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REPORT TO THE CONGRESS

BY THE COMPTROLLER GENERAL
OF THE UNITED STATES

Accounting For Automatic Data
Processing Costs Needs | mprovement

Twenty-six Federal organizations providing
data processing services were using cost ac-
counting pro.adures that were inadequate in
some ways. Basic cost components like utili-
ties, space rental, costs of transmitting data
from cne place to another and military sal-
aries were frequently omitted from reports
of total costs.

Without accurate costs managers (1; may
choose uneconomical alternatives when re-
placing or adding to computer facilities and
{2) may fail to appropriately charge users of
comp.ster facilities for services performed.
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WASHINGTON, D.C. 20348

B-11536%

To the President of the Senate and the
Speaker of the House of Representatives

This report describes (1) the Government-wide problem
of inadeguate accounting for automatic data processing costs,
(2) the potential zifects of inadequate cost accounting, and
(3) our recommendations to the Federal agjencies on improve-
mants needed.

We made this review pursuant to the Budget and Accounting
Act, 1921 (31 U.S.C. 53), and the Accounting and Auditing Act
of 1950 (31 U.S.C. 67).

We are sending copies of the report to the Acting
Jirector, Office of Management and Budget, and the Admin-
istrator of General Services, who are addressed specific-
ally by our recommendations; to all heads of Federal
agencies; and to other interested parties.

Laas | i~ ~£,
omptroller General

of the United States




COMPTROLLER GENERAL'S ACCOUNTING FOR AUTOMATIC
REPORT TO THE CONGRESS DATA PROCESSING COSTS
NEEDS IMPROVEMENT

Of 26 Federal data processing organizations
GAO reviewed, none had fully adequate cost
information on their automatic data pro-
cessing assets and operations. PFar instance,
major elements of expense such as utilities,
space rental. and data transmission line costs
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were omitted in over a third of thenm. In

others, salaries of military personnel who
worked with the data processing equipment
were omitted.

Cnly about half of the 26 organizations spread
the cogts of long-lived hardware {equipment)
over its useful life and only a few did the
same with the cost of long-lived software {the
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The others simply charged the hardware and
long-lived software to "expense" in the year
they bought it, and few of them pointed out
the resulting distortions in their reports.
Thus the Congress, iranacers, and other readers
of their reports were unaware of the unreli-
ability of the reported data.

'
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GAS did not try to link the practices used

Y -
these 26 cases to uneconomical decisions,
but some earlier GAO reviews noted what can
happen when sound cost data is not availa~
ble:

in
in

--Using commercial services could have saved
$197,200, or 46 percent of data encoding
costs, at five insta’latio1s, but managers
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costs were unavailable.

--A proper cost comparison would have
revealed that a system developel in-house
for $662,000 could have been acquired and




installed for about $20,000, but internal
cost data was not readily usable.

--In one case, management had not been made
aware that accumulated costs were $1.9 mil-
lion, six cimes the original cost estimate.

Both GAO and the Office of Management and
Budget have offered guidance in this area.

GAO has prescribed general cost accounting
standards in title 2 of its "Policy and
Procedures Manual for Guidance of Pederal
Agencies." The Office of Management and Bud-
get originally issued guidance in its Circular
No. A-83, which was subsequently incorporated
into General Services Administration Federal
Management Circular No. 74-2. Additiocnal
guidance was prescribed in its Circular No,
A-11 in 1973. Office of Management and Budget
Circular No. A-1! presently requires reporting
of actual outlays and estimated obligations
(amounts which an agency contracts to spend)
rather than actual or estimated costs (the
expenses incurred in providing services for a
given period).

Why has the guidance not been effectively
followed? This is not clear, but several
factors contribute to the problem:

--Computer systems have changed dramatically
over the past decade and can now serve
many users.

f
--Sometimes data processing operations are
financed by several different appropri-
ations,

--Government accounting frequently attempts
to keep track of disbursements by appro-
priation and costs by program. Since data
processing costs are only a portion of the
program costs, they have not been separately
identified.

It is essential to keep costs accuratzly for
data processing systems and organizations,
as in any cother department. Reliable cost
data is practically indispensable in making
sound decisions on whether to get needed
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services througn procurement from commercial
sources or to perform them in-house, When
multiple users are involved cost data is
needed to properly distribute costs among
them., If this is not don=, these users will
not know what their share of the costs is,
and they too may make inappropriate decisions.
When reimbursement is received for services
furnished, cost data is essential in order

to know how much to charge.

Even though data processing is not an end
objective like operating a program, the
cost of major systems is so great that
good cost data is imperative. The extra
work that may be involved in accumulating
such cost data is well worth it.

Federal agencies should

~-egtablish automatic data processing
activities as cost centers;

-=-control such activities through operating
budgets;

--keep cost accounts for these cost centers
in such detail that charges, with or
without cost reimbursement, can be made
to major end users; and

--render reports that show actual costs com-
pared with operating budget estimates and
provide full disclosure of all signifi-
cant data-processing-related expenses.

GAO will provide detailed guidance on how
such costs should be handled and is sending
copies of this report to the heads of all
Pederal agencies.

All nine agencies asked to comment on this
report generally agreed with its conclusions
and recommendations. However, the Office of
Management and Budget, the Department of

the Treasury, and the Department of Health,
Education, and Welfare raised several con-
cerns about implementation.
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CHAPTER 1

INTRODUCTION

During the past decade, computer technology and the
complexity of computers and computer-based operations have
grown greatly. Computers and related resources, such as
personnel, supplies, and comumunications, are now used exten-
sively throughout the Gevernment for highly complex appli-
cations--from payroll to energy, space, weapons, and weather
systems. Management personnel have had difficulty in under-
standing this technology and in exerrising contrcl over data
processing activities,

Government records 40 nc¢t accurately show how much it
spends each year for automatic data processing equipment and
services. The best available cost estimate is over $10 bil-
lion annually. The Congress and the executive branch want
better control over the growing use of these resources.

Our recent reports have indicated that Federal managers
in several agencies are having difficulty in readily obtain-
ing sound cost information on automatic data processing ac-
tivities. They n2ed this information to mcke decisions and
to control computer-based operations. The Jdifficulties were

caused, at least in part, by inadeguate cost accounting 1/

for automatic data processxng activities and by lradequate
reporting procedures.

AGENCY PESPONSIBILITIES FOR
ACCOUNTING FOR COST

Section 113 of the Budget and Accounting Procedures Act
of 1950, as amended, requires the head of each executive
agency to establish and maintain a system of accounting and
internal control designed to provide, among other things,

=~£full disclosure of agency finances;

~~adequate financial informaticn for management,

1/Cost accounting is that part of an accounting system that
systematically measures and assembles all significant
elements of expense incurred as costs in accomplishing
a specific purpose, carrying on an activity or operation,

ur Comp.l.etl.ng a um.l: of work or d Spet.u:u. jUD. {See also
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~-gffective control over and accountability for all
funds, property, and other assets;

--reliable accounting data for preparing and supporting
the agency's budget raguests and controlling its
budget.

Under this act, the Office of Management and Budget (OMB) is
primarily responsible for improving executive branch finan-
cial management. OMB originally issued guidance on cost
reporting for automatic data processing in OMB. Circuiar No.
A-83, which was subseguently incorporated into General Serv-
+ces Administration (GSA) Pederal Management Circular No.
74-2. Additional guidance was prescribed in OMB Circular
No. A-11l in 1973. under the Rrooks Act (Public Law 89~306).
OMB exercises the generai managament and policy responsibil-
ity for automatic data processing.

Section 112(a) of the Budget and Accounting Procedures
Act authorizes the Comptroller General of the Unitad States to
prescribe the principles., standards. and rélated reguirements
for accounting to be observed by each executive agency. The
accounting principles and standards and relate. reynirements,
including provisions for approving accountiny systems and our
rols in aiding other agencies to develop their accounting systems,
are published in title 2, “Accounting." of the GAC “Pol.cy and
Procedures Manual for Guidance of Federal Agencies.” Chapters 2 ,
and 6500 of this title treat the use of cost informaticn and
cost accounting.

PURPOSE OF COST ACCOUNTING FOR AUTOMATIC
DATA PRCCESSING ACTIVITIES AND SYSTEMS -

As :znvisioned in title 2, cost accounting shouid be an
intagral part of an agency's management control and account-
ing systems. Identifying expenses related to automatic data
processing activities and accounting for and repurting such
costs aid decisionmakers who use, operate, or manage com~
vuter data processiang resources.

With good cost accounting and reporting, management can
have complete and consistent cost information guickly and
economically. This should enable them to

~-compare costs among organizations, activities, opera-
tions, and projects;

—make informed investment decisions by facilitating
(1) estimates of the cost of implementing proposals
for new systems and facilities, (2) preparation of




cost-benefit analyses, and (3) cost comparisons with
commercial and other alternatives;

--gstablish the cost of work done and measure produc-
tivity;

~-measure the cost of performance of responsible
cfficials; |

--make end users and top managément conscious of the
cost of data processing systems and services;

~-provide the accounting basis for proper charging of
appropriation, allotment, and program accounts, as
well as the billing for certain intra- and inter-
agency services; and

——provide the accounting basis for budget justifica-
tions and reports to the Congress, OMB, GSA, and the
public on the cost, custody, and use of the automatic
data processing resources entrusted to them.



CHAPTER 2

INADEQUATE ACCOUNTING FOR AUTOMATIC DATA

EROCESSING COSTS IN 26 FEDERAL ORGANIZATIONS

‘Adequate cost accounting for automatic data processing
calls for consistent use of accepted methods and techniques
to systematically '

¢

--identify and accumulate 1/ in accounts all expenses

related to automatic data processing activities;

--classify expenditures as either investment or current
expense and maintain asset accounts for the items
classified as investment; and

--account for such costs in ways useful for management
decisions, reports, user billings, and external
reporting.

Without cost accounting of this type, accurate and reliable
information on investment in computer facilities or the cost
of computer operations and projects cannot be provided.

In most of the 26 Federal organizations surveyed (see
app. I), the full cost of the automatic data processing
activities could not be determined from available cost ac-
counting records. Major uxpenses incurred in providing data
processing services were either charged to other cost cate-
gories or were otherwise not identified as costs of computer
operations. 1In this respect, most of the organizations do
not keep financial accounts for long-lived automatic data
processing software—--the sets of instructions which guide
the hardware {equipment) in its processing functions. Many
of the organizations do not use formal cost-accounting pro-
cedures, and many do not know the cost of services furnished
to users. The omissions and inconsistencies in cost data
for automatic data processing equipment and services are re-
flected in cost reports, often without a gualification that
would put the user on guard that the data reported is incom-
plete or otherwise inaccurate.

1/Cost accumulation is the collection of expense data
through a system of accounts such as wages and salaries,
rental expense, and depreciation.




A chart showing a profile of the adequacy of the cost
accountig practices followed in the 26 Pederal data
processing organizations surveyed is shown below. Details
are shown in appendix II.

ADEQUACY OF COST ACCOUNTING AND REPORTING PRACTICES
FOR FIVE PROBLEM AREAS IN THE 26 ORGANIZATIONS SURVEYED

EVALUATION OF PRACTICES
S TR : 1

MAJOR ELEMENTS OF AUTOMATIC
DATA PROCESSING EXPENSE ARE
ACCUMULATED PROPERLY

LONG-LIVED HARDWARE AND
SOFTWARE ARE BOTH TREATED AS
ASSETS RATHER THAN EXPENSES

18

COST ACCOUNTING METHODS ARE USED
FOR MANAGEMENT REPORTS

DATA PROCESSING COSTS ARE
CHARGED TO END USERS AND =me=msme
APFROPRIATION AND PROGRAM
ACCOUNTS

OMISSIONS AND INCONSISTENCIES
IN REPORTS ARE DISCLOSED

ADEQUATE B MARGINAL

As shown above, inadequacies in cost accounting are wide-~
spread:

--25 of the 26 organizations were following inadequate
or marginal practices in two or more of the five
problem areas.

--15 or more of the organizations were following inade-
quate or marginal practices in each problem area.

Since the sample represents a broad cross-section of size
and type of data processing organizations in 14 departments
and agencies, such inadequate practices appear to be a major
Government-wide problem that needs attention.



FREQUENT OMISSIOM OF MAJOR

LLEMENTS OF EXPENSE

The table below shows that many of the organizations
surveyed were incurring expenses but not identifying and
accumulating them as expenses related to computer activities.

Frequently Omitted Data Processing Expenses

Accumulated Not applica-
Expense category Yes Ne ble (note a)

Salaries and wages (military)
(note b):

Prog.amers and analysts 2 4 20
Computer operators 2 4 20
Keypunch operators 2 3 21
Managers 4 4 18
Administrative 2 4 20
Fringe benefits 3 5 18
Data communications: -
Transmission lines 13 1C 3
Remote terminals (note c):
Rental 12 8 6
Depreciation 2 9 15
Other expenses 18 7 1
Floor space occupied:
Rental 11 10 5
Depreciation 1 7 18
Utilities 15 11 0
Goods and services acquired
from others:
Costs from other groups
{including user personnel) 7 14 5
Central cffice overhead 4 13 6

a/In most ir3tances, officials said the expense was not in-
curred or the expense was absorbed (paid) by a different
organizational element,

b/Eight of the 10 organizations operated by the Department
of Defense used military personnel in data processing.

c/Offsite data input and output devices.

- i



Szlaries, wages, and fringe benefits

Almost all of the organizations accumulated as data
crocessing expense che salaries, wages, and fringe benefits
of civilian employees working within the automatic data pro-
cessing facility. However, for many of the eight that use
military personnel, the command unit to which these people
are attached is accountable for salaries, wages, and fringe
berefits, regardless of the unit in which the people work.
This cost could be substantial. '

1

One data processing organization had an operating bud-
get of about $2.]1 million and 64 people working within the
unit. Twenty-two were military personnel, paid about
$300,000 annually—--or approximately 14 percent of the organi-
zation's existing operating budget. This organization was
not identifying and accumulating the salaries, wages, and
fringe benefits of these individuals as an expense related
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puter-related costs seem less than they were.

Data communications

Twenty-two organizations considered data communications
an integral part of automatic data processing operations.
Most of these organizations also considered the costs asso-~
ciated with data communications important in relation to
total data processing costs. However, nine of these organi-
zations did not accumulate the transmission lines experse---
a large item of expense in data communications. In these
instances, another group was responsible for managing and
controllina 211 transmiggion 11nne_ and exnanges were naid
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by that group and not made known to the data processing
organization as a part of its expense. 1In one case, data
communications expenses were estimated at $500,000 annually.

Space occupied and utilities

Often, managers of data processing facilities were not
made aware of expenses associated with items such as space
occupied or utilities. Rent was usually paid by agencies®
headquarters, and the organizations were not a’ways appr ised

of the payments made on their behalf. In many instances,
the sxpense of utilities was included as part of the rent
paid to GSA by agency headquarters. Organizations generally
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accumulated rents paid out of thelr operating budgets.



Costs from groups and overhead costs

Various kinds of support were often provided to the
data processing organization by individuvals and groups out-
side of the organization. Such support included data pre-
paration and input from remote locations, as well as user -
participation during the the design and development of com-
puter programs. Based on agency estimates of the number of
user personnel involved in functions related to data pro-
cessing, as much as 20 percent more people were materially
involved in providing support than were listed as staff of
the data processing organizations surveyed.

In addition, administrative and management support was
provided to most such organizations by the central offices
of the Federal departments and agencies. The cost of sup-
port provided by the central office could be substantial.
In one agency suci expense exceeded $1 million annuzlly.

INADEQUATE EXPENSE
ACCUMULATION PRACTICES

All 26 organizations were omitting or mishandling at
least one significant element of expense incurred in per-
forming the data processing operationsgs. Our principles and
standards of accounting for Federal agencies require that
the cost accounting system provide for systematically accu-~-
mulating all significant elements of expense incurrsd in
carrying on an activity or operation.

Eleven organizations did not do this--many funded and
unfunded expenses were either charged to other expense
categories or wcre not identified with the cost of data
processing. Another six organizations did not identify and
accumulate some lesser categories of funded expense and
material unfunded expenses, such as depreciation on data
processing equipment and facilities, as expenses of the data
processing operations. Nine of the organizations kept sys-
tematic records which were relatively complete in accumu-
lating all funded expenses related to data processing.

INADEQUATE ACCOUNTING

FOR DATA PROCESSING ASSETS

If an item is expected to benefit only the current
pericd, the total expenditure should be recorded as a cur-
rent expense--an expense of that period. Conversely, if
an asset, such as a computer, is expected to function and
provide benefits over several years, the total cost of ac-
quiring the asset should be separated from current expense




and recorded or "capitalized” in an asset account. This
total cost should then be systematically allocated to cur-
rent expense over the estimated useful life of the asset.
This allocation process is called "depreciation” for assets
such as computers and printers and "amortization" for assets
such as : computer program.

All but one organization owned its own software and
hardware, but not one capitalizad all of its long~lived
assets. The result is distorted costs of data processing
which are overstated in years of high acquisitions of new
equipment or software and understated in years in whica such
acquisitions are low or nonexistent. A summary of the.r
practices follows:

Organizations Zpllow-

Practice followed inc this practice
Capitalized some or all hardware 12
Capitalized operating software (note a) 1C
Capitalized appli.-ations software (note b) 0
Capitalized equity in leased hardware 3
Capitalized equity in leased software 1

a/This type of software consists of standard routines used
to operate the computer regardless of the specific task
to be performed. Nine of the 10 in this category capital-
ized this kind of software only when it was purchased
with hardware.

b/Applications software is a set of specific instructions
designed to make the computer perform a certain function,
such as process a payroll.
!

ONLY HALF OF THE ORGANIZATIONS MAINTAIN
SYSTEMATIC COST ACCOUNTING RECORDS

The most reliable method of obtaining valid ccst data
gquickly and economically is by using cost accounting methods.
Only 13 of the 26 organizations surveyed did so.



Twelve of the organizations used "work (job) order™ 1/
cost accounting to aggregate 2/ management information on
data processing costs. One organization used a "process” 3/
cost-accounting method to determine overall unit cost infor-
mation and total costs for each of three organizational sub-
units. The remaining 13 organizations did not use any
systematic methods for aggregating computer cost data in
ways useful for management.

INADEQUATE BILLING AND
CHARGING FOR SERVICES PERFORMED

In many cases, a data processing organization served
several other organizations. If the cost of the data pro-
cessing services is to be properly charged to these other
organizations, the data processing organization must accu-
mulate its costs and bill the other organizations for work
dcne and have funds transferred or charges made by account-
ing entries. The situation at the 26 data processing orga-
nizations surveyed was as follows:

Number of organiza-
Treatment of cost tions involved

Do not charge users for
services performed 7
Charge only users external
to department or agency
having the computer
Charge users for services
per formed 10

v

Total 26

==

1/A work (job) order cost accounting method identifies and
aggregates costs by specific job, task, or project.

2/In proper cost aggregation, related classes of direct and
indirect expenses that have been accumuiated are organized
and summar ized into meaningful cost centers and accounts
for projects, jobs, vork functions or operations, and
organizational units for management reporting and for
assignment or allocation to other cost objectives.

3/A process cost accounting method identifies and aggre-
gates costs by a work process for a given period of time.

10




Sevan do not charge uszars in other organizations for
services performed, and in many cases they do not routinely
inform the users of the cost of services provided. Nine
assign costs for services performed only to users outside
the department or agency. They primarily served internal
users and in most cases the external users were billed on
the basis of cost estimates. Internally, all 16 of the
above served more than one appropriation, fund, or program
account or other major organization. The internal users

were not charged for the cost of services furnished.

Of the 10 data processing organizations that assigned
costs to all users through biilings at established cost
rates for their services, 1/ 8 were financed by a revolving
(or working capital) fund. Their management is responsible
for recovering the cost of services performed from the users
of these services.

A data processing organization does not need to be fi-

nanceu Dy a rev01v1ng IUHQ' now=ver, o pracclce gécﬁ COSt
accountlng end cost asgignmant. The remaining two data

processing organizations surveyed which followed adequa

cost assignment practices illustrate the point.

One was established under a management (or inter-
appropriation) fund which reguires an annual balancing of
incurred costs against advances received from various appro-
priations or other fupnds., Thus, it assigned costs to all
users and recovered nearly all costs.

The other organization is financed mainly by one appro-
priation account and is established as a cost center. It
nraridae ramninikar carvimacs A nradoankte and AraanioakiAane
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financed by other appropriation accounts and receives full
cost reimbursement from these accounts. It also provides

services to other major organlzatlonal units and programs
financed bv the same appropriation account. Charges for
these services are made by accounting entry, thus informing
all users of the cost of services.

The revolving fund financing seemed to encourage good
cost accounting but cannct be counted on to produce such
results every time, Two other data processing organizations
3 o »ls FrrmAan A e o w e e
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1/However. as indicated previously, some applicable costs
were omitted in the accumulation of expenses in nearly
all cases.
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charged with recovering all costs from end users. Both
were following practices which were inadequate in several
problem areas.

The key factor in appropriate cost-accounting and re-
porting practices for data processing appears to be the com- .
mitment of managers to use cost information for control.

INADEQUATE DISCLOSURE OF OMISSIONS
AND INCONSISTENCIES IN COST REPORTS

The organizations surveyed are providing cost reports b
to management and in most cases to OMB, GSA, and the Con- Co
gress. The omissions and inconsistencies in expense accumu-
lation and cost aggregation for data processing services
affected not only billings for services but also reports to
managers and others.

A key objective of the Budget and Acccunting Act of -
1950 is the full disclosure of the financial results of
agency activities. Our guidance states that any unquali-
fied represertation Uf cost implies that all major elements
cf cost-—in terms of financial, property, and personnel re-
sources used for a given purpose-—are included in the amount
reported as total cost. If any element of cost is omitted,
the cost report should disclose the nature 2ad estimated
amocunt of the omissiorr and the reason for its omission. In
this way, userc= 2f the information will not be misled. An
inconsistency in accounting treatment that is reflected in
a cost report can also be misleading.

Most of the organizations surveyed were inadequate or
marginal in fully disclosing data processing costs. All of
the organizations had some gaps in their accounting; many
had inconsistent acccunting. Yet, officials at nearly all
indicated that they did not usually qualify reports and
billings of data processing cost as to the nature and amount
of any elements of cost omitted or explain any inconsisten-
cies of accounting treatment,
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CHAPTER 3

LACK OF ACCURATE COST DATA CAN LEAD

TO IMPRUDENT DECISICNS

The specific effects of inadequate cost accounting and
reporting for data processing at the activities observed
are hard to ascertain. What alternatives may have been
profitably investigated? What controls may have been prof-
itably exercised? What decisions would have been made had
accurate cost records and reports been available? These
questions are difficult to answer.

This review did not relate deficiencies noted to spe-
cific bad decisions. Our past repcrts and those of others
illustrate the effacts of the lack of adequate cost infor-
mation for management decisions. Some examples illustrate
these consequences.

NEED FOR COMPUTER COSTS NOTED
BY PRESIDENTIAL COMMISSION

In 1970 a Presidential commission, the Blue Ribbon
Panel on the Department of Defense, concluded that the De-
partment could not effectively make managament decisions
and budgetary trade-offs for existing and new d.uta process-
ing applications because of incomplete cost information.

The commission reported that the Department excluded certain
costs~~invested capital, depreciation, personnel, and sup-
port costs--from cost calculations and reports.

Also in 1970, because of incompleie :ost information,
the review of an original budget submission for data pro-
cessing activities for fiscal year 1970 by the Department's
comptroller was limited to 17 percent ¢f the estimated bud-
get requirenents. The agency felt it necessary to require
a resubmission of budget data with more comilete cost aata
on data processing and subsequently changed its budget sub-
mission guidance to correct the piroblem.

LESS EXPENSIVE ALTERNATIVE
NOT CHOSEN

Having good co3t data available is essantial when
deciding among alternatives, such as

~-gtarting or expanding in-house operations and procur-
ing commercial services and

13




--buying computer sorftware or having it devzloped by a
contractor rather than producing it in-house.

During the early )370s, we surveyed Federal data
encoding activities and found a common practice of perform-
ing most of the work in-house. Had commercial services been
used for data encoding activities at S installations visited,
we calculated that a potential annual savings of about
$197,200-~-46 percent of in-hcuse data encoding costs--could
have been realized. Only 1 of the i0 installatioms in the
survey had computed unit costs for data encoding operations,

Less than half of the 26 organizations curveyed in our
current review aggregated the cost and quantity data for
this computation. Thus, most could not easily compare the
cost of in-house operations and commercially available serv-
ices.

In a 1975 report (LCD-74-~118), we noted that manage-
ment did not always compare costs of other alternatives:
and, in one instance, a system similar to one developed
in-house for about $662,000 could have been acquired and
instailed for about 520,000, ‘

LACx OF PROJECT COST INFORMATION

Having information available for estimating and control-
ling the costs of system development projects should enable
management to control the cost of an in-house development
project and decid. whether to continue or terminate such a
oroject. In the 1975 report cited above, the agency

~--exper ienced prolonged development periods--one system
had been in development for 9 years;

--prematurely acquired dats precessing equipment cost-
ing about $3.1 million tc run systems nct proven to
be worth their costs; and

--ianagement did not know the size of major project !
208t overrurs; in 1974, one system had accumulated ;
costs of at least $1.9 million, six times the
$318,J000 estimated in 1968.

Top managers and project managers knew little about costs,
because the agency failed to develop detaile@ cost estimates
and make project cost reviews and the agency's cost accounts
did not summarize the total ccst of individual projects.
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The cost accounts for management reporting on projects,
systems, and operations and the details needed to facilitate
cost estimates znd cortrol are lacking in many of the
agencies surveyed dur. .g this review. Conseguently, many
agencies may be experiencing or could experience similar

probiems.

INABILITY TO COMPARE COSTS

When expenses are not consistently accounted for; the
cost information for one project, operation, or agency cannot
be compared with that of another, withocut having to adjust
the data. This was tiic case several years ago when a Joint
Financial Management Improvement Program study team examined
the practicality of developing a centralized automated pay-
roll system for the Government. The team concluded that one

afnl scamnmariasnne nf r~pera Arnrrad in
AF the reascns meanlnv&u& Nt ll'rul PN LD A VI illNuI y . Al

developing and operating payroll systems among agencies could
not be made was because of inconsistent practices.

NOT ASSIGNING COSTS TO END USERS

By fully accounting for data processing costs, agencies .
can inforr. users of the costs of services furnished to them.
Thus, made conscious of costs, users can determine whether
work done by the computer is worth the cost and they can
estimate the cost of any new requirements.

In a 1975 report prepared by a management consulting
firm for GSA the firm recommended that Government data pro-
cessing activities measure the true cost of their computer

: - h £1111 - -~ 4
servxces; that is, that the full costs of providing data

prucessing services be accumulated and summarized by those
served and that the costs be recovered from these end users.

According to the consulting firm, the principal advan-
tages of using full cost information in the Government are
that it

-~fosters competition among Government activities,
~~encourages cost conciousness, and

-~eliminates submarginal uses of data processing
resources and services.

M~ 14 - » - - -~£
The £irm emphasized Jhat in privacte industry T

all OStsS Ot
computer services are usually assigned to the end user and
that industry can more readily ascertain the true csst of

providing these services than the Government.
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Our survey of current cost accounting practices in pri-
vate industry confirms this. These firms cited large beane-
fits gained from doing so. One firm claimed over $1 miliion
in savings. Other fir»; stated that they cancelled or
reconsidered large system investments, kept costs within
limits, and eliminated submarginal applications by using
cost data to make decisions.

Government organizations frequently have not received
the benefits that can be attained from assigning cost to all
users. We reported in April 1975 (LCD-74-110) on problems
a Federal department had in managing its data processing
resources. One problem was attributed to the many question-
able services being computerized, although end users had not
determined the value of the services. Assigning costs to
users and making them cost conscious could have eliminated
or reduced the magnitude of this problem. Department offi-
cials commenting on the report said a program was being
initiated so that all computer services would be fully
charged to the users. They said this would assure that data
processing expenses could be matched with the activities
supported and the functions served and could provide the
capability to -measure the value of computer services against
their costs.
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CHAPTER 4

REASONS FOR VARIATIONS IN ACCCUNTING PRACTICES

why has sound accounting for data processing activities
not been followed? This is not entirely clear. Agencies
often record reasons for taking specific actions, but rea-
sons for not doing something are rarely documented.

AUTOHATiC DATA PROCESSING NOT AN END OBJECTIVE

Perhaps the most important reason is that many agencies
do not consider sound accounting necessary for data proc-
essing because it is not an end objective in itself. Thus,
if an agency kept its cost records by program or activity,
it might not see the need to keep data processing costs
separate from other costs in the program. The following
grapa shows how automatic data processing ccsts might be a
part of a whole program.

—

PROGRAM COST ILLUSTRATION FOR A
HYPOTHETICAL WELFARE PAYMENTS PROGRAM

AUTOMATIC o
DATA PROCESSING e PAYMENTS
PORTIONS OF EXPENSE 3 TO
BENEFICIARIES
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In the above case, it woulé@ be possible to have =accurate
overall costs for the program as a whole but not have accu-
rate data processing costs. Fcr example, if the salaries of
the people operating the computers were charged to personnel
costs, the total personnel costs for the program could be
accurate, But if these costs were not included when the
costs of data processing services were computed, the data
processing costs would be incomplete. We believe that many
agencies have inaccurate records of data processing costs
for this or similar reasons.

FEDERAL MANAGERS DO NOT USE
COST DATA FOR DAY-TO-DAY CONTROL

Another factor may be that Federal managers of data
processing facilities use data in units such as staff-hours
and machine-hours for the day-to-day control of oper--ions
instead of costs. In the non-governmental businesses sur-
veyed, cost information was predominantly used for control
and decision purposes and resource data was considered sup-
plemental. 1In Federal organizations, the managers often
emphasize the control ef resources, not the value of re~
sources. Simple controls, to keep obligations within the
total budgetary limitations and within certain expense limi-~
tations, such as for travel, are typically the only value-~
oriented control in appropriation-financed data procegsing
organizations.

OPERATING BUDGETS INCOMPLETE

Some agency managers may think that most data processing
costs are captured within the budget limits set for the data
processing organization. In fact, data processing expenses
were incurred in scattered parts of the agencies surveyed.

The budget limitations for the data processing organizations
frequently omitted major elements of data processing expenses.
The supporting procedures for accumulating expenses fre-
guently did not identify these expenses as related to data
processing when they were being incurred in organizational
units outside the data processing organizaticnal unit.

OTHER REASONS

Sound accounting has not been followed in some cases
because funds for operating the equipment are provided by
more than one appropriation. This makes cost accounting
more difficult than it is when only one source of funds is
involved, whicn may have discouraged some from keeping
records of total data processing costs.
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In some cases, rapid advances in computer technology
may have confused accounting procedures. What was once a
data processing facility entirely devoted to a single pro-
gram may have become a sort of service center, serving
several programs, vnen a bigger and faster computer was
acquired. At the time of acguisition, the old accounting
system may have been carried over to the new computer with-
out fully considering the need for better cost data. 1In
such cases the cost accounting procedures should have been
revised to accumulate all data processing costs and to dis-
tribute them among the programs served.

SOME GUIDANCE PROBLEMS

The guidance issued by OMB centers on obligations
incurred, not costs. Using obligations, all purchases of
long-lived hardware would be included, in full, in the year
acquired instead of being prorated over the several years of
the equipment's life. Also, items such as supplies con-
tracted for but not received or used would be included.

Obligations incurred is an- appropriate basis for budget
preparation--the purpose of section 43 in OMB Circular No.
A-1l. However, it is less useful than the cost basgis for
most other management purposes, which is the purpose of
reporting under GSA Federal Management Circular No. 74-2.
Since OMB does not require true cost accounting and reporting
for automatic data processing activities and systems, the
agencies may have felt it was unnecessary. Further, since
this reporting guidance does not treat computer software as
property of value to be inventoried and reported, it adés to
the illusion that software development or acquisition costs
(which ar« greater than hardware acquisition costs) should
be treated as current expense rather than"as assets whose
costs should be charged to future periods of use.

We have published extensive guidance for developing
gsound cost accounting. However, the guidance does not focus
specifically on the problems of data processing activities.
Consequently, many users may not have related the guidance
given to their data processing functions.
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CHAPTER 5

CONCLUSION, RECOMMENDATIONS, AND AGENCY COMMENTS

CONCLUSION

Data processing resources have become a major Government
expenditur< totaling, by best available estimate, over $10
billion annually. The operating costs and capital expendi-
tures of individual data processing installations are sig-
nificant expenditures--in themselves often costing many
millions of dollars. Moreover, data processing requirements
often change rapidly, requiring frequent reappraisals of cur-
rent methods to see whether additional capability is required
and, if so, how it can be obtained most economically.

The combination of significant operating costs and major
capital expenditures and the frequent need to reconsider how
to do the work most eccnomically and effectively make it very
important to have consistent and accurate cost data available
to those who must make decisions. Without such data, the
wrong decision can be made and more expensive alternatives
can be wastefully chosen.

Good cost data is also needed so that costs can be
properly divided among several users of data processing serv-
ices. If this is not handled properly, costs may be shifted
improperly among appropriations and one appropriation might
improperly subsidize another. It can also lead other man-
agers to wrong decisions based on inaccurate cost informa-
tion. For instance, a manager might elact to perform a large
data processing function irn-house on the basis of understated
cost data. With accurate data the decision might well be the
opposite. Pinally, accurate cost data is ®ssential whenever
the Government serves outsiders, including foreign govern-
ments. It will enable the Government to recover the fair
cost of its services,

To establish the required level of consistency and
accuracy, cost accounting for automatic data processing
needs improvement in the following areas:

--The acquisition or development cost of computer soft-
ware having several years of economic useful life
should be capitalized and amortized over its useful
life.

--All expenses reasonably associated with automatic

data processing operations and the development
or acquisition of computer software should be
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accumulated as autcmatic-data-processing-related
expenses in cost accounts or subsidiary cost records.

--The cost accounts or subsidiary cost records for
automatic data processing should be maintained in
sufficient detail so as to provide useful data to
agency management on projects, work functions, and
data processing applications for end users.

-~The full cost of providing data processing services
should be aggregzced and billed to the using organi-
zation's account(s) whenever such services are pro-
vided to

--other agencies,

--programs and organizations financed by other
budgetary or appropriation accounts, or

~-other mijor organizational elements within an
agency.

Maintaining accurate cost records for data processing assets
and organizations is important. Agencies should adjust their
accounting systems as necessary to produce such records. We
are preparing supplemental guidelines to the "GAO Policy and
Procedures Manual for Guidance of Federal Agencies" on ac-
counting for the cost of automatic data processing assets
and organizations.

RECOMMENDATIONS

We recommend that Federal agencies:

1. Establish automatic data processing activities as
cost centers,

2. Control such activities through operating budgets.

3. Keep cost accounts for these cost centers in such
detail that charges, with or without cost reim-
bursement, can be made to major end users.

4. Render reports showing actual costs compared with
operating budget estimates and providing full dis-
closure of all significant data-processing~related
expenses,

We also recommend that, when such chanoges are substanti-
ally complete, OMB and GSA consider altering their annual
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reports of automatic data processing costs to include such
cost-based information in addition to the obligations-
outlays~based data presently regquired under current OMB and
GSA guidance. We are sending cupies of this report to the
heads of all Federal agencies to alert them to the need for
accumulating such costs.

AGENCY COMMENTS

The nine agencies asked to comment on this report agreed
with the conclusions and recommendations. The Departments of
Agriculture, Labor, Commerce, and Defense, the General Serv-
ices Administration, and the Veterans Administration agreed
fully with our conclusions and recommendations. The O0ffice
of Management and Budget and the Department of the Treasury
raised concerns about the application of the recommendations.
The Department of Health, Education and Welfare (HEW) felt
we had not fully considered some important matters, but did
not disagree substantially with the conclusions ané recom-
mendations.

Officg_of Management and Budget

While agreeing with the conclusions and recommendations
and highlighting the need for better cost data for cost com-
parisons to be used in investment and OMB Circular A-76
decisions, OMB expressed concern about the application of
formal cost accounting methods to small or single-purpose
operations. They suggest that cost-finding techniques in
lieu of formal cost accounting methods might provide the
same information more economically. Cost-finding techniques
are statistical and analytical methods of determining zppro-
ximate costs used in lieu of maintaining detasiled cost
accounts. -

We agree that such situations do suggest the use of
cost-finding techniques for greater economy. However, the
economy of these techniques comes at a sacrifice of some of
the quality and timeliness of management information. Cost-
finding studies tend to vary in approach from study to study.
Thus, management cannot always be sure that the changes in
reported costs arise from actual operational experience or
from changes in the definitions and concepts employed in the
cost-finding study. The economy is gained a2t the lioss of
regular recurring reporte on actual-to-planned costs which
are produced by a formal cost-accounting system and which
directly support the use of operating budgets.

We have observed that the formal cost accounting 1is
simpler with fewer purposes or smaller scales of operation.
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Thus, formal cost accouating is simple and economical for
small or single-purpose data processing operations. Prequent
management decisiocas requiring current cost data and the
benefits of using operating budgets generally outweigh the
~ost of using formal cost-accounting methods for even small
0. single-purpose data processing operations.

OMB also expressed concern that our comments regarding
OMB Circular A-1ll, seciion 43, reporting requirements (see
pp. ii, 2, and 19) could be improperly interpreted as crit-
'icism of the Ciicular. They contend that the Circular
‘rightfully requires data on obligations and outlays in this
section as part of the preparation of the President's budget.
Section 43 requires both actual cutlays and budget estimates
for automatic data processing and telecommunications. It is
the primary Government-wide requirement for financial plan-
niny data for these resources. GSA requires similar finan-
cial data on outlays for prior years in more detailed reports
on the inventories of this equipment.

The OMB Circular requirements, emphasizing obligations
and outlays, dominates the preparation of financial data in
the agencies for OMB, GSA, and internal management reporting
purposes. As is apparent in the HEW comments below, some
agencies view the emphasis on data on obligations and outlays
as a disincentive to internal use of operating budgets and
cost accounting. Effective management control over data
processing and data communication resources requires the
use of both of these tools.

Department of the Treasury

Treasury, while agreeing with the recommendations and
conclusions, stated that_the recommendations will require
significant changes to its accounting systems. With re-
sources scarce for such work and other improvements needed,
Treasury indicated it preferred a longer period for imple-
mentation. Our view is that although this approach delays
the implementation of needed improvements, Treasury's posi-
tion is understandable. Therefore, we agree that in its
case the changes should be implemented when each accounting
system is redesigned.

Treasury also argued for flexibility in deciding the
appropriate level of detailed cost accumulation in its bu-
reaus. We believe each agency should adopt a flexible ap-
prcach and carefully fit the cost accounting and reporting
to its operations and subordinate organizations using the
criterion of cost versus value of information. The cost
accounting and reporting should be kept as simple and eco-
nomical as possible.
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Health, Education, and Welfare

HEW agreed that implementation of the recommendations
would tend to standardize the identification of costs and
could be especially useful in determining costs to be recov-
ered from using organizations.

However , HEW felt there was little incentive for an
agency to adopt operating budgets and thus cost accounting
systems internally as long as OMB and the Congress continued
to use obligations and outlays data in the annual budget

. process, HEW suggested that OMB and GSA change their re-

portiing reguirements before asking the agencies to implement
the recommendations of this report.

Congressional and OMB use of obligations and outlays
data in budget preparation and approval does not constrain
agency management from using sound toole internally. The
Congress in an amendment to the Accounting and Auditing Act
of 1950 has directed the head of each executive agency to
keep accounts on its resources and operating costs that
facilitate the preparation and use of cost-based operating

.budgets,

We discussed the changes in OMB and similar GSA report
requirements above. &n intention to change these require~
ments, such as expressed by GSA in its letter to us, after
a due period for agencies to implement our recommendations,
will provide some incentive. Our review showed that agen-
cies are generally unprepared to respond to such a change
in these report requirements at present. Thus, these changes
should be considered Ly OMB and GSA as soon as the agencies
have had a reasonable chance to implement cost accounting.

A second item of concern to HEW is similar to one that
concerns OMB. HEW helieves that the small "mini" computer
operations dispersed throughout an agency under the "distri-
buted®” data procesiing concept will present them with a
difficult accounting problem which is not adequately covered
in our report.

Ag we state in response to OMB's concern about formal
cost accounting for small or single purpose operations, the
accounting is simpler with a decrease in size or number of
purposes. Widely dispersed data processing operations would
most likely be small and limited in purpose. Their dispersal
requires good cost accounting if management is to retain
adequate control over these resources. Although the cost
canter for each operation might well reside within the
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operating budget and accouvwts of the using crg-aization
rather than the data processing organization, our recom-
mendations are quite applicable to this situation. Of
course, the small desk-top or ord wrocessiig machines,
while still subject to normal property aceounting, should
not normally be established as cost centers.

Third, HEW thinks the report shorld have addressed the
lack of specific OMB Circular A-~76€ guidance for making the
required cost comparisons involved in decisions coming
under the Circular's policy on in-house versus commercial
investment and operation of data processing activities.

We agree with HEW that suitable and explicit guidance
on these cost comparisons is lacking and needed. We have
worked with OMB and others on sesveral occasions to foster
such guidance. We have a task force studving the A-76
policy area, and OMB has under comnsiderztion proposals for
changing the Circular. These proposals suggest both a fuller
costing approach to cost comparisons, such as suggested in
this report, and issuance of specific supplemental guidance
on required cost comparisons. Also, Comptroller General
Decision B~136318, dated January 21, 1977, clarified the
requirement for full costing of interagency services so that
the cost reimbursement for these services reflects actual
costs incurred and would be more directly comparable te
services offered in the private sector. 1In addition, our
discussion in chapter 3 of the need for better cost data
for cost comparisons in important decisions, including those
involving the Circular A-76 policy and other investments,
adequately treats the subject from the point of view of this
report on the need for improving the accounting for automatic
data processing costs.

Finally, HEW expresses concern that our report implies
that good cest accounting will prevent bad decisions, which
they feel is an overly simplistic assessment. They also
contend ihat cost data for good decisions is available even
though there i1 no formal cost-accounting system.

To clarify, we believe nothing--including cost account-
ing--can prevent all bad decisions. We are convinced that
HEW management and that of other agencies need cost account-
ing for data processing because it will make for more
informed decisions. This, we believe, will lead to many
benefits, including those resulting from the better control
exercised through operating budgets and from making us-rs
aware of the costs of services performed.



CHAPTER 6

PURPOSE AND SCOPE OF REVIEW

We reviewed cost accounting and reporting in the Fed-
eral, State, and local governments and in private industry
to determine the current state of cost accounting and re-
porting in the automatic data processing field.

In the Federal Govc-nment, we surveyed cost accounting
and reporting at 26 Federal data processing organizations
with annual budgets ranging from $600,000 to $385 million in
fiscal year 1975. The organizations accounted for about 8
percent of the estimated $10 billion total Federal automatic
data processing expenditures in fiscal year 1975. These
organizations are in 14 departments and agencies (see app.
I) which accounted for over 91 percent of the Federal auto-
matic data processing expenditures for general management,
according to the GSA annual repo:st for fiscal year 1975.

We interviewed accounting officials and data processing
managers in each organization as well as agency executives
and personnel responsible for establishing management poli-
cies for data processing activities. 1In the interviews, we
obtained background information and answers concerning:

--How the organization accounts for automatic data
processing costs.

--How the organization reports the cost of automatic
data processing operations for management decision-
making and control purposes.

--Whether the costs of autdmatic data processing serv—
ices and systems are billed and charged (assigned) to
end users and how this is done.

We also:

--Studied cost accounting practices for data process-—
ing activities in State and local government organi-
zations and in 22 private firms (a supplement to this
report compares their practices with the practices
of PFederal organizations).

--Consulted managers of data processing installations

and accounting professionals from industry, Federal
and State governments, professional ! odies, and
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several universities. (See separate Task Group Report
of Recommendacions entitled "Management Guidelines

for Cost Accounting and Cost Control for Automatic
Data Processing Activities znd Systems,” Sept. 17,
1975,

--Studied our reports and cther Federal agency reports,
studies, and reviews, professional journals and texts,
and current executive department budget and accounting
guidance. (See separate report entitled "Selected
Literature on Cost Accounting and Cost Control for
?utomatic.nata Processing--A Bibliography,® Jan. 7,

976.) ‘
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APPENDIX I 4 APPENDIX I

FEDERAL DATA PROCESSING ORGANIZATIONS SURVEYED

Department of Agriculture:

Agricultural Stabilization and Conservation Service,
Washington, D.C.

National Finance Center, New Orleans, La.

Office of Automated Data Systems, Washington, D.C.
Department of éommerce:

Bureau of the Census, Suitland, Md.

National Bureau of Standards, Gaithersburg, Md.
Department of Defense:

Defense Communications Agency:

Defense Communications Engineering Center, Reston,
Va.

-

National Military Command System Support Center,
Washington, D.C.

Defense Supply Agency:
Data Systems Automation Office, Columbus, Ohio.

Defense Contract Administration Services Region,
Cleveland, Chio

Department of the Air Force: -

Data Systems Design Center, Montgome. -, Ala.

Aeadquarters, Logistics Command, Dayton, Ohio ;
Department of the Army:

Corps of Engineers, Waterways Experimon. Station,
Vicksburg, Miss.

Military Personnel Center, Alexandria, Va.
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APPENDIX I ) APPENDIX I

Department of Defense (cont.):
Department of the Navy:

Naval Command Systems Support Activity,
Washington, D.C.

Navy Ship Parts Control Center, Mechanicsburg,
pa'

Department of Health, Education, and Welfare:
Data Management Center; Washington, D.C.
National Institutes of Health, Bethesda, Md.

Jepartment of Labor:

Office of the Assistant Secretary for Administration
and Management, Washington, D.C.

Department of the Treasury:

Bureau of Government Financial Operations,
Washington, D.C. -

Office of Computer Science, Washington, D.C.
Internal Revenue Service, Washington, D.C.
Energy Reseasch and Development Administration:

Division of Management Information and Telecommunica-
tions Systems, Germantown, M4.

General Services Administration: -

Automated Data ard Telecommunications Service,
Washington, D.C.

Office ot Data Systems, Washington, D.C,
National Aeronautics and Space Administration:

Goddard Space Flight Center, Greenbelt, Md.
Veterans Administration:

Department of Data Management, Washington, D.C.
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AFPPENDIX II

PROFILE OF ADP COST ACCOUNTING PRA

ACTIVITY 1/ 23| 4/5|6|7|8}9|10
PRACTICE

HIGHEST LEVEL OF ADP COST IDENTIFICATION IN
ACCOUNT STRUCTURE:
Formal General Accounts sjeie o) e
Formal Subsidiary Accounts ® L
Memorandum Accounts ®
Budgetary Raports

INVESTMENTS ARE CAPITALIZED FOR:
Owned ADP Equipment
Owned Operating Software
Owned Applications Software
Equity from Leased ADP Equipment
Equity from Leased ADP Software

EXPENSES BEING ACCUMULATED AS ADP COSTS
Salaries and Wages (Civilian):
Programmers and Analysts
Computer Operators
Keypunch Operators
Managers
Administrative
Fringe Benefits (Civilian)
Salaries and Wages (Military):
Programmers and Analysts
Computer Operators
Keypunch Operators
Managers
Administrative
Fringe Bensfits {Military}
Other Personnel Costs:
Travel @
Recruiting
Training:
inhouse
Outside
Utilities o
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Transmission Lines
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APPENDIX II

PROFILE OF AGP COST ACCOUNTING PRA
{Con

ACTMITY | 41 213l a|lslel7]8]9]1

PRACTICE

EXPENSES BEING ACCUMULATED AS
ADP COSTS (Cont.)
Rentals:
Space Occupied
Office Furniture
Computer Hardware
On-Site Terminals
Remote Terminals
Depreciation:
Space Occupied
Office Furniture
Computer Hardwere
On-Site Terminasls
Remote Terminais
Amortization of Software:
Opsrating Software
Applications Softwere
Maintenance of Equipment:
Inhouse
Contract []
Goods and Sarvices Acquired from Others:
Service Contracts ©
Packaga Contracts
Cost Allocations from other Departments
{including ADP user personnei)
Central Office Overhead

AGGREGATION OF COSTS FOR MANAGEMENT
Forma! Cost Accounting Procedures Ussd 0
tnterim Operationa! Cost Pools/Cost Centers Used in

Cost Accounting System
Basis Used to Move'Coasts tv Cost Pools:
Actusi Costs {only) - ® o ¢
Both Actual Corts and Predetermined Rates
Basis Used to Move Costs from Cast Pools to Work
Performed:
Actual Costs (only) L2
Predetermined Rates - Y ®
Both Actual Costs and Predetermined Rates ®

EMPLOYS A RESOURCE UTILIZATION MEASUREMENT
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APPENDIX II

PROFILE OF ADP COST ACCOUNTING Pi
(C

ACTIVITY 112|3|4|5|6]7|8|9
PRACTICE

ON-GOING OPERATIONS ARE PLANNED AND
MANAGED IN:

Resourcs Units
Dollars

ACCOUNTING PERIODS ARE COMPATIBLE WITH
BUDGET PERIODS ANG PLANS FOR:
Cost Accounting System
Aesource Utilization Measurement System Oj]ejojle}]e

PROJECT REPORTING
Parsonnet Time Usad Reported by Project o]es|ocjojeo|/ejojee|
Doilsr Costs Associated with Personnel Time

Used by Project eJ]o[o[oJe[e[oJo[e]
Other Resources which Doller Costs are Reported
by Project:
Computer Equipment
Other ADP Support (e.g., Data Encoding)
Contractual Services
Facility Remodsling or Construction
Travel & Living Expsensss

COST ASSIGNMENT
End Users sre Assigned Cost of ADP Services__ olejojejo]e|]o]oje]
Method Ussd:

Predetermined Rate (] ® o i
Actual Cost (N
Both
Predetermined Ratas Establithed on:
Last Year’s Experience
Projected Cost and Volume [] )
Other
Variances Between Billed Costs and Actual Costs are:
Billed to Users Directly
Billed through New Rates _
Left Undistributed ® e
Compirtar Processing Costs are Assigned on Basis of :
Wall Clock Time L J L
Comporsite Unit [ []
Datailed Measures ®
Output Unit
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APPENDIX III APPENDIX III

PRIOR GAO REPORTS CITED IN THIS RI®ORT

Subject Report number

Date

Inquiry into Management of Auto-
matic Data Processing Systems B-163074

Revisions Needed in Financial
Management Policies of the
Federal Government's Automatic
Data Processing Fund B-115369

Letter Report to Senator William
Proxmire on Total Annual Costs
Associated with Government-owned
and Leased Automatic Data
Processing Equirment in the
Federal GCvernment B-115369

Ways to Improve Management of
Automated Data Processing
Resources (LCD-74-110) B-146796

Letter Report to Representative
William L. Armstrong on Overall
Costs of Automatic Data Process-
ing in the Federal Government B~115369

Improved Planning and Management

of Information Systems
Development Needed (LCD-74-118) B~1644%7(1)
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EXECUTIVE OFFICE OF THE PRESIDENT

OFFICE OF MANAGEMENT AND BUDGET
WASHINGTCON. D.C. 20303

‘ 8EP 2% Wy

Mr. D. L. Scantlebury
Director '
General Accounting Office
Washingten, D.C. 205438

Dear Mr. Scantlebury:

The Director has asked that I respond to your letter of
August 25, 1977 which requested commer.ts on two draft
GAO reportz, "Accounting for Automatic Data Processing
Costs Needs Improvement" and "Guidelines for Accounting
for Automatic Data Processing Costs.”

We agree that bette> cost data are needed to assist in
the management of Federal ADP operations. Users and
management frequently do not know the full cost of
using computers to serve their needs. 2as a result,
management decisions to use in-house data processing
resources are often made without knowing the full
cost. As noted in the report, many agencies do not
identify or charge overhead costs for their computer
operations. In other cases only direct costs are
allocated or charged. This lack of full cost data

for Gosernment computer operations has precluded meaning-
ful analysis of the comparative costs of Government
operations in reiation to commercial services. -

However, as Mr. Lordan's letter of July 25, 1977 ncted,
we have reservations about requiring all ADP activities
to keep current cost accounts. In some cases,
particularly smaller operations or thosa2 serving a

single purpose, the same management inZormation may well
be obtainable in a more economical way by applying periodic
cost finding techniques as opposed to 2 formalized cost
accounting system. Allowing the agencies the flexibility
to use these techniques.in certain cases should reduce
the expense of implementing a full costing policy, yet
still realize the benefits of that policy.
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In several places (pages ii, 2 and 29), the report,
"Accounting for Automatic Data Processing Costs Needs
Improvement,” makes reference to OMB Circular No. A-ll.
The statements concerning this Circular could be
improperly interpreted as criticism of the Circular for
emphasizing oblications and outlays rather than costs.
Because the Circular provides instructions for preparing
the President's Budget, it rightfully requires that infor-
mation be presented primarily on an obligation and outlay
basis. A clarification of these references to the Circular
would avoid any misunderstanding cn;this point.

A number of suggestions were made to your staff by ours
concerning the second report, "Guidelines for Accounting
for Automatic Data Processing Qoets.‘

As you may know, OMB has recently initiated an effort to
consider reorganizing the Federal ADP community. As a
part of this effort an operational management task team
will, among other issues, examine closely the problem of
full costing of data processing operations and the related
problem of interagency reimbursement for data processing
services. Current plans are for this task team to begin
its study in early December and develop recommendations by
mid-March. I anticipate that this task team will work
closely with your staff in evaluating these probplems.

Sincerely,

ot

Associate Director for
Management and Regulatory Policy

-

GAO note: Page references above and on p. 55 refer to
thie draft report and may not correspond to
“his final veport.
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DEPARTMENT OF AGRICULTURE
OFFICE OF THE SECRETARY
WASHINGTON. D. €. 20250

NOV 4
Mr. Henry Eschwege i
Director
Community and Economic Development Division
United States General Accounting Office
Washington, D.C. 20548 '

Oear Mr. Eschwege:

We have revizwed the "Accounting for Automatic Data Processing
Costs Needs Improvemant" and "Guidelines for Accounting for
Automatic Data Processing Costs” drafts as requested in your
let§er :o the Secretary ?FGMSD-77-2). Our comments are
enclosed.

It is our position that cost data reasonably needed by managers
and users of automated data processing facilities and services
should be accumulated and reported in a manner which provides
information for sound budgetary and procurement decision-making,
cperational planning and control, and billing purposes. The
Department is now:

. Consolidating responsibilites for ADP policy-
making, procurement and accounting into a
single organization, and
. Implementing a Dzpartment-wide Central
Accounting System possessing the capability
to meet management needs for cost information.
We feel confident that these two steps will enable us to identify
and remedy any shortcoming in ADP management and accounting -
practices which may exist.
Sincerely,
J. FRED KING

Acting Assistant Secretary
for Administration

Enclosures
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Comments on GAQ Draft Report Entitled
"Accounting for Automatic Data Processing Costs Needs
Improvement" (FGMSD-77-2)

The Department of Agriculture's Qffice of Finance is in the process
of impiementing a Department-wide Central Accounting System (CAS)
which will possess the capability to develop reliable cost and
accomplishment deta. The system currently serves the Office of

the Secretary, Department staff offices and several of the

smaller program agencies. Implementation for these organizations
occurred in October 1976. Among the organizational units currently
served are the Departmenta’ Computer Centers. These (Centers,

which provide computer processing and related services on a cost
reimbursement basis, are currently operated by the Office of
Automated Data Systems and financed through the USLA Working
ggggtal Fund. Center services amounted to about $25 million in

In addition, cests of about $65 million are incurred by USDA program
agencies not yet served by the CAS for application program develop-
ment and maintenance, equipment rentals and other ADP related
activities. It was in part because the accounting systems of most
of these agencies were not considered adequate for Comptroller _
General approval that the Secretary of Agriculture directed in

1973 that efforts to undertake development of the CAS proceed. It
was not considered cost effective to redevelop the accounting system
of each agency. These agencies will all be fully phased into the
CAS within the next three years. This includes the Forest Service
which spent $11 million of the additional $65 million dollars. In
October 1977, two large regions and the Washington Office of the
Forest Service were converted to the CAS. The balance of the

Forest Service will be converted October 1978.

On October 5, 1977, Secretary Bergland ordered a Departmental re-
organization completed within 90 days which is aimed at improving
USDA management and services. One of the changes in organization
structure ordered is the consolidation of the Office of Automated
Data Systems, Office of Finance, and Office of Operatinns to form
a new Office of Operations and Finance (0OF). This will place
within one organization responsibilities for policy-making,
procurement and accounting related to ADP operations. After the
consolidation is accomplished, a study will be made of the use of
CAS capabilities to determine if they are being properly used as
development and implementation are being concluded. Based on
study findings, Department management will take_away corrective
actions needed.

GAO note: Comments relating specifically to the draft
guidelines document (which accompanied the
draft report for comments) have been deleted.
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Ths Assistant Bmm:-v for Adminiatration

f URHTED STATES D.. ARTMENMT OF COMMERCE
Washir.gton, D.C.

"nu u

7 nov 977

Mr. Henry Eschwege

Director, Community and
Economic Division

United States General
Accountiag Office

441 G Street, N. W.

Washington, D. C. 20548

Dear Mr. Eschwage:

We endorse fully all of the concepts prescribed in the -
General Accounting Office draft report, ®"Accounting for
Automatic Data Processing Costs Needs Improvement® and

the related *Guidelines for Accocunting for Automatic

Data Processing Costs."

We look forward to the publication of your raport and
guidelines as a wvehicle to assist us in clarifying and
implementing these concepts.

Sincerely, n

™
v

for Administraticn
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ASSISTANT SECRETARY OF DEFENSE
WASNHRGTON, 0.C. 2031

3 NCY

Mr. D, L. Scantlebury
Director, Financial and General
Management Studies Division
U.S. General Accounting Office

Washington, D.C. 20548
Dear Mr. Scantlebury:

This is in reply to your letter to the Secretary of Defense regarding
your draft report, dated August 24, 1977, on "Accounting For Automatic
Data Processing Costs Needs Improvement" and your draft "Guidelines for

The Department of Defemse agrees that cost accounting for ADP needs
improvement. The DoD-wide ADP Cost Accounting Joint Working Group,

P S TSI ~arad 1 1= £ Arscas 9 10877 wms farme -
meptioned im your transmittal letter of Auvgust 25, 1977, was formed in

1976 for this purpose. The Working Group will consider the draft guide-
lineg in its gystems development efforts. IYzplemention of the system
should enable the Department of Delense to improve conditions found in
your drafc report.

Ve appreciate the opportunity to review and comment on the draft report
ard guidelines.
!

Sincerely,

., NI

¥red P, Wacker
Assistant Secretary of Defense
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G ral
Services :
Administration Washington, DC 20405 :

December 6, 1977

Honorable Elmer B. Staats ‘
Comptroller General of the United States

General Accounting Office

Washington, DC 20548

Dear 3

Thank you for the opportunity to review and comment on your drait report

to Congress entitled "Accounting for Automatic Data Processing Costs Needs
Improvement" and your draft "Guidelines-for Accounting for Automatic Data
" Processing Costs"., We have reviewed both reports and support your efforts
to have agercies keep complete and accurate costs for data processing systems
and organizations. Overall we found the reports to be very comprehensive.
Our specific comments on how the reports impact the Government-wide
management of ADP are attached.

If we can be of any further assistance, please let us know.

Sincerely,

LOMON
m% strator
ac nt

——
e

44 |



APPENDIX IV APPENDIX IV

Comments on draft report “Accounting for
Automatic Data Processing Costs Needs Improve~-
ment*' and draft report "Guidelines for Accounting
for Automatic Data Processing Costs"

1. "Accounting for Automatic Data Processing Costs Needs Improvement.'

We agree with the findings, conclusions, and recommendations contained in the draft
report, (Accounting for Automatic Data Processing Costs Needs Improvement.")
However, we do not intend to revise Federal Management Circular 74-2 "ADP Manage-
ment Information System" until the guidelines are finalized and agencies have had
sufiicient time to incorporate them into their accounting systems.

(See GAO note, p. 4l.)
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DEPARTMENT OF HEALTH. EDUCATION, AND WELFARE

OFFICE OF THE SECRETARY
WASHINGTON, D.C. 30809

0CT ¢ ®77

Mr. Gregory J. Ahart

Director, Human Resources
Division

United States General
Accounting Office

Washington, D.C. 20548

Dear Mr. Ahart:

The Secretary asked that I respond to your request for

our comments on your draft report entitled, 'Accounting
for Automatic Data Processing Costs Needs Improvement.”

The enclosed comments represent the tentative position

of the Department and are subject to reevaluation when

the final version of this report is received.

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

Sincerely yours,

Mo 3. (Tl

Thomas D. Morris
Inspector General

Enclosure
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DEPARTMENT OF HEALTH, EDUCATION, AND WELFARE COMMEMTS ON THE
GAD DRAFT REPORT, "ACCOUNTIAG FOR AUTOMATIC DATA PROICESSING

COSTS NEEDUS JMPROVEMENTS®

The report provides a full theoretical discussion of the need for better
cost accounting for ADP activities. However, it seemingly glosses over

P S

some important areas of concern:

® Because OMB and the Congress will not accept or utilize a
cost-based budget fcr ADP, but rather require an obliga-
tion-expenditure budget, there is no real incentive for
agencies to use cost-based budgets in-house. As a conse-
quence, agency top management views extensive cost account-
ing as a low priority itce since it is not an integral part
of the budget process.

In several places the report implies that a good cost account-
in? system will prevent bad management decisions. In our
opinion this is an overly simplistic assessment. Cost data ve-
quired for good decisions are available even if there is no
formal cost accounting system.

* The report completely ignores the lack of specific direction
for application of OMB Circular A-76 to major ADP investment
decizions. - This tocl is being used mich more extensively 3u HEW,
not only to compare costs for government versus private sector
service but also to focus on the desirability of making the in-
vestmen. at all. The repurt should address this area, paying
particular attention to the lack of definitive guidelines pro-
vided with A-76. This lack severely inhibits consistent appli-
cation of A-76 within the federal government.

* The veport focuses almost exclusively on the large computer

center and cost accounting for it. In HEK we are experiencing
a significant decentralization of our large computer centers as

- wore and more ADP functions are placed with the responsibie pro-
organization to take advantage of mini-computer economics. We
believe the ADP related cost accounting problems associated with
these smaller and more decentralized ADP functions are much more
difficult to solve.

Concerning the recommendations, we agree that implementation

would tend to standardize the method of identifying costs, or
obligations, and could be especfally useful in determining

service center costs that should be recovered from being usirg
organizations. However. we seriously doubt that federal agencies
will implement ADP cost accounting systems on their own initiative
due to- their high cost, because management does not consistently
require such data, and. the budget process does not rely upon cost
data. The report states that OMB and GSA should alter their re-
ports once cost accounting systems are implemented in the agencies.
we feel that these directives must be changed and other appropriate
direction given first. Agencies can reasonably be expected to
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implenent ADP cost accounting systems. when the Congress and
0B are convinced that cost data are-yseful and the budget

process is realigned accordingly.

(See GAO note, p. 41.)
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U.S. DEPARTMENT OF LABOR AT o
OrFicE 0F T8 AMISTANT SECRITARY FO= ADMINMTRATION é"
WASHINGTON, D.C. 210

R
e
Kal
Gy, 1

Matrs

ocT 497

Mr. Gregory J. Ahart

Director

Human Resources Division

U. S. General Accounting Cffice
Washington, D. C. 20548

Dear Mr. Ahart:

In response to your latter of August 26, 1977, we have reviewed your draft
reports to the Congress entitled "Accounting for Automatic Data Processing
Costs Necds Improvement” and “Guidelines for Accounting for Automatic Data

_ Processing Costs”. We are in general agreement with the recommendations of
the first report and the guidelines of the s~cond.

{See GAO note, p. 41l.)
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Thank you for the opportunity to comment on these draft reports. If you,
or your representatives wish to discuss our comments, please contact
Mr. Tom Byrne, Director, Office of ADP Evaluation on 523~-8100.

Sincerely,
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DEPARTMENT OF THE TREASURY
WASHINGTON. D.C. 20220

ASSISTANY SECRETARY

ocT 111977

Dear Mr. Lowe:

This is in response to your request for revisw and comments
on the draft report entitled "Accounting for Automated Data
Procesging Cogts Needs Improvement” and the related guidelines.
The enclosed comments were provided to us by the threa Treasury
activities included in your review--the Bureau of Government
Financial Operations, the Office of Computer Sciences, and the
Internal Revenue Sexvice.

(See GAO note, p. 41.)

¥While we agree with the conclusions and the intent of the
recommendations contained in your draft, we believe that com-
plete implementation of the contemplated cost accounting will
requive significant reviaions to the design and operacion of
Treasury accounting systems. My staff informs me that several
of ocur bureaus have been working to develcp improved cost
accounting systems and that your report and guidelines will be
of considerable assistance in developing adequa‘e accounting for
ADP osts. '

I think it is important to point out, however, that our
resources are limited and that this development effort can
probably be achieved only in the long-term along with other
accounting improvements. It is also important that our Treasury
bureaus be given reasonable flexibility as to the detail levels
at which ADP costs will be accummlated.

You may be assured that the Treasury Department will con-
timme its efforts to provide better cost accounting information
consistent with the cost and benefits of obtaining it. Thank
you for the opportunity to cossment on your report.

Sincerely,
! . I's Pl s
4 \-\ {. - \‘\i
A " 1
William J. Beckham, Jr.
Assigtant Secretary

(AMdministration)

Mr. Victor L. Lowe

Director, Gemeral Goverrment Diwvision
Room 3866

U.S. Genexal Accounting Office

441 G Styeet, N.W.

Washington, D.C. 20548
BEnclosures (4)
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TO

CPTRA. PO M. 1
Ly )
SV PR (8 W) we-ns

UNITED STATES GOVERNMENT
Mgmorandum BUREAU OF GOVERNMENT FINANCIAL OPERATIONS

:Mr. Joel Cohen DATE: SEP 22 w77

Acting Director, Office of Audit
’ o §
oM :W,A, Porteouaﬂ//.(‘.

Acting Assistant Commizsioner, Comptroller

SUBRJECT: Draft of GAO Report on Accounting and Automated

Data Processing Cost.

The subject reports, "Accounting and Automated Data
Processing Cost Needs Improvement" and "Guidelines for
Accounting for Automated Data Proceszing Cost™ have been
reviewed. We concur with the GAO's opinion that the
significance of ADP costs warrant additional accounting
requirements. The implementation of the guidelines will
have s significant impact on the design and operations of
our accounting system.

Also, we are in general agreemeat with the conclusions
and recommendations presented in the report. Our Bureau
was one of the organizations reviewed by GAO. However, we
are unable to determine from the profile which deficiencies
pertain to our accounting system. Therefore, we are not in
a posicion to comment on the particular findings.
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FROM

; SUBJECT:

SovianaL soRM Ne. 1
oA Foun 153 CPRS 1812 1.0 Department of the Treacury
UNITED STATES GOVERNMENT Washington, D.C. 20220

Memorandum

. DATE: S
Joal Cohem, Acting Director CFP 22977

Office of Audit

Francis A. McDonough, Direct
Office of Computer Science

General Accounting Office Drrft Guidelines for
Accounting for ADP Costs in the Government

¥e have revieved the General Accounting Office's preliminary
report of a survey of ADP cost sccounting practices in the Govern-
ment and the proposed guidelinss they developed for accounting for
ADP costs. WUe concur with the report and endorse the guidelines

thay have developed.

Ve are quite excited about the cuncepts spalled out in the
guidelines. It is our iatention to do s detsilad snalysis of these
docummmts and ars considering incorporating ths couctpts into a
coordinated ADP/Budget Planmning and Accounting Program. With this
in mind, we contacted Dr. Carl R. Palmer, Audit Managesent, st the
Cenaral Accounting Office requesting permission to retain a zopy
of the two documents hs had sent out for review. Dr. Palmer agreed
to let up ratain our copy end to repreduce additionel copiez for our
owa use. In addition, we set up a meeting with Dr. Palwmer and his
staff to discuss the practicality of implemsnting his proposes -r=tem
in Treasury. He indicated that he ie developed mors detailed guide-
lines for implementing this systea and vwould meke thom availadble to
us, He also said that personnel from the Internal Revenue Service
and Customs have bgen in touch with him about the proposed accounting
systea. We obtaingd the names of the individusls with vhom he had
talked sod plsn to get in touch with thexn,

As with any nev proposal, ve do have certain concerns. Primsrily
ve are concerned with the possibls impact of implementing this cystea
vhile presseat reporting requirements imposad by ths Office of Hanage-
msnt end Budget and General Services Administration are still in
effect. Wa feel that the cost accounting system must be integrated
with the Office of Managoment and Budget's A-11 and Genersl Sarvices
Aduinistration’s ADP/NIS reporting programs. We suggest that the
Genaral Accounting Office meet with thass two agenciss to develop a
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coordinated approach. 1If this could be done it would meet our main
objectior to the cost accounting proposal.

We have attached two separate papers developed by members of
our staff that address more specifically some other comments om
the preliminary report and suggested guidelires.

Attachment

GAO note:

Attachments to this memorandum were not given
to us and are not reproduced here.
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inrtemns! Revenu® Service
memorandumn

date: SEP LS M7

t0: Director, Office of Awdit
Department of the Treasury

from: Assistant Commissioner (Data Services)

m
subject: CAD Reports on Accounting fur ADP Costs

We have revisved the GAO report "Accounting for ADP Costs Needs
" snd the draft "Guidelines for Accoumting for ADP Costs.”
We agres vith the overall concept that cost sccounting is m effective
procass for msking users aware of data processing costs for their
varicus programs.

Comments on "Accounting for ADP Costs Needs Improvement"

—— W

. Our comments on the resport are few because the report is mainly
factual. We agree with the conclusions drawn throughout the report wn
the need for the establishment of ADP cost centers and cost reporting
systems. As we will describe later in this memorandum, IRS has been
taking staps shich-are in the direction of achisving these objectives

through the sstablishment of the Assistant Commissicner {(Data Sexvicas)

and by setting up the IRS Punding of Data Services Study Group.

Even though we are working to develop an improved systew for
identifying ADP coste, we do currently have cost reporting methods
whicrh are for the maet part consistent with the general concepts
described in this first re report, In the report (p. i end p. 18) there
are statements suggesting that fedaral agencies are providing inadequate
information to support their budget requests to the President and to
Congreas, The msjor ADP rsports prepared for distribution outside of
1RS are the ADF Long-~Range Plan prepered for Treasury and (i3, the
Schedule A-11 43A prepared for Treasury, QM8 and Congrass, and the
ADP MIS prepared for GSA, In all cases, these reports are developed
in IRS according to the respective instructions outlined by the
requesting organiszations, and include sppropriate irdirect and support
costs. However, depreciation and capitalizatiin are not requested in
the instructions and are therefore not reported., In addition, line
item requests for ADP expansion, within IRS budget documents, include
only direct costs in conformance with OMB Circular A-1l instructioms.

{See GAO note, p. 39.)
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{See GAO note, p. 41.)

In summary, the GAD reports ars valuable as flexible guidelises
for IRS to corsider, and we feel that sdopting tacs would be s step
fcrward toward providing ssnagessnt and users with wseful information.
Hopefully, before thess guidelines become requirements, ve will be
given sufficient time for implementation to tailor these guidelines
to weet the unique nesds and special conditions of the Sexvies.

We appreciate the opportunity to t on this material.

Patrick J.
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VETERANS ADMINISTRATION
OFFICE OF THE ADMINISTRATOR OF YETERANS AFFAIRS

WASHINGTON, D.C. 20420
OCTOBER 2 5 1977

» Mr. Gregory J. Ahart
Director, Human Resources Division
U. S. General Accounting Office
441 G Street, NwW
Wishing.o>, DC 20548

Dear #Hr. Ahart:

Thadk you for giving us an opportunity to review and comment
on your draft ireports, “Accounting for Automatic Data Processing Costs
Needs Improvement” and "Guidelines for Accounting for Automatic Data
Processing Costs".

Although the Veterans Administration (VA) has cost centers
assigned to each Central Office service and to all our Data Processing
Centers (including each organizational element), we agree that im~
provement is needed in the procedures for automatic data processing
(ADP) cost accounting. Our present Department of Datz Management
Cost Distribution Keport reflects cost by subsystem d:stributed to
the user. However, the VA Ueneral Ledger and Cost Accounting Systems
can be modified to capitalize the cost of equipment and software and
to provide for depreciation. Thus, cost centers can be expanded to
capture all costs. To accomplish this, the General Ledger will need
accounts for computer equipment, computer software and depreciation for
each. 1In addition, the cost centers would have to be 2xpanded to in~
clude system development personnel regardless of departmental
assignments.

Since cost accounting 18 customarily concerned with costing
existing operations, future contingencies usually are not built into
an organization's cost accounting system. Estimating costs for pro-
posed new ventures or changes in technology often involves developing
somewhat different cost categories on an ad hoc basis for planning
purposes. Therefore, it is not unusual that the items mentioned in
your “Specific Exclusions” section are not considered costs under cur-
rent ADP practice. However, considering the tendencies of computer
techanology and utilization, these areas are prime candidates ior auio-
mation in the near future and GAO guidelines for costing in these areas
would be helptul.

Once again, thank you for allowing us to reply to these drait

reports.
Sincerely, /\
X CL3
Administrator
{91308)
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