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T housands of colleges and universities, academic medical centers, research institutions, hos-
pitals, and other research entities throughout the United States receive funding from the

Federal Government to conduct biomedical and other scientific research. In Fiscal Year 2001,
the National Institutes of Health alone awarded an estimated $16 billion in grants, cooperative
agreements, and contracts supporting the biomedical and behavioral research and training of
over 50,000 scientists at more than 2,000 institutions.1  Since World War II, the support of
extramural research—research conducted by entities other than federal agencies—has devel-
oped into one of the Federal Government’s most dramatically successful programs. The strong
links of financial support and scientific cooperation between the Federal Government and the
U.S. research community have played and continue to play an indispensable role in the ad-
vancement of science in the United States and the world.

From the perspective of recipients of federal research funds, however, that support comes
with important strings attached. Legal obligations and potential liabilities that are generally
nonexistent in privately funded research are an everyday reality for those who conduct feder-
ally sponsored research. These obligations and liabilities are imposed by a formidable and
increasingly complex web of statutes, regulations, policy statements, and agreement terms and
conditions. This unique federal regulatory framework covers virtually all aspects of the research
process. There are detailed Government-wide and agency-specific “cost principles” and “Cost
Accounting Standards” that govern federal reimbursement of costs incurred by research enti-
ties.2  There are pervasive administrative requirements designed to promote the efficient use of
Government funding and property. There are rules and procedures on scientific misconduct3

and conflicts of interest intended to help en-
sure that research is conducted with integrity
and is not tainted by inappropriate financial
and personal interests. Other important rules
and procedures protect the safety and rights
of human research subjects and promote the
ethical treatment of laboratory animals. Still
others implement federal law and policy on
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BRIEFING PAPERS

West Group has created this publication to
provide you with accurate and authoritative
information concerning the subject matter
covered.  However, this publication was not
necessarily prepared by persons licensed to
practice law in a particular jurisdiction.  West
Group is not engaged in rendering legal or
other professional advice, and this publica-
tion is not a substitute for the advice of an
attorney.  If you require legal or other expert
advice, you should seek the services of a
competent attorney or other professional.

the use and commercialization of intellectual
property and on a wide variety of socioeco-
nomic issues. Backing up many of these rules
and regulations are federal statutes contain-
ing civil, administrative, and even criminal pen-
alties for violations. Nothing even remotely like
this federal regulatory structure governs pri-
vately sponsored research.

Any research institution that receives fed-
eral funding must build and apply compli-
ance mechanisms addressing all applicable fed-
eral regulatory requirements. The most fun-
damental step in any federal research com-
pliance program—although by no means the
only step—is to understand what the appli-
cable rules are and to keep up with their fre-
quent changes. To that end, this BRIEFING PA-
PER addresses some key points and recent regu-
latory developments affecting federally spon-
sored research, with a focus on financial and
administrative compliance issues. (A future PAPER

will cover scientific and bioethics compliance
issues.) This PAPER is not intended to be a
definitive discussion of the topics addressed—
indeed, many of the individual topics could
themselves be subjects of small books. The aim,
rather, is to discuss each development in suf-
ficient depth to indicate how it affects or may
affect a research institution’s compliance pro-
gram.

Specifically, this BRIEFING PAPER discusses
(a) the often troublesome subject of effort re-
porting, a requirement that applies to any in-
stitution charging salaries of employees to fed-
erally sponsored agreements, (b) voluntary cost
sharing, including a discussion of the Office
of Management and Budget’s important clarifi-

cation of the treatment of voluntary uncom-
mitted cost sharing, (c) the rules applicable
to the direct charging of administrative and
clerical salaries to federally sponsored agree-
ments—a practice that has been the subject
of increasing scrutiny by Government audi-
tors and investigators, (d) the OMB’s clarifi-
cation of rules applicable to reimbursement
of graduate student tuition remission costs, and
(e) some of the more significant changes set
out in the March 2001 NIH Grants Policy State-
ment—one of the major sources of federal re-
search rules. In addition, this PAPER concludes
with some advice for research institutions on
transforming substantive knowledge of these
complex rules into effective compliance programs.

Background

An institution’s performance of research with
Government funds is constrained by a set of
statutory, regulatory, and administrative require-
ments that govern the expenditure of funds.
Some of the more important requirements
are set forth in various federal “cost principles”
that govern the institution’s ability to charge
direct and indirect (also referred to as “facili-
ties and administrative” or “F&A”) costs to fed-
erally sponsored agreements (i.e., grants, co-
operative agreements, and sometimes contracts).
The applicable set of cost principles for edu-
cational institutions is set out in OMB Circu-
lar A-21.4  OMB Circular A-122 provides the
cost principles for nonprofits other than edu-
cation institutions,5  and Appendix E to Title
45 of the Code of Federal Regulations governs
hospitals. Part 31 of the Federal Acquisition
Regulation contains the cost principles that
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apply to commercial organizations and cer-
tain nonprofit institutions exempt from OMB
Circular A-122.6

The following discussion focuses on several
current subjects of interest concerning com-
pliance with the federal cost principles and
administrative requirements. Each subject has
been selected either because it has recently
been the focus of one or more significant de-
velopments or because it involves issues that
are likely to become the subject of increased
scrutiny by federal auditors and investigators.
The discussion focuses on compliance with OMB
Circular A-21 because educational institutions
are by far the largest recipients of federal re-
search dollars and because much of the re-
cent activity with respect to these topics has
involved the application and interpretation of
OMB Circular A-21.

Effort Reporting

Compliance with effort reporting require-
ments, particularly faculty effort reporting, is
an area of significant and growing risk for
research institutions. Because there are many
different ways of thinking of what “effort” is
and how it relates to particular sponsored
projects, the process of estimating and reporting
effort associated with federal research is, at
best, an inexact science At worst, effort re-
porting systems can become corrupted by
myths, some of which are used to rationalize
effort reporting methods that are simply
wrong.

Historically, federal auditors have given in-
stitutions that receive Government funding a
certain degree of latitude in reporting fac-
ulty effort. This qualified level of tolerance is
supported by OMB Circular A-21, which pro-
vides as follows in its selected cost provision
on compensation for personal services: 7

In the use of any methods for apportioning
salaries, it is recognized that, in an academic
setting, teaching, research, service, and admini-
stration are often inextricably intermingled. A
precise assessment of factors that contribute to
costs is not always feasible, nor is it expected.
Reliance, therefore, is placed on estimates in
which a degree of tolerance is appropriate.

Notwithstanding the “degree of tolerance”
that OMB Circular A-21 permits, there are
certain basic requirements that any compliant
effort reporting system must meet. Recently,
federal auditors and investigators have increas-
ingly questioned whether particular institu-
tions’ effort reporting systems are in compli-
ance with these basic requirements. Broadly
speaking, this increased attention has focused
on three types of situations: (1) significant
and widespread noncompliance with the pro-
cedural requirements of the applicable cost prin-
ciples, (2) egregious or widespread overstate-
ment of federal research effort, and (3) sys-
tematic understatement of other organized re-
search effort.

� Basic Requirements

The effort reporting requirements applicable
to educational institutions that conduct Gov-
ernment-funded research are based largely on
the cost principles set out in OMB Circular
A-21. Pursuant to OMB Circular A-21, educa-
tional institutions that conduct federally funded
research must establish payroll distribution sys-
tems that are maintained as part of their offi-
cial records.8  These systems, which are com-
monly referred to as “effort reporting systems,”
must keep track of the total activity of each
employee whose salary is charged to a feder-
ally sponsored agreement.9  The determina-
tion of what constitutes an employee’s total
activity is not confined to sponsored research
activities but includes administration, instruc-
tion and unsponsored scholarly activity, clini-
cal activity, and other activity for which the
institution compensates the employee. OMB
Circular A-21 does not require that the effort
reporting system keep track of “incidental work”
for which an employee receives supplemen-
tal compensation in accordance with the
institution’s policies, provided that such work
and compensation are separately identified and
documented in the institution’s financial man-
agement system.10

The amount of an employee’s compensa-
tion that an institution may charge to a feder-
ally sponsored agreement is based on the
employee’s level of effort expended performing
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research under that agreement compared to
the employee’s university-compensated effort
expended across all activities.11  For example,
in the case of an employee whose university
salary is $60,000 and who spends 50% of his
or her total university-compensated effort on
a particular federally sponsored agreement,
the institution may charge to the sponsored
agreement up to $30,000 of that employee’s
annual salary. An employee’s recorded total
effort across all activities may not exceed 100%,
regardless of the number of hours that con-
stitutes a “full workload” for the employee.
Therefore, for an employee who expends 10
hours of a 50-hour workweek on a particular
federally sponsored agreement, the institution
generally may charge to the agreement no
more than 20% of the employee’s salary. The
institution may not, for example, charge to
the agreement 25% of the employee’s salary
based on an argument that a 40-hour work-
week is considered to be the “norm” for the
Federal Government or in general.

OMB Circular A-21 also requires that the
institution’s effort reporting system include
some form of confirmation to ensure that each
salary being charged to a federally sponsored
agreement is based on actual expended ef-
fort.12  This confirmation must be performed
by a responsible person with a suitable means
to verify each employee’s actual level of ef-
fort.13  Accordingly, the confirmation can be
obtained from the employee himself or from
another individual, such as the principal in-
vestigator, who has sufficient knowledge of
the employee’s work to confirm the effort being
charged to the research project.

Although OMB Circular A-21 provides that
there is no single best system of effort report-
ing (as long as the system meets the OMB
Circular A-21’s basic requirements),14  the type
of system most commonly used by educational
institutions is the “after-the-fact activity records”
system.15  Under this system, employee effort
allocations are supported by effort reports that
list the employee’s compensated activities and
the percentage of the total for each activity.
Institutions may charge employee compensa-
tion to a sponsored agreement initially on the

basis of estimates made before the services
are performed, provided that such charges
are promptly adjusted if “significant differ-
ences” are indicated by the effort reports.16

For purposes of the reporting system, “[s]hort-
term (such as one or two months) fluctuation
between workload categories need not be con-
sidered as long as the distribution of salaries
and wages is reasonable over the longer term,
such as an academic period.”17  Effort reports
must be signed by the employee, principal
investigator, or responsible official able to verify
the level of work performed.18  Effort reports
must be generated no less frequently than
every six months for professorial and profes-
sional staff and generally no less frequently
than monthly for all other employees.19  For
effort reporting systems that satisfy OMB Cir-
cular A-21’s standards, the institution is not
required to provide additional support or docu-
mentation for the effort actually performed.20

� Noncompliance With Procedural Requirements

Although serious misreporting of effort some-
time occurs in individual cases, in general,
federal auditors and investigators are concerned
with systematic defects in effort reporting pro-
cedures. Given the “degree of tolerance” pre-
scribed by OMB Circular A-2121  and the prac-
tical difficulty of estimating effort in an aca-
demic research setting, federal auditors and
investigators are unlikely to insist on precise
accuracy of effort in every case. They are, how-
ever, likely to raise concerns if there is evi-
dence that an institution’s systems and proce-
dures for effort reporting are deficient, or that
the systems and procedures are not followed
or adequately enforced.

One common example of a systematic com-
pliance defect is the failure of individuals who
are responsible for confirming effort reports
to adjust inaccurate information contained in the
reports. In many institutions that use the af-
ter-the-fact activity records system, the effort
report form generated for the employee’s or
responsible official’s signature contains preprinted
percentages representing the individual’s ef-
fort expended on each sponsored agreement.
These preprinted percentages are often based
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on the institution’s original before-the-fact bud-
get projections, which in turn have been en-
tered into the institution’s payroll distribu-
tion system to allocate salary to sponsored agree-
ments pending the completion of the after-
the-fact activity reports. Since circumstances
frequently change between the time a bud-
get estimate is prepared and the time that
work on a sponsored agreement is actually
performed, the preprinted percentages that
appear on the effort report form may not ac-
curately reflect the actual percentage of ef-
fort that an individual has expended. If the
preprinted percentages do not substantially
correspond to the effort actually expended
by the individual during the report period,
they must be manually corrected to reflect
actual effort. Faculty members and personnel
responsible for confirming effort reports, how-
ever, sometimes wrongly believe that they are
not permitted to change the preprinted ef-
fort percentages. Even where individuals un-
derstand that they are permitted (indeed re-
quired) to correct inaccurate preprinted ef-
fort percentages, they sometimes fail to do
so. Where Government auditors or investiga-
tors observe that preprinted effort percent-
ages are never or rarely amended, they may
question whether the institution’s effort re-
port forms may be reasonably relied upon to
justify charges to federally sponsored agree-
ments.

Systematic noncompliance with effort report-
ing procedures may also be reflected in non-
compliance with documentation requirements. OMB
Circular A-21 requires that payroll distribu-
tion systems be maintained as part of the
institution’s official records.22  Moreover, OMB
Circular A-110, which sets forth uniform ad-
ministrative requirements applicable to insti-
tutions of higher education, hospitals, and other
nonprofit organizations, includes a general
requirement that institutions conducting fed-
erally sponsored research maintain support-
ing records pertinent to the research.23  Miss-
ing effort report forms, report forms with missing
signatures, and report forms signed by per-
sons with no reasonable basis to confirm an
individual’s actual level of effort are all de-
fects that could give rise to allegations of mis-

charging, especially if the institution lacks backup
data to verify the costs charged to the agree-
ment.24

Systematic effort reporting problems may
also arise in connection with the compensation
cap that applies to research funded by the
NIH. Pursuant to the Department of Health
and Human Services Appropriations Act, 2001,
an institution may not charge an employee’s
salary to an NIH-sponsored agreement funded
with FY 2001 appropriations at an annual rate
that exceeds Executive Level I of the Federal
Executive Pay Scale—currently set at $161,200
per year.25  Salary restrictions imposed in pre-
vious appropriations acts cap salaries at Ex-
ecutive Level II for awards made with FY 2000
appropriations and at Executive Level III for
awards made with FY 1999 appropriations.

The NIH salary cap limitation applies to the
“institutional base salary,” which is the annual
compensation that the institution pays for an
individual’s appointment (including time spent
on research, teaching, patient care, and other
activities).26 The limitation, however, is exclu-
sive of fringe benefits and F&A costs.

The following chart sets forth the amounts
of the most recent NIH salary caps, by appro-
priation and award date:

Compensation Cap Applicable Dates

$125,900 Oct. 1, 1998—Dec. 31, 1999
(FY 1999 awards)

$130,200 Jan. 1, 1999 and beyond
(FY 1999 awards)

$136,700 Oct. 1, 1999—Dec. 31, 1999
(FY 2000 awards)

$141,300 Jan. 1, 2000 and beyond
(FY 2000 awards)

$157,000 Oct. 1, 2000—Dec. 31, 2000
(FY 2001 awards)

$161,200 Jan. 1, 2001 and beyond
(FY 2001 awards)

The manner in which an NIH-funded re-
search institution implements the NIH salary
cap could have compliance implications with
respect to effort reporting. There are at least
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three kinds of effort reporting problems that
the NIH salary cap could potentially raise:

(a) Matching “base” salary with “base” effort.
In some cases, institutions have responded to
the NIH salary cap by restructuring their fac-
ulty salaries into a “base” component and one
or more “extra” components (such as a clini-
cal component or a “bonus” component). As
indicated above, the NIH salary cap applies
only to the base salary component. For ex-
ample, assume that a medical school faculty
member earns $241,800 (50% more than the
$161,200 cap) and that the faculty member’s
effort is equally divided among three activi-
ties: (1) teaching, (2) one federal grant, and
(3) clinical practice. The faculty member’s
effort report would show one-third of his effort
on his federal grant, but because of the NIH
salary cap, only one-third of $161,200, or about
$53,733, could be charged to the NIH grant.
The institution might respond to this situa-
tion by designating the $80,600 salary over-
age as separate compensation attributable solely
to the faculty member’s clinical activities, leaving
a “base” salary of only $161,200. Since the
base salary would then be compensation only
for teaching and research (and not clinical
practice), and since the faculty member’s teach-
ing and grant effort are equal, 50% of the
faculty member’s base salary ($80,600) could
be charged to the grant.

Such restructuring is not inherently prob-
lematic and may in some circumstances more
accurately reflect the nature and sources of
faculty members’ compensation. However, care
must be taken to ensure that the “base” salary
and the categories of effort associated with
the base salary are properly matched. For ex-
ample, if the $80,600 attributed to the fac-
ulty member’s clinical practice is significantly
less than the market value of the faculty
member’s clinical effort, a federal auditor might
conclude that part of the “base” salary is also
attributable to clinical effort, so that the base
salary cannot properly be allocated 50% to
teaching and 50% to research. Conversely, if
the $80,600 “clinical component” is far more
than the market value of the faculty member’s
clinical activity, a federal auditor might con-

tend that the “base” salary attributable to teach-
ing and research should be substantially higher
than $161,200—for example, $200,000. This
contention would not cause the institution to
recover less salary on the federal grant (it would
still recover 50% of $161,200, or $80,600),
but the unrecovered portion of the faculty
member’s salary ($19,400 in the case of a re-
calculated “base” salary of $200,000) would
be considered “cost sharing” and would have
to be treated as such for purposes of the
institution’s indirect cost rate calculation (see
paragraph (c) below).

(b) Distortions caused by some payroll distribu-
tion systems. In some cases, an institution’s pay-
roll distribution system may not be flexible
enough to recognize any salary amount for an
individual other than the individual’s actual
salary. Where the amount of an employee’s
salary actually charged to a federally sponsored
agreement is constrained by the NIH salary
cap, such inflexible systems may result in dis-
tortions in effort report forms. For example,
in the case of a faculty member earning a
base salary of $201,500 who spends one-half
of his total effort on an NIH grant, the grant
could be charged only $80,600 (50% of the
cap of $161,200). Some payroll distribution
systems would compare this $80,600 to the
faculty member’s total salary of $201,500 and
infer that only 40% of the faculty member’s
effort was expended on the federal grant since
only 40% of the faculty member’s salary ($80,600
divided by $201,500) was charged to the grant.
This 40% figure would then be preprinted
on the employee’s effort report and, if not
corrected, would lead to an overstatement of
the percentage of effort expended on other
activities.

(c) Capturing cost sharing. The Government
generally contends, although there is consid-
erable room for argument on the point, that
the amount of an individual’s salary that is al-
locable to an NIH-sponsored agreement but
not recovered because of the NIH cap should
be treated as “cost sharing”—that is, an institu-
tional contribution to the sponsored agreement
effort. In effect, this means that if 20% of a
faculty member’s salary allocable to an NIH-
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sponsored agreement is “lost” to the NIH cap,
then 20% of the indirect (F&A) costs that would
otherwise be recoverable by the institution with
respect to that sponsored agreement effort would
also have to be forgone by the institution. This
effect is not felt on an agreement-by-agree-
ment basis but results from the way in which
F&A cost rates are calculated. (See the discus-
sion below of voluntary cost sharing.) Given
the Government’s position, an institution should
have some mechanism for keeping track of salary
“lost” to the NIH cap so that the “lost” salary
can be reflected as cost-sharing for F&A cost
recovery purposes. Not all payroll distribution
systems, however, are capable of such track-
ing. For example, in the example discussed
above in paragraph (b) of a faculty member
earning a base salary of $201,500 who spends
one-half of his total effort on an NIH grant,
the Government would contend that there was
cost-sharing in the amount of $20,150 (50%
of $201,500, less the $80,600 actually recov-
ered), but the payroll distribution system would
ignore this amount and convert the $80,600
recovery into an erroneous 40% effort alloca-
tion.

� Overstatement Of Actual Effort

The incentive to overstate effort on a spon-
sored agreement can be significant. The great
pressures on researchers in many institutions
to cover a high percentage of their compen-
sation through outside funding sources some-
times creates temptations for faculty or ad-
ministrators to overstate how much effort is
actually being expended on a particular fed-
erally sponsored agreement. Moreover, prin-
cipal investigators who are responsible for more
than one sponsored project are on occasion
somewhat arbitrary in charging effort to one
project or another, or they may adjust effort
allocations depending on the level of avail-
able funding of the projects without regard
to how the effort is actually being expended.

Overstatement of actual effort expended
on federal projects is a significant source of
liability exposure for research institutions. Where
an overstatement exceeds even the “degree
of tolerance” for effort reporting prescribed

by OMB Circular A-21,27  the overstatement
will often be relatively easy for federal audi-
tors to detect and prove. For example, a fac-
ulty member claiming to have performed re-
search on federal projects equal to or approach-
ing 100% of the faculty member’s total effort
may find it difficult to reconcile this claim
with the effort required for the faculty member’s
other known duties, such as teaching and ad-
ministrative or clinical activities. A similar situ-
ation arises where a faculty member who is a
principal investigator under a federally spon-
sored agreement receives an additional spon-
sored agreement under which he or she commits
to performing a significant level of effort but
does not adjust his or her claimed effort on
preexisting agreements. A federal auditor’s
examination of that faculty member’s respon-
sibilities and time spent regarding other ac-
tivities may make it readily apparent that the
effort claimed to have been expended on a
federally sponsored agreement has been sig-
nificantly overstated.

Monetary liability posed by overstatements
of effort can be substantial. The Government
may demand repayment of costs charged based
on such overstatements. In addition, private
institutions28 may face significant liability un-
der the civil False Claims Act.29 Under the Act,
institutions found to have knowingly presented
a false claim to the Government may be as-
sessed treble damages and penalties up to $10,000
per false claim30 (or $11,000 for violations on
or after September 29, 199931). Intentional
overstatements of effort that form the basis
for the charging of salaries to a federally spon-
sored agreement could well fall within the
concept of “claims” that may give rise to li-
ability under the Act. Moreover, false effort
reporting claims are relatively easy for pros-
ecuting Department of Justice attorneys—and
juries—to understand, compared to other more
technical, complex, or ambiguous accounting
issues arising under the OMB Circular A-21
cost principles.

� Understatement Of Actual Effort

It is not uncommon for Government audi-
tors and F&A cost rate negotiators to suspect
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that an institution has failed to account for
all effort, whether charged or not charged to
an agreement, spent by faculty members or
senior researchers on federally sponsored agree-
ments. This is especially true for research projects
for which little or no faculty or senior research
effort has been reported. The Government’s
position is that some level of such effort, even
if only supervisory effort, is necessary and ex-
pected on most research projects.

Effort expended but not charged to a fed-
erally sponsored agreement is commonly re-
ferred to as “voluntary cost sharing.” From the
Government’s perspective, voluntary cost sharing
represents effort that should bear F&A costs
in proportion to that assigned to other orga-
nized research effort. By not accounting for
voluntary cost sharing, the institution’s orga-
nized research base is lower than if the base
included such effort, which, in turn, may have
a downward effect on F&A cost rates negoti-
ated in subsequent years. The topic of volun-
tary cost sharing, including the OMB’s clarifi-
cation on the treatment of voluntary uncom-
mitted cost sharing, is addressed more fully
in the next section of this BRIEFING PAPER.

Voluntary Cost Sharing

� Committed vs. Uncommitted

Voluntary cost sharing refers to a variety of
methods by which educational institutions and
their faculty members contribute to the costs
of performing federal research. One common
form of voluntary cost sharing is the principal
investigator’s voluntary offer in a grant pro-
posal to charge a federal sponsor for only a
portion of the effort that the principal inves-
tigator plans to devote to the grant. This type
of voluntary cost sharing is sometimes referred
to as voluntary committed cost sharing.

Another form of voluntary cost sharing is
voluntary uncommitted cost sharing. This type of
cost sharing occurs in situations in which the
principal investigator devotes a greater per-
centage of effort to the project than indi-
cated or mandated in the grant proposal or
award document. For example, a principal in-

vestigator may propose to devote 25% of his
or her effort to a federal grant and to charge
25% of his or her salary to that grant. If the
principal investigator actually devotes 40% of
his or her effort to the grant but charges for
only 25%, the 15% not charged to the Fed-
eral Government represents voluntary uncom-
mitted cost sharing because it was not prom-
ised in the grant proposal or otherwise. In
the case of a principal investigator whose an-
nual salary is $100,000, this 15% in voluntary
uncommitted cost sharing would translate into
$15,000 of service provided at no cost to the
Government.

� Accounting Issues

For years, the problem with voluntary cost
sharing (whether “committed” or not) has been
that federal auditors and rate negotiators have
interpreted certain provisions of Circular A-21
and the Cost Accounting Standards applicable
to educational institutions32 to require that the
institution assign a proportionate share of F&A
costs to any voluntary effort, thereby in effect
forgoing not only the direct cost of the effort
voluntarily provided but also the F&A costs
associated with that effort. This proportion-
ate allocation of F&A costs associated with vol-
untary cost sharing can be accomplished ei-
ther by including the full amount of volun-
tary cost sharing in the institution’s organized
research base or by reducing the pool of F&A
costs allocated to organized research by an
amount proportional to the amount of volun-
tary effort. A 1999 report by the National Sci-
ence and Technology Council described re-
search institutions’ view of the Government’s
proportionate allocation requirement as fol-
lows:33

Universities regard this requirement as a double
penalty; not only does the university bear the
costs of the direct charges for faculty time spent
on the project above that expected, but including
those direct costs in the base of organized
research decreases the F&A rate for the school
for all projects.

As applied to the example above of a prin-
cipal investigator with a $100,000 salary and
15% of effort in voluntary uncommitted cost
sharing, the institution would, in effect, wind
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up contributing not only the $15,000 it in-
tended to contribute but also an additional
amount that may take the form of a reduc-
tion in the institution’s F&A cost rate caused
by the inclusion of the $15,000 in the institution’s
organized research base.

The Government’s interpretation also resulted
in a substantial reporting burden for research
institutions. It required institutions to expend
administrative effort to perform the difficult
task of documenting faculty time being freely
donated to research projects. As a result, some
universities developed policies to limit or even
prohibit voluntary cost sharing.

� OMB Memorandum M-01-06

On January 5, 2001, the OMB issued a memo-
randum to clarify the proper treatment of vol-
untary uncommitted cost sharing.34 Rejecting
the interpretation of many Government audi-
tors and cost negotiators, OMB Memorandum
M-01-06 provides that educational institutions
may treat voluntary uncommitted cost sharing
differently from committed effort on the ground
that voluntary uncommitted cost sharing ef-
fort is faculty-donated additional time above
that agreed to as part of the award. The memo-
randum specifically provides that voluntary
uncommitted effort should neither be included
in the institution’s organized research base
for F&A cost purposes nor reflected in the
allocation of F&A costs.35

The memorandum also addresses the diffi-
culties associated with “capturing” voluntary
uncommitted cost sharing. It provides that edu-
cational institutions may exclude voluntary un-
committed faculty effort from the effort re-
porting requirements of OMB Circular A-21.
This interpretation is consistent with the Circular’s
recognition that a “precise assessment of fac-
tors that contribute to costs is not always fea-
sible, nor is it expected” because of the inex-
plicably intermingled functions performed by
faculty in an academic setting (i.e., teaching,
research, service, and administration).36

In what appears to be a special exception
to the “committed vs. uncommitted” distinc-
tion in OMB Memorandum M-01-06, the memo-

randum indicates that even uncommitted vol-
untary cost sharing must be accounted for if
it results from an express assignment of fac-
ulty effort by the institution:37

[W]hen an institution reduces a faculty member’s
level of activities dedicated to other institutional
responsibilities in order to shift his/her activities
to organized research activities, the institution
must reflect this reduction in the payroll
distribution system (as an increase to the research
effort component) and in the F&A proposals.

For example, if a faculty member’s appoint-
ment document is revised to indicate that some
percentage of the faculty member’s effort will
be expended in unreimbursed organized re-
search, the institution must include that ef-
fort in the organized research base even though
it has not been “committed” to in any grant
proposal. This situation will presumably be quite
rare.

The memorandum also states that most spon-
sored research programs should have some
level of committed faculty (or senior researcher)
effort, paid or unpaid by the Federal Govern-
ment. If a sponsored agreement for research
identifies no such effort, “an estimated amount
must be computed by the university and in-
cluded in the organized research base.”38  This
requirement excludes, however, research pro-
grams such as programs for equipment and
instrumentation, doctoral dissertations, and
student augmentation that do not require com-
mitted faculty.39

OMB Memorandum M-01-06 may signal the
end, or at least the beginning of the end, of
the decades-long battle between the Federal
Government and research institutions over the
accounting treatment of voluntary cost shar-
ing. The memorandum does, however, leave
some skirmishes still to be fought. One im-
portant issue that the memorandum does not
squarely address is how to treat voluntary com-
mitted cost sharing that is not actually pro-
vided. For example, if a principal investigator
“commits” in a grant proposal to expend 40%
effort on a federal grant and charge for only
25%, but in the end provides only 35% effort
(and charges for 25%), it is unclear what amount
should be included in the organized research
base—the 15% promised or the 10% actually
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provided. The Government may be expected
to contend that the 15% must be included—
even though legally the principal investigator
had the right to reduce his or her total effort
from 40% to 35% without federal approval.
As a practical matter, institutions should probably
proceed on the assumption that they must
either include the full committed amount or
be prepared to prove convincingly that less
than the full amount of voluntary effort was
actually provided.

Administrative & Clerical Salaries

The practice of charging administrative and
clerical salaries directly to federally sponsored
agreements is another area of increasing scrutiny
by federal auditors and investigators. In gen-
eral, administrative and clerical salaries should
not be charged directly to federally sponsored
agreements but should instead be included
in the cost pools used to determine the
institution’s F&A cost rate.40  There may be
circumstances, however, in which administra-
tive and clerical salaries (e.g., salaries of sec-
retarial staff, accountants, and administrators)
may be charged directly to a federally spon-
sored agreement.41

Specifically, OMB Circular A-21 permits edu-
cational institutions to charge administrative
and clerical salaries directly to a federally spon-
sored agreement if (a) the costs are incurred
in connection with a “major project” or activ-
ity, (b) the project or activity explicitly bud-
gets for administrative or clerical services, and
(c) the individuals involved can be specifi-
cally identified with the project or activity.42

The determination of whether this test has
been met frequently depends on whether the
project qualifies as a “major project.” OMB
Circular A-21 defines “major project” as “a
project that requires an extensive amount of
administrative or clerical support, which is sig-
nificantly greater than the routine level of
such services provided by academic depart-
ments.”43  The Circular lists the following ex-
amples of “major projects”:44

(1) Large, complex programs, such as
general clinical research centers, primate

centers, program projects, environ-
mental research centers, and other grants
and contracts that entail assembling and
managing teams of investigators from a
number of institutions.

(2) Projects that involve extensive data
accumulation, analysis, and entry, survey-
ing, tabulation, cataloging, searching
literature, and reporting, such as
epidemiological studies, clinical trials,
and retrospective clinical records studies.

(3) Projects that require making travel and
meeting arrangements for large numbers
of participants, such as conferences and
seminars.

(4) Projects where the principal focus is the
preparation and projection of manuals
and large reports, books, and mono-
graphs (excluding routing progress and
technical reports).

(5) Projects that are geographically in-
accessible to normal departmental
administrative services, such as seagoing
vessels, radio astronomy projects, and
other research field sites that are remote
from the campus.

(6) Individual projects requiring significant
amounts of project-specific database
management, individualized graphics or
manuscript preparation, human or
animal protocols and other project-
specific protocols, and multiple project-
related investigator coordination and
communications.

It would be a mistake, however, to treat
the “major project” provision as a blanket ex-
ception, superseding even OMB Circular
A-21’s requirement that institutions treat the
same costs similarly in similar circumstances.45

For example, OMB Circular A-21 states that
“[i]t would be inappropriate to charge the
cost of such activities directly to specific spon-
sored agreements if, in similar circumstances,
the costs of performing the same type of ac-
tivity for other sponsored agreements were
included as allocable costs in the institution’s
F&A cost pools.”46
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The Circular further provides that applica-
tion of predetermined F&A cost rates may make
charging administrative or clerical salaries re-
lated to major projects inappropriate if such
costs were not provided for in the allocation
base that was used to determine the prede-
termined F&A cost rates.47  Thus, even if other
criteria for major projects are satisfied, it is
possible that an institution could not directly
charge administrative and clerical salaries as-
sociated with major projects if costs of that
type were not included in the indirect cost
pool for purposes of computing the institution’s
last F&A cost rate.

Graduate Student Tuition Remission

In addition to clarifying the treatment of
voluntary uncommitted cost sharing, OMB
Memorandum M-01-06 addressed the proper
treatment of the costs of graduate student
tuition remission—the forgiveness of tuition
as a form of compensation. The charging of
the graduate student tuition remission costs
to federally sponsored agreements became a
point of concern for many research institu-
tions after the filing of a qui tam lawsuit un-
der the civil False Claims Act48 in 1998 against
a leading research university in which the plain-
tiff alleged that the university defrauded the
Federal Government of $100 million.49 The
plaintiff alleged that the university treated gradu-
ate student researchers as “employees” for
purposes of charging the cost of tuition re-
mission to federally sponsored agreements but
treated the same costs as student aid rather
than compensation for federal income tax pur-
poses.50

The OMB Circular A-21 selected cost pro-
vision on the allowability of scholarships and
student aid costs is the cost principle that gov-
erns the charging of graduate student tuition
to federally sponsored agreements. It provides
as follows on tuition remission costs:51

Tuition remission and other forms of
compensation paid as, or in lieu of, wages to
students performing necessary work are
allowable provided that (1) there is a bona fide
employer-employee relationship between the
student and the institution for the work

performed, (2) the tuition or other payments
are reasonable compensation for the work
performed and are conditioned explicitly upon
the performance of necessary work, and (3) it is
the institution’s practice to similarly compensate
students in nonsponsored as well as sponsored
activities.

The issue raised by the lawsuit was whether
the university could treat graduate student
researchers as bona fide employees under this
cost principle for purposes of charging tu-
ition remission to federally sponsored agree-
ments, while at the same time excluding the
amount of tuition remission from gross stu-
dent income for federal tax purposes.

The uncertainty concerning this issue
prompted OMB to address it in its January 5,
2001 memorandum. OMB Memorandum
M-01-06 unequivocally indicates that the “bona
fide employer-employee relationship” require-
ment does not mean that educational institu-
tions must treat students as university employees
for tax purposes in order for tuition remis-
sion costs to be an allowable expense.52 Al-
though labeled a “clarification,” the memo-
randum in reality sets forth a revised test for
determining whether the cost of tuition re-
mission may be charged to federally sponsored
agreements. 53 Under the OMB’s revised test,
such charges are allowable under the follow-
ing conditions:54

(1) The individual is conducting activities
necessary to the sponsored agreement;

(2) Tuition and other support are provided
in accordance with established educational
institutional policy and consistently provided in
a like manner to students in return for similar
activities conducted in nonsponsored as well as
sponsored activities; and

(3) During the academic period, the student
is enrolled in an advanced degree program at a
grantee or affiliated institution and the activities
of the student in relation to the Federally-
sponsored research project are related to the
degree program.

Accordingly, the memorandum makes it clear
that the OMB views the treatment of gradu-
ate student tuition remission for federal in-
come tax purposes as having no bearing on
the allowability of such costs under OMB Cir-
cular A-21. Although the memorandum does
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not address how institutions are to treat tu-
ition remission costs for federal income tax
purposes, the Internal Revenue Service has
informed the General Accounting Office that
the treatment of compensation under Circu-
lar A-21 is irrelevant for determining tax con-
sequences under the Internal Revenue Code.55

NIH Grants Policy Statement

The NIH Grants Policy Statement (GPS) sets
out terms and conditions that apply to NIH-
sponsored agreements. The GPS, which typi-
cally is incorporated by reference in NIH No-
tices of Grant Award, contains an extensive
list of financial, administrative, socioeconomic,
scientific, and bioethics requirements. It is
important that institutions conducting NIH-
funded research ensure that their financial
and administrative policies and procedures
promote compliance with GPS requirements.

In February 2001, the NIH revised the GPS
effective for NIH-sponsored agreements with
budget periods beginning on or after March
1, 2001. For these agreements, the 2001 GPS
supersedes the October 1998 version of the
GPS as a standard term and condition of award.56

The 1998 GPS, however, still applies to spon-
sored agreements with budget periods com-
mencing between October 1, 1998 and Feb-
ruary 28, 2001.

One useful change in the revised GPS, from
a convenience standpoint, is a consolidated
listing of actions requiring NIH prior approval.57

The revised GPS also contains several substantive
changes.

One substantive change in the GPS pertains
to an institution’s ability to rebudget between
direct and F&A costs. Under both the 1998
GPS and 2001 GPS, the institution’s negoti-
ated F&A cost rate in effect at the beginning
of a “competitive segment” is used to deter-
mine the amount budgeted for F&A costs for
each year of the competitive segment.58  The
GPS defines “competitive segment” as “the
initial project period recommended for sup-
port (up to 5 years) or each extension of a
project period resulting from the award of a

competing continuation grant that establishes
a new competitive segment for the project.”59

The NIH will award supplemental funds to
account for increases in an institution’s F&A
cost rate only in limited circumstances.60

The GPS does provide, however, some flex-
ibility for institutions to rebudget costs within
the budget. With respect to F&A costs, the
1998 GPS permitted funding recipients other
than educational institutions to rebudget between
direct and F&A costs (in either direction) to
account for changes in the recipient’s F&A
cost rate (provided there is no change in the
project’s scope).61  Educational institutions were
permitted to rebudget only if the rate in ef-
fect at the time of award was a provisional
rate (essentially the rate in effect pending
negotiation of a negotiated fixed-rate with carry-
forward or predetermined rate). The 2001
GPS changes this rule. Under the 2001 GPS,
educational institutions may rebudget between
direct and F&A costs, provided no change oc-
curs in the project’s scope.62

Another change is the NIH’s elimination of
the prior approval requirement for any “sig-
nificant rebudgeting,” defined as a change in
a single direct cost budget category of more
than 25% of the total costs awarded. For ex-
ample, if the award budget for total costs is
$200,000, the institution under the 1998 GPS
was required to obtain the NIH’s prior ap-
proval for any increase or decrease of more
than $50,000 in a budget category.63  Under
the 2001 GPS, such rebudgeting no longer
automatically requires the institution to ob-
tain prior approval but is considered to be
one of several indicators of a change in the
project’s scope. Changes in project scope still
require the NIH’s prior approval.64

The 2001 GPS also changes the rules gov-
erning the allocation of costs to grants asso-
ciated with closely related work. The 1998
GPS permitted institutions, with the NIH’s
prior approval, to charge costs associated with
closely related work under two or more NIH-
funded projects to any one of those projects
or to treat multiple projects as a single cost
objective if the projects had the same prin-
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cipal investigator and were funded by the
same Institute/Center.65  Under the 2001 GPS,
an institution may allocate costs normally as-
signable to multiple projects to one of those
projects or treat multiple projects as a single
cost objective, regardless of the funding In-
stitute/Center or whether the awards involve
the same or different principal investigators.66

The identification of projects as “closely re-
lated” continues to require the NIH’s prior
approval.67

Effective Compliance Programs

Knowledge of the complex rules applicable
to federally sponsored research is only the first
and most basic component of an effective re-
search compliance program. Unfortunately, too
few compliance programs go beyond this first
step.

Many compliance programs, not only in the
federal research area but in other areas as
well, seem to be founded primarily on the
notion that people will follow the rules as soon
as they are sufficiently instructed in what the
rules are. The corollary to this commonly held
belief is that the main “solution” to the com-
pliance problem is better and more extensive
personnel training. If it were only that simple,
most of the problems of compliance in the
area of federal research would have long since
been solved.

To be sure, ignorance of the rules appli-
cable to federal research is widespread, and
misunderstanding of the rules often gives rise
to compliance problems. In general, however,
the compliance breaches that create the most
significant problems for research institutions—
including serious civil and even criminal pen-
alties—are not the result of simple lack of

information or training. Poor training creates
obvious compliance risks, but even greater risks
are posed by the many financial, organizational,
informational, management, and cultural ob-
stacles to compliance that exist in any com-
plex organization. Recipients of federal re-
search funding, because they are often not-
for-profit entities and are largely decentral-
ized in both mission and organization, are in
many ways more at risk from such compliance
obstacles than for-profit commercial entities
of comparable or even much larger size.

An effective research compliance program
includes commitment and leadership at the
top levels of the institution, competent com-
pliance personnel with well-defined roles and
responsibilities, clearly written policies and
procedures, a thorough system of training, suf-
ficient reporting and review mechanisms, strong
enforcement mechanisms, and adequate re-
sources devoted to the program. Even more
than all of these things, a successful compli-
ance program must find ways to identify and
eliminate—or at least mitigate—the obstacles
that stand in the way of compliance. If inac-
curate reports are being submitted because
data systems are inadequate, a good compli-
ance program will identify that defect and
see that it is remedied. If employees are falsi-
fying accounting entries because they feel that
their institution’s internal funding policies are
depriving them of the ability to carry out their
work, a good compliance program will address
the root of the problem rather than just its
symptoms. If extreme management pressure
to achieve measurable productivity causes some
employees to report effort they have not ac-
tually expended, a good compliance program
will recognize that more training in how to
fill out effort reports will not be sufficient to
solve the problem.

GUIDELINES

    These Guidelines are intended to assist you
in understanding the financial and admini-
strative compliance requirements for federally
sponsored research discussed in this PAPER.
They are not, however, a substitute for pro-

fessional representation in any specific
situation.

1. Recognize that your first step in complying
with the financial, administrative, and other
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requirements applicable to federally sponsored
research is to read the rules. Cost accountants
and other financial and administrative personnel
responsible for compliance all too often operate
on the basis of hearsay, assumptions, and mythology
as to what the applicable rules and regulations
provide. Even Government auditors and
investigators sometimes seem to be uninformed
about the Government’s own rules.

2. Keep in mind that the requirements that
apply to federally sponsored research are not
only difficult to understand, they are far from
static. Moreover, some federal requirements
differ significantly from agency to agency. Your
institution’s compliance program must account
for these differences and should include
proactive monitoring of regulatory and policy
developments.

3. Remember that a key aspect of any effective
compliance program is training personnel at all
levels of the institution on the requirements of
the applicable rules and their responsibilities
under them. In addition to training, effective
compliance requires commitment and leadership
at the top levels of the institution, competent
compliance personnel with well-defined roles and
responsibilities, clearly written policies and
procedures, sufficient reporting and review mechanisms,
strong enforcement mechanisms, and adequate
resources devoted to the program. Understand
that identifying internal obstacles to compliance
and finding ways to work around those obstacles
is an ongoing task.

4. Be aware that the requirements for effort
reporting are widely misunderstood and,
consequently, pose significant risk of non-
compliance. The statement of an employee’s
level of effort, except in limited circumstances,
must be expressed as a percentage of the employee’s
total activity. The salary allocation percentage
on a federally sponsored agreement may not
exceed the actual percentage of effort allocated
to that agreement and must be confirmed by
someone able to verify the employee’s actual
level of effort. If the institution uses effort report
forms with preprinted percentages based on before-
the-fact budget projections, the employees
responsible for confirming actual levels of effort

expended may need to manually correct the
percentages where necessary to reflect actual
effort.

5. Bear in mind that the NIH salary cap
applies to the “institutional base salary.” Your
institution must adequately document the basis
for the “base” salary and ensure that the categories
of effort associated with it are properly matched. In
addition, the institution must appropriately
account for the unrecovered portion of salary
that exceeds the cap, which the Government will
likely treat as institutional cost sharing.

6. Understand that the Government
distinguishes between voluntary committed cost
sharing and voluntary uncommitted cost sharing.
For voluntary committed cost sharing, the Govern-
ment requires that the direct cost of the voluntary
effort be included in the base of organized research
cost pools, which has the effect of decreasing the
educational institution’s F&A cost rate in future
years. For voluntary uncommitted cost sharing,
however, the direct cost of the voluntary effort
need not be included in the organized research
base.

7. Be aware that it is not uncommon for
Government auditors to review grant proposals
(including the budget and narratives) closely
for indications that the principal investigator
or other researchers on the project have agreed
to provide effort on a voluntary basis. A
representation that some effort will be voluntarily
provided may result in the Government’s taking
the position that the institution must include
the direct cost of such “committed” voluntary
effort in the organized research base.

8. Keep in mind that administrative and
clerical salaries may be charged directly to a
federally sponsored agreement only in limited
circumstances. The determination whether such
salaries may be charged directly to a project
often depends on whether the project satisfies
the OMB’s definition of a “major project” and
whether such costs are treated similarly in like
circumstances. Even where a project qualifies as
a “major project,” ordinary administrative and
clerical costs in the nature of routine departmental
administration are not normally chargeable as
direct costs.
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