific reason(s) for significant increases from one fiscal year 
to the next in indirect cost pools. Also, the scope and depth 
of analyses performed in establishing indirect cost rates were 
not always documented in the negotiation files. 

Examination of documentation in HHS regional office files 
for the annual negotiations conducted over a 3-year period (1980 
through 1982) for the 82 NIH grantees in our review showed an 
overall net negotiated reduction of about 6 percent of the total 
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of sponsored research indirect costs contained in cost proposals 
submitted for approval. This percentage reduction was calcu- 
lated based on our examination of documentation available for 
199 of the 246 annual negotiations for the 82 grantees and 
amounted to about $44 million. In all, the 199 indirect cost 
proposals totaled $744.1 million. 

Of the 199 indirect cost proposals submitted by MIH grant- 
ees, 142 resulted in negotiated reductions. Of the $574.1 mil- 
lion in indirect costs included in the 142 proposals, $44.3 mil- 
lion was not allowed as a res'ult of the negotiation process. Of 
the remaining 57 proposals, 51 totaling $158.0 million were sub,- 
mitted by grantees and negotiated with no change, and 6 pro- 
posals were negotiated with relatively small increases, totaling 
$276,000 over the $12.0 million proposed. Although HHS negoti- 
ated actual reductions to about 71 percent of the indirect cost 
proposals we examined, the overall indirect costs negotiated 
increased from year to year because the indirect cost proposals 
submitted annually increased. 

According to HHS headquarters officials, HHS negotiators 
perform a trend analysis to compare the amount of each proposed 
indirect cost pool to the amount negotiated for the prior year 
or years. These officials indicated that special scrutiny is 
given at this time to the cost pools which increased signifi- 
cantly from the amounts negotiated for the prior year, and as 
part of this review, a negotiator is usually able to identify 
the reasons for the increase. However, at the time of our re- 
view no government-wide or HHS requirements called for institu- 
tions to provide written explanations of the specific reasons 
for cost increases in indirect cost proposals. In most of the 
cases we reviewed, this information was not included in the 
negotiation files. Consequently, we were generally unable to 
identify the specific reasons for indirect cost increases at 
individual institutions. 

To determine the extent to which HHS negotiation files pro- 
vided written explanations of the reason(s) for significant3 
increases in indirect cost pools, we analyzed the files for 

3We judgmentally determined a "significant" indirect cost pool 
increase to be a particular cost pool (i.e., departmental ad- 
ministration) which increased by at least 10 percentage points 
more than the increase in the direct cost base as compared to 
the previous year. For example, if the direct cost base in- 
creased 15 percent from 1 year to the next, a particular in- 
direct cost pool would have to increase by at least 25 percent- 
age points from the previous year to be considered a signifi- 
cant indirect cost pool increase. 
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negotiations HHS conducted in recent years. We concentrated on 
negotiations which took place in 1981-and 1982 with the 82 
grantees in our review. Our analysis was limited to grantees 
whose indirect cost,rates had been finalized. At the time of 
our review, 13 of the 82 grantees had costs that had not been 
finalized for the years in which the indirect cost rates nego- 
tiated in 1981 and 1982 were based. Therefore, our analysis of 
significant increases in indirect cost pools without an explana- 
tion of the reason for the increase was limited to the other 69 
grantees. 

We found that 49 of the 69 grantees reviewed had signifi- 
cant indirect cost pa01 increases in fiscal years 1981 and/or 
1982 for which written explanations were not contained in the 
HHS negotiation files. These 49 grantees collectively had 165 
individual cost pools with unexplained increases. Of the 165 
cost pools, 80 were administration cost pools (34 departmental 
administration, 24 sponsored project administration, (irnd 22 
general administration). 

The table on the following page shows the number of grant- 
ees we identified that had indirect cost rates established in 
1981 and/or 1982 without written explanations for significant 
increases in indirect cost pools. 

In reviewing the negotiation files, we noted that the rea- 
sonableness of negotiation adjustments to the prpposed indirect 
costs often could not be independently assessed because such 
adjustments appeared to be arrived at judgmentally. Although 
mutually agreed to by the negotiator and the educational insti- 
tution, the basis for the adjustment sometimes was not readily 
evident from the documentation in the negotiation file. The 
negotiation files also disclosed evidence that the negotiator 
accepted significant increases in cost pools on the basis of 
offsetting decreases in other cost pools or by comparing rates 
of increase at a particular institution to a nationwide average 
for that type of institution (i.e., public or private) rather 
than a detailed analysis of the reason(s) for the specific 
increase in a particular cost pool. 

Several illustrative instances in which written explana- 
tions of significant increases in individual indirect cost pools 
were not available in HHS negotiation files are provided in 
appendix II. 
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Matters relating to documentation in regional office nego- 
tiation files were discussed with the Director of HEIS" Office of 
Procurement and Assistance Financial Management. He agreed that 
problems existed in the area of file documentation. However, 
based on previous evaluations of the Divisions of Cost Alloca- 
tion by technical staff from the HHS Office of Procurement, As- 
sistance and Logistics, the Director expressed the opinion that 
the negotiators' cost proposal reviews were generally adequate 
even though this could not always be ascertained solely from a 
review of the negotiation files. 

HHS has acted to improve the documentation of negotiation 
files. To reemphasize and expand the file documentation re- 
quirement contained in the Staff Handbook on Cost Negotiations, 
the Director of the Office of Procurement and Assistance Finan- 
cial Management issued a directive to all Divisions of Cost Al- 
location on February 23, 1983, which required that negotiation 
files be documented to show: 

--what aspects of an indirect cost proposal were reviewed, 

--the significant aspects of a proposal that were not 
reviewed and why, 

--the adjustments that were made and why, and 

--how the approved rates were computed. 

File documentation was also a major topic of discussion at 
national training workshops for HHS negotiators in September 
1982 and 1983 and in several telephone conference calls with 
negotiators. HHS is monitoring regional compliance with the 
February 1983 directive as part of its onsite reviews of 
regional operations. 

In a draft of this report sent to HHS for review and com- 
ment, we proposed that the Secretary require NIH grantees to 
include in the indirect cost proposals submitted to HHS negotia- 
tors, a written summary of the reasons for significant increases 
in individual indirect cost pools. In addition, we proposed 
that the Secretary require HHS negotiators to determine the 
reasonableness of these summaries as part of their evaluations 
of indirect cost proposals and discuss this matter in their 
summary of negotiations. HHS has acted on our proposed changes. 

On December 12, 1983, HHS instructed its Divisions of Cost 
Allocation to request grantees to provide a written explanation 
or analysis of any significant proposed increase in any category 
of indirect costs. Additional explanations of rate increases 
are to be requested on a case-by-case basis if they are needed 
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in the analysis of a proposal and the reasons for the increase 
are not readily apparent in the grantee's proposal. A grantee's 
explanation is supposed to be evaluated as part of the overall 
analysis of the proposal and the results of the evaluation 
documented. 

These actions are to be taken for all indirect cost pro- 
posals received after March 31, 1984, from major NIH research 
grantees receiving total federal research funds exceeding $5 
million a year. Because of HHS' action, we have not included a 
recommendation on this matter in our final report. 

CONCLIJSICQNS 

We believe the process used to establish indirect cost 
reimbursement rates has not provided adequate evidence to fully 
assure that the negotiated rates are reasonable. Based on our 
review, rates are being established and subsequent reimburse- 
ments made to NIB grantees despite (1) difficulties involved in 
independently verifying the largest category of indirect costs, 
(2) relatively few WHS indirect cost audits being performed, and 
(3) inadequate written documentation in HHS negotiation files to 
explain the specific reasons for significant increases in in- 
direct cost pools from the previous year. 

Our review substantiated the difficulty experienced by HHS 
negotiators in attempting to measure and evaluate departmental 
administration expenses during the negotiation process. As a 
result, we believe that NZH grantees' indirect cost proposals 
will continue to contain estimates for about one-third (see 
p. 201 of the large institutions' indirect costs which are dif- 
ficult to independently verify unless improvements can be made 
to the method by which the amount of departmental administration 
reimbursement is currently determined. 

Although relatively few HHS indirect cost audits have been 
conducted in the past, these audits have resulted in significant 
amounts of indirect costs being questioned and subsequently dis- 
allowed by HHS negotiators. The decision by the HHS Inspector 
General to spend more of HHS' audit resources on reviews of 
multibillion-dollar HHS programs, such as Social Security, Medi- 
care, and Medicaid, rather than individual indirect cost audits 
is one which the Inspector General must consider annually in 
setting his priorities, assigning staff, requesting additional 
staff resources from the Congress, and advising the Congress of 
where the resources will be applied. 

HHS has acted to improve the documentation of its negotia- 
tion files. In reaction to a proposal contained in the draft of 
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this report sent to HHS for its review and comments, HHS in- 
structed its cost negotiators to request grantees to provide a 
written explanation or analysis of any significant proposed in- 
crease in any catego'ry of indirect costs. This action will 
better assure the reasonableness of the amounts involved and 
provide a basis for fully explaining increases from year to year 
in individual indirect cost pools. 

RECOMMENDATION TO 
DIRECTOR OF OMB 

We recommend that the Director, OMB, revise Circular A-21 
to establish a fixed allowance for large institutions' depart- 
mental administration expenses to replace the cost reimbursement 
method now used. Such an allowance could be computed in a man- 
ner similar to that permitted by OMB Circular A-21 for small 
institutions. The allowance could vary, if necessary, on an 
institution-by-institution basis, depending on their'individual 
circumstances, 

Such an allowance should represent a reasonable amount 
needed for effective research administration at the departmental 
level and, to the extent possible, be both relatively simple to 
compute and not result in disproportionate annual fluctuations 
compared to the direct costs of research. 

This recommendation is consistent with the May 1983 Na- 
tional Academy of Sciences report that concluded, among other 
things, that a single overall uniform indirect cost rate appli- 
cable to all universities and covering all indirect costs would 
be unsound and inequitable. In fact, the establishment of a 
fixed allowance for departmental administration expense could 
contribute to other National Academy of Sciences report conclu- 
sions that called for alternate and more simplified methods of 
allocating indirect costs. 

AGENCY COMMENTS 
AND OUR EVALUATION 

In commenting on a draft of this report, HHS generally 
agreed with our findings and recommendations. HHS indicated 
that the department and university community had tentatively 
agreed that a study of indirect costs should be undertaken or 
arranged by the Executive Office of the President's Office of 
Science and Technology Policy. HHS planned to discuss arrange- 
ments for this study with Office of Science and Technology 
Policy officials. If such a study is undertaken, HHS suggested 
that the feasibility of establishing a fixed allowance for de- 
partmental administration expenses be considered in the study. 
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HHS concurred in the proposal contained in our draft report 
for the Secretary of HHS to require NIH grantees to include in 
the indirect cost proposals submitted to HHS negotiators a writ- 
ten summary of the reason for significant increases in individ- 
ual indirect cost pools. As discussed on page 33, HHS later 
issued a directive to its regional cost negotiation offices that 
this information be included in future indirect cost proposals 
from NIH grantees. 

HHS suggested in its comments that an effort be made to 
lower the overall level of indirect costs incurred by grantees 
by examining the requirements of recordkeeping, etc., imposed by 
the federal government. HHS believed this effort should also be 
included in the Office of Science and Technology Policy study. 

OMB stated that the proposed recommendations in our draft 
report for OMB to explore the feasibility of establishing a 
fixed allowance for departmental administration expenses and for 
HHS to require grantees to justify significant increases in in- 
direct costs were similar to those made recently by the Presi- 
dent's Private Sector Survey on Cost Control and consistent with 
its Circular A-21. 

In regard to the fixed allowance recommendation, OMB be- 
lieved that negotiations of fixed rates rather than detailed 
recordkeeping of actual expenses by educational institutions 
could reduce paperwork while maintaining accountability for 
federal funds. In fact, OMB pointed out that it had already 
explored this approach with several agencies and believed that 
fixed rates had been negotiated with a number of institutions. 

As discussed on page 23, the fixed rate negotiation within 
HHS, to which OMB made reference in its comments, is the estab- 
lishment of a departmental administration rate for a multi-year 
period. While this process eliminates the annual difficulty of 
determining the proper allocation of a university's departmental 
administration expenses to its research function, it retains the 
same difficulties inherent in properly distributing salaries and 
wages whenever such a fixed rate is established. In our opin- 
ion, a revision to OMB Circular A-21 is needed to (1) eliminate 
the need to rely exclusively on personnel activity reporting 
systems and (2) minimize difficulties currently encountered in 
attempts to independently verify departmental administration 
expenses. 

In commenting on the number of HHS indirect cost audits con- 
ducted, OMB expressed concern that the increasing emphasis being . placed by HHS on organization-wide grantee audits might result 



in HHS falling behind in its OMB Circular A-88 audit responsi- 
bilities. In that event, OMB stated that it may be necessary to 
contemplate reassigning some of these audit responsibilities to 
other federal agencies. 
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LIST OF 82 NIH GRANTEES IWCLUDE~D 

IN GAO'S REVIEW OF INDIRECT COST REIHB?JRSEkWENT$ AND 

NIH DIRECT COSTS AND INDIRECT COST REIMBURSEMEWTS RECEIVED 

IN FISCAL YEAR 1982 

NIH grantees 
FY 1982 FY 1982 

Direct costs Indirect costs 

(thousands) 

HHS Region I (Boston) 

Boston College 
Boston University 
Brandeis University 
Clark University 
Dartmouth College 
Harvard University 
Harvard University 

School of Public Health 
Harvard University 

School of Medicine 
Northeastern University > 

Tufts University 
University of Connecticut 

(Storres) 
University of Connecticut 

Health Center 
University of Lowell 
University of Maine 
University of Massachusetts 

(Worcester) 
University of Massachusetts 

(Amherst) 
University of New Hampshire 
University of Vermont 

(College of Medicine) 
Wesleyan University 
Yale University 

$ 488 $ 205 
11,835 6,863 

3,730 2,275 
118 44 

5,072 2,368 

32,694 22,912 

617 281 
$ 5,407 $ 3,130 

2,481 1,164 

8,542 3,538 
41 29 

246 96 

3,621 2,569 

1,567 715 
265 116 

6,347 2,551 
603 266 

32,984 17,635 

source: NIH Indirect Cost Management System Grant Fiscal 
Status Report By Vendor (dated g/30/82). 
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NIH grantees 
EyP 1982 FY 1982 

DirecAt costs Indirect costs 

HHS Region III (Philadelphia) 
American University 
Catholic University 
Drexel University 
George Washington 

University 
George Washington Univer- 

sity School of Medicine 
Georgetown University 
Hahnemann Medical College 
Howard University 
Johns Hopkins University 
Lehigh University 
Temple University 
Thomas Jefferson University 
University of Delaware 
University of Maryland 

(College Park) 
University of Maryland 

(Baltimore) 
University of Pennsylvania 
University of Pittsburgh 
University of Virginia 
Virginia Commonwealth 

University 
Virginia Polytechnic 

Institute 
West Virginia University 

HHS Region IV (Atlanta) 

Alabama A&M University 
Auburn University 
Clemson University 
Duke University 
Emory University 
Florida State University 
Memphis State University 
Mississippi State University 
North Carolina State 

University 
Tennessee State University 
Tuskegee Institute 
University of Alabama 

(Birmingham) 

(thousands) 

$ 106 $ 35 
110 61 
307 192 

3,098 1,657 

3,318 1,361 
2,851 1,474 
2,892 2,295 

35,083 16,234 
110 82 

7,760 3,829 
2,967 2,091 

858 451 

818 

10,052 3,167 
33,532 18,477 
11,856 5,279 
9,957 4,011 

2,349 824 

962 425 
1,150 455 

250 83 
49 15 
56 39 

23,528 10,823 
10,115 3,837 

1,480 634 
112 42 
119 35 

1,224 474 
449 144 
458 106 

18,226 6,160 

335 

39 

,', ,' : 



APPENDIX I APPENDIX I 

NIH grantees 
FY 1982 FY 1982 

Dirsct costs Indirect costs 

(thousands) 
HHS Region IV (Atlanta) (cont'd) 

University of Alabama 
(Huntsville) 

University of Alabama 
(Tuscaloosa) 

University of Florida 
University of Georgia 

Research Foundation 
University of Georgia 

School of Medicine 
University of Kentucky 

Research Foundation 
University of Louisville 
University of Mississippi 
University of Mississippi 

Medical Center 
University of North 

Carolina 
University of South 

Carolina 
University of South Carolina 

School of Medicine 
University of South Florida 
University of Tennessee 
University of Tennessee 

Center for the Health 
Sciences 

Vanderbilt University 
Wake Forest University 

(Bowman Gray School of 
Medicine) 

$ 69 $ 28; 

183 
7,517 

1,998 

1,221 

3,098 1,397 
1,532 745 

91 37 

3,199 936 

19,279 6,963 

2,024 737 

84 
3,055 

739 

497 

4,592 1,209 
1,380 663 
1,841 785 

4,350 1,445 
15,460 7,868 

5,417 1,683 
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NIH grantees 

HHS Region VIII (Denver) 

Brigham Young University 
Colorado State University 
Montana State University 
North Dakota State 

University 
South Dakota State 

University 
University of Colorado 
University of Colorado 

School of Medicine 
University of Montana 
University of North Dakota 
University of Utah 
University of Wyoming 
Utah State University 

APPENDIX I 

FY 1982 FY 1982 
Direct costs Indirect costs 

(thousands) 

$ 224 $ 78 
2,320 784 

219 81 

160 44 

145 47 
4,336 1,614 

12,448 2,827 
284 113 
355 111 

12,165 4,694 
393 134 
411 128 



APPENDIX II 

ILLUSTRATIVE EXAMFLES OF LACK OF 

APPENDIX II 

WRITTEN DOCUMENTATION IN HHS NEGOTIATION FILES 

FOR SIGNIFICANT INCREASES IN 

INDIVIDUAL INDIRECT COST POOLS 

The following examples illustrate instances where specific 
reasons for significant increases in indirect cost pools were 
not documented in the HHS negotiation files. (The general, de- 
partmental, and sponsored projects administration cost pools are 
referred to collectively as administrative costs). 

UNIVERSITY A 

In 1982, the university's negotiated total indirect costs 
increased $1.7 million, or 26 percent, from the previous year, 
while its direct cost base increased $4.5 million, or 23 per- 
cent. However, the university's largest indirect cost pool-- 
departmental administration--increased $1.3 million, or 74 per- 
cent, from the previous year. Neither the grantee's indirect 
cost proposal nor the HHS negotiator's notes on his analysis of 
the proposal explained why departmental administration costs 
increased disproportionately. 

In establishing the university's indirect cost rate, the 
negotiator visited the university. He noted in the negotiation 
file that the departmental administration pool was allocated im- 
properly (i.e., on a school-by-school rather than a department- 
by-department basis). However, during the negotiation no 
changes were made to the costs proposed by the university for 
this cost pool, 

An HHS regional official told us that in establishing the 
indirect cost rate, the negotiator considered that (1) the over- 
all indirect cost rate increased from 35.0 to 35.8 percent, 
which HHS indicated is a relatively low rate compared to other 
universities, (2) the total indirect cost increase was in line 
with the direct cost base increase, and (3) the administrative 
cost increases were offset by minor fluctuations in other in- 
direct cost pools compared to the previous year. 

UNIVERSITY B 

Total indirect costs negotiated for 1982 increased 
$415,000, or 11 percent, over 1981. The largest indirect cost 
pool--departmental administration--increased $411,000, or 
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30 percent. The direct cost base increased $213,000, or 3 per- 
cent. Documentation in the negotiation file did not explain why 
the indirect costs negotiated for the departmental administra- 
tion pool increased 30 percent while the direct cost base in- 
creased only 3 percent. 

The negotiation file showed that the negotiator made a site 
visit to the university to review its 1982 proposal. The file 
showed also that the negotiator made a comparative analysis and 
identified cost increases by indirect cost pool. The negoti- 
ator's written summary of negotiations, however, did not mention 
the departmental administration pool or the reasons for sig- 
nificant increases negotiated for the pool. The negotiator 
accepted the costs proposed for the pool without adjustment. 
The last audit of this grantee covered direct costs incurred in 
fiscal year 1976. 

UNIVER!$ITY C 

Total indirect costs negotiated for 1980 increased 
$390,000, or 16 percent, over 1979. The largest indirect cost 
pool--departmental administration-- increased $373,000, or 69 
percent. The direct cost base increased $1.3 million, or 37 
percent. 

The negotiator noted in the negotiation file that the 
university's effort reporting system was quite complicated and 
difficult to understand. He noted that he believed many of the 
effort reports reviewed overstated time claimed as departmental 
administration and, based on his review, he negotiated a $50,000 
reduction to the $964,000 proposed for departmental administra- 
tion. 

The negotiator further noted that, although federal funds 
at this university were relatively small, he regarded the in- 
direct cost rate he negotiated to be too high, and he was 
convinced an audit would prove this to be true. He noted that 
without an audit, the university administrators were very ada- 
mant about the accuracy of their indirect cost study even when 
presented with evidence to the contrary. He also noted that the 
last audit of this university was in 1970 and every effort 
should be made to get an audit of the university. Information 
in the negotiation files indicated that an audit was requested 
in October 1978, but the audit was never begun because of higher 
priority audit work. 
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UNIVERSITY D 

The university's direct cost base for 1979 and 1980 in- 
creased 17 percent and 14 percent, respectively, over the previ- 
ous year. On the other hand, the operation and maintenance cast 
pool increased 84 percent and 36 percentr respectively, during 
the same period. The. increases in operation and maintenance 
indirect costs for the 2-year period were $583,000. 

The nego'tiator stated in the negotiation file that he re- 
quired a $50,000 reduction in proposed operation and maintenance 
costs for 1979 because his site visit showed that the univer- 
sity's square footage space review did not account for the joint 
use of rooms. That is, if a room was used mostly for one func- 
tion, such as research or instruction, it was considered to be 
used exclusively for that function. The negotiator indicated in 
the file that: 

‘I in the absence of a space survey, we will 
n&&'know for sure what the figure should be. And 
since time did not permit an extensive space review, 
I estimated that as much as 10 percent of the (square 
footage) claimed for research was questionable. 
Based on this estimate I negotiated the . . . 
($50,000) reduction in the O&M (operations and main- 
tenance) pool." 

In negotiating the 1980 costs, the negotiator made no site 
visit and accepted the university's proposed 36-percent increase 
in operation and maintenance costs without change and without 
documenting in the negotiation file the reasons for the signifi- 
cant increase in cost. The negotiator also accepted the univer- 
sity's proposed $325,000, or 25 percent, increase in administra- 
tive costs without documenting the reasons for the increase. 
The negotiator noted in the file that he accepted proposed costs 
for 1980 because no travel funds were available for a site visit 
and the costs appeared reasonable. 

UNIVERSITY E 

Total indirect costs negotiated for 1982 increased 
$668,000, or 41 percent, over 1981. The three administration 
indirect cost pools increased $379,000. Of this amount, the 
largest administration cost pool --departmental administration-- 
increased $286,000, or 70 percent, Another indirect cost 
pool-- operation and maintenance-- increased $270,000, or 50 per- 
cent over the previous year, but there was no negotiated reduc- 
tion to this cost pool. The direct cost base increased 23 per- 
cent. 

44 



1 APPENDIX IS APPEEJDIX Is: 

The negotiation files disclosed that the negotiator made a 
site visit to.the university to discuss the proposal. During 
the discussion, a university official explained that department 
heads and their secretaries did not complete personnel activity 
reports. Instead, their entire salary costs were included in 
the departmental administration pool. As a result of this dis- 
closure, the negotiator required a $268,000 reduction to pro- 
posed costs for departmental administration but provided no 
documentation to explain the basis for the amount of the adjust- 
ment. 

In commenting on the facts presented above, the acting 
director of the regional Division of Cost Allocation informed us 
that the negotiator was justified in negotiating the depart- 
mental administration pool in the manner described because: 

--the negotiator would have had to spend several weeks re- 
viewing the entire time reporting system to make any 
further adjustments, and in the negotiator's judgment 
such a reviewSwas not warranted and 

--the cos't negotiated for the pool, as a percentage of the 
direct cost base, was 10 percent lower than the average 
for all public institutions for 1982. 

Regarding the operations and maintenance cost pool, the 
acting director indicated that the negotiator felt that it would 
be in the best interest of the government not to pursue this 
matter because the university had previously agreed not to 
initiate a study which would have resulted in the allocation of 
substantial amounts of increased utility costs to sponsored 
research. Also, the acting director stated that the operation 
and maintenance cost pool negotiated was not out of line with 
similar institutions in the region. 
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DEPllRTMENT OF HEmllLTEE & HUMA# SERVICES 

EBB 4 

Qfficg d lnlepmlaplr Genwl 

Wash~nlgtm. LX. 20201 

Mr. Richard L, Fogel 
Director, Human Resaurces 

Division 
United States General 

Accounting Office 
Washington, D.C. 20548 

Dear Mr. Fogel: 

The Secretary asked that I respond to your request for our 
comments on your draft of a proposed report “No Easy Solutions 
on How to Control and Assure Reasonableness of Rising Indirect 
Costs on MIH Researoh Grants.11 The enclosed comments represent 
the tentative position of the Department and are subject to 
reevaluation when the final version of this report is received. 

We appreciate the opportunity to comment on this draft report 
before its publication. 

Sincerely yours, 

Richard P. Kusserow 
Inspector General 

Enclosure 
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Coxmw$nts of the U.S. Departmlent of Health and Hu;anan Services 
(HHS) on GA;0 Draft Rqpos;t .N(S Easy SolutJons on K&I t”& 
Control and Assure WaYs~nq&leness of Rising Indirect 
Coats on TOIH Raa&atch War&a” 

GAO Recommendations 

1. 

2. 

As indicated in the Senate Report on the Department’s FY 1984 
Appropriations Bill, the Department and the university 
community have tentatively agreed that a study of indirect 
oosta ahould be undertaken or arranged by the Office o? 
Science and Technology Policy. The Department plans to 
discuss arrangements for this study with GSTP officials in the 
near future. If the OSTP study is undertaken, we suggest that 
the feasibility of’ eatabliahing an allowance for university 
departmental administration expenses along the lines 
reoommended by GAO be considered in the study. 

we Secretarv should “. . . require NIH grantees to include in 
indirect cost nrooosals submitted to HHS negotiators, a 

psnotiation. n 

Ue concur in this reoommendation and have already issued a 
directive to our regional cost negotiation offices that this 
information be included in future indirect cost proposals from 
IIH grantees where the proposal reflects a significant 
increase in an indirect cost pool. The directive also 
requires that the negotiator’s evaluation of this information 
be documented in the negotiation files. This information will 
further strengthen the documentation of negotiation files in 
line with the actions the Department initiated in September, 
1982 and February, 1983 to improve file documentation as noted 
onpap 33 oftheGA61 report. 

Additional Comments 

In addition to the actions recommended by GAO, we believe that an 
effort should be made to lower the overall level of indirect 
costs incurred by grantees by examining the requirements of 
recordkeeping, etc. imposed by the Federal Government. Any 

GAO note: Page reference has been changed to correspond to page 
number in the final report. 
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effort to demgl,ulaite a;hould be acram the entire Federal 
Government to avoid the naaelnlity of separate negotiatiions with 
each Fedraral aigmWy md vmying requPrsmenta which wov,Pd tmd to 
increase in,direot @olte. Me therefore suggest that this effort 
be included in the G$Tf study mentiondd earlier. 
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EXEGUTlVE OFFICE OF THE PRESlDEMT 
OFFICE OF MANAGEMENT AND BUDGET 

WASHINOTON. D.C. 20503 

Mr. Richard L. Fogel 
Director 
Human Resources Division 
United States General 

' Accounting Office 
Washington, D.C, 20548 

Dear Mr. Fogel: 

This is in reply to your letter of November 28, 1983, which enclosed 
the draft report entitled, "NO Easy Solutions on How to Control and 
Assure Reasonableness of Rising Indirect Costs on NIB Research 
Grants," The draft report recommends that OMB and the Department of 
Health and Human Services explore the feasibility of establishing a 
fixed allowance to cover the departmental administration component of 
university indirect cost rates. The draft report also recommends 
that BHS require grantees to justify significant increases in 
indirect cost pools. 

These are.similar to recommendations made recently by the President's 
Private Sector Survey on Cost Control, and are consistent with our 
Circular A-21, "Cost principles for educational institutions." We 
believe that negotiation of fixed rates in lieu of detailed record- 
keeping of actual expenses could reduce paperwork while maintaining 
strict accountability for Federal funds. In fact, we have already 
explored this approach with the agencies, and it is our understanding 
that such rates have been negotiated with a number of institutions. 
We understand that HHS has already implemented the second 
recommendation. 

The draft report also notes that HHS has made relatively few audits 
of indirect cost proposals recently. It cited as reasons that audit 
emphasis has shifted to other programs within the department, and 
that emphasis has been placed on organization-wide audits of grantees 
by non-Federal auditors, i.e., "single audits." Although we appre- 
ciate the need for these shifts, we are nonetheless concerned that 
they may result in HHS falling behind in its responsibilities under 
Circular h-88, "Indirect cost rates, audit, and audit followup at 
educational institutions." In that event, it may be necessary to 
contemplate reassigning some cognizance responsibilities to other 
agencies. 

We appreciate the opportunity to comment on the draft report. 

(103969) 
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