
‘$0, . 
‘2 , :, 

(I 
“i 3.’ ., 

,  ‘1’. 
I< 



. 

~-115369 
. 

i 

COMPTROLLER GENERAL OF THE UNITE0 STATES 
WASHINGTON. CJG 20848 

To the President of the Senate and the 
c Speaker of the House of Repre sentative EI 

This is our report on revisions needed in f-4 
of the Federal Government’s Automatic 

d administered by the Office of 
get and the General Services Administration, 2‘7 -II ‘r? 

Our review was made pursuant to the Budget and Account - 
ing Act, l9Zl (31 U.&C. 531, and the Accounting and Auditing Act 
of 1950 (31 U.S.C. 67). 

Copies of this report are being sent to the Director, Office 
of Management and Budget, and to the Acting Administrator of 
General Services. 

Comptroller General 
of the United States 
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CHAPTER 1 

INTRODUCTION 

LEGISLATIVE PROVISIONS FOR THE FUND 

The Congress enacted Public Law 89-306 (Brooks Bill) in 
October 1965 to provide a Government-wide program for the 
economic and efficient acquisition, utilization, and main- 
tenance of automatic data processing (ADP) equipment. The 

j law made the Office of Management and Budget (OMB) responsible 2-7 
for fiscal and policy control and the General Services Ad- 

2 ministration (GSA) responsible for bperations. To assist 
,7 

in achieving the program’s objectives, the law authorized 
that an ADP fund be established.’ 

The legislative history of Public Law 89-306 shows that 
implementation of the Government-wide program was expected 
to be gradual, The first step was to be the implementation 
of a comprehensive inventory system. As a second step, GSA 
was to seek appropriations and set up the ADP fund. The 
third step was to transfer to the fund the general-purpose 
ADP equipment of all Federal agencies. When the fund was 
fully implemented, GSA was expected to use it to acquire 
all general-purpose ADP equipment which the agencies needed. 
Charges to agencies for equipment and services were to approxi- 
mate the fund’s costs, including the capitalized value of 
equipment transferred to the fund. 

The law provided that fund capital be composed of 
appropriations and the value, as determined by the Adminis- 
trator of General Services, of transferred equipment. The 
Congress capitalized the fund with an initial appropriation 
of $10 million in November 1967 and an additional appropria- 
tion of $20 million in January 1971. The fund’s financial 
statements , as of June 30, 1972, showed that the total 
Government investment had increased to $45.8 million as the 
result of revaluations of purchased equipment, values as- 
signed to transferred equipment, and miscellaneous items. 

f ‘Fund activities were discussed in a previous GAO report en- 
titled “Multiyear Leasing and Government-wide Purchasing of 
Automatic Data Processing Equipment Should Result in Sig- 
nigicant Savings” (B-115369, Apr. 30, 1971). 



OMB GUIDEl,INES FOR THE FIJND 

In May 1968 OMB issued guidelines to GSA on using the 
fund. These guidelines directed GSA to explore possibilities 
for enabling agencies to obtain ADP equipment and services at 

* reduced costs. The guidelines also directed that the fund 
be used to promote financing of arrangements for joint use 
of equipment and related services, and be available for 
acquiring equipment and supplies. Equipment which the fund 
acquired was to be capitalized at fair market value. Charges 
to agent ies for using the equipment were to insure the fund’s 
continued solvency and sound financial condition but be lower 
than those charges incurred under individual lease agreements 
with suppliers. 

CURRENT AND ANTICIPATED STATUS OF THE FUND 

The cost of equipment purchased for the equipment lease 
program totaled $19.1 million as of March 31, 1972. As a 
result of these purchases, $38.7 million of rent payments to 
the suppliers of that equipment will be avoided over the 
3- to 5-year periods of the agencies’ leases with the fund. 
In addition, the fund has acquired excess Government-owned 
equipment valued at $1.6 million and has leased it to 
agencies. 

As of April 30, 1972, the fund had entered into 56 
equipment lease agreements with various agencies. Of the 
56 leases, 44 were active, 7 had not started, 2 had been 
terminated before the expiration of the lease periods, and 
3 had been terminated at the end of the lease periods. 
Nineteen active leases involved only purchased equipment, 
12 involved only Government-owned excess equipment, and 
13 involved a combination of excess and purchased equipment. 

6\ During hearings held in May 1971 by the Government 
Activities Subcommittee, House Committee on Government Opera- P, I 9l.Q 3 

tions, the Administrator of General Services and the Assist- 
ant Director, Organization and Management Systems Division, 
OMB, said that they expect the fund to expand significantly 
over the next 3 to 5 years, through the transfer of general- 
purpose equipment that the agencies owned and lease. As of 



June 30, 1971, 5,961 general-purpose computers, valued at 
$3 billion, were reported to GSA as being owned or leased 
by Government agencies. Thus, the expected transfers wil.1 
significantly increase the fund’s assets and its role in 
managing Government ADP equipment. 
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Cf-IAPTER 2 

REVISIONS NEEDED IN 

. FINANCIAL MNAGEMENT POLICIES 

Certain fund management policies should be revised to 
comply with the intent of Public Law 89-306 and with the ac- 
counting principles prescribed by the Comptroller Goneral 
for Federal agency use. These policy changes should assist 
in establishing uniform objective determinations of capital- 
ized values and lease charges for purchased and transferred 
equipment. 

The capitalization of purchased equipment at negotiated 
amounts which exceed its cost to the fund has augmented the 
fund in a manner contrary to the intent of Public Law 89-306 
and to accounting principles prescribed by the Comptroller 
General for use by Federal agencies. 

Capitalized values of transferred equipment have been 
based on amounts negotiated as lease charges. When the fu- 
ture large-scale transfers of equipment are accomplished, 
this procedure could result in inconsistencies in capitalized 
values and lease charges for the same or similar equipment, 

Also, GSA has charged agencies an additional 10 percent 
of the equipment’s capitalized value to provide for antici- 
pated losses due to early lease terminations. The need for 
this charge is doubtful in view of other steps that may be 
taken to avoid or minimize such losses. This procedure con- 
flicts with the generally accepted practice of not 
recognizing losses until equipment is disposed of. 

The policies of capitalizing equipment on the basis of 
negotiations rather than cost and/or providing for antici- 
pated losses due to early lease terminations have resulted 
in higher lease charges to the agencies and unnecessary 
agency dissatisfaction with fund administration. 

8 



POLICIES FOR CAPITALIZING EQUIPMENT 
AND ESTABLISHING LEASE CHARGES 

Public Law 89-306 provides that the capital of the 
ADP fund is to consist of appropriated amounts and the 
value of transferred equipment, Appropriated funds may be 
used to purchase or lease equipment and to meet costs in- 
curred in administering the fund. The Administrator of 
General Services is to determine the capitalized value of 
transferred equipment. 

The Accounting Principles and Standards for Federal 
agencies prescribed by the Comptroller General provide that 
the primary basis of accounting for purchased equipment is 
its cost to the agency responsible for its management. Reason- 
able estimates based on such factors as appraisal values 
or projected income may be used when incurred costs are not 
measurable, known or significant, as would be the case for 
transferred equipment. Reimbursements to the fund for 
equipment and services are to be made at rates determined 
by GSA to approximate the fund’s costs, including the capi- 
talized values of equipment. In accordance with Public Law 
89-306, any net income at the end of the year should be 
transferred to the Treasury as miscellaneous receipts and 
any net losses should be carried forward to be recovered 
from future fund income. 

Fund management policies should be revised to comply 
with the intent of Public Law 89-306 and with acceptable 
accounting practices. 

Capitalization of purchased equipment 

During the first several months of the fund’s ’ . operation, p urchased equipment was capitalized on the basis 
of cost. GSA computed lease charges to cover, over the 
periods of the leases, the fund’s purchase costs and 
anticipated losses due to early lease terminations. OMB’s 
May 1968 guidelines directed that equipment purchased by 
the fund be capitalized at an estimated fair market value, 
as determined by the Administrator of General Services, and 
that the excess of fair market value over the cost of the 
equipment be retained to augment the fund’s capital. 

In implementing these guidelines, GSA established 
capitalized fair market values on the basis of amounts 
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that agencies were willing to pay for using the equipment. 
The total amount that an agency is willing to pay has been 
determined by negotiations between GSA and the agency and 
includes amounts for the capitalization of equipment, 
expenses, and anticipated losses due to early lease termina- 
tions. This change in the basis for capitalizing purchased 
equipment was intended to result in dividing, between the 
fund and the agency, the difference between the purchase 
price and the rent-the agency would have paid if it had 
rented the equipment from commercial suppliers. 

For example, in June 1971 the fund purchased a 
computer system for $1,671,000, which the Department of the 
Interior had been renting from the manufacturer since 
May 1967. The purchase, at that time, enabled the Govern- 
ment to take advantage of purchase credits of $1,256,000, 
which had accumulated while the equipment was being rented 
and certain special purchase credits of $230,000. 

GSA and the Department negotiated a lease agreement 
effective July 1971 under which the Department will pay 
$2,460,000 to the fund over a 60-month period--$264,000 for 
possible losses due to early lease terminations and other 
fund expenses and $2,196,000 for the capitalized fair market 
Value of the equipment. Thus, total lease payments to the 
fund will be $789,000 more than the cost of the equipment. 
Total lease payments, however, will be $2,046,000 less 
than the Department would have paid if the fund had not 
purchased the equipment and the Department had continued to 
rent from the manufacturer for the period of the lease. 

The fund had entered into 20 leases involving purchased 
equipment as of April 30, 1972, although one was no longer 
active. The equipment in only 4 of the 20 leases was 
capitalized at cost. As shown in the following table, 
the equipment in the other 16 leases was capitalized at 
values which exceeded costs by about $3.6 million. As a 
result, the fund’s asset and investment accounts have been 
overstated by that amount. 

10 
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-Sept. 19d9 
Oct. 19G9 
nsc. 1969 
May 197(! 
.Tuly 1970 
:4a 1971 y 
June 197j 
July 1971 
July 1971 
Aug. 1971 
Sept. 1971 
Sept. 1971 
Dec. 1971. 

’ Feb. 1972 

Total 

Dcqartment of Commerce 
Dq~nrtmcnt of Labor 
National Aeronaut its and 

S~KI~C Administration and 
Dcl,artment of the Interior 

Department of The Treasury 
Cj vi 1 Aeronautics Board 
Department of Health, 

Educ:ation, and We1 fare 
nepartmerlt Of ~:OllliIIWCe 

Dq,artmen1 of the Navy 
Dqzartmcrlt of the Treasury 
Dqartment of the Navy 
Department of the Navy 
Drfonsc* Intelligence Agency 
Vr.terans Administnation 
nepartrnent of the Interior 
L’ct Crans Admini stration 
Val.c;rsns Administration 
Deljartment of the Navy 
Library of Congress 
Department of Agriculture 
Department of Transpori ation 

CO!? t c-:11 i 1 ;I 1 i .:crl :lt’~‘(~llll t> ._ _ _. _- .- 

-------._-. .j(lrlfJ OnI i t !-(.Cl j -____.. - 

d; 197 
6 1 4 

‘5 4 ‘.’ 

(a; 

’ aIncre2aae v~ls only $146. 

A pro rata distribution of rent receivcJ [j;, the ratio 
of the equipment cost to the amount capital~zr~~ in CXC’CS’L 
of cost) shows that as of March 31 p 19729 the fund had re- 
ceived from agencies $1.4 million of the $3.6 million 
attributable to the capitali.zation of purchased equipment 
in excess of cost. 

In our opinion the capitalization policies for pul.chaccd 
equipment are improper because : 

1. Augmenting the fund with the $3.6 million 
attributable to the capitalization of purchased 
equipment in excess of costs is not in accord;lncc 
with the legislative provision that fund capitaJ 
be composed of appropriations and the v:~ I.ue of 
transferred equipment. 

2. Capitalizing purchased equipment at fair. market 
value is contrary to the provision in the “GAO Manual 
for Guidance of Federal Agtirrc it‘.‘;” that cost, when 



known , should be the basis for accounting for 
property. 

3. Since the amounts capitalized are recovered through 
lease charges, these policies have resulted in 
charges to users that are contrary to the legisla- 
ti.ve requirement that charges approximate the cost 
met by the fund, 

12 



Capitalization of transferred equipment 

Transferred equipment has been capitalized at negotiated 
fair market values and leased to other agencies. This prac- 
tice, which has increased the capital of the fund by about 
$1.6 million, is in accordance with the legislative provision 
that transferred equipment be capitalized in the fund at 
values determined by the Administrator of General Services. 
However, for future operations, the use of objective criteria 
rather than negotiation, as discussed in the following sec- 
tion, appears more practical for establishing the equipment’s 
capitalized value. 

Establishing lease charges 

Lease charges for purchased and transferred equipment 
generally have been established through negotiations with 
the users at rates which recover the capitalized values of 
the equipment over the lives of the leases. This method 
may result in widely varying charges for similar equipment, 

The legislative history of Public Law 89-306 shows that 
the Congress intended that gradually the fund, rather than 
the individual agencies, would administer all the Government- 
owned , general-purpose ADP equipment. Full implementation 
of this aspect- -which GSA envisions within the next 5 years-- 
will require the transfer of thousands of items of ADP 
equipment to the fund. 

The present practice of determining lease charges on 
the basis of negotiations is likely to be impractical for 
managing a large number of systems and dealing with numerous 
customers. Unless objective criteria are developed and used, 
lease charges could vary widely for similar equipment. Those 
customers paying higher rates for comparable equipment would 
have justification for dissatisfaction, particularly since 
they would be required to obtain their equipment from the 
fund. 

GSA officials, concerned about this problem, have 
expressed their belief that objective criteria could be 
developed for establishing all lease charges and for 
capitalizing transferred equipment. 

13 



Charges based on objective criteria need not be directly 
related to the capitalized values of individual items of 
equipment but should be designed to recover all fund costs. 
Such criteria would result in comparable rates to all users 
for identical or similar equipment, regardless of whether 
the fund acquired the equipment by purchase or by transfer. 

To determine lease charges OMB and GSA could consider 
equipment costs collectively either in total or by classes 
of equipment such as large, medium, or small scale systems. 

14 



PROVISION FOR EARLY LEAS5 TERMINATIONS 

To reduce the possjbility that the fund would lose 
income in the event of early lease terminations, past 
lease agreements have provided for negotiating settlements. 
The negotiations were to consider three factors: (1) unre- 
covered fund costs, (2) equipment disposal values, and 
(3) the probability of reusing the equipment elsewhere in 
the Government. 

Fund costs comprise three elements: (1) the unamortized 
portion of the equipment’s capitalized values, (2) adminis- 
trative expenses 9 which are calculated as a small percent 
(about 2 percent) of the equipment’s capitalized value, and 
(3) an allowance for the early termination of lcascs, which 
is calculated as 10 percent of the equipment’s capitalized 
value. Treating this allowance as a fund cost has the 
effect of recognizing losses before they occur. 

We believe the fund’s procedures for recognizing lease 
termination losses is inappropriate because the equipment is 
available for reuse elsewhere within the Government and, if 
reused, a loss is not incurred; a gain or loss i;encrall> 
should be recognized in accounting procedures when the equip- 
ment is sold or otherwise disposed of, not when a Icase is 
terminated. When gains or losses are recognized they should 
be credited or charged to current operations. Any not income 
or loss incurred for the year should then be handled in con- 
formity with the provisions of Puhl.ic Law 89-306. (See p. 9.) 

As of March 31, 1972, GSA considered only three leases 
as having been terminated early. tlowever, in earh instance 
the equipment was available for reuse and most of it was 
reused under new lease agreements. Thus, GSA’s expericncc 
through March 31, 1972, had not supported the need for an 
allowance for early termination of leases. 

We believe that the provision for termination losses 
has unnecessarily increased charges to the user agencies 
and is not needed. Eliminating the provision appears 
feasible because: 

-- In the event of lease terminations before recolrer- 
ing ‘costs, the fund should he able to avoid or 
minimize losses as a result of the potential for 



leasing the equipment to other agencies and the 
agreement with the agencies to negotiate a settle- 
ment. 

--Termination losses (determined at the timo the 
equipment is disposed of) can be recovered from 
future lease charges. 

Although some losses may be unavoidable, we believe 
it is preferable to include these costs as future lease 
costs, rather than as unknown costs for which funds are 
collected in advance. Any gains, also determined at the 
time the equipment is disposed of, should be credited to 
current operations. 

16 



Our discussions with officials of a numbci. of‘ :lgcncics 
whi(-11 h;lcl I eased cquipmcnt from the fun11 i rltfi cxt cd th;lt thc!~ 
~‘~~c‘o~:ni;:ccl the a~:~n~icL; wcrc paying less r-cnt to the fund 
t h;In l-he!r \iOUld have p3id under rent ngrccmcnts with com- 
r?crc i a 1 supr~l i ers . They said that they liould he iiilling to 
test the fund ajgain if they could not make do~irahle pur- 
4’ 113 s I ’ $ wi tl: their own funds. They pointt>d ollt, however, 
t !1:11 whcr~ the fund purchases equipment, the Cull savings do 
n 0 1: :1 i c 1‘11 c ! 0 the ag<lnci es . Further, at the en11 of the 

1 c.:l'T!‘ pc'l- ! O(1.S , cvcn though the axencics hnvcl ful 1~ rc>im- 
t~11rskl~l tilt fllncl for the cost of the cquipmcnt, the fund wil 1 
uwn t IIC> cbqu i pmcn t and the agencies will have to continue some 

l):lyrnerits to the fu11d as long as they use the cq~lipmcnt. 
;Zl though offjcials rccognizcd that the fund mllst recover its 
4’ 0 s t 5 > tllc)~ objected to lease charges desir,ned to increase 
the fund’s capitalization. 

Scvcral ofricials objected to the policy of establishing 
ltla:;~ charges through negotiations rather than allocations 
of actunl costs or objective criteria. Some officials com- 
muntctl that whether lease terms were favorable to their 
nL!cncj es depended on the skills of their negot iators and 
that the ncKotiati.ons with GSA for fund eqllipmcnt wcrc 
simi lar to their dealings with commercial suppl icrs. Tf SC’, 
t 11 c 2 j: cl n c i c s ;ind C;StZ stems to be incurring admini s t.r2t i vc 
cost5 that nlipht 1-,~ avoided through n more obj cct ive SJ’>. tr>ru 
0 f tlcb term iniilg charges . 

AEcncy dissatisfaction with the equipment lc:lsc program 
W’l $ c . XI so rcvt~alt~d in a report dated Novcmbcr 8, 1971 , on ~1 
!; II. r \’ f.’ y of the man~~!;cmc~nt of ADP equipment rcsourccs within 
the T)cpsrtment of Ucfcnsc. Accordin!: to the report , prc- 
pared by the T)cputy Assistant Secretary of Ijcfense, Dircc- 
torat (2 for Intcrscrvicc Audits, senior AIJP policy officitils 
oh j cc t to 115 in:; the fund for reasons similar to those noted 
cfurin.; our review. tiowevc r , the officials rccognizc that 

17 
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11 s ins the fund can result in signif-icant savings, The 
report. stated that the Ikp:lrtmcnt could ~a\‘(? as much as 
$30 million annualI>. through the fund’s purchase of certain 
equipment being leased in June 1970. 

Agc:nc its also objected to lease charges for excess 
oquipmcnt that the fund had obtained at no cost. LXCCSS 
equipment ha5 been capi tal i ;ccl at fair market values detcr- 
mined b?’ negotiations between GSA and the prospective users. 
Agencies tend to regard such negotiations as an effort by 
GSA to maximize the fund’s capitalization at their expense. 

Public Law 89-306 provides for increasing the fund’s 
capital with transferred equipment. Agencies’ objections 
to paying lease charges for excess equipment might be rc- 
duced, however, if the charges were based on ohjccti\,e 
criteria rather than negotiations. The polic its concerning 
the cnpi talization of transferred and purchnscd equipment, 
the ncgot i at ions of Icasc charges, and the Icrying of charges 
t 0 p 1’0 \: i de for antic ip:ltcd losses due to earl)* lcasc tcrmina- 
tions wcrc discussed in preceding sections of this report. 
We arc rc~commending modifications of these politics which, 
if adopted, should alleviate most agency complaints. 
(See p. 20.) 



CONCLUSIONS 

The fund’s equipment lease program is ;~II important tool 
for efficiently and economically acqui ring the Govopnment ’ 5 
ADP equipment, The fund’s equipment purch;1scs and the USC 
of excess equipment have resulted in significant savings to 
individual agencies and to the Government. P/i th the exgccted 
expansion of the fund, the strengths and weaknesses in its 
financial management policies will have an ever-increasing 
impact on individual agencies and the Govcrnmcnt as a whole. 

The fund’s capital has been augmented by capi tal i zing 
equipment at values exceeding cost although the Congress 
intcndcd that the fund would increase its capital by appro- 
printions and transferred equipment. illSO, the valuation of 
purchased equipment in excess of cost is contrary to the ac- 
counting principles established for use by Government agencies 
which prescribe that property should be accounted for at its 
cost to the agency. 

Purchased equipment should be capi talizcd at cost. 
Transferred equipment should be capitalized on the basis of 
objective criteria when cost does not realistically indicate 
its value. 

Charges to user agencies should also be established hjV 
objective cri teria rather than by negotiations with prospcc- 
tive users. The charges need not be tied to the capital lzed 
value of the individual items but should be designed to :rp- 
proximate the fund’s overall costs. These charges sl1oul6 he 
uniform for similar equipment regardless of whether tile 
equipment has been purchased or transferred. The resiilting 
uniformity should be more acceptable to the agencies and 
should facilitate management of the equipment lease program, 
particularly after the anticipated future equipment transfers 
occur. 

. 

On the basis of the fund’s experience and available 
alternatives, charging agencies in advance to provide for 
anticipated lease termination losses is unnecessary. 

19 



The present po.licies for c3pi talizing equipment and 
establishing rCilt5, p;~rt.icularly the negotiation process 
through which the ch~1r~cs arc established, may be increasing 
administrntivc costs to GSA and the agencies. 

me believe that the agencies’ demands for equipment 
will increase when they become convinced that the equipment 
-is available at the lowest practicable cost. If the demand 
exceeds the fund’s capabilities, it will serve as a basis 
for seeking additional appropriations from the Congress and 
will be a persuasive indicator that the fund is a useful 
tool for achieving savings in acquiring and utilizing ADP 
equipment. 

We recommend that OW3 and GSA (1) revise the fund’s 
equii‘ment capitalization policies to insure compliance with 
Public Law 89-306 and (2) improve the fund’s image by re- 
vising, to the extent practicable, those policies which 
the agencies object to. In particular, we recommend that: 

--Purchased equipment be capitalized at cost. 

--Purchased equipment which has been capitalized at 
fair marlcct value be rcvalucd at cost and lease agree- 
ments bc amended to provide for charges based on fund 
costs. 

--Additional income realized from leases of purchased 
equipment, as a result of lease charges which recover 
fair market value rather than cost, be transferred to 
the Treasury in accordance with Public Law 89-306. 

--Criteria be established which would facilitate uni- 
form, objective determinations of capitalized values 
for equipment acquired by transfer from other agencies, 
when the fund’s cost does not realistically indicate 
the equipment’s value. 

--Criteria be established which would facilitate uni- 
form, objective determinations of lease charges for 

20 



identical or similar equipment acquired by purchase 
or transfer. 

--The lo-percent charge for anticipated losses due to 
early lease terminations be eliminated. 

21 



OMI? AND GSA COMMENTS AND OUR EVALUATION 

The Deputy Director, OMR, and the Acti 
of General Services concurred in our recommendations, except 
as noted below. (See apps. I and II.) 

The Acting Administrator did not agree that the exist- 
ing lease agreements should be amended to provide for 
charges based on fund costs. He stated that rewriting the 
leases would be an administrative burden and would produce 
windfalls to the agencies which had planned, programed, and 
budgeted funds for the leases. GSA would prefer to continue 
the leases and deposit the excess income into the Treasury 
as miscellaneous receipts. 

These objections are not persuasive. As of April 1972 
only 16 active leases involved purchased equipment that had 
been capitalized at amounts exceeding costs. Computing the 
amounts of the reductions in charges that would be appli- 
cable to fiscal year 1973 and subsequent periods and ob- 
taining the agencies’ concurrence in such amendments to 
the lease agreements should not .require a significant. admin- 
istrative effort. Moreover, the GSA-initiated actions to 

. reduce lease charges would be beneficial in that they would 
demonstrate to the agencies that GSA is seeking to make 
equipment available to them at the lowest practicable cost. 

The Deputy Director and the Acting Administrator did 
not agree with our recommendation that the lo-percent charge 
be discontinued. They believed that losses would occur 
despite the lease provisions for negotiated settlements 
and the efforts to find secondary users for the equipment. 
As an alternative, they proposed that periodic reviews be 
made to insure that the charge is not unnecessarily high. 

Losses generally should not be recognized until the 
equipment has been disposed of. Instead of collecting in 
advance for anticipated losses, actual gains or losses 
determined at the time of disposition can be credited or 
charged to operations. In accordance with Public Law 89-306, 
any net income at the end of the year should be transferred 
to the Treasury as miscellaneous receipts and any net losses 
should be carried forward to be recovered from future opera- 
tions. 

22 



This accounting treatment, along with the potential 
for minimizing losses by leasing equipment to secondary 
users and by negotiating settlements with agencies that 
terminate their leases, should enable the elimination of 
the lo-percent charge. Eliminating the charge would improve 
relationships between the fund and user agencies by dem- 
onstrating an intent to make fund equipment available at 
the lowest practicable cost. 

OMB and GSA indicated that they plan to establish 
comparable rates for all similar equipment. The recovery of 
losses from future operating income would be consistent with 
this plan under which the costs and income would be equated 
in total rather than by individual items. 

23 



CHAPTER 4 

SCOPE OF REVIEW 

Our review was directed toward evaluating the financial 
management policies of the fund’s equipment lease program, 
We reviewed the legislative history of Public Law 89-306,, 
OMB circulars and guidelines, GSA regulations and procedures, 
and fund financial reports and records pertaining to the 
administration of the fund’s equipment lease program. We 
interviewed officials of OMB; GSA; the National Aeronautics 
and Space Administration; the Departments of Transportation, 
the Interior, Commerce, the Treasury, the Army, the Navy, 
and the Air Force; the Defense Supply Agency; the U.S. Postal 
Service ; and the Office of the Secretary of Defense, We 
made the review at the GSA central office and the head- 
quarters offices of the selected agencies in the Washington, 
D.C. , area. 
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:1I'I'I:NDIS I 

EXECUTIVE OFFICE OF THE PRESIDENT 
OFFICE OF MANAGEMENT AND BUDGET 

WASHINGTON. D C. 20503 

JUL 11 1972 

Mr. J. K. Fasick 
Director, Logistics and 

Communications Division 
United States General 

Accounting Office 
Washington, D.C. 20548 

Dear Mr. Fasick: 

This letter responds to your request dated June 8, 1972, for 
comments on a draft GAO report on "Revisions Needed in Finan- 
cial Management Policies of the Federal Government's Automatic 
Data Processing Fund." 

Revisions to the Office of Management and Budget policy guide- 
lines that were issued to the General Services Administration 
in May 1968 have been under consideration for some time. 
Certain of the proposed revisions appeared desirable from a 
management perspective, but there was some question whether 
they were consistent with GAO's accounting principles and its 
views on the legislative intent of P.L. 89-306. Accordingly, 
we requested GAO's opinions on these proposals on September 27, 
1971. In its response dated March 28, 1972, GAO provided 
useful comments which clarified our respective views. Those 
comments, together with the views expressed by the draft report, 
will provide the basis for early issuance of revised policies. 

The draft report proposes three recommendations which RTP 
acceptable to us: 

0 Purchased equipment should be capitalized at 
cost. 

0 Purchased equipment which has been capitalized 
at fair market value should be revalued at 
cost and lease agreements should be amended to 
provide for charges based on Fund costs. 

0 The 'increase in capitalization realized from 
leases of purchased equipment should be con- 
sidered as net income and transferred to the 
U.S. Treasury in accordance with the provisions 
of P.L. 89-306. 
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APPENDIX I 

The commentary in the draft report which relates to the above 
recommendations addresses the general legislative requirement 
that charges for equipment and services should approximate 
the Fund's costs. The report states, on page 12, [lIthat for 
the purpose of determining lease charges, QMB can consider 
equipn~ent casts either collectively or individually, As the 
number of leas@ transactions within the Fund increases, and 
in arder to apply a uniform methodology for determining lease 
charges, it is our intention to view equipment costs on a 
collective basis. This action will reduce the administrative 
burden of establishing individual leasing rates and will per- 
mit comparable rates to be charged to users for identical or 
similar equipment regardless of the Fund's costs for any 
particular piece of equipment or method of acquisition. 

In this connection, it should be noted that it is also our 
intention to charge for the use of equipment for which depre- 
ciation costs have been fully recovered, when such equipment 
is subsequently leased to a new user. Such charges will be 
based on a fair use value to be determined by the Adminis- 
trator of GSA at the time of the new lease. This policy is 
intended to inject a management and cost discipline upon an 
agency's use of depreciated equipment, and was endorsed by 
GAO in its letter of March 28, 1972. Since this policy will 
result in reimbursements in excess of the equipment cost in 
individual cases, it reinforces the need to view costs on a 
collective basis in applying the legislative requirement 
that charges approximate the costs of the Fund. We believe 
it would be helpful to a general understanding of the legis- 
lative intent if some recognition of this point could be 
included in the report. 

The fourth recommendation in the report suggests that the ten 
percent charge which is included in lease rates to cover 
possible losses due to early termination of leases be elimi- 
nated. GAO considers this charge unnecessary because lease 
agreements provide for negotiating residual payments to cover 
any unamortized costs and because GSA may be abPz to lease 
the equipment to another user. We cannot concur in this 
recommi3ndation. Although there may be alternative oppor- 
tunities avaikable to GSA which could minimize such losses, 
the fact remains (and the draft report acknowledges) that 
actual losees could occur because of unsuccessful ncgotia- 
tions or failure to find additional uses for the equipment. 
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Further, the likelihood of such losses occurring will tend 
to increase as the activity in the Fund increases. Since 
it is a common and sound business practice to provide for 
loss contingencies, we propose to continue the use of a 
reserve for this purpose. This policy includes a require- 
ment for GSA to review the status of the reserve periodically 
to determine whether an adjustment to the charges assessed 
for this purpose is warranted. We would have no objection 
to a GAO recommendation which called for such a review to be 
made in light of GAO's belief that the current ten percent 
charge is unnecessarily high. 

The fifth recommendation proposes that a uniform method be 
established for determining capitalized values and lease 
charges for equipment acquired by the Fund by transfer from 
other agencies. We concur in this recommendation and be- 
lieve it will facilitate the Fund's operations and result 
in more equitable leasing charges. Although this GAO recom- 
mendation (as it applies to leasing charges) is made in the 
context of transferred equipment, the commentary on page 13 
of the report indicates GAO's concurrence in our view, ex- 
pressed in an earlier paragraph, that a uniform methodology 
should also be used in determining charges for purchased 
equipment. It would be helpful if the GAO recommendation 
were rephrased to clarify this point by embracing purchased 
as well as transferred equipment. 

We appreciate the opportunity to comment on the draft report, 
and would be pleased to meet with your staff for further 
discussions if you think this would be desirable. 

_$incerely, 
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APPENDIX II 

UNITED STATES OF AMERlCA 

GENERAL SERVICES ADMINISTRATION . 
WASHINGTON, DC 20405 

JUL 11 1972 

Honorable Elmer B, Staats 
Comptroller General of the 
United States 
General Accounting Office 
Washington, DC 20548 

Dear Mr. Staats: 

We have reviewed the draft report on "Revisions Needed in Financial 
Management Policies of the Federal Government's Automatic Data 
Processing Fund" which was forwarded to us by Mr. Donald L. Eirich 
of your office on June 8, 1972. Enclosed are our comments which 
are identified with the recommendations contained in the subject 
report. 

We appreciate the opportunity to review the contents of the draft 
report and would be pleased to discuss our comments with your staff 
if you so desire. 

Sincerely, 

ACTING ADMINISTRATOR 

Enclosure 

Keep Freedom in Tour Future With U.S. Savings Bonds 
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GSA Comments on G:.iO I7r;1 f t Report 
“Revisions Needed in Fj.n;l:lc ia] ~lnna~;emcnt policies 

of the J:cdernl Government’s Automatjc Data Processing Fund” 

“Purchased equipment bc capitalized at cost”. 

GSA position: Concllr, with the following comments, In valuing ADP equipment 
included in the equipment lease program of the ADP Fund, GSA has valued it at the 
fair market value. In most instances, the amount has been in excess of the cost of 
the equipment. This has been done in accordance with the GSA interpretation of 
the guidance received from the Office of Management and Budget in a memorandum 
to the Administrator, GSA, dated May 17, 1968. Section 1?-2 of this guidance 
provides in part: ‘I-. . such equipment shall be capitalized in the Fund at the 
estimated fair market value as determined by the Administrator. ..‘I. GSA has 
assumed that the OHB guidance and the GSA interpretation of that guidance was 
within the provisions and intent of Public Law 89-306. 

2ND GAO !:ECO~L\?l-KCATlON 

“Purchased equipment which has been capitalized at fair market value be revalued 
at cost and lease agreements be amended to provide for charges based on Fund ccsts”. 

GSA position: GSA concurs in the recommendation that the purchased equipment which 
has been capitalized at fair market value be revalued at cost. WE do not agree, 
however, that the existing lease agreements should be rewritten in view of the 
significant administrative burden that would be imposed on GSA as well as the 
other agencies involved. AS these agencies have already planned, programed, and 
budgeted funds for the existing leases, reductions in those amounts would produce 
‘cr’indfa$Q. k’e believe the most equitable course of action would be to continue 
the lease agreements at the existing rates which in view of the revaluation of 
the ADP equipment and the corresponding lower depreciation charges would provide 
excess income that would be deposited into the Treasury as miscellaneous receipts. 

3E.D GAO RECW.?~NDATION 

“The increase in capitalization realized from leases of purchased equipment be 
considered as net income and transferred to the U.S. Treasury in accordance with 
the provisions of Public Law 89-306”. 

GSA position: Recommend the following change: 

“The additional income realized from leases as a result of the lncrrase in 
capitalization of purchased equipment he considered as net income and transferred 
to the U.S. Treasury in accordance with the provisions of PL 89-306”. _ 

4Th GAO REUXIMEKDATION 

“The 10 percent charge for possible losses due to early termination of leases 
be climinatcc’“. 

GSA position: Non concur. 

Page 40 of Senate Report ~Jo. 9% for the 1st Session of the 89th Congress states: 
“Rates for use of the equipment . . .are to be fixed by tlr~ Mnlinistr,ltor SC’ ns to 

T 
approximate the cost charged to the fund, incltlding dcprccint ion and accrued leave.. . 
as well as other items of expense recognized an<! ;1cceptat~le from tljc stand point 
of sound accounting principles”. 
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The draft report on page 16 recopnizcd that some early lease termination 
losses involving fund expondituras may not he avoidable. The maintenance 
of an appropriate level ui reserves, taking into consideration, the loss 
experience and the ex-x-.;ure, is in accord dth sound accounting principles 
for preventing such I.C~SSCS from impair’ing the corpus of the fund. The 
suggestion on pa&:es 11) and ?l that agcncics agree in the leases to negotiate 
settlrmcnt in the event leases ilrf! termfnated and for that reason, the fund 
should be a51e to recover its actual expenditures, has not been the termination 
experience to date. lu’ormally agt,ncies take the view that the funds available 
to them at the time of termination are barely sufficient to meet other 
essential needs involved with the reason for termination. At that time, 
GSA has been able to negotiate only one or two months continued lease payments 
or no charge storage by the terminating agency pending removal of the fund 
property. Some agencies have stated during negotiations that payments to 
the termination reserve relieves them of all responsibility, but we have 
interpreted this as only a negotiation pasture. 

In accordance with OMB guidance, GSA has applied a standard rate of 10% 
to all leases in the Equipment Lease Program to set up a reserve for the 
purpose of-writing off costs when income is lost as a result of unanticipated 
lease discontinuance. Procedure6 have been instituted for the periodic 
review of the balance of this reserve. 

Unfortunately, the loss of income resulting from unanticipated discontinuance 
of use is not accompanied by a decline in the cost. Equipment depreciation 
which is by far the largest element of this cost continues through the passage 
of time regardless of whether the equipment is used or not. Based on the 
experience to date, we are absolutely certain that there will be losses of 
income due to unanticipated lease discontinuance. Therefore, we could not 
agree that GSA should impair the capital of the ADP Fund by not making 
provision for this. 

5TH GAO RECOMMENDATION 

“A uniform method for determining capitalized values and lease charges be 
established for equipment acquired by transfer from other agencies, where 
cost to the Fund ie not a realistic indicator of the equipment value”. 

GSA position: We concur that a uniform method for determining capitalized 
values should be established for equipment acquired by transfer froul other 
agencies + For the purpose of determining lease charges, however, we believe, 
as stated by the draft report at the botton of page 13, that objective criterion 
should be developed which would result in comparable rates to all users for 
identical or similar equipment, regardless of whether the Fund acquired the 
equipment by purchase or transfer. We believe that this ohjectivc is in 
line with the legislative history as indicated in House Report No. BOZ, 
89th Congress, 1st Session, page 30: “In practice, GSA would bill the agencies 

-periodically at rates reflecting the use value of the equipment with the 
aim that the Fund would break even at the end of each fiscal ‘year”. 
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We have one editorial comment. In the last paragraph, page 5, the word 
“transferred” should be used in lieu of the word “donated” in order to 
preserve the actual language of the law and not require new definitions. 

. 
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