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DECISION 

The leasing of equipment has grown enormously. It has 
been estimated that during the 1960's leasing grew at an 
annual average rate of 15 to 20% and that by the end of 1975 
equipment on lease will total $100 billion (Financial 
Accounting Standards Board (FASB), Proposed Statement of 
Financial Accounting Standards, Accounting for Leases, 
August 26, 1975, Paragraph 43 ) . In its application to grants, 
this requires the articulation for this rapidly expanding area 
of principles of prudent decision - making and of proper reporting . 
These are still in process of articulation and have not yet 
been fully solved but are evolving through successive refi ne ­
ments in the direction of a reasonably consistent approach. 
This problem is particularly prominent in the field of computer 
equipment. 

STATEMENT OF THE CASE 

An HEW audit de termined that grantee's payments for a 
computer system acquired from Burroughs Corporation contains 
unallowable interest charges in the amount of $1,050,000, 
Audit Control No . 40101-09, dated November 13, 1973. One 
effect of this dete rmination, if sustained, would be a require ­
ment that grantee's computer recharge rates t o federally 
supported research agreements be reduced to compensate. See 
OMS Circular A- 21 J .35. 

Grantee and HEW Regional officials exchanged several 
le~ters on the factual and legal issues including copies o f 
opinions of their respective counsel . The Regional Comptroller 
sustained the audit findin g . Grantee appealed to the Reg ional 
Director, who sustained the ruling . Grantee appealed to t his 
Board. 
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The Agreement in question does not characterize the trans ­
action as a lease or a sale, but its terms appear on their face 
to be consistent with those of a lease with option to purchase. 
They also appear to be consistent with those of an installment 
sale in which title is retained for security purposes . 

Both sides have argued rather fully the characterization of 
this transaction under the Uniform Commerical Code as adopted in 
California. Neither side has offered any argument as to why a 
characterization, intended largely to determ i ne recordation 
requirements and which set of creditors (lessor/seller's or 
lessee/ buyer ' s) will be able to levy on the property, should 
be a guide as to whether the payments are reimbursable as 
between Government and grantee. The Chief Reporter, Professor 
Karl N. Llewellyn, particularly sought to avoid in the Code 
the decision of narrow practical problems by the application 
out of context of broad general concepts. See Official Comment 
on Section 2-1 01 and Section 9- 101. 

FACT BACKGROUND 

The agreement between Burroughs and grantee was several 
times amended. For convenience we refer principally to the 
a g reement dated April 25, 1972 and ignore differences between 
the several versions except as relevant to the discussion. 

The agreement was for 84 months. This is roughly the 
expected economic life of the equipment involved . The agreement 
was terminable however at the unqualified option of the grantee 
at the beginning of any fiscal period. The non - cancellable 
period (the "lease term" under the proposed FASB standards) 
is thus less than a year, very much less than the economic life 
of the property. The anticipated residual value of the property 
at the end of the noncancellable portion of the agreement would 
be substantial. The agreement does not transfer title at the 
end of the term, unless grantee affirmatively exercises its 
option to buy a portion or all of the equipment at a price 
fixed in the agreement. The option coupled with terminability 
permits acquisition of the property whenever that is economically 
advantageous without locking the grantee in to an acquisition 
that is not advantageous. This is particularly a valuable 
privilege in view of the rapid evolution of computer technology. 
The equipment is not special purpose to the Un iversity. The 
option price is not a bargain option but is a price roughly 
equivalent to the expected residual value of the property at the 
date of exercise, diminishing progressively from the full initial 
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price (over $1,700 ,000 ) t o a price equivalent to the depreciated 
value after seven y ears ($34,295 ) . Thus, the arrangement , i n 
FASB's termino logy , is an operating l ease not a capit al lea s e 
from lessee's point of v iew (no r a sales-type lease or direct 
fi nancing l ease from l essor's point of view). I n the terminology 
of Secur i ties and Exchange Commission Regulations S-X §3- 16 (q) , 
it is not a financin g lease. In the terminology of HEW Grants 
Adminis tration Manual Chapter 1 - 77 610w 0 - 1 0) it is not a "Lea se 
Which Creates a Material Equity in Property " but a "Lcng-Term 
Lease . " 

It is agreed that the e quipment c o uld have been purchased 
out right at t he inception o f the a g r eemen t f o r $1 ,75 8 ,595. The 
cost o f maintenance is agreed t o be $1,196,105 . The sum of 
scheduled cas h payments i s $2,954 , 700 (a fter addition of a s ubsti ­
tute core memory) which exactly covers t he i n i tial cost price and 
maintenance . 

Th e ag r eement also included p r ovision , however, fo r a ri gh t 
on the part of Burro ughs t o computing services equ i valent at t he 
g rantee's regular on- campus users rate o f $12,500 a month. The 
auditors added t o the cash payments 84 x $12, 500 o r $1,050,000 , 
then subtr acted the maintenance and initia l price and came out 
with an excess o f $1, 0 50,000 which they labelled interest cost and 
c hallenged under an interpretation of OMS Circular A- 21 §J . 16 
d i sallowin g interes t on borrowed capi tal "howeve r r epr esented . " 
The coinc i dence o f the equiva lence between the Region's computed 
"interes t" figur e and t he amount o f t he "serv ice" fi g ure, and 
t he fact that the interest rate t h us computed is equivalent t o 
a 14 % interest rate while the Universi t y was a b l e to borrow money 
at 5 to 7% should have been tell tales of something amiss with 
t h is ana lysis . 

The re are indeed many reasons why this app r oac h is untenable . 

Every long - term transaction, a simple lease for example, can 
be analyzed a s covering a payment f or the use o f borr owed funds 
o r f o r f o r ego ing a lternative inves tment opportuniti es . In some 
sense that i s equi valent to in terest , but such interest charges 
implici t in every long - term transa ct i on and hidden in the trans ­
action itsel f are not disallowed . The lessor o r selle r has interest 
costs which are obviously passed o n t o the lessee or buyer . If 
they are blanketed in within an overall price they are not d isallowec 
If they a r e passed on in a separately r ecognizable form t hey may be. 
Transact ions are thus, of t en and without impropriety , shaped t o 
meet this peculiari t y of federal practice . Th e Universi t y asserts 
t hat in good faith it cast the transaction into what it believes 
and now claims was an acceptable f o r mat. There is nothing improper 
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in the university's frank effort to do this and a comment on the 
part of one of its employees that the transaction had to be so 
shaped does not warrant a characterization of "hiding" or "con­
cealing" the interest element ln the transaction. 

The Region's effort here to extract from this transaction 
an interest element emphasizes one of the weaknesses inherent 
in the ext r eme interpretations sometimes given to SJ .1 6 of A- 2l. 
It forces acquisition of major equipment to be made in disregard 
of sound manageria l decision-making and channelled artificially 
into formats that meet artificial tests. Sounder approaches to 
this problem than the approach the disallowance here would 
encourage are shown in Attachment 0 to OMS Circular A- I02, par. 
3c (1) , (FMC 74 - 7); 45 CFR 74 . 154 (a) ; Cf. also Attachment 0 par. 
3(c ) ( 1 ) to "A- I02 1/ 2" Notice of Proposed Rule - Making, 34 CFR 
Part 258, 40 FR 6304 (Feb. 10, 1975); Comptroller General's 
Report B-115369 (July 24, 1975) , An Opportunity for Savings of 
Large Funds in Acquiring Computer Systems Under Federal Grant 
Programs, esp. at ch . 3; GSA Guidance to Fede ral Agencies on 
the . .. Acquisition of Automatic Data Processing Systems (February 14, 
1975) esp. at pp 6 - 7; FMC 74 - 5 Management, acquisiton, and 
utilization of automatic data processing (ADP ) 6d and e , and 
other government studies. 

The excess of total payments over the sum of initial cost 
plus maintenance cannot be equated to an identified interest 
charge. To attempt to do so overlooks the substantial but not 
objectively measured value of the option right to cancel at 
the beginning of a fiscal period or to buy at an agreed price 
rough ly equivalent to expected fair value. 

More important, the services agreement cannot be treated 
as the equivalent of a cash payment . Burrough's right to call 
for services from the system is not so much an addition to the 
cost, as a potential diminution of the property made available. 
Moreover it must be fairly obvious that there never was a realistic 
expectation that the right would be substantially exercised. In 
response t o specific inquiry, the grantee confirmed that there 
was no expectation that Burroughs would ever make other than 
casual use of the privilege, a nd refers to a letter from Burroughs 
dated July 12, 1971 allocating 70% of the potential usage to 
the faculty and students of the University . Burroughs has 
used in total $77,033 worth of services of which only $64,760.67 
was unfunded usage. No further services will be supplied, this 
provision having been terminated effective December 31, 1974 . 

http:64,760.67
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Thus, even if we counted Burroughs usage as a payment, the 
excess o f payments over initial price plus maintenance amounts to 
only $64,760.67. Even if we o therwise accepted the Region 's 
analysi s, this amount cannot be identified as interest since 
there is no sho wing that it exceeds the fair economic value o f 
the o ptio n wcancel and the o ption to buy in the agreement. 
Under Chapter 1-77, it might be disallowable unde r the Long-
Term Lease prov is i on without attempting to label it as interest, 
but t hat conclusion is not certain, indeed the case seems l ike ly 
to fall as the University contends, under an excep tion to the 
Long Term Lease rule. In any case , both parties have a g reed 
t h at 1- 77 should not be applied . 

DECISION 

The appeal is allowed. The d i sallowance of $1,050,000 is 
set aside. The Uni ve rsity is claiming only t he cash payment s 
pl us $64,760 . 67 o n account of services and that limited amount 
should be allowed. Recharge rates s hould be adj uste d if necessary 
to r e flect a llowance o f that amount bu t not of potential Burroughs 
use in excess of that amo unt. 

/ s / Bernice L. Bernstein 

/ s / Thomas Malone 

/ s / Malcolm s. Maso n, Panel Chair 
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