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Research and Indirect Cost Recovery under the ABB Model

The Steering Committee on ABB released its final report May 27th. One of several items yet to be decided is how the direct and indirect costs of research will be treated under the new budget model. However, a few important parameters appear to be firming up. It seems clear that the existing RCR-based approach will be replaced by two taxes levied on research activities: 1) Tax A: since 100% of generated indirect costs (IDC) will revert to the unit generating those funds (i.e., the CoE), a tax will be levied on indirect costs in order to help pay for central services and initiatives; 2) Tax B: a second smaller tax will be levied on direct research expenditures. We do not yet know what the tax rates will be, but at the University of Minnesota, Tax A is 24% and Tax B is 11%. Tax A is a variation on current practice where some indirect costs are retained centrally prior to distribution to generating units. Tax B is new. Some theorize that the combined tax on indirect costs plus the tax on total direct expenditures will be similar to the current practice. However, in the case of 0%, or low IDC-projects, this seems unlikely.

Consider SFR in FY 08 as an example.  In that year, we generated about $8 million in total direct research expenditures.  The indirect costs associated with these expenditures totaled about $873k and the amount returned to SFR was about $424k. Thus, we provided about $449k to support central services and initiatives. Translating these dollar amounts into percents we see that approximately 51% of our total indirect costs were retained (i.e., taxed) by the UW to support central services and initiatives. [The average for the entire campus is closer to 69% - our rate is lower because of the higher percentage of off-campus research we conduct. With fewer central services provided, we retain a higher share of our IDC.] Also of interest is that our total indirect costs as a percent of our total direct research expenditure is only about 11%. This is the lowest % of all academic units in the CoE. [For example, Atmospheric Sciences has a comparable rate of 39% - reflecting a high percentage of grants at the 56% IDC rate.] For the entire UW, the comparable rate in FY 08 was about 19%.

How might things change under the ABB model? Using the research numbers and the two tax rates shown above, we can calculate the following scenario under the ABB model. Tax A – computed at 24% of IDC - yields a tax of about $210k. Tax B – computed at 11% of direct research expenditures - yields a tax of $880k. The two taxes total $1,090k and exceed our ‘tax’ under the current system by $641k. Worse, the total tax exceeds our IDC by $217k. Where will SFR find $217k to pay the tax due? One way is to undertake research that carries a higher IDC rate. For example, if SFR raised its ratio of IDC to total direct research expenditures from about 11% to about 22%, it would have sufficient funds to pay its tax bill and retain $424k as we now do under the existing RCR approach. [This assumes that the dean’s office does not take a % of SFR’s IDC – an unlikely scenario – see Tax C below.] Another possible solution, as noted in the Steering Committee’s final report, is that the Provost may help units who fall into the above situation. Exactly how this might be done is not described in any detail. Specifically, would a subsidy be forthcoming from the CoE dean or the Provost – neither?

At this time, we need to be aware of, and involved in, decisions related to the magnitude of the two ABB taxes on the research enterprise.  A lot depends on the final tax rates used. For example, if Tax B is reduced to 3% and all other ABB model parameters remain as described above, for FY 08, our total tax under the ABB model is about the same as under the current system - assuming that Tax C is zero.  

Under the present RCR system, deans typically withhold a % of RCR revenues to support college-wide initiatives.  As currently envisioned, the RCR allocation will be discontinued and the ABB model will distribute 100% of IDC to each college. Deans, in turn, will allocate these funds to each department or school within the college. Under ABB, it is likely that deans will withhold a portion of the IDC to fund college-wide initiatives. We do not know what this % will be under ABB, but it is likely that a college tax on IDC (i.e., Tax C) will be imposed by the dean’s office. To provide perspective, assume that Tax C is set at about 12% of IDC. Using FY 08 research expenditure data as shown above - of the $873k of IDC generated by SFR - the dean’s office would withhold about $106k - increasing our total tax to $1,196k from $1,090k. This exceeds our total IDC by about $323k. It is possible that SFR might receive some of the ICR withheld by the dean’s office for School-wide initiatives such as new faculty hire startups, but the loss of an additional $106k would critically impact SFR’s ability to support its research enterprise as its receipt would be less predictable. 

It is also apparent that SFR’s historic high percentage of off-campus research with its attendant lower IDC rate will no longer work to our advantage under the ABB model. In part, this is one reason why an indirect cost rate of about 22% is required to pay our ABB tax bill while retaining the same ICR pool as we now enjoy. 


