
Explore the Possibilities 

Section 3.1

The Basics of Facilities and Administrative Costs

(also known as “Indirect Costs” or “Overhead”)

This document is designed to provide background information about indirect costs to members of the California State University, Chico (CSU, Chico) community. It begins with a brief history of indirect cost funding, then describes how indirect costs rates are calculated, defines the various cost components used to calculate an institutional rate, and explains how indirect cost recovery provides significant funding for the infrastructure and administrative activities necessary to carry out the university’s research programs.


The May 1996 revision of the Cost Principles for Educational Institutions (OMB Circular A-21) replaced the term indirect costs with the term facilities and administrative (F&A) costs. The two terms—indirect costs and F&A costs—have the same meaning, as does the term “overhead.” Throughout this document, we shall use the term F&A.


Every two to four years, CSU, Chico submits a new rate proposal to the U.S. Department of Health and Human Services (DHHS) which is responsible for setting our F&A cost rate. Other rates are set by the Foundation Board of Directors.

1. What is the origin of the F&A cost concept and OMB Circular A-21?


Federally-funded research and instructional support projects are a growing feature at California State University, Chico. Prior to World War II, however, federal support for research as we know it was virtually non-existent. The situation changed dramatically during the war as the federal government, initially through the office of Scientific Research and Development, invested heavily in the discovery and development of new technological tools to support the war effort. Successes achieved by the scientific, medical and engineering communities at American universities created a new awareness of the potential of university-based science and technology.


During and after the war, the Office of Naval Research (ONR) engaged faculty members at universities to carry out research for special projects. By 1947, ONR began to formalize such funding programs. In the process, the issue of institutional costs (later designated indirect costs and the F&A costs) was addressed. It became apparent that a successful university-based research infrastructure could expand and improve only if the costs incurred in connection with the Navy contracts—beyond the obvious direct costs of research—were reimbursed. ONR formally acknowledged the legitimacy of establishing differential indirect costs elements. 


A formal and extensive set of guidelines for determining indirect costs was issued as Bureau of the Budget Circular A-21.  The Circular A-21 guidelines included formal criteria for justifying costs, methods for distributing the costs between instruction and research, and documentation requirements. Certain costs were declared unallowable as well.


Over time other federal agencies recognized and provided payment to university indirect costs. In 1966, the government removed the indirect cost ceiling and established the policy that universities should be fully reimbursed for the indirect costs incurred in conducting funded research projects. The guidelines in Circular A-21 provided a mechanism for universities to receive reimbursement for their costs, but the guidelines also imposed new compliance standards, requiring detailed documentation.
2. How have the terms of Circular A-21 changed over time?


Circular A-21 was revised six times between 1961 and 1976. From the mid-1960’s and through the 1970’s, revisions to OMB Circular A-21 were negotiated between government cost accounting experts and their university counterparts. During the 1980’s, the administration budget requests attempted to use regulatory language to modify costs principles in order to restrict the costs.


Increasing budget pressures, demands from the research community for increased funding, revelation of serious cost-accounting errors, and the recognition that the federal guidelines were ambiguous have breathed new life into earlier efforts to limit F&A, and have resulted in increased federal scrutiny of F&A costs at universities. This led in 1991 to new restrictions and revisions of Circular A-21, including a 26% cap on the administrative cost component. Circular A-21 changes in 1993 included restrictions on administrative and clerical salaries and a formal grouping of F&A cost pools into two broad categories--facilities and administrative costs.


Changes to Circular A-21 in 1996 included consistency requirements when charging costs, the requirement to file a detailed Cost Accounting Standards (CAS) disclosures statement, an increase in the equipment threshold, fixed F&A cost rates for the competitive segment of an award, and a replacement of the term indirect costs with the term Facilities and Administrative (F&A) costs.

3. What is the distinction between direct and indirect costs?


Circular A-21 states that, “direct costs are those costs that can be identified specifically with a particular sponsored project... relatively easily with a high degree of accuracy.” By contrast, “indirect costs are those that are incurred for common or joint objectives, and therefore cannot be identified readily and specifically with a particular sponsored project, an instructional activity, or another institutional activity.” Indirect costs are those involving resources used mutually by different individuals and groups, making it difficult to assess precisely which users should pay what share. Direct costs are easily assigned to a specific research project and paid by its direct grant funding.


In some cases it is easy to make this distinction. For example, if an investigator has to buy a chemical for a specific experiment, then that clearly is a direct cost to the grant. On the other hand, an investigator’s use of electricity, water and other utilities, or the services of the purchasing and accounting offices, are not normally charged directly because it is not practical to account for them separately. Installing individual meters to monitor usage levels of electricity, and carrying out the accounting and billing functions, would probably cost as much as the electricity itself.


Attributing the appropriate F&A cost amount for the use of space for grant-related activities can be even more difficult. If, as is typical, a building houses dozens of investigators who are involved individually and collectively in teaching, research, public service and other functions, determining the building costs that should be attributed to a particular faculty member’s research projects is not practical. It has generally been agreed that using a more macroscopic and statistically averaged method is much more sensible and cost effective.

4.
How is the overall F&A cost rate calculated?


The federal rate is calculated using a government-supplied formula that takes into account a variety of physical assets and human resources while excluding and capping others. Ultimately, the final federal rates are set through negotiation with our lead federal agency, the U.S. Department of Health and Human Services.

5.
What expenses are not allowable in cost pools according to revised Circular A-21?


Much of the ongoing public discussion of F&A costs has focused on the four cost pools categorized as “Administration,” in part because the guidelines in Circular A-21 were often ambiguous with respect to expenditures allowed in this category. Whereas a number of administrative expenditures had been allowed before the intense scrutiny in 1991, new allowability standards were applied retroactively.


In the current climate, it is no longer a question of whether an expenditure has been allowed by Circular A-21, but whether it is considered reasonable by today’s “standards.” In the turbulent atmosphere generated by congressional investigations, previous “unallowables” were made more explicit and new ones were added. The new list of “unallowables” is presented below for ready reference.

Representative Unallowables
•
Alcoholic beverages

•
Alumni activities

•
Institution-furnished automobiles for personal use

•
Legal costs of criminal and civil proceedings, appeals and patent information

•
Donations and contributions made by an institution

•
Fund raising activities

•
Entertainment

•
Executive and legislative lobbying

•
Insurance against defects

•
Fines and penalties

•
Goods and services for personal use of employees

•
Housing and personal living expenses of an institution’s officers

•
Memberships in any civic, community or social organization or country club

•
Selling or marketing of goods or services

•
Trustees’ travel


Under the current Circular A-21, none of these “unallowables” can be allocated through indirect cost pools, and the university must certify that they have indeed been excluded.

6.
Why should my grant pay indirect costs?


It is not uncommon for faculty members to feel that when they successfully compete for a grant, the F&A component is something that they are bringing to the University and donating to the institution. From the institution’s point of view, the faculty member’s proposal really addresses the direct cost elements only, and when a federal agency or other sponsor funds the project, the direct cost commitment to the faculty member must be supplemented to pay for a share of the institutional cost. The reimbursement of F&A costs is a matter between the institution and the sponsor, based on the principles outlined in Circular A-21. From the sponsor’s and the institution’s point of view, the F&A component is distinct from the direct cost award, and in the best of circumstances it simply reimburses the institution for the real cost to the university of a specific project.


These contrasting perceptions can be a cause for misunderstanding. The faculty member feels that she or he is contributing significant indirect cost dollars to the University, whereas the administration maintains that the University is simply being appropriately reimbursed for the F&A costs of the project. There is typically a tendency for faculty to underestimate the nature and cost of essential support services. All too frequently, the recovered F&A costs do not fully cover the actual F&A costs. In many instances the cost of the space alone, if calculated at market rates, would be comparable to the F&A cost amount generated by the grant.


The situation is even more complicated than the above analysis suggests. When a federal agency receives its appropriation from Congress, there is often no distinction between direct and F&A costs. The agency receives a total budget to carry out its program. Whatever funds the agency has to pay out for F&A costs are clearly unavailable to award for direct costs purposes. Thus, there is a fundamental trade-off make at the agency level between direct and F&A costs, which makes the issue of legitimate concern to faculty considering the long-term funding prospects for their disciplines.


Some faculty feel that if they could force sponsors to reduce the F&A costs a university can recover, there would be more money for their research program. That tactic might work in the short term, if the “savings” were used to help fund a larger number of grants. However, in the longer term, if the University loses revenue in this way, it will be forced to cut services, staff and faculty positions, reduce available project space, and trim other expenses, so that any initial advantage will be under-mined or completely outweighed by later disadvantages. In reality, the project subsidizes many proposals for which the F&A cost rates are arbitrarily restricted by the agency.

7.
What are the F&A cost charges to my grant actually paying for?

Chart I shows a variety of activities and costs which are allowable components for calculating the University’s overall F&A cost rate. While central administrative expenses may be the component of F&A costs that come most readily to mind, many institutional resources are used in support of projects. A given project will require some of the resources on the list more than others, but most projects draw on a substantial fraction of them. Moreover, a proposal seeking funds for a fairly small project, and the subsequent award, may require as much administrative work to process as a grant with a million dollar budget.


A variable rate structure would be quite cumbersome to apply, and inconsistent with the government’s Circular A-21 guidelines. Researchers in the humanities typically receive smaller grants. They sometimes wonder what the F&A costs are paying for. They may feel that they don’t need laboratory space and expensive equipment and should instead be assessed at a different rate. A more comprehensive look reveals that more of the institution’s resources are used than seems apparent on casual reflection (for example, costs for maintaining the library and its collection).


The library is a good example of a major resource necessary for many projects but often taken for granted and not recognized as a component of F&A costs. The library is used by virtually everyone engaged in scholarly activity.

Chart I

Representative Resources Allowed as Indirect Costs

Advertising costs (for personnel)

Affirmative action monitoring



Animal care review



Bond interest



Building depreciation



Central administration



College administration



Communications costs



Computer facilities and services



Custodial services



Departmental administration



Employee benefits



Environmental health and safety



General accounting



Graduate student admissions



Graduate student services



Grant and contract accounting



Grant and contract services



Human subjects review



Library services



Maintenance



Payroll office



Personnel office



Purchasing office



Risk management



Security (campus police)



Selected publications



Selected subscriptions



Seminar costs



Transportation costs



Utilities


The increasing number and complexity of requirements imposed by the federal government to ensure compliance with various regulations also contribute to F&A costs. Chart II lists new or revised federal regulations that have come into effect just since 1988. They require the university to institute new or expanded monitoring activities, to submit certifications, and, in general, to handle a great deal more paperwork than ever before.

  
Chart II

Federal Regulations Since 1988


Anti-Kickback Act (1988)


Anti-Lobbying Rules (1990/92/95)


Certifying Accuracy of F&A Costs (1991)


Circular A-21 Revisions (1991/93/96)


Circular A-110 Revisions (1993/97)


Clean Air Standards (1988/90)


Clean Water Standards (1988/90)


Conflict of Interest (1995)


Cost Accounting Standards (1995)


Debarment and Suspension (1989)


Drug Free Workplace (1989)


Drug Free Workforce (1989)


Americans with Disabilities Act (1990)


Small Business Subcontracting Plan 
(1990)


Drug Free Schools and Campuses Act 
(1990)


Hazardous Waste Disposal (1988/90)


Medical and Infectious Waste (1988/90)


Misconduct in Science (1989)


Non-Delinquency of Federal Debt (1989)


NEA Clause on Obscenity (1990)


Procurement Integrity (1990)


Radioactive Waste Disposal (1988/90)


Right to Know Laws (1988/90)

8.
Why should I pay the same rate as my colleague for F&A costs?


Implicit in the accepted procedures for determining F&A costs is the notion of averaging. It has been a principle with the federal government that there should be a single F&A cost rate for each institution’s on-campus projects. Since every grant is different and places unique demands on the institution’s resources, some grants recover more than actual costs and some recover less. Nevertheless, everyone should be aware that since the recovery of indirect costs is generally well below the actual cost of supporting projects, probably no one is paying more than could be justified, even though someone may be paying relatively more than his or her colleague.


The disadvantages of using an average rate can easily be stated. It is obviously not a precise method, and it lacks strong incentives for efficiency. Questions of fairness arise because comparisons can be made that seem to suggest that one person is at a disadvantage relative to another. But the alternative to averaging would have few proponents. It would require an extremely complex (and costly) accounting effort to attribute a different F&A cost to each grant. Substantial fluctuations in cost recovery rates would arise, depending on when a person utilized a particular resource, the starting date of a grant compared to the fiscal year and so forth.


The averaging approach is a convenient and straightforward method. The differential impacts tend to balance most participants. If one takes into account the broad range of variability over time and over various research activities, the averaging approach seems the best of admittedly imperfect alternatives. 

9.
How much F&A cost revenue accrues to CSU, Chico?


In the most recent fiscal year, F&A recovery has been about $1.3 million, or about 9.5% of direct costs on all grants and contracts. For a California State University System campus, CSU, Chico is about in the middle of the pack for the percentage recovery on total direct costs.

10.
How important is F&A cost revenue to CSU, Chico?


F&A funds are recovered through The Research Foundation. These costs are used for a variety of purposes. Along with other foundation resources, F&A recovered funds are used to cover Research Foundation costs related to the management of grants and contracts. They also provide cash-flow ranging from $5-6 million per day, to cost-reimbursed projects. In addition, in combination with other Foundation income, net proceeds are divided to provide annual funding for the Incentive Program*. 

Conclusion

We hope that this account of the nature and present management of F&A costs will be of value to the university community. While the subject is of immediate relevance for those who propose and are awarded grants, it is important that members of the faculty, staff and student body recognize that funding for some of the university’s programs is derived from F&A revenues.


The purpose of this overview is to promote a broader understanding of these issues. An ongoing goal is to address responsibly any questions and misunderstandings regarding F&A costs and to elicit carefully reasoned suggestions for improving our present practices to enhance the environment for teaching, research and scholarship at CSU, Chico. An increasingly important and parallel objective is to clarify this complex subject for the public, on whose support and advocacy we depend. As pressure on federal budgets mounts and efforts are made to adjust federal funding patterns, an informed and united academic constituency will be necessary to sustain reasonable funding levels for research and for higher education in general.

*For information concerning the CSU, Chico Research Foundation’s Incentive Program, please see the following explanation.
































