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RESULTS OF THE DEPARTMENT OF DE-
FENSE’S FISCAL YEAR 1999 FINANCIAL
STATEMENTS AUDIT

TUESDAY, MAY 9, 2000

HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON GOVERNMENT MANAGEMENT,
INFORMATION, AND TECHNOLOGY,
COMMITTEE ON GOVERNMENT REFORM,
Washington, DC.

The subcommittee met, pursuant to notice, at 2 p.m., in room
2154, Rayburn House Office Building, Hon. Stephen Horn (chair-
man of the subcommittee) presiding.

Present: Representatives Horn, Walden, and Turner.

Staff present: J. Russell George, staff director and chief counsel,;
Louise DiBenedetto, professional staff member; Bonnie Heald, di-
rector of communications; Bryan Sisk, clerk; Trey Henderson, mi-
nority counsel; and Jean Gosa, minority assistant clerk.

Mr. HORN. The Subcommittee on Government Management, In-
formation, and Technology will come to order.

The subcommittee recessed after this morning’s hearing, and we
will proceed today with the results really of the Department of De-
fense’s fiscal year 1999 financial statements audit.

In February, the subcommittee began its third series of hearings
to examine the results of financial audits of selected Federal agen-
cies. Since then, we have learned that agencies have made some
progress, especially in the area of receiving unqualified audit opin-
ions. However, the important goal of maintaining financial systems
that produce accurate, reliable financial information on a day-to-
day basis continues to be a significant challenge to nearly all Fed-
eral departments and agencies, including the Department of De-
fense.

Fiscal year 1999 is the 4th year the Department of Defense has
prepared agencywide financial statements and the fourth time that
the Department’s Inspector General could not express an opinion
on these statements. The Defense Department’s financial informa-
tion is simply not reliable.

The financial management deficiencies at the Department of De-
fense continue to represent the single largest obstacle in preventing
the U.S. Government from achieving an unqualified opinion on its
governmentwide financial statements. As a result, the assets, the
liabilities, and net costs of the entire Federal Government continue
to be questionable.
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Again this year, the Inspector General reported that the Depart-
ment of Defense cannot accurately report on its finances, including
an estimated $196 billion in military retirement health benefits,
$80 billion in environmental cleanup liabilities, and $119 billion in
general property, plant, and equipment.

The Inspector General also reported that the Department had to
process $7.6 trillion in accounting entries to correct errors, add new
data and force its financial data to agree with other data sources.
At least $2.3 trillion of that money was not supported by docu-
mentation.

Last month, the General Accounting Office, Congress’s own audi-
tor program fiscal and part of the legislative branch, found that
controls over ready-to-fire, hand-held rockets, and missiles at one
Army depot in Kentucky were inadequate, leaving these weapons
vulnerable to undetected loss, theft, or unauthorized use. The Gen-
eral Accounting Office noted that although these problems were
specific to one depot, it could represent a possible systemic weak-
ness throughout the Army.

In addition, auditors found that again in 1999, the Department
of Defense was still unable to account for and control more than
$1 trillion in physical assets, including ammunition and multi-
million dollar weapons systems.

These are just a few of the significant problems identified in the
1999 financial audit. Such lack of accountability, frankly, cannot
continue.

The Inspector General, the General Accounting Office, and De-
fense Department officials acknowledge that the Department’s fi-
nancial management systems are plagued with serious problems, in
fact, so serious Department officials feel about this, they do not an-
ticipate having adequate financial systems that can produce reli-
able information until the year 2003.

Because of the significance of these problems, Department lead-
ers must be committed to addressing both long-term and short-
term issues. Today, we want to learn about the Defense Depart-
ment’s incremental improvements to its financial management sys-
tems and operations. We also want to explore what is being done
to fix its serious, long-term financial problems.

We welcome each of our witnesses and look forward to your testi-
mony. I'd like to especially thank our distinguished guests on panel
II for accommodating our invitation on such short notice: Com-
manding General John G. Coburn, Commander Lester Lyles, and
Vice Admiral James F. Amerault. We thank you all.

Just to give you the way we approach this, we do swear in all
witnesses, and we don’t want you to read your text. We’d just like
you to summarize it, because we want to get you out of here on
time. I believe General Coburn has to leave, and I think Mr. Lynn
has to leave, and we want to get the most out of you while you're
here.

Those texts automatically that are written go into the hearing
record the minute I welcome you as one of the presenters; and
what we prefer, of course, is that summary that you can make. And
then we can get into a dialog between those at the table, GAO, and
Defense Department as well as those up here in terms of asking
various questions for the majority and the minority. Although this
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is a very bipartisan committee, the questions are probably the
same whether it’s minority or majority.

So let us start in then with the first presenter, and that is Robert
J. Lieberman, the Assistant Inspector General for Auditing of the
Department of Defense. Mr. Lieberman.

I should swear you all in. If you’ve got some staff behind you that
will whisper in your ear, get them up, too.

[Witnesses sworn.]

Mr. HORN. The clerk will note that they affirm the oath.

Mr. Lieberman.

STATEMENT OF ROBERT J. LIEBERMAN, ASSISTANT INSPEC-
TOR GENERAL FOR AUDITING, DEPARTMENT OF DEFENSE

Mr. LIEBERMAN. Thank you.

Chairman Horn, Mr. Turner, I appreciate the opportunity to be
here today to talk about DOD financial management. The DOD ef-
forts to compile an audit of the fiscal year 1999 financial state-
ments were massive. Nevertheless, the Department could not over-
come the impediments caused by poor systems and inadequate doc-
umentation of transactions and assets.

In terms of audit opinions, therefore, the results differed little
from previous years. A clean opinion was issued by us for the Mili-
tary Retirement Fund, but the other funds of the Department, in-
cluding the consolidated statements, were not in condition to merit
a favorable audit opinion. So we had to disclaim.

The GAO written testimony elaborates on results of our audits
in considerable detail, so I won’t repeat the rather lengthy list of
deficiencies that precluded favorable audit opinions. Suffice it to
say my office issued 36 reports over the last 12 months. I believe
one of them was good news. The extent to which DOD must rely
on unusual accounting entries to compile financial statements,
which has been reported by auditors annually for 10 years but not
fully measured until this year, perhaps would be instructive in
terms of laying out how far the Department has to go to fix its fi-
nancial systems. So I'm going to focus on that a bit in this sum-
mary.

When the financial reporting system of a public or private sector
organization can’t produce fully reliable financial statements, ac-
countants sometimes make accounting entries, often as rec-
ommended by auditors, to complete or correct the statements. Mak-
ing major entries or adjustments is not the preferred way of doing
business, and there is considerable attention paid to any significant
change made to official accounting records.

The notion of accounting records being made on a mass scale to
compensate for incomplete and inaccurate financial reporting input
is completely foreign to corporate America, as is the prospect of
such adjustments being unsupported by clear audit trails. Unfortu-
nately, the audits of the DOD financial statements indicated that
at least $7.6 trillion worth of accounting entries were made to com-
pile them. This startling number is perhaps the most graphic imag-
inable indicator of just how poor the existing automated systems
are.

The magnitude of the problem is further demonstrated by the
fact that out of $5.8 trillion of these adjustments that we audited
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this year, $2.3 trillion were unsupported by reliable explanatory in-
formation and audit trails. Although there are procedural control
issues involved, fundamentally, DOD needs across-the-board auto-
mated systems solutions so that it can compile financial statements
like any other large business entity would and does.

Unfortunately, developing automated systems on time and with
adequate performance has never been the Department’s strong
suit, and it is still in the process of implementing the Clinger-
Cohen Act. We have suggested that, in order to provide additional
assurance that the systems development efforts necessary to
achieve CFO compliance are successful, the Department adopt the
same management approaches that were used for the successful
year 2000 conversion.

That’s still an ongoing process. Implementation, frankly, has
been slower than we would have liked. We intend to continue work-
ing closely with the Department to try to put that full process into
place. The advantage of that process is, among other things, that
it generates measurement information that can be used by the
Congress, by senior DOD managers and other interested parties to
understand how much progress has actually been made toward the
goal.

Right now, we're relying strictly on audit opinions for such infor-
mation; and using audited opinions as the sole metric is really not
satisfactory because a lot of progress can go on and not affect the
overall opinion. I give at least one example of that in my state-
ment.

I also stress environmental liabilities in my written statement.
There are a couple dozen major categories of deficiencies that we
could have selected. I picked that one because it is, first of all, fair-
ly easily understandable; and it also shows you the kinds of issues
involved as we try to create Federal accounting standards that
make sense for the Federal Government, generate information for
financial statements that would be useful to the Congress and the
executive branch and, finally, get all the different DOD components
who have a share of those liabilities to compute them and report
them so that they can be compiled. Each one of these several dozen
categories of information that has to be collected is monumental in
its own right.

As you mentioned, the Department reported almost $80 billion in
environmental liabilities. We feel that’s considerably understated.
We know that it is understated. These are large numbers. In every
case they have to be compiled with the input of hundreds of dif-
ferent program offices and in some cases many dozen automated
systems. Meeting that formidable challenge has been a high prior-
ity for the Department for 10 years.

As you said, the Department has candidly said that its systems
problems will not be solved before 2003; and even that probably is
an optimistic estimate, given the fact that most system projects
schedules slip both in the public and private sectors.

With that, I'll close and welcome any questions.

Mr. HORN. Thank you very much.

[The prepared statement of Mr. Lieberman follows:]
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Mr. Chairman and Members of the Subcommittee:

I am pleased to have the opportunity today to provide the views
cf the Office of the Inspector General on the challenges faced
by the Department of Defense in efforts to account for its funds
and physical assets, provide useful financial information to
decision makers, and operate its huge payroll and contractor

payment operations efficiently.

Major DoD Financial Management Issues.

In testimony before this subcommittee almost exactly one year
ago, the Deputy Inspector General described the huge scope and
unparalleled complexity of DoD finance and accounting
operations, as well as the Department’s realization during the
1980’ ¢ that virtually all of its administrative processes were
outmoded and unaffordable in their current forms: Likewise, new
statutory requirements for audited annual financial statements
caught the Department unprepared and without the automated
systems needed to compile commercial type accounting data.
Along with all other DoD management sectors, the financial
management community embarked on a long-term reform effort with
particular emphasis on developing a new generation of modern,

more standardized and networked systems. Last year we provided



our assessment that neither the full integration of DoD support
operations, including financial management, nor the achievement
of clean audit opinions on the consolidated DoD financial
statements were feasible short term goals. We continue to
believe, as stated in last year’s testimony, that the Department
remains a few years away from being able to achieve favorable
audit opinions on most major financial statements. The
testimony last May covered a number of specific concerns,

including:

. The longstanding difficulty in measuring the progress made
to improve financial reporting and the danger of focusing
on audit opinions on financial statements as the only

metric;

. The paramount importance of developing properly integrated,

reliable financial information systems;

. Overly complex contracts and accounting requirements.

Today I would like to offer our observations on where each of
those matters stands, as the DoD enters its second decade of

post-Cold War management reform and restructuring.



Financial Reporting. The DoD efforts to compile and audit the

FY 1999 financial statements, for the Department as a whole and
for the 10 subsidiary reporting entities like the Army, Navy and
Bir Force Working Capital Funds, were massive. Nevertheless
they could not overcome the impediments caused by poor systems
and inadequate documentation of transactions and assets. 1In
terms of opinions, the audit results differed little from the
previous year. A clean opinion was again issued for the
Military Retirement Fund, but disclaimers were necessary for all

other funds, including the DoD-wide consolidated statements.

The General Accounting Office (GARO) written testimony elaborates
on the results of our audits in considerable detail, so I will
not repeat the rather lengthy list of deficiencies that
precluded favorable audit opinions. We agree with GAO's summary
of those problems, as well as the overall assessments by both
the GAO and the DoD that the Department is making progress

toward compliance with the new Federal Accounting Standards.

Audit opinions on the DoD-wide and major fund financial
statements still are the sole widely used metric for guantifying
progress. Unfortunately, this means that considerable
improvement can be made in each of the huge DoD reporting

entities without any effect on the overall audit opinions.



For example, the Air Force made a concerted effort to correct
records and compile support for transactions so that a favorable
audit opinion could be achieved on its Statement of Budgetary
Resources {SBR). Notwithstanding these numerous improvements
and corrections, the effort could not overcome the problem of an
unreliable opening balance. Work continues on the ending
balance for FY 1999. Despite a relatively near miss, the

Bir Force SBR audit result is scored as another failure, a

disclaimed audit opinion, but this is only part of the story.

Although the DoD has put considerable effort into improving its
financial reporting, it seems that everyone involved-—the
Congress, the Office of Management and Budget (OMB), the audit
community and DoD managers—-have been unable to find out or
clearly articulate exactly how much progress has been made, what
is the planned pace of further action, how much remains to be
done and how much risk exists in terms of meeting goals and
schedules. ©Nor has it ever been clear how much the various
aspects of this effort have cost to date, how much more will be

needed and whether the effort is sufficiently resourced.

Ironically, although the Department annually compiles voluminous
documents in response to statutory requirements for multi-year

financial management improvement plans and other data, very
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little of that information is consistently updated, analyzed and
used for day to day program management or frequent senior
management oversight. Much of it has to be collected in annual
data calls to the DoD comﬁonent organizations. The various
reports to OMB and Congress, the annual financial statement
audits, and even supplementary audits cannot substitute for
structured, readily accessible, meaningful and frequent internal
management reporting. Current data on project performance, cost
and schedule status should be routinely provided up a clearly
defined program management chain and shared with external

reviewers.

Currently, a lot of crucial management information exists, but
it is dispersed in various organizations and databases. A few
years ago, in response to advice from the IG, DoD, the Defense
Finance and Accounting Service centralized its management of
system acquisition projects into a single program office, which
was a significant improvement. That office endeavors to track
and coordinate systems development and modification efforts for
a couple of hundred systems, most of which it does not own or
control., Various cther DoD components have organized teams and
established internal reporting reguirements to track their Chief
Financial Officer (CFO) Act compliance progress. The Under

Secretary of Defense (Comptroller) has agreed to track the
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status of various actions that his office, OMB, GAO, and the IG,
Dob, have jointly developed and agreed to as part of the effort
to address impediments to acceptable financial statements.

Also, the IG, DoD, and the Military Departments track the status

of management action on all audit recommendations.

In our view, the Department needs to determine how best to
collate and share available information, establish any
additional metrics needed and require sufficient internal
reporting to enable the CFO Act compliance effort to be managed,

monitored and controlled as a well integrated program.

In our November 1999 report, “Deficiencies in FY 19358 DoD
Financial Statements and Progress Toward Improved Financial
Reporting,” we recommended that DoD emulate its highly
successful “Y2K” management approach to address the challenge of
attaining CFO ARct compliance. As was the case with the Y2K
conversion, the CFO Act challenge has been designated by the
Secretary of Defense ag a high priority. Similarly, achieving
CFO compliance is fundamentally a systems problem, could have
goals, criteria and milestones set forth in a clear management
plan, involves all DoD organizations and functional communities,
and cannot be overcome by the primary functional proponent

without the active assistance of the rest of the Department.
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Likewise, both efforts have entailed extensive audit
verification and testing, and the Congress, OMB and GAO are all
strongly interested in measuring progress toward the goal.
There would be several advantages to this approach. The
Department knows it works, managers are familiar with
terminology related to defined phases and system status, and it
entails fairly simple and verifiable metrics to show progress

and highlight risk areas.

Although the Department reports in its current Financial
Management Improvement Plan that the Y2K concept has been

adopted, implementation has been disappointingly slow.

The Plan of September 1999 established March 31, 2000, as the
milestone for completing the Assessment Phase for CFO Act
compliance of 168 critical systems. Despite the Y2K program
experience that initial system assessments and status reports
often were overly optimistic, incomplete or inconsistent, audit
community inveolvement in validating milestone status has been
limited. There has been no feedback on whether this key

March 31 milestone was met and what the reported results were.

We plan to work even more closely with the Department over the

next several months to apply lessons learned from the Y2K
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experience to various other DoD-wide information system
challenges. 1In addition to CFO Act compliance, information
agssurance and oversight of system development projects are areas

where we recommend Y2K-like management approaches.

Systems Problems

Over the past year, two issues have underscored the severity of
the problems faced by DoD because of inadeguate financial

systems and the challenges involved in new systems development.

The first issue relates to how DoD financial statements are
compiled. When the financial reporting system of a public or
private sector organization cannot generate fully reliable
financial statements, accountants sometimes make accounting
entries, often as recommended by auditors, to compleste or
correct the statements. Making major entries or adjustments is
not the preferred way of doing business and there is
considerable attention paid to any significant change made to
official accounting records. The notion of accounting entries
being made on a mass scale 1s completely foreign to Corporate
America, as is the prospect of such adjustments being

unsupported by clear audit trails.
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The audits of the 1999 DoD financial statements indicated that
$7.6 trillion of accounting entries were made to compile them.
This startling number is perhaps the most graphic available
indicator of just how poor the existing systems are. The
magnitude of the problem is further demonstrated by the fact
that, of $5.8 trillion of those adjustments that we audited this
year, $2.3 trillion were unsupported by reliable explanatory

information and audit trails.

The second issue concerns the management of information system
development projects. The Department has been working
throughout the 19%0"s to reduce the number of separate systems
and to develop replacements for inadeguate legacy systems.
Unfortunately, information systems development in the Federal
Government is a lengthy proposition. The DoD efforts to develop
the next generation of financial systems have had to contend
with slowly evolving, but very significant, changes in Federal
accounting standards. Also, most DoD modernization and
investment programs have faced severe competition for resources.
Finally, the Y2K problem may have distracted managers and
exacerbated existing resource problems to some extent.
Currently, the DoD plans to field all of the systems needed to
achieve CFO Act compliance by FY 2003. We regard that as an

overly optimistic forecast. Meeting information technology
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system development schedules is frequently a problem in both the

public and private sectors; the DoD is no exception.

The Department’s application of Clinger/Cohen Act principles to
development of the Defense Joint Accounting System (DJAS) was
severely criticized in the House Appropriations Committee Report
on the National Defense Appropriations Act for FY 2000. DJAS is
one of the four systems chosen to be the next generation of
accounting systems replacing numerous legacy systems used by the

Army and most Defense agencies. The Committee wrote:

“Despite the importance of developing joint
systems, the Department has allowed the Air Force
and the Navy to opt out of this program and to
develop and modernize their own distinct systems.
Thus, this “joint” system will be fielded only to
the Army and a few defense-wide activities.

After its initial Milestone 0 approval, the
timeline for completing the DJAS software
development effort expanded from 16 months to

six or more years, the benefits declined from
$322,000,000 to $204,000,000 and are now
characterized as ‘productivity savings’, whereas

before they were real cost savings. In November,
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the DoD IG issued a draft report warning that
DJAS had not completed the steps required under
the program management process to be prepared for
a Milestone I review. In March, the Office of
Program Analysis and Evaluation issued similar
warnings about the dramatic change in the
programs scope, cost, and duration. Despite
these serious concerns, the Department not only
issued Milestone I approval, but also Milestone
II approval at the same time, all without having
a meeting of the IT OIPT to review the system.
The Committee rejects this approval as
inconsistent with the intent of the Information
Technology oversight process and the Clinger-

Cohen Act.”

We are currently auditing the status of the DJAS project, as
requested by the House Appropriations Committee. We have not
yet officially reported on the matter, but initial results
indicate continued problems complying with Clinger/Cohen Act
requirements for careful management oversight when making
investment decisions. DJAS life cycle cost would be about $.7
billion. I point to this issue principally to emphasize that

more review of the dozens of other systems projects related to
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CFO Act compliance is likely to indicate other risks and issues.
Implementing the Clinger/Cohen Act is still ongoing in DoD. We
are putting high priority, to the extent our constrained audit
staffing and budget levels permit, on supporting the Chief
Information Officer in his oversight role regarding all
information technology projects, including those for financial

systems.

Useful Financial Data

In adopting the private sector practice of audited annual
financial statements, the Congress clearly expected improved

financial management.

The lack of performance metrics and cost data that I previously
discussed handicap an assessment of whether the effort to attain
auditable financial statements has been worthwhile. The key
guestion to be asked, however, is whether data produced in
compliance with Federal Accounting Standards and audited in
financial statement audits is useful to users--managers and the
Congress. Because much of the data rolled up into annual
financial statements is also provided to users in various

reports and budget exhibits, often periodically during the year,
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the focus should be across the spectrum of financial informatiocn

reported within and by the Department, in whatever form.

Questions on the usefulness of various financial reports can
best be answered by the users, not auditors. Unfortunately, we
are unaware of much feedback to the DoD CFO community along
those lines from other managers or Congress. . Hopefully this
dialogue will expand in the future, so that the accounting
community has the best possible idea of what managers and the

Congress actually need, when and in what form.

Financial statement audit results can be very arcane. In my
view, some of the asset valuation issues will never have any
impact on DoD decision making. However, other management
information deficiencies identified during these audits have
very practical implications. At last year’s hearing, the
inaccuracy of DoD inventory data was discussed at length. As
noted in our audit reports and the GAQO testimony tcday,
inventory accuracy remains a problem. Likewise, the inability
to determine actual patient workload and costs in the DoD health
care program is still a concern. Today I would like to discuss
two other types of data, environmental liabilities and fund
status information. In both cases, the data can be used for

multiple purposes and the controls over accuracy are important.
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Environmental Liabilities

We were unable to verify the $79.7 billion reported for
environmental liabilities on the FY 19399 DoD Agency-wide Balance
Sheet. The reported amount, as large as it may seem, was

clearly understated.

The magnitude of DoD environmental cleanup requirements has been
a matter of intense DoD and Congressional interest for many
years, but information on c¢osts is fragmented and often
unreliable. It would seem logical that costs identified in
budget exhibits, other DoD environmental program reports,
Selected Acquisition Reports and financial statements should be
as consistent as possible, reconcilable and supported. More
work is needed to move toward that goal. Specifically, there
are unresolved policy issues regarding when to recognize
environmental disposal costs for other than nuclear powered
weapon systems on financial statements. Also, the support for

many ¢of the cost estimates that were included was inadeguate.

For example, the $20.7 billion eguipment disposal portion of the
$79.7 billion overall environmental liability estimate was

clearly incomplete, although improved over previous years. The
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Air Force reported nothing. The Navy, in contrast, estimated
$11.5 billion for nuclear-powered submarine and ship disposal.
This was the first time that those amounts were included in the
financial statements. An open issue remains on when to
recognize disposal costs for most DoD weapon systems on the
financial statements—-as soon as estimates are made as part of
initial weapon system life cycle costing or much later when
disposal decisions are made. We are working with the Department
and GAO to resolve the question. Regardless of the decision, we
have recommended more aggressive action by the Military
Departments to ensure that acquisition program managers include
hazardous waste handling and disposal costs in the total
estimated ownership costs of their systems. Last week we
published a report, “Hazardous Material Management for Major
Defense Systems,” which recaps the results of audits of nine
weapon system programs. Those audits indicated commendable
emphasis by program managers on reducing the amount of
environmentally hazardous material that will require costly
disposal, but virtually no emphasis on including disposal costs

in life cycle cost estimates.

The DoD reported $34 billion as the liability for environmental
cleanup of unexploded ordnance at training ranges. Reporting

this amount represents a significant improvement over FY 1898,
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when cleanup liabilities for training ranges were not recognized
or reported at all. However, reporting was incomplete.

Although final DoD guidance for reporting liabilities for
cleanup of training ranges has not yet been published, it is

expected in FY 2000.

The Army, as DoD’s Executive Agent managing the Chemical
Demilitarization Program, reported about $8.9 billion in
environmental liabilities for FY 1998, Further work is needed
to validate the support for those estimates, which are
particularly important because of the ongeing effort to dispose

of the chemical weapons stockpile.

Fund Status Data

The most fundamental budget execution and fund status data
maintained by DoD, and relied on by managers at all levels,
relates to amounts of authorized funding, obligations,
unobligated balances, ocutlays and unpaid {unliquidated)
obligations., Because of the Antideficiency Act, which
prescribes criminal penalties for obligations or expenditures in
excess of appropriated amounts, and the desire to use all funds
efficiently, the primary purpose of DoD financial management

information- systems over the years has been funds control.
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Based on results of audits of obligations and unpaid obligations
shown on the Statements of Budgetary Resources in the annual
financial statements, we continue to consider funds control a
concern. The data for the SBR is drawn from the same sources as
data for the monthly SF133 Report on Budget Execution and for
the prior year actual column of individual appropriation program

and financing schedules, a fundamental budget exhibit.

Audits of FY 1999 financial statements indicated problems with

the accuracy and support for reported fund status data.

For example, Air Force auditors projected that $1.3 billion of
$36 billion of unpaid obligation balances were invalid.

Although this is not a large percentage, and may be adjusted
downward as review continues, the Air Force has numerous
unfunded requirements and it is cause for concern when over a
billion dollars is unavailable for use because of inattention or
administrative error. Likewise, in audits of two Defense
agencies, we found 70 percent of obligations in one sample and

48 percent in the other to be invalid.

To ensure accurate fund status reporting, DoD must continue

efforts to eliminate unmatched disbursements, reemphasize the
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need for supporting documentation, implement better integrated
systems and motivate managers to comply more diligently with
DoD policy for periodic review of unpaid obligations. The

DoD has reported steady progress in decreasing the level of
problem disbursements from $17.3 billion in September 1998 to
$10.5 billion in September 1999. These reports are encouraging,
but this problem needs to be kept at the forefront of

management’s attention.

Simplifying Reguirements

In the mid-1990’s, we recommended that DoD and the Congress
consider ways to reduce the burden on DoD accounting offices and
the risk of errors by simplifying reguirements. The Under
Secretaries of Defense {(Comptroller) and {Rcquisition,
Technology and Logistics) have pressed the DoD components to
adopt measures to avoid the unnecessary use of multiple accounts
on contracts and commingling of funds from different accounts on
the same contract line item. Likewise, our office has
periodically commented on the incredible complexity of the DoD
chart of accounts, which is probably unique in the world because
of its hundreds of thousands of accounting entities, and the
absurdly long accounting codes that result. Those codes must be

applied to many million transactions a year.
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Unfortunately, the budget and appropriation structures are
difficult to change. The DoD must administer at least 1,200
open appropriation accounts at any given time. The main driver
of complexity, however, is the business practice of the
individual DoD component. The Army, for example, has resisted
simplification of either contracts or its chart of accounts, in
effect asserting that it wishes to continue trying to capture
costs and control funds at extremely challenging level of

detail.

Other Previously Identified Concerns

In last year’s testimony we highlighted the Y2K conversion
problem, which DoD did a fine job in overcoming. DFAS had a
particularly high-profile role in ensuring that military and
civilian payrolls would be met. We also expressed concern about
information assurance, fraud and limited oversight of finance
operations, particularly vendor pay. We continue to view DFAS
as a likely target for hackers and are working closely with the
Department to reduce vulnerability to computer crime and other
fraud. Unfortunately, other priorities and constrained

resources minimized our audit coverage of vendor pay over the
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past year, but we will have new audit results in that area later

this year.

Conclusion

Mr. Chairman, every time we testify on DoD financial management,
we assert that sustained involvement by senior managers and the
Congress are vital ingredients for progress. This remains very
much the case. Despite commendable progress, the DoD remains
far from CFO Act compliance and aggressive measures will be
needed over the next few years to achieve success. Therefore
the DoD audit community, which has invested so much effort and
resources in this area over the past several years, very much
appreciates the Subcommittee’s interest in our activities and
viewpoints. It may also be useful for me to mention that

IG, DoD, audit reports are available on the Web at

www.dodig.osd.mil. This concludes my statement.




26

Mr. HORN. We now have the next presenter from the General Ac-
counting Office, Jeffrey C. Steinhoff, who is Acting Assistant Comp-
troller General for the Accounting and Information Management
Division.

STATEMENT OF JEFFREY C. STEINHOFF, ACTING ASSISTANT
COMPTROLLER GENERAL, ACCOUNTING AND INFORMATION
MANAGEMENT DIVISION, U.S. GENERAL ACCOUNTING OF-
FICE, ACCOMPANIED BY LISA G. JACOBSON, DIRECTOR, DE-
FENSE AUDITS; AND DAVID R. WARREN, DIRECTOR, DE-
FENSE MANAGEMENT ISSUES

Mr. STEINHOFF. Mr. Chairman, it’s a pleasure to be here today
to discuss the state of financial management at DOD. The bottom
line, DOD continues to make important progress in addressing its
serious financial management weaknesses; and, at the same time,
it has a long way to go.

DOD’s problems are pervasive, long-standing, deeply rooted,
widespread, and complex in nature. What has been markedly dif-
ferent over the past 2 years is that DOD has, for the first time,
clearly demonstrated a strong commitment to addressing its seri-
ous weaknesses. A number of important initiatives, both short-term
and long-term, are under way and planned; and we’re seeing posi-
tive results, as the IG just mentioned. I applaud Bill Lynn and his
team for their efforts.

This commitment, though, must be sustained over a number of
years to turn plans into reality. A big challenge remains, and the
finish line is not yet in sight. For that matter, it’s not even close.

For the short term, continuing efforts to standardize, streamline,
and simplify processes—reengineering will be critical to success, as
DOD’s current processes are extremely convoluted and complex; to
strengthen and enforce existing controls; to ensure basic trans-
action processing which today is a major impediment as the IG
pointed out, to enhance human capital; and to oversee performance
will be essential.

At the heart of the long-term challenge, and this is a major chal-
lenge, is a financial system that is far from compliant with require-
ments of the Federal Financial Management Improvement Act and
needs to be overhauled. The system is not integrated or tied to-
gether and really represents a patchwork of systems that individ-
ually have weaknesses, some very serious, and collectively just do
not get the job done. Information does not automatically flow from
system to system, and it really manifests itself as the IG stated,
in the $7.6 trillion of adjustments to prepare DOD’s fiscal year
1999 financial reports.

And to give you some sense as to the difficulty of the challenge
that DOD faces, this is DOD’s own depiction over at your right on
the poster board, of the current systems environment for its pay-
ment system, which as you can readily see, is overly complex.
Around the outer edge are 22 payment systems that are fed by nu-
merous other systems, systems that are generally not compatible or
properly integrated and often do not use common data codes.

For example, I have an example in my detailed testimony of a
65 character code. It’'s my understanding that some codes can ex-
ceed 100 digits. You make an error on one digit, the transaction
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gets rejected, it goes into suspense. You have to find it. They are
very complex systems. In a nutshell, this tells the story as to what
they are trying to fix and this is just one environment.
Compounding the challenge is that most of the information needed
to prepare annual financial reports and more importantly, I stress
more importantly, to manage DOD’s resources on a day-to-day
basis comes from program or feeder systems—Ilogistics, acquisition
personnel—that are not under the direct control of the DOD Comp-
troller.

He owns about 20 percent of the information. The other man-
agers own the rest. So to achieve the endgame of the CFO Act—
and the endgame is beyond financial reporting, it’s not a clean
audit opinion. It is systems that routinely generate good informa-
tion for decisionmaking on a day-to-day basis so the gentlemen
you'll be hearing on the next package have the data they need to
do their jobs well. That’s the endgame here. To achieve that
endgame, DOD faces a system challenge that far transcends the op-
eration of the Comptroller. I agree fully with the IG and support
the efforts by DOD to use the Y2K process as a mechanism for ad-
dressing this.

There are great lessons learned by DOD. They had had a suc-
cess.

I want to just focus on a couple of elements that I think are par-
ticularly important though. One, DOD recognized in Y2K that this
was not just a CIO issue. This was a chief executive officer issue
and the Deputy Secretary took direct control. Once that occurred,
you saw a major change. You saw them moving there from the
back of the pack up through till they had ultimate success.

The issue with financial management as well as Y2K transcends
the operations of DOD and the same type of high-level focus is
needed. Several weeks ago, we issued this Executive Guide: Creat-
ing Value Through World-class Financial Management. And there
are a lot of lessons learned here. This is what successful organiza-
tions do. This is how they have success. Organizations like Boeing,
Chase Manhattan, GE, Hewlett-Packard, Owens Corning, and
Pfizer. They determined that financial management is an entity-
wide priority for which the chief executive provides clear, strong
leadership including involvement in systems.

Second, Y2K had a date certain. It also had interim milestone
dates which were tracked and reported on. The same can be ap-
plied here. A clear plan with an end date and enforced interim
milestones will be essential.

Third, as the IG representative, Bob Lieberman stated, DOD
must follow a standard discipline approach. It will be imperative
that there be no shortcuts taken, that Clinger-Cohen be followed.

Systems development has been a high risk area in DOD on
GAO’s list since 1995. Their last big effort, the corporate informa-
tion management initiative, went on for about a decade and did not
succeed; so it is very important that this project be very closely
monitored.

And finally, for Y2K there was extensive validation and verifica-
tion by the IG as well as end-to-end testing. It just can’t be in the
environment of preparing financial reports. This all has to be ad-
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drgssed in the environment of having management information for
DOD.

In closing, a sustained high level commitment that transcends
this administration will be key to the ultimate success of DOD’s re-
form efforts. Likewise, sustained congressional attention such as
this hearing and the light you've placed on this issue over the past
5 years will be critical to really instilling the expected accountabil-
ity in DOD.

Mr. Chairman, this concludes my remarks. I'd be pleased to an-
swer any questions that you or Mr. Turner may have.

Mr. HorN. Thank you very much.

[The prepared statement of Mr. Steinhoff follows:]
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Mr. Chairman and Members of the Subcommittee:

1 appreciate the opportunity to discuss the status of financial management
at the Department of Defense (DOD). This is the third year that we have
participated in such a hearing before this Subcommittee, and we believe
that your sustained commitment to financial management reform
governmentwide and at DOD, in particular, has resulted in the steady
improvement we have seen across government. At the same time, as we
testified’ before the Subcommittee on March 31, 2000, on the results of our
review of the fiscal year 1999 Financial Report of the U.S. Government,
significant financial systems weaknesses, problems with fundamental
recordkeeping and financial reporting, incomplete documentation, and
weak internal controls, including computer controls, continue to prevent
the government from accurately reporting a significant portion of its
assets, liabilities, and costs. Material financial management deficiencies
identified at DOD, taken together, continue to represent the single largest
obstacle that must be effectively addressed to achieve an unqualified
opinion on the U.S. government’s consolidated financial statements.
DOLY's vast operations—with an estimated $1 trillion in assets, nearly

$1 trillion in reported liabilities and a reported net cost of operations of
$378 billion in fiscal year 1999—have a tremendous impact on the
government’s consolidated reporting.

To date, no major part of DOD has yet been able to pass the test of an
independent audit; auditors consistently have issued disclaimers of
opinion because of pervasive weaknesses in DOD's financial management
systems, operations, and controls. Such problems led us in 1995 to put
DOD financial management on our list of high-risk areas vulnerable to
waste, fraud, abuse, and mismanagement, a designation that continued in
last year’s update.? Lacking such key controls and information not only
hampers the department’s ability to produce timely and accurate financial
information, but also significantly impairs efforts to improve the economy
and efficiency of its operations. Ineffective asset accountability and
control adversely affect DOD’s visibility over weapon systems and
inventory, and unreliable cost and budget information affects DOD’s
ability to effectively measure performance, reduce costs, and maintain
adequate funds control. We have worked closely and constructively with

! Auditing the Nation’s Finances: Fiscal Year 1999 Results Continue 1o Highlight Major Issues Needing
Resolution (GAO/T-AIMD-00-137, Mar. 31, 2000).

ZHigh—Rlsk Series: An Overview (GAO/HR-95-1, Feb. 1095), High-Risk Series: Defense Financial
Management (GAO/HRO7-3, Peb. 1997), and Major Management Challenges and Program Risks: A
Governmentwide Perspective (GAG/OCG-99-1, Jan. 1999).

Page 1 GAO/T-AIMD/NSIAD-00-163
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the DOD Inspector General (IG) and the military service audit agencies to
help provide further clarification of the scope and magnitude of the
department’s problems and recommendations to correct them.

DOD has made genuine progress in many areas throughout the
department, both larger steps forward and smaller incremental
improvements, We have seen a strong commitment by the DOD
Comptrolier and his counterparts in the military services 1o addressing
long-standing, deeply rooted problems. For exarple, significant areas of
improvement include (1) increased accountability over property, plant,
and equipment, (2) more complete reporting of environmental and
disposal liabilities, (3} increased understanding and documentation of the
Fund Balance With Treasury reconciliation process, and (4) development
of a detailed concept of operations included in the department’s Financial
Management Impravement Plan. At the same time, DOD has a long way to
go. Major problems remain—problems that are pervasive, deeply rooted,
and complex in nature. My testimony today outlines DOD’s most difficult
financial management challenges and describes the initiatives that are in
place or planned to address many of them. These challenges include
DOD's inabilify to

properly account for and report (1) billions of dollars of inventory and
property, plant, and equipment and (2) national defense assets, primarily
weapon systems and support equipment;

estimate and report material amounts of environmental and disposal
liabilities and their related costs;

determine the liability associated with post-retirement health benefits for
military employees;

accurately report the net costs of its operations and produce accurate
budget data; and

provide adequate controls over sensitive computer information.

DOD has hundreds of initiatives under way to address these key
challenges, with many of the planned fixes designed to resuit in a one-
time, year-end number for financial statement purposes. However,
achieving an unqualified or “clean” financial audit opinion, while an
important milestone, is not the final goal and must be accomplished
through real improvements in the underlying financial management
systems and operations that affect DOD's ability to manage its day-to-day
activities effectively. The substantial efforts needed to work around DOD’s
serious systems and control weaknesses to derive year-end balances will

Page 2 GAQ/T-AIMD/NSIAD-00-163
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not produce the timely and reliable financial and performance information
DOD nceds to manage its operations every day.

To achieve what the Comptroller General has referred to as the “end
game”—systems and processes that routinely generate good financial
information for management purposes—will require a major systems and
reengineering effort. In this regard, the lessons learned from DOD’s Year
2000 experience can prove to be a valuable teacher. Specifically, the
successful Year 2000 effort demonstrated that DOD can resolve complex,
entitywide problems through top management leadership working across
functional lines. Similarly, our Executive Guide: Creating Value Through
World-class Financial Management® notes that building a sound financial
management organization begins with leadership that clearly defines and
communicates the organization’s mission and vision for the future. Finally,
I will discuss actions DOD is taking to address training its personnel and
the importance of having a strong human capital investment strategy.

_ontrol and
Accountability Over
Assets Impaired

As discussed in our recent report on the fiscal year 1999 consolidated
financial statements, the federal government—one of the world’s largest
holders of physical assets—does not have accurate information about the
amourit of assets held to support its domestic and global operations.
Material weaknesses in DOD’s ability to carry out its stewardship
responsibilities over an estimated $1 trillion in physical assets—ranging
from enormous inventories of ammunition, stockpile materials, and other
military items to buildings and facilities to multimillion dollar weapons
systems—were a major factor in the federal government’s inability to
account for and report on its assets. The following sections discuss DOD's
problems and ongoing improvement efforts in accounting for inventory
and related property; property, plant, and equipment; and national defense
assets.

Accountability Over
Inventory and Related
Property Remains a
Concern

DOD inventory includes ammunition (such as machine gun cartridges,
mines, and grenades), repairable items (such as navigational computers,
landing gear, and hydraulic pumps), consumables (such as clothing, bolts,
and medical supplies), and national defense stockpile materials (such as
industrial diamonds, rubber, and beryllium). In its fiscal year 1999
financial statements, DOD reported $128 billion in inventory and related
property. The sheer volume of DOD’s on-hand inventories impedes the
department’s efforts to accumulate and report accurate inventory data. We

3GAO/AIMD-00-134, Apr. 2000

Page 3 ‘ GAO/T-ATMD/NSIAD-00-163
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Physical Controls Over
Inventory

reported! in our January 1999 high-risk report on defense inventory
management that the department needs to avoid burdening its supply
system with large unneeded inventories. For example, our analysis of
DOD data as of September 30, 1999, showed that 58 percent of on-hand
items, or an estimated $36.9 billion of DOD’s reported secondary
inventory, exceeded requirements.

DOD’s inability to account for and control its huge investment in
inventories effectively has been an area of major concern for many years.
Audit results for fiscal year 1999 again demonstrate that DOD does not
know the actual amount and value of inventory for which it is responsible
due to three critical deficiencies: (1) physical controls over inventory are
inadequate, (2) DOD does not capture all inventories in its records, and
(3) reported inventory values are questionable. DOD recognizes the
seriousness of this problem and has a number of initiatives under way to
address these issues, as well as several broad initiatives intended to
simplify the complicated processes it currently uses to account for
inventory.

We, the DOD Inspector General, and the audit services have repeatedly
reported on weak controls over DOD supply inventory. The Defense
Logistics Agency’s (DLA) distribution depots store approximately 75
percent of DOD’s consumable and repairable items. DLA is responsible for
conducting physical counts of inventory in its depots and measuring and
ensuring inventory record accuracy. In June 1999, we reported on
significant control weaknesses in DLA’s inventory count process that
affected the integrity of the physical counts and the reliability of the
reported inventory record accuracy.’ Specifically, 14 DLA distribution
depots we visited had reported accuracy rates below DLA's goal of 95
percent and error rates of up to 28 percent, with only 2 depots having
accuracy rates above 90 percent. Similar weaknesses continue. During the
fourth quarter of fiscal year 1999, only two of DLA’s 20 distribution depots
reported accuracy rates above 90 percent, and overall accuracy was
reported at 83 percent, with error rates ranging from 6 percent to 28
percent.

DLA has a number of initiatives under way to address the inventory
accuracy issue. For example, during 1999, DLA initiated the development
of a statistical sampling plan to measure the dollar accuracy of DLA-

4 Major Management Challenges and Program Risks: Department of Defense (GAO/OCG-99-4, Jan. 1999)

5 Financial Management: Better Controls Essential to Improve the Reliability of DOD's Depot Inventory
Records (GAO/AIMD-98-132, June 28, 1999).
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owned inventory. DLA is working with us and the DOD audit community
in the design, implementation, and execution of the plan. After refining the
plan to address any problems encountered in applying this approach to
valuing DLA inventories, DOD plans to expand the statistical sampling
plan t¢ include the valuation of the assets it stores for the military
services. Further, section 347 of the Strom Thurmond National Defense
Authorization Act. for Fiscal Year 1999 requires the secretary of each
military department 1o set up a schedule to implement best comercial
inventory practices for secondary supply iteras by 2003, The statute
defines commercial best practices as including those that will enable the
military departments to reduce inventory levels while improving
responsiveness to user needs. While not specifically initiated to address
this new requirement, DLA's recent contract with the University of
Arkangas to examine private sector business practices, including obtaining
data on performing and controlling physical counts, should help the
department identify and implement commercial best practices in this area.

Physical control weaknesses have also been reported for military service
locations that hold inventory. For example, for fiscal years 1997 and 1998,
Navy auditors reported 23 percent and 14 percent error rates, respectively,
for the Supply Fund storage locations they visited. Because of these poor
results and acknowledgment by Navy management that better results
could not be expected for fiscal year 1999, Navy auditors limited their tests
for the fiscal year 1999 audit. The Naval Audit Service performed limited
physical inventory counts at nine selecied non-Supply Fund locations to
determine if internal controls were in place and functioning well enough to
be relied upon to provide accurate and cormplete inventory records.
Results at seven of the nine locations visited indicated that controls were
not in place or were not functioning as designed. For example, three of the
locations visited had error rates in excess of 10 percent.

Conirol weaknesses over inventory can lead to inaccurate reported
balances, which could affect supply responsiveness and purchase
decisions, and result in a loss of accountability, For example, during a
December 1999 visit to one Army amunition depot, we found weak
internal controls over self-contained, ready-to-fire, handheld rockets, a
sensitive item requiring strict controls and serial number accountability.
As detaited in our recently issued report,® we and depot personnel
identified 835 quantity and location discrepancies associated with 3,272
rocket and launcher units contained in two storage igloos. The depot had
more iteras on hand than shown in its records because of control

SDO1 Inventory: Weaknpsses in Conteols Over Category T Bockets (GAOZAIMD-U0-62R, Apr. 13, 20003
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Inventory Visibility

weaknesses over receipt of items, and, in some cases, the records had
location errors, Depot management responded immediately to our
findings, and the depot subseguently accounted for and corrected the
inventory records of all the rocket and launcher units. Regarding this
problem, we identified potentially systemic weaknesses in controls and
lack of compliance with federal accounting standards and inventory
system requirements and made recommendations Lo the Army (o establish
and verify operating procedures to help ensure that systemic weaknesses
are correcied.

Over the years, we have reported billions of dollars of materials that were
not “visible” to managers—that is, they were not captured in DOD'’s central
visibility records and therefore managers did not know they existed and
could not ensure accountability. These kinds of omissions adversely
affected the department’s financial reporting and its reporting to the
Congress on inventory reductions. Further, the lack of complete visibility
over inventories increases the risk that responsible inventory item
managers may request funds to obtain additional, unnecessary items that
may be on-hand but not reported. Recent audit results indicate that these
problems continue. BExamples of these visibility issues include the
following.

In recent years, we and the audit services have reported weak controls
over inventory in transit. For example, the Air Force Audit Agency (AFAA)
reported’ in 1998 that the Air Force did not accurately account for
inventory items being shipped from one location to another and did not
know the value of this inventory. In addition, the Army Audit Agency
reported® for fiscal year 1999 that the Army could not determine the value
of in-transit inventory and that audif trails did not exist. We reporied® in
1999 that the Navy had not folowed established internal controt
procedures to notify inventory mangers of inventory shipments or receipts
and instead had reported these items as lost during shipment. As a result,
the Navy lost visibility of $3 billion of in-transit inventory over the past 3
years, In our February 2000 follow-up report, we reported!® that the

e “ompliance with Federal Finaneial Accounting Standards Numibers 1 ami 3 (AFAA Project 87068017,
Sept. 15, 1898},

#Arnry Worldng Capital Fund Principsi Financial Statements for Fiseal Year 1096 Auditrs Report
ATy Audit Agency Report No. AA-D0-177, Feb. 10, 2000).

S Defense tnventory: Na
{GAONSIAD-99-61, Man

Procedures for Covtrolling In-Transit Jiems Are Not Feing Followedd
1999).

O nepartment of the Navy: Breakdows of In Transit Inventory Provess Leaves It Valnerable 1o Fraud
{GADOSINSIADDO-51, Feb. 2, 200}
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majority of the items that the Navy reported as lost were delivered and
that there was no evidence of theft in the shipments we reviewed.
However, we also found that, the inventory process was vulnerable and
that Navy may have made procurements during this period for some of
these items on hand but not visible to item managers. For example, a
commercial repair facility in Singapore received 3 shipments of 67
generators (valued at $583,620) for Navy aircraft that were written off in
fiscal year 1997 as an in-transit Joss. In October 1998, the Navy purchased
88 generators {valued at $1.2 million) and initiated purchase orders for an
additional 145 generators (valued at $1.9 million) Among other items not
visible to inventory managers were classified and sensitive items, such as
aircraft guided-missile launchers, and unclassified items, such as cockpit
video recorders.

On September 14, 1999, the department submitted a plan to the Congress
containing 18 proposed actions, performance measures, and
implementation schedules. DOD's overall objective is to achieve 100
percent visibility of inventory in transit at all times. As discussed in our
February 2000 report on the results of our analysis of DOD’s plan,* DOD's
proposed actions in this area represent a necessary first step to
improvement, but the plan does not adequately address how the
department will overcome underlying weaknesses that have led to the lack
of control over inventory shipments. In any case, the department’s efforts
to implement the plan are ongoing and ave expecied to take several years
to complete.

The Naval Audit Service reported’ that the Navy did not include material
turned into stores in its fiscal 1999 financial statements because the
inventory was not processed promptly and therefore had not been
recorded in the inventory systerr. At one distribution depot, the Navy had
a backlog of materials turned into that depot of an estimated 122,000 line
itemns as of September 30, 1889, This represented a backlog of
approximately 10 months, according to the Deputy Commander of the
depot. These iterns were not recorded in any inventory record and were
therefore not visible to the item managers for management and planning.
This backlog could result in the Navy purchasing items that it does not
need because item managers do not have information on all items that are
already on hand.

' Defense invertory: Plan to Improve Management of Shipped Inventory Should Be Strengthened
(GAO/NSIAD-00-3¢, Feb. 22, 2000),

PLyscal Year 1083 C Fnancial of the [ of the Navy Working Capital
Fund (Naval Audit Setvice Report No. N20A0-0018, Feb. 14, 2000)
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In its fiscal year 1998 financial reporting, the Navy included for the first
time, several key categories of inventory, such as sponsor-nwned
material® valued at $5.5 billion and inventory itcms at redistribution sites
valued at $600 million. At the same time, deficient logistics systems
continue to impair the Navy's ability both to maintain visibility and
prepare reliable financial reports for these assets effectively. For example,
one corumand could only estimate a value for its sponsor-owned inventory
because it did not have a system in place to capture and report this
material. The coramand’s estimate of $2 billion represented over a third of
the Navy’s reported $5.5 hillion of sponsor-owned material. Further, white
the Navy’s inclusion of several key inventory categories has substantially
improved the completeness of its inventory reporting, not all categories of
Navy inventory are yet included. Specifically, Navy auditors reported in
February 2000* that the Navy's fiscal year 1999 reporting omitted
$9.2 billion of shipboard inventories because logistical systems could not
tudly support the required accounting methodology. Lacking effective
financial management systems that can provide the information needed to
produce financial reports, various Navy commands rely on data calls and
error-prone manual reentry of inventory data. For example, one Navy
command did not report any inventory. However, after a follow-up review
by Navy auditors, the command reported inventory of $550 ruillion. During
fiscal year 1999, the Navy began an effort to identify and evaluate the
logistics systems used to account for and control its inventories. The Navy
established a working group of senior Navy financial and program

and audit ¢ ity representatives to address this issue. To
start, the working group is focused on evaluating existing systems to
identify opportunities to consolidate and substantially reduce the number
of systerns. In the next phase, the group is o work on improving the asset,
visibility and financial reporting capabilities of the remaining systems.

Air Force auditors could not verify the accuracy of $2.9 billion in inventory
in the hands of contractors.’ The Air Force extracted that amount from
the Contract Property Management System for financial reporting.
However, the auditors could not determine whether the $2.9 billion of
inventory shown in the systern was reliable because the system did not
provide a sufficient audit trail.

The Navy defines sponsor-owned maserials as items outsice of the supply fund that support wespon
systems and equipment.

HEiscat Year 1999 Deparunent of the Navy Principal Statements for Fiscal Year 1299 (Naval Audit
Service Report No. N200G-0018, Feb. 10, 2000).

Bpinion on Fiscal Year 1994 Air Foree Consolidated Pinancial Statements (Air Force Audit Ageney
Report No. 353002, Feb. 8, 2000).
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Inventory Valuation

DOD is making efforts to improve its inventory management and ability to
report reliable inventory levels to the Congress and in financial
statements. DOD’s Total Asset Visibility initiative is designed among other
things to, link inventory information systems to improve asset visibility
and provide the capability for inventory redistribution among DOD
components. OQur recent work has shown that DOD has made limited
progress in achieving departmentwide asset visibility. Specificalty, we
reported the Department’s implementation plan for its Total Asset
Visibility initiative did not address DOD-wide problems with systems
critical to the initiative’s successful implementation.'¢ The Secretary of
Defense’s 2000 Annual Report to the President and the Congress
incorporated a Total Asset Visibility goal of 90 percent. The longer term
Total Asset Visibility goal is 100 percent visibility by 2004.

DOD has long-standing problems accumulating and reporting the full costs
associated with working capital fund operations that provide goods and
services in support of the military services, its primary customers. The
foundation for achieving the goals of these business-type funds is accurate
cost data, which are critical for management to operate efficiently,
measure performance, and maintain national defense readiness.

Federal accounting standards require inventories to be valued based on
historical costs or a method that approximates historical costs. Valuation
is of particular importance to capture the cost of operations in DOD
working capital funds, which in turn is critical to the usefulness of related
performance measures. DOD working capital funds charge their
customers for the support operations provided, including administrative
and overhead costs. Every dollar that the military services spend
inefficiently on DOD working capital fund purchases results in fewer
resources available for other defense spending priorities. Simply stated,
working capital fund overcharges could result in the military services
using more Operations and Maintenance appropriations in the current year
than anticipated; undercharges could result in unanticipated future pricing
increases and additional funding requests.

DOD systems do not capture the information needed to report historical
cost. Instead, inventory records and accounting transactions are
maintained at a latest acquisition cost or a standard selling price. Because
systems do not capture historical costs, DOD working capital funds have
attempted to estimate historical cost through the use of a spreadsheet

¥ pefense Inventory: DOD Could Improve Total Asset Visibility Initiative With Results Act Framework
(GAOQ/NSIAD-69-40, Apr. 18, 1999).
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application. This methodology takes general ledger data at standard price
values or latest acquisition values and revalues the general ledger data to
estimated historical costs. This methodology is dependent, therefore, on
accurate general ledger data. Auditors have previously reported that the
logistical systems and general ledger systerus are not integrated. As a
result, large adjustments are necessary to bring general ledger records into
agreement with logistical records. For example, for fiscal year 1999, the
Navy recorded $1.5 billion, the Army recorded $3.8 billion, and the Air
Force recorded $15.5 billion in adjustments to bring general ledger records
into agreement with logistical records. To illustrate the magnitude of these
adjustments, the Air Force Supply Fund revenue for the year was only
$10.2 billion.

Further, the Naval Audit Service reported!” that an error in the valuation
methodology in 1998 resulted in overstating the cost of goods sold by
$1.2 billion. The Navy was unable to correct this error in applying the
methodology in 1999. Moreover, even if general ledger data are accurate,
the valuation methodology may lack the necessary precision to produce a
reliable estimate of cost of goods sold. For example, the Navy
methodology revatued inventory from $34 billion (selling price) to

$16 billion (historical cost estimate). A 5-percent error in this estimate
would result in a misstatement of $900 million in the Navy’s Supply Fund
reported net operating loss of $9376 million and reported inventory of
$15.8 billion for fiscal year 1999.

Army auditors reported!® for fiscal year 1998 that they were unable to
audit the Army’s application of the methodology because there was
insufficient documentation to support the calculation. Further, Army
auditors reported that inventory balances at year-end improperly included
inventory losses of $5.1 billion and inventory gains of $4.5 billion. Such
gains and losses should be recognized in the net cost of operations in the
period in which they occurred. In fiscal year 1999, Army auditors
reported'® that these problems continued to exist and that removing these
period costs are necessary before an accurate estimate of historical cost
can be developed.

1" Department of the Navy Working Capital Fund, Inventory Records and Valuation (Naval Audit
Service Report No. N2000-0014, Dec. 30, 1999)

18 Army Working Capital Fund FY 98 Financial Statements, Inventory Allowance Accounts (Army Audit
Agency Report No, AA 00-63, Nov. 17, 1999),

Yarmy Working Capital Fund, Principal Financial Statements for Piscal Year 1999 (Army Audit
Agency Report No. AA 00-177, Feb. 10, 2000).
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Broad Simplification Initiatives

Further complicating the inventory valuation issue, inventory levels
reported to the Congress are reported at latest acquisition cost. Although
latest acquisition cost data may be important for budget projection and
purchase decisions, this information may not be appropriate for
performance measurement. Latest acquisition cost can substantially differ
from the cost paid for the item. To iltustrate how this occurs, assume a
military service had 10 items that cost $10 each, so each itern would be
vaiued at $10, or at $100 in total. However, if the service then purchased 1
new item at $25, all 11 items would be valued based upon the latest
purchase price of $25, or $275 in total. The Commander of Air Force
Materiel Command recently testified that such valuation practices distort
DOD's progress toward reducing inventory levels. The Commander stated
the following.

“Each year, inventories of old spare parts were increased in value
to reflect their latest scquisition price (the normal corumercial
practice is to deflate, not inflate, the value of long texih asseis}
Many supply managers who faithfully disposed of unneeded
inventory were surprised at the end of the year to see their total
inventory value increase. As a result, they were subject to great
pressure to further reduce inventory levels. . . The new spares
were needed but funding restrictions prevented purchase of these
parts for several years.”2®

Overall, the effect of increasing prices can be demonstrated by noting that
the Air Force’s $32.6 billion of inventory at latest acquisition cost is
revalued to $18.3 billion to reflect estimated historical costs.

Accurate inventory cost data are also important to measuring operational
performance. A key performance measure is net operating resulls, the
difference between revenue and expenses related to that revenue. Net
operating results are an important factor in setting prices charged to
customers. Navy has acknowledged that due to unreliable
inventory cost data, the reported net operating results for the supply fund
are unreliable and cannot be used in the price-setting process. Several
initiatives are ongoing to address inventory valuation issues, as noted in
the following section.

In addition to the specific initiatives discussed previously, DOD has a
number of broad-based initiatives that are intended to simplify its

3tatement of General George T. Babbirt, USAF, Commander, Air Force Materiel Command, Before
the Subcommittee an Military Readiness, Commitiee on Armed Services, Houss of Representatives,
Dctober 7, 1999
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complicated processes for accounting for inventory. Initiatives such as
these, if effectively implemented, could help achieve the kind of wide-
ranging process changes throughout the department that will result in
long-term improvements in this area.

The Air Force has begun an initiative to revise current inventory systems
1o capture historical costs. S8enjor Air Force finuncial imanagernent officials
helieve that historical cost data by inventory item provide the best
information by which {o manage the supply fund business. A working
group of Navy senjor financial and logistical managers is also considering
the benefits of moving to a historical cost system.

One impediment to valuing inventory at historical cost is establishing a
beginning value for DOD inventory. Much of DOD inventory has been on
hand for many years, and supporting documents may not be available
within DOD systems. We are currently working with DOD officials to
evaluate procurement data available within DOD and other sources to
address this issue.

The Air Force is considering the adoption of private sector practices to
account for repairables, which represent the majority of supply fimd
inventory. The Air Force had a contractor review DOD inventory
accounting and valuation processes versus those of the private sector. The
contractor concluded that adoption of private sector practices, including
the use of historical cost, would simplify accounting fransactions. For
example, under DOD's current accounting procedures, logistical actions,
such as transfers of inventory between locations, changes in condition
code, and turn-in of an asset for repair, result in adjustments to the
financial systems. Under private sector practices, the same transactions
would be recorded in the logistical systems but not in the financial
systemis because they have no impact on inventory valuation. The
contractor estimated that adoption of such private sector accounting
practices would eliminate 155 million general ledger transactions currently
processed by the Air Force, This is an estimated 78 percent reduction over
current Air Foree accounting practices for these types of logistical actions.

The Armay has initiated an effort to consolidate supply fund inventory into
a single stock fund. The Single Stock Fund initiative will integrate
separately managed wholesale and retail stock fund inventories into a
single Army stock fund. By October 2000, stock-funded supplies owned
and managed by installations—currently retail stock fund—are expected
to become wholesale assets to be managed by the Army Material
Command. This initiative is intended to improve the acquisition and
distribution of supply items by eliminating numerous inefficiencies, such
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as duplicative levels of stock and several antomated systes managing the
same inventory, and a lack of central item manager visibility over
inventory at Army bases and installations. Further, this indtiative will
eliminate mudtiple points of sale and credit, billings, and general ledgers,
thus reducing the number of accounting transactions. Army financial
managers expect significant dollar savings to result from this initiative,
although program officials have not yet estimated those savings.

Similarly, in an effort to improve visibility and financial management of
inventory, the Navy changed ownership of over $2 billion of shipboard
repairables from general fund commands to the supply fund during 1998
and 1999. This change provides central visibility and transaction-based
reporting of this inventory.

General PP&E Amounts DOD is responsible for almost one-half of the government's reported

Are Still Unreliable But general property, plant, and equipmer;st2 (Pﬂjﬁﬂ),z* For fiscal year 1998,

" DOD reported a gross value of about $208 billion of general property

TlffOI‘tS Are Ur}deryvay to assets, including $151 billion in real property (land, buildings, facilities,

Address Deficiencies capital leases, and improvements to those assets), $35 billion in personal
property (such as computer software, computer mainframes, and
equipment), and $22 billion in construction-in-progress. For the past 2
years, we have testified before this Subcommittee concerring Defense
financial management and have detailed numerous problems that affected
DOD's ability to value and account for real and personal properiy,
including property in the possession of contractors. Unless DOD knows
the actual (historical) costs of its facilities and equipment, the department
cannot properly depreciate and assign costs to the programs and activities
that benefit from use of those assets. Further, until its systems can
accurately account for the existence and movement of general property,
DOD cannot know the location and condition of those assets or safeguard
them from physical deterioration, theft, or loss.

To address accountability and financial reporting issues, DOD has begun
several initiatives over the past year. Due to the department’s enormous
size and complexity, however, most of its PP&E initiatives are still in

Siatement of Federal Financial Accounning Standards No. § states that general PP&E is any preperty,
plant, and equipment used in providing goods and services. It wypleally has one or more of the
follawing characteristics: (1) it could be used for alternative purposes {e.g., by other fedetal programs,
state, or local goverrinents, or nangovernmental entities) but is used 1o produce goods or services, or
to suppott the mission of the entity, (2) it is used in business-typs aclivitics, or (3) it is used in
activities whose cosis can be compared to those of other entities perforing similar activiies (e g,
fedleral hospital services in comparison to other hospitals).
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Real Property

process and have not yet fully affected its operations or the reliability of
amounts reported.

DOD's real property represented more than 70 percent of its reported
PP&E for fiscal year 1999. Last year, DOD took a step forward to address
one of its long-standing PP&E problems, the valuation of its beginning real
property balances. Specifically, the department obtained contractor
assistance in validating its recorded real property amounts {or
recommending ways to develop auditable values), compiling reported
PP&E dats, and helping to mairtain accurate property records. The
contractor sampled and surveyed nearly 1,300 real properties, estimated a
current replacement cost for each, deflated that cost back to the
property’s acquisition date, and compared the deflated replacement cost to
the cost recorded in DOD's property database. All major DOD components
except for the Corps of Engineers were included in this effort.

The contractor has finished its work and reported the results of its
validation effort.22 Because we and the DOD audit, community have not yet
completed our reviews of the contractor’s work, we cannot address the
methodelogy or conclusions at this time. It is our understanding that the
valuation effort has provided results at 2 DOD and servicewide level
(Army, Navy, and Air Force) but not at lower levels that are used for
reporting, such as the Anmy Working Capital Fund or DLA. Therefore, the
results may not support determining the cost of many DOD activities or
the calculation of user fees and other reimbursable charges.

As agreed, the contractor’s valuation effort was limited to real property on
DOD's books at September 30, 1998. Therefore, in order to evaluate the
reliability of recorded values at Septernber 30, 1999, DOD auditors needed
to test real property transactions—additions, deletions, and
medifications——that oceurred during that fiscal year. Having valuation
results as of September 36, 1998, will not be useful to DOD if it cannot
maintain a reliable balance going forward. Component audit tests showed
that DOD continues to lack the necessary systems and processes to ensure
that its real property assets are promptly and properly recorded in real
property databases. For example, auditors found the following
deficiencies.

Real property transactions are not promptly recorded. As reported, Army
auditors reviewed about $408 million in real property addition, deletion,

L Department of Defense Real Property Validation Phase T, Aceuracy Test Results (PWC Conteact No,
GS23F-8126H, Delivery Order MDA 210-99-8001, Task 2.2, Deliverable 2.3, Dec. 9, 1999).
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and maodification transactions recorded during fiscal year 1999 and
determined that $113 million of those transactions should have been
posted in prior fiscal years. Army auditors also identified $43 million in
unrecorded real property transactions.2? Air Force auditors identified

' backlogs of unprocessed real property transactions totaling approximately
$781 million at 46 of the 39 locations audited.® In addition, Air Force
auditors found that real property constructed under multi-facility
construction condracts was not always recorded until construction was
completed on all facilities under the contract, Navy auditors also found
that real property assets were not being recorded when construction was
completed. Because Navy activities did not consider contracts complete
for purposes of removing assets from construction-in-progress until the
final payment was made, auditors found over $55 million of unrecorded
new construction or improvement costs at two locations.

Navy auditors also found that Base Realignment and Closure (BRAC)
funded property transactions were not always recorded in Navy databases.
While costs associated with closing activities should be expensed, some
costs incurred to realign activities should be capitalized, such as new
construction or major improvements. Navy auditors identified millions of
dollars of newly constructed or improved assets paid for by BRAC funds
that were not captured in the Navy’s accountability and financial reporting
databases. For example, the $4.3 million renovation costs associated with
a building that the Naval Audit Service moved into in June 1999 and

$18.4 million in capital improvements at the Naval Facilities Engineering
Command (NAVFAC) headquarters building were not recorded in the
Navy’s database.

Sufficient controls over processing and reporting real property amounts
did not exist. For example, Navy auditors found that reconciliations
between accountability and financial reporting systems are not always
performed. Navy anditors identified over $10 million in discrepancies
between the Navy working capital fund accountability and financial
reporting records at one location and noted a more than $13 million
difference at. another location. Air Force auditors found that acquisition
costs reporied by the Air Force for fiscal year 1999 were overstated by
$3.4 billion due to compilation erroxs related to the costs of buildings and
other structures at 15 installations. In addition, Air Force auditors could

2 Army's General Fund Principal Financial Statemsnts for Fiscal Year 1996, Summary Audit Report
(Army Audit. Agency Report No. AA 00-188, Feb. 9, 2000),

Y Opinion on Fiscal Year 1999 Consolidated Financial Statements (Air Force Audit Agency Report No,
99053002, Feb. 9, 2000).
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Personal Property

not obiain supporting documentation for about $1.8 billion of the Air
Force’s $2.8 billion of construction-in-progress amounts reported for fiscal
year 1999,

DOD must quickly address the probleras that the anditors identified during
their fiscal year 1999 testing related to backlogs and the proper recording,
reconciling, and reporting of new property transactions. Until DOD has the
systems and processes in place to maintain accurate, up-to-date property
records, any valuation baseline will not be sustainable and accountability
for real property will not be ensured.

As discussed in our testimony last year, the most important issue related
to personal property is the accuracy of the underlying accountability
records. DOD's draft accountability regulations support this position and
require that all assets valued at $2,500 or more be in property databases
for aceountability purposes. Also in line with this, the DOD Comptroller
and the military serviees have redirected their personal property efforts to
first ensure the accuracy and sustainability of personal property databases
before atternpting to address any valuation issues. The audit community
and the Office of Management and Budget have agreed to and support this
approach as prudent and consistent with the goals of the Chief Financial
Officers Act.

DOD and the military services have recognized that major changes, such
as implementation of standard automated systems and operating
procedures, are necessary to ensure accountability and financial control of
personal property. To move toward these goals, the military services
general fund activities, which are responsible for most personal property
reported by DOD, have begun implementing short-term initiatives over the
past year, such as performing or testing personal property inventories,
providing training to personnel responsible for maintaining the data, and
developing procedures and controls to ensure the reliability of fulure
transaction processing.

For example, the Department of the Navy has been working to ensure ithe
reliability of its personal property records by standardizing its personal
property processes and procedures and actively implementing the Defense
Property Accountability System (DPAS) at locations worldwide. Gver the
past year, the Marine Corps has performed and reconciled the results of
wall-to-wall physical inventories of assets valued at $2,500 or more and has
fully implemented DPAS at 30 sites. The benefits of the wall-to-wall
inventories are easily understood when you consider that at one location
alone, the number of assets recorded in the accountability database
increased by over 35 percent, which added 478 items to the originally
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reported 1,375 items, while the dollar amount increased by 28 percent, or
about $700,000 more than the beginning value of $2.4 million. The Navy's
efforts to conduct inventories and iraplement DPAS at Navy sites are still
ongoing, ’

The Army and Air Force general fund activities are also beginning to focus
on accountability. The Army has begun to implement DPAS to report its
personal property. However, during fiscal year 1999, it temporarily
suspended implementation of DPAS at some of its major installations due
to problems encountered in converting logistical data from existing
databases. As a result, as it had for fiscal year 1998, the Army relied on
data calls 1o obtain information on equipment balances for financial
reporting because it had no central system. Although the percentage of
units responding to the Army’s data calls increased from 78 percent for
fiscal year 1998 to approximately 97 percent for fiscal year 1999, only

$857 million was reported for equipment—an over $800 million decrease
from the prior year.2® Army officials were unable to explain this 48 percent
decrease. To address these problems, the Army remains committed to
DPAS and hopes to complete its implementation at general fund sites by
the end of fiscal year 2000. They have also hired a contractor to test the
accuracy of the assets reported in DPAS.

Rather than implement DPAS, the Air Force has chosen to modify its three
personal property systems, the primary one being the Air Force Equipment
Management System (AFEMS), to meet accountability and reporting
requirements for assets that individually equal or exceed DOD'’s financial
reporting capitalization threshold of $100,000. Over the past year, the Air
Force has added data fields to AFEMS to establish detailed records for
these higher valued assets. Also, during fiscal year 1899, Air Force
activities verified the existence of assets recorded in AFEMS that were
valued at $100,000 or more. Assets in AFEMS that were less than DOD’s
$100,000 capitalization threshold, but exceeded DOD's §2,500
accountability threshold, were not included in this verification effort, As of
Mareh 2000, personal property assets that did not meet DOD's $100,000
financial reporting threshold accounted for over 99 percent of the total
number of personal property assets recorded in AFEMS and
approximately 45 percent (or $6.4 billion) of the total reported personal
property value. Many of these assets are “p “2d” in AFEMS rather than
controlled at a serial mumber level, which may impede any efforts to
ensure that assets below $106,000 are recorded in the database for

2B Army's General Fund Principal Financial Statements for Fiscal Year 1999, Summary Audit Report
(Army Audit Agency Report, No. AA 00-16§, Feb. 4, 2000).
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visthility and accountability purposes. Air Force officials have indicated
they have initiated a change in their systems and processes to eliminate
these pools and provide individual accountability for items over $2,500. In
addition, they have hired contractors to validate that the existing assets
are properly reflected in AFEMS.

Although issues such as DOD’s capitalization threshold, depreciation
periods, and systems integration do not affect current personal property
efforts as Iong as those efforts focus on accountability consistent with
DOD regulations, they do affect financial control and reporting for both
real and personal property. To begin addressing some of these issues,
DOD hired coniractors to advise the department on appropriate
capitalization thresholds and depreciation periods for real and personal
property. The contractors have issued their reports concurring with DOD’s
current $100,000 threshold for financial reporting and depreciation
periods, but' they noted that the databases they analyzed may not have
been appropriate, complete, and accurate. For example, as we previously
discussed, the Marine Corps’ wall-to-wall inventories have identified
significant mumbers of assets not included in their personal property
databases. In addition, the databases that were analyzed may not have
included approximately $20 billion of personal property held by
contractors—an amount that was not reported in DOD's financial
statements but which represents more than half the gross value for
personal property that was reported for fiscal year 1898, The contractors
also recommended that if adjustments are made to the underlying
databases or if fata integrity is improved, DOD should reevaluate the
study’s results. We have not yet reviewed the contractors’ work but we
agree that the liritations they cite couid directly affect the materiality and
appropri s of the reco led capitalization threshold and the
effect of the current depreciation periods. To ensure that the contractors®
recommendations are appropriate, DOD needs to evaluate the accuracy of
the databases that were used and amalyze the full irapact of property
exchuded from the study.

Although each of the services has various short-term initiatives to improve
accountability, long-term sustainability and efficiency require systems
integration—acquisition and payment systems must be linked with
property accountability systems. The Navy, recognizing the usefulness of
system interfaces to maintain accounfability and financial contral, has
established a working group with DOD's DPAS office to begin developing
electronic interfaces in accordance with the financial management
systemis requiretnents of the Federal Financial Management Improvement
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Problems Persist With
Data and Reporting on
National Defense Assets

Incomplete Data and Financial
Reporting

Act of 1996.2 The Army also has efforts under way and systeras under
development to provide needed interfaces. The Air Force has asked audit
personnel to review its property systems under development and ensure
that required integration is considered during development. To support
these efforts, DOD has established a Property System Implementation
Steering Commiittee, chaired by the Director of Acquisition Resources and
Analysis, to emiphasize property issues affecting the department and begin
addressing those issues.

Beginning with fiscal year 1998, DOD was required by federal accounting
standards to report its national defense assets” in a stewardship report,
which is treated as required supplementary information in its financial
statements, rather than on its balance sheet. The reported cost of this
equipment in fiscal year 1997—the last year for which such information was
reported on its balance sheet-was more than $600 billion. In its fiscal year
1999 financial report, DOD did not report on its national defense assets in
accordance with accounting standards. Instead of reporting total costs of
these assets as required by the standards, DOD reported quantities only for
major weapons systems and real property, and yearly dishussements for
items bought with procurement funds. This reporting is based in part on
proposed amendments to the accounting standards, but the amendments
were not passed when voied on in October 1999, In addition, DOD
continues to experience problems in accumulating and reporting accurate
information on its national defense equipment, as well as foreign sales
activity related to these assets. The military services have made some
improvements on these issues and are continuing to work toward more
reliable logistical data for these assets,

Inforrnation on national defense assets remains a concern because, for
fiscal year 1999, (1) it is incomplete and (2} activity during the year is not
propexly recorded.

The national defense asset quantities reported for fiscal year 1993 are
incomplete primarily for two reasons. First, DOD policy instructed the
services to report only certain categories of national defense assets and

%The Federel Financial Managernent Improvement Act of 1996 provides a legislative mandate to
implement and maintain fnancial ters that jalty comply with federal
financial Ssysters requirements, federal & i andthe U8
Standard General Ledger.

xatioual defense assets consist Of weapons syStems, Weapons Systems support cquipment, mission
support equipment, and weapons systems support real property.
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specifically excluded two of the major categories—support principat end
iterns,? such as aircraft engines and radars, and mission support
equiprent,? such as nontactical vehicles and cryptographic systems. As a
result, thousands of different types of support equipment costing billions
of dollars were not reported anywhere in DOD's financiai report. For
example, the Army reported quantities for only 273 types of equipment out
of more than 1,800 types. Unreported items include

Army communication equipment with an estimated value of $5.7 billion,
Navy aircrafi engines with an estimated value of $7.6 billion, and

over 2,300 Air Force elecironics systerns pods thar attach to aircraft, with
costs ranging from over $1 miilion to $5 million each.

Second, some iterns may not have been reported because they are not
recorded in any centralized asset visibility system. Because the services
cannot identify all of their assets through a centralized system, each
service had to supplement its automated data with manual procedures to
collect the information. For example, the Army again conducted an Army-
wide data call as it had in fiscal year 1998 to capture iters not reported in
its centralized systems. ltems identified as a result of this data call that
were not included in the Army’s centralized systems included 56 airplanes,
32 tanks, and 36 Javelin command-launch units. The Air Force had fo use
manual procedures to compile its rissile data from 2 number of different
systems and to try to avoid double counting and/or omissions. The Navy
had to obtain data on ballistic missiles from inventory control personnel
who maintain local spreadsheets on the missiles at two Navy facilities. The
use of manual procedures, such as data calls, results in Jess reliable
information because it is dependent on individuals responding promptly
and accurately. For example, only 78 percent of Army units respondedtoa
data call in time for its fiscal year 1998 reporting. Although this percentage
increased to 97 percent for fiscal year 1999, the reliability of the
information from the data call was not tested. Furthermore, the necessity
for mannal procedures prevents DOD from having visibility over all of its
assets and the day-to-day information needed to effectively manage its

Bsuppart principal end items are ftems sequired (o Support weagons systerns and razy ultimately be
incarporated in weapons systems.

Dtission support equipment is deplayahle equipient that (1 is essential to the effective operation of
a weapon systea or is used by the military serviees to carry out their military missions, (2) has an
indeterminate vr unpredictable useful life, and (3) is at very high risk of being destroyed or becoming
prematurely obsoiete.
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operations. For example, DOD's lessons learned studies from Operation
Desert Storm highlighted combat support problems associated with
tracking the status and location of personnel and supplies. As previously
mentioned, DOD has a goal of 100 percent visibility over its assets by 2004,

The services have historically been unable to maintain information on
additions and deletions for most of their national defense assets. While
some progress has been made toward improving this data, auditors found
that much of it was stil} unreliable for fiscal year 1999, Reliable
information on additions and deletions is an important internal control to
ensure accountability over assets. Without integrated accounting,
acquisition, and logistics systems to provide accounting controls over
asset balances, this control is even more important. For example,
acquisition personnel should be able to review indormation on additions to
ensure that all assets acquired are reported in logistics systems. I such a
control is not in place, DOD cannot have assurance that all items
purchased are received and properly recorded.

Further, since October 1998, we have issued four reports identifying
internal control weaknesses in DOD's foreign military sales program that
includes sales of national defense assets and services to eligible foreign
countries. Most recently, on May 3, 2000, we reported® that the Air Force
did not have adequate controls over its foreign military sales to ensure that
foreign customers were properly charged. Specifically, our analysis of
data contained in the Defense Finance and Accounting Service’s Defense
Integrated Financial System as of July 1999, indicated that the Air Force
might not have charged FMS customer trust fund accounts for $540 million
of delivered goods and services.

In performing a detailed review of $86.5 million of these transactions, we
found that the Air Force was able to reconcile about $20.9 million.
However, of the remaining $75.6 million, the Air Force had either

« failed to charge customer accounts ($5.1 mittion, 22 transactions);

« made eryors, such as incorrectly estimating delivery prices ($44
million, 11 transactions); or

0 poreign Military Sales: Alr Force Contrals Over the FMS Program Need Improvement (GAO/AIMD-
40-101, May 3, 2000),
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Improvement Initiatives

* could not explain differences between the recorded value of delivered
goods and services and corresponding value of changes to customer
accounts, ($26.5 million or 19 transactions),

Each military service has taken some actions to iraprove its national
defense asset data. Some of these actions are short-term solutions, while
others are intended to provide longer term, permanent improvements in
the way the data are maintained. For example, the Navy is currently taking
a servicewide inventory of all of its aircraft engines to improve its data for
these assets. While this might result in accurate data for a given point in
time, longer term—both with respect to the design of the systems and to
basic transaction processing—logistics system changes are needed to
ensure that the data remain acceurate. An ongoing, longer-term
mprovement effort involves a new working group that is trying to improve
ship and boat data. The group is developing new software and has
developed new guidance for managing ship and boat information,
inchuding guidance for an annual inventory validation and for boat
disposals. In another effort intended to improve all of the Navy’s national
defense asset data, the Navy has hired a contractor to evaluate ils systems,
methods, processes, and procedures used to account for its national
defense assets.

The Army has made several short-term improvements in its national
defense asset information and is also developing a long-term solution.
Most of the short-term efforts stemmed from lessons learned during the
fiscal year 1998 financial reporting process. For example, the Army
improved its method for determining which assets should be reported as
national defense, and it gained a better undersianding of the types of
information available in its myriad logistics systems. These lessons learned
should help it develop needed systems improvements in the future,
including the development of its Logistics Integrated Database {LIDB},
which is intended to eventually replace and/or integrate many of its
existing logistics systems. Army logistics officials have commented that
the efforts taken to comply with the reporting requirernents for national
defense assets have been very beneficial to the Army because the process
has resulted in more accurate property records which are used for
procurement and deployment decisions.

The Air Force acknowledged that it was not able to identify all of its
national defense assets for fiscal year 1599, but it is working to improve
several of its logistics systems. It has reported that it is developing
interfaces for all of its munitions systems so that manual procedures will
not be necessary in the future to develop accurate missile data. It also
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expects 1o have complete, reliable information on all of its electronics
systems pods in one logistics system by the end of this fiscal year.

Each of the services also made some progress toward improving
information on additions and deletions activity during the year. For
example, according to Air Force auditors, the Air Force now has accurate
additions and deletions for its aircraft engines. The Army has considered a
number of different options for tracking additions and deletions to its
equipment, and while it does not yet have a solution in place, Army
officials expect to have a plan to incorporate this information into their
new Logistics Integrated Database by June 30, 2000. The Navy has
developed new forms to better document additions and deletions for its
boats and new procedures for documenting the transfer or disposal of
aircraft engines.

In addition to the services’ individual efforts, DOD is continuing to
undertake initiatives to improve departmentwide asset visibility and
tracking. The department’s Global Combat Support System (GCSS)
strategy—its approach to providing the technological base needed to
rapidly deploy support to the warfighter—incorporates a mmber of such
initiatives. For example, its Total Asset Visibility (TAV) initiative is
intended to provide department-level access to timely and accurate
information on the status, location, and movement of all assets, including
national defense assets.

Because of the recognized problems with national defense asset
information, and the lack of an audit requirement for these assets, the
audit community in the past year focused on supporting and reviewing
improvement efforts, rather than conducting any significant tests of data
and systems. Under the National Defense Authorization Act for Fiscal Year
2000, the DOD Inspector General is required o review national defense
asset data submitted to the Congress for fiscal year 1989. Such a review
should help determine the success of DOD’s improvement efforts so far, as
well as identify those areas requiring further improvement.
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Improvements in
Environmental/
Disposal Liability
Reporting But
Additional Issues
Need to Be Addressed

DOD has taken important steps to implement the federal accounting
standards* requiring recognition and reporting of liabilities associated
with environmental cleanup and disposal. The department issued
accounting policy? consistent with these standards and has begun
implementing those policies for nuclear weapons systems and training
ranges, in addition to efforts already taken to address environmental
restoration and chemical weapons disposal. In addition, working groups
comprised of officials from the responsible DOD functional areas (such as
Comptrolier, Environmental Security, and Acquisition, Technology, and
Logistics) and the audit community have been established.

DOD still faces significant challenges in this area. Specifically, (1) all
potential liabilities were not considered, (2) estimates need to be refined
to ensure that assumptions and methodologies are consistently applied,
and {3} support for the basis of reported estimates continues {o be
inadequate. To ensure that the reported amounts of environmental and
disposal liabilities are complete and reliable, adequately reflecting DOD’s
obligation to clean up and dispose of hazardous and other wastes, DOD
will need to address these issues. While DOD has made great progress
toward developing more complete estimates of these costs, until these
efforts are complete, the Congress will not know the full extent of future
resource requirernents necessary to fund cleanup and disposal efforts
based on current laws and policies,

DOD reported approximately $80 billion in estimated liabilities in its fiscal
vear 1999 financial statements, including for the first time approximately
$34 billion for training range cleanup and nearly $11 billion for disposal of
nuclear-powered aircraft carriers and submarines. For fiscal year 1998,
only $34 billion was reported for estimated environmental Liabilities. The
time frame in which the fiscal year 1999 estimates were developed did not
permit the audit community to perform adequate audit procedures to
determine their reasonableness. DOD'’s failure to report these costs in
prior years was among the most significant deficiencies that we previously
reported to this Subcommittee,

Hgratements of Federal Financial Accosnting S o 5, fng for LizbiTities of the
Federal Government and No. 6, Aecounting for Property, Plant, and Exquipraent.

pOD Financial Management Regulation, volume 4, chapter 13, Acerued Environmental and

Nonenvirenmental Disposal Cost Lizbilitics and chapter 14, Accrued Environmental Restoration
{Cleanup) Liabilities.
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Potential Liabilities Not
Considered in Current Year
Estimate

To date, DOD has focused on those liabilities expected to involve the
largest amounts (nuclear weapons systems and training ranges). Going
forward, DOD will need to address estimates for other weapons systems
and conventional munitions. DOD needs to analyze the potential liability
for disposing of these types of items and determine whether these
estimates would be significant and thus need to be reported. If so, it will
need to develop methodologies to support such estimates. Further, DOD
has just begun to consider the significance of costs associated with the
ultimate disposition of ongoing operations.

The Congress has also recognized the potential for significant costs
associated with disposal. The National Defense Authorization Act for
Fiscal Year 1995% required that the Secretary of Defense analyze the
environmental costs of major defense acquisitions as part of the life-cycle
costs of the programs. However, recent IG audits of several major
weapons systems programs, including the Black Hawk helicopter and F-15
aircraft, have found that life-cycle cost estimates did not include costs for
demilitarization, disposal, and associated cleanup.® These disposal cost
estimates are important to consider before proceeding with a major
acquisition because this information can contribute to the ongoing
dialogue on funding comparable weapons systems. Compliance with the
Fiscal Year 1955 Defense Authorization Act would also provide data
critical to ensuring more complete and reliable financial statement
reporting. In addition, the Senate Committee on Appropriations has
required that DOD develop disposal cost estimates for munitions.?

DOD must also ensure consistent application of methods and assumptions
regarding aircraft disposal cost estimates. The Navy's financial statements
included an initial estimate of $331 million in fiscal year 1999 for disposal
of fixed-wing and rotary-wing aircraft. HHowever, although it reported twice
as many aircraft as the Navy, the Air Force has not yet reported
environmental and disposal liabilities for these weapons systems.

We are working with the department to identify other weapons systems
that might have significant cleanup and disposal liabilities and approaches
for estimating those liabilities. For example, the department’s costs 1o

33public Law 103-337, Oct. 5, 1994,

3 Hazardous Material Management for the Black Hawk Helicopter Program (DOD 1G Report No. 99-
242, Aug. 23, 1999) and Hazardous Material Management for the F-15 Aircraft Program (DOD 1G Report
No. 00012, Oct. 15, 1999).

BReport on the Fiscal Year 1995 Defense Appropriations Bill (Senate Committee on Appropriations,
Senate Report 103321, July 29, 1994)
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dispose of conventionally powered ships would be at Jeast $2.4 billion,
based on applying the Navy's estimated average cost, of $500 per ton of
displacemertt used to estimate disposal costs for its inactive fleet. In
addition, we previously estimated that the conventional munitions

‘disposal liability for Army alone could exceed $1 billion*

With regard to ongoing operations, costs of cleaning up and disposing of
assets used in these operations may be significant. Significant
environmental and disposal costs are to be recognized over the life of the
related assels to captlure the full cost of operations. We are working with
DOD to assess whether operations, such as landfills and utilities (including
wastewater treatment and power generation facilities), will ultimately
have significant environmental costs associated with closure. For
example, Edwards Air Force Base officials provided us with alandfill
closure cost estimaie of approximately $8 million. In addition, post-closure
maintenance costs, such as monitoring in excess of $200,000 annually for
30 years, are not included in this estimate. To provide some perspective on
the potential scope of these operations, the Army alone reported 65
landfills that, based on the Air Force estimated cost data, could cost nearly
$1 billion to close and monitor.

Further, environmental and disposal costs must also be considered in the
department’s plans to analyze its more than 2,000 utility systems for
privatization. If these costs prove sigrificant to DOD, they should be
considered in any cost-benefit analyses developed by the department in
deciding to retain or privatize these functions.

Cleanup and Disposal Cost
Estimates Need to Be
Refined

Information on the estimated training range cleanup costs was not
available in sufficient time prior to the statutory release date of the
financial statements to enable the audit community to perform adequate
work to determine the reasonableness of reported estimates. However, we
were able to perform a limited analysis of DOD's first-time effort to
develop complete cleanup cost estimates for training ranges. We
previously testified on the significance of the department’s unreported
liability for training range cleanup, including removal and/or containment
of unexploded ordnance and remediation of chemical contamination, DOD
took initial steps to address this deficiency in fiscal year 1999 by reporting
approximately $34 billion for cleanup of training ranges, accounting for

M Financial Management: DOD's Liability far the Disposal of Conventional Ammunition Can Be
Estimated (GAO/AIMD-08-32, Dec. 19, 1997),
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over 40 percent of its total reported environmental/disposal liabilities,
which we view as an important step forward.

The training range cleanup liability is comprised primarily of cost
estimates for active, inactive, and closed Navy/Marine Corps ranges of
approximately $31 billion. The Navy reported this to be a minimum
estimate based on assumptions of “low” contamination and
cleanup/remediation to “limited public access” levels, for uses such as
livestock grazing or wildlife preservation but not for human habitation.
Based on these assumptions, the Navy used a cost factor of $10,000 per
acre. Although the Army also has significant exposure for training range
cleanup liabilities, it reported only $2.4 billion for ranges on formerly used
defense sites and closed ranges on active installations. The Army assumed
one closed training range per base for the active installations. However,
because the Army has not developed a complete range inventory nor
recorded any lability for active or inactive ranges, this approach may have
significantly understated its lability. To illustrate the potential magnitude
of Army training range cleanup, applying the cost factor used by the Navy
1o estimated range acreage of the Army’s National Training Center at, Fi.
Irwin, California, would result in a cleanup cost estimate of approximately
34 billion for that installation alone.

DOD has cited the lack of guidance on the scope of range cleanup
requirements as an impediment to reporting the cost of ¢leaning up the
ranges. In this regard, DOD has been working with the Environmental
Protection Agency (EPA) for several years to finalize the Range Rule that
will provide a framework for developing an inventory of ranges and
assessing the level of cleanup required.>” After finalizing this rule, DOD
will need to develop specific implementation guidanice to ensure
consistent application across the military services. This guidance will need
to address the assumptions to be applied in estimating cleanup costs,
including those related to risk levels and cleanup thresholds.

Cost estimates should alse be refined for changes in cleanup/disposal
schedules. For example, DOD reported a liability of approximately
$8.9 billion in its fiscal year 1999 financial statements for chemical
weapons disposal. Initial estimates to comply with the United Nations-
sponsored Chemical Weapons Convention were based on a 2007

Fon March 7, 2000, DOD and the Environmental Protection Agency Issved Interirn Final Managemen,
Principles to adtiress ongoing range response actions until the final version of the Range Rule is
promulgated
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completion date. However, we recently reported® that while 90 percent of
the stockpile could be destroyed by the 2007 deadline, schedule slippages
assoctated with the remaining 10 percent are likely to occur because of
additional time required to validate, certify, and obtain approval of
technologies to dispose of the remaining stockpile of chemical weapons.
These schedule slippages will likely result in additional program costs.
Historically, schedule delays have been found to increase direct costs such
as labor, ernergency preparedness, and program management.

Support for the Basis of Last year the DOD IG reported® that the basis of estimates for significani,
Estimates Remains recorded liabilities—primarily those related to restoration {cleanup) of
Inadequ ate sites contaminated from prior operations—was not adequately supported,

and those problems persist. Service auditors continue to find that
significant portions of the reported restoration liabilities lack adeguate
support for the basis of cost estimates. To address this deficiency, the
Deputy Under Secretary of Defense (Environmental Security) issued a
policy requiring that the basis of cost estimates be properly documented 4
While this step is critical to resolving this issue, implementation issues
remain, such as ensuring that the appropriate personnel receive the
guidance and are properly trained on its implementation. For example, the
Army Audit Agency found that the guidance was not properly
disseminated to project managers and others preparing project cost
estimates. ¥

i DOD provides health care benefits to military retirees and their families
TOgress n
. . aqn through its own military treatment facilities (MTF) and by using civilian
Estlmatmg Mﬂltal'y providers. BEach year, the DOD Office of Actuary and its contractors
Post-Retirement develop an estimate of DOD's future Hability for providing these benefits.
PR T At September 30, 1999, the expected cost for future retiree health care
Health Care Llablhty benefils was estimated ai $196 billion.

B8 Chemical Weapans Disposal: Improvements Needed in Program Accountability and Financial
Management (GAONSIADL0-80, May 8, 2000).

%8 Data Supporting the DOD Environmental Line fem Liability on the FY 1998 Financial Statements
(DOD IG Report No. 99-209, July 9, 1995).

“Supplemental Management Guidance for the Defense Environmental Restoration Program (DOD
Deputy Under Secretary of Defense (Environmental Security) Aug. 1999),

‘lArmy's General Fund Principal Financial Statements for Fiscal Year 1890: Financia! Reporting of
Liabilities (Arny Audit Agency Report No. AA 00-290, Apr. 21, 2000)
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In last year’s testimony, we reported that DOD's estimated retiree health
benefits liability was unreliable because DOD did not have accurate and
complete cost data on which to base its calculation, used old and
incomplete historical claims data, and relied on unsupported clinic
workload data related to outpatient visits. Although these problems still
exist, the Office of Actuary and Office of Health Affairs have made
raeaningful progress in improving the processes and underlying data on
which the lizbility estimate is based. For example, the Liability reported in
fiscal year 1098 was based on 1894 claims data—a 4-year lag—while the
1999 liability was based on 1997 data—a 2-year lag. Moreover, the 1998
liability used outpatient claims data from only 15 of 121 MTFs while the
1999 liability had outpatient information for all MTFs. Better and more
complete data resulted in a $37.5 billion decrease, nearly 17 percent, in
DOD’s estimated liability for retiree health benefits. These kinds of
improvements in claims and workioad data will also benefit DOD's ability
to manage its health care programs, make health care-related decisions,
such as whether to outsource certain medical treatments or provide them
in MTFs, and evaluate legislative options regarding benefit changes.®

To help focus improvement efforts, the Office of Actuary recently
conducted a thorough analysis of the various factors that affect the
magnitude and reliability of its actuarial estimate. The analysis identified
asswaptions regarding future interest rates and medical trends, program
withdrawal and death rates, and measures of current cost and services
provided as the key drivers of the future cost of health cure benefits. This
type of analysis is important because it shows that, for example, if current
MTF eosis change by only 1 percent, DOD's future liability will change by
more than a billion dollars.

Despite the sensitivity of the liability to current costs, DOD has had to use
obligations in its calculation and for making many program decisions
because it does not have actual cost information for its MTFs. However,
budget obligations do not reflect the full cost of providing health care
because they do not include, among other things, civilian employee
retirement benefits that are paid directly out of the Civil Service
Retirement and Disability Fund rather than by DOD or depreciation costs
for medical facilities and equipment. In addition, health program budget
obligations attributable to wartime readiness are not distinguishable from

425y recent testimony before the House Subcammittee an Military Personnet, we discussed several

legislative proposals that have been introtuced to expand and enhance rititary health benefits for
older retirees, See Detense Health Care: Observations on Proposed Benefit Expansion and
Overcoming TRICARE Obstacles (GAO/T-HEHS/NSLAD-00-129, Mar. 15, 2000).
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those associated with peacetime care.®® Consistent with our priar advice,
DOD now agrees that full cost should be used to estimate the retirement
health benefits liability and plans to do so for fiscal year 2000. To this end,
representatives from Health Affairs, the Comptroller’s Office, Office of
Actuary, DOD Inspector General and GAO have established a Full Cost
Working Group, which has begun addressing the completeness and
accuracy of recorded costs as well as determining the portion of health
care costs associated with retirees. In addition to improving the liability
estimate, DOD needs reliable cost data to propetly allocate health care
resources, decide whether to outsource certain services, sct third party
billing and interagency cost rates, and benchmark its health care delivery
system with those of other providers.

The proper allocation and growth rate of pharmacy costs are other factors
that could have a significant impact on future retiree health care costs. For
purposes of calculating the Kability, DOD has been making the assumption
that its patient population uses pharmacy resources equally; however,
preliminary evidence suggests that retirees use more outpatient pharmacy
resources than nonretirees, Furthermore, pharmacy costs are increasing at
a faster rate than other medical costs, yet DOD has been applying the same
medical trend rate to all outpatient costs. We estimated that DOD
pharmacy costs increased 13 percent from 1985 through 1987, while its
overall health care costs increased 2 percent for that period # DOD is
currently analyzing the effect of separately estimating the pharraaceutical
component of the health benefits liability. This analysis will be even more
important if legislation currently being proposed, which includes
increased pharmacy benefits for retirees eligible for Medicare, is enacted.*

DOD and its auditors have identified other needed improvements in
patient care and demographic data. DOD has been using exampies of
biatant data errors, such as negative costs for some surgery clinics and
obstetrics services provided to male patients, to stress to its own staff and
to health care contractors the iraportance of its improvement etforts.

3wartime readiness rofers to maintaining the heulth of sexvice menbers and treating wartinie
easualties, wherens peacetine care rofers 1o providing for the health care needs of the families of
activehuty mersbers, retivees, and their families and survivors

Hpefense Health Care: Fully Integrated Pharmacy System Wouldd lmprove Service and Cost-
Effectiveness (GAOMTEHS98-176. June 12, 1998).

#5proposed jon to expand Med ligible uniformed services retirees' eligibility for certain
Defense pharmacy programs was intraduced in the Senate on January 7, 2000, as S2013, the
“Honoring Health Care Corunitments to $ervicemembers Past and Present Act of 2000.7
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Similarly, the DOD 1G4 has reported that workload data are problematic-—
medical services cannot be validated either because medical records are
not readily available or outpatient visits are not adequately documented.
The DOD 1G also reported that MTF outpatient visits are often double
counted and that many telephone consultations have been incorrectly
counted as visits, perhaps due to the lack of standardized appointment
types. An accurate count of patient visits by clinic and type is necessary
for DOD to make the proper allocations of medical personnel, supplies,
and funding.

To address access and workload shortcomings, DOD recently issued a
letter directing MTFs to ensure that medical records are readily available
and has begun moving toward standardized appointment types and to
electronic patient records that would be accessible by alt MTFs. DOD also
established a Data Quality Integrated Program Team, which is currently
considering other data quality improvements. In addition, DOD has
developed procedures for reconciling financial, workload, and labor hours
to the data sources. When fully and effectively implemented, these
procedures should improve the reliability of underlying data used in
managing [DOD's health care programs.

DOD Net Cost.
Information Is
Unreliable

Our audit of the U.S. government’s consolidated financial statements for
fiscal year 1999 found that the government was unable to support
significant portions of the $1.8 trillion reported as the total net cost of
government operations. Federal accounting standards require federal
agencies to accumulate and report on the full costs of their activities.*?
DOD, which represents $378 billion of the $1.8 trillion, was not able to
support its reported net costs. Although we have seen some improvements
in DODY's ability to produce reliable financial information, as noted
throughout this testimony, capturing and accurately reporting the full cost
of its programs remains one of the most significant chailenges DOD faces.

DOD needs reliable systems and processes to appropriately capture the
required cost information frorm. the hundreds of millions of transactions it
processes each year. To do so, DOD must perform the basic accounting

Dtz Supporting the PY 1998 DOD Military Revirement Health Benefits Liability Estinate (DODIG
Report No. 90-127, pr. 7, 1999).

¥statement of Federal Financiat i No.4, fad Cost A
requires accumulating the full cost associated with an entity’s autput through appropriate costing
ies or i
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activities of entering these transactions into systems that conform to
established systems requirements, properly classifying transactions,
analyzing data processed in its systems, and reporting in accordance with
requirements. As discussed later, this will require properly trained
personnel, simplified processes, systems supporting operational and
accounting needs, and a disciplined approach for accomplishing these
steps.

Because it does not have the systems and processes in place to reliably
accurnulate costs, DOD is unable to account for several significant costs of
its operations, as discussed in this testimony. Specifically, the accuracy of
the department’s reported operating costs was affected by DOD’s inability
to

properly value and capitalize its facilities and equipment,
properly account for and value its inventory,
identify the full extent of its environmental and disposal liability,

determine its liability associated with postretirement health care for
military personnel, and

complete the reconciliation of its records with those of the Department of
the Treasury.

In addition, DOD did not have adequate managerial cost accounting
systems in place to collect, process, and report its $378 billion in total
reported fiscal year 1999 net operating costs by program area consistent
with federal accounting standards.®® Instead it used budget classifications
such as military construction, procurement, and research and
development to present its cost data. In general, the data DOD reported in
its financial statements represented disbursement. data for those budgetary
accounts, adjusted for estimated asset purchases and accruals. For
financial reports other than the financial statements, DOD typically uses
obligation data as a substitute for cost. As discussed later in this
testimony, DOD budget data are also unreliable.

Cost Accot
and Regulations for the DOD Agency-
00-091, Feb. 26, 2000)

Btatement of Federal Financial Accounting 9 No. 4
(July 31, 1995 and Internal Controls and Compliance With
Wide Financial Statements for FY (999 (DOD It Report No.
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To manage DOD's programs effectively and efficiently, its managers need
reliable cost information. This information is necessary to (1) evaluate
programs, such as by measuring actual results of management’s actions
against expected savings or determining the effect of long-term liabilities
created by current programs, {2) make economic choices, such as whether
to outsource specific activities and how to improve efficiency through
technology choices, (3} control costs for its weapons systems and
business activities funded through the working capital funds, and

{4) measure performance.

The lack of reliable, cost-based information harmpers DOD in each of these
areas as illustrated by the following examples.

DOD is unable to provide actual data to fully account for the costs
associated with functions studied for potential cutsourcing under OMB
Circular A-76. We recently reported on a long-standing concern over how
accurately DOD's in-house cost estimates used in A-76 competitions
reflect actual costs.*

DOD has acknowledged that its Defense Reform Initiative efforts have
been hampered by limited visibility into true ownership costs of its
weapons systems. Specifically, the department cited inconsistent methods
used by the military services to capture support cost data and failure to
include certain costs as limiting the utility of existing weapons system cost
data. DOD has also acknowledged that the lack of a cost accounting
system is the single largest impediment to controlling and managing
weapon systems costs, including costs of acquiring, managing, and
disposing of weapon systems,

DOD has long-standing problems accumulating and reporting the full costs
associated with its working eapital fund operations, which provide goods
and services in support of the military services. Cost is a key performance
indicator to assess the efficiency of working capital fund operations. For
example, we recently reported® that the Air Force's Air Mobility
Command-—which operated using a working capital fund—Ilacked
accurate cost information needed to set rates to charge its customers and
assess the economy and efficiency of its operations. We separately
reported that Air Force depot maintenance officials acknowledged that

D0 Competitive Sourcing: Lessons Leamed Sysiem Could Enhance A-76 Study Process
(GAO/NSIAD-08-152, July 21, 1999}

Hpefense T More Refiable Information Key to Managing Airhifc Services More Efficiently
(GAONSIADSI06, Mar. 6, 2000).
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they lack all the data needed to effectively manage their material costs.*!
As a result, DOD is unable to reliably assess the economy and efficiency of
its business-like activities financed with working capital funds.

Reliability of Budget
Data Impaired

In its financial statements, DOD is required to report the activity in and
status of its budget accounts. The Statement of Budgetary Resources, one
of the basic financial statements, presents information, such as outlays
and obligated and unobligated balances, at the end of the year. This
statement also should reconcile to Fund Balance with Treasury accounts,
which represent DOD's balances available for disbursement. In addition,
DOD’s outlays should agree with the activity in these Treasury accounts
for the year.

DOD auditors were unable to complete their audits of the Statements of
Budgetary Resources because they found that obligated balances were not
correct, disbursements were not properly recorded, and Fund Balances
with Treasury remained unreliable. In addition to the specific
improvement initiatives referred to in this section, the ultimate resolution
of DOD's long-standing problems in maintaining reliable budgetary data
will depend on the process improvements, enhanced training, and systems
efforts discussed later in this testimony.

Obligated Balances Were
Incorrect and Unsupported

In their testing of obligated balances, auditors found evidence of
unsupported obligations and poor internal controls over obligations, as
illustrated by the following examples.

The Army Audit Agency found®? that internal controls over the recording
of obligations were not adequate to ensure that amounts reported in the
Army’s General Fund Statement of Budgetary Resources for fiscal year
1999 were accurate. In a sample of 60 transactions, the auditors found that
21 could not be supported.

For fiscal year 1999, audit results® show that the Air Force Working
Capital Fund had $211 million of obligations out of approximately

31 Air Force Depot Maintenance: Analysis of Its Financial Operations (GAO/AIMD/NSIAD-00-38,
Dec. 10, 1999).

524rmy’s General Fund Principal Financial Statements for Fiscal Year 1999, Financial Reporting of
Budgelary Resources (1.5, Army Audit Agency Report No. AA 00-223, Apr. 28, 2000).

S3Opinion on Fiscal Year 1999 Air Force Working Capital Fund Financial Statements (Air Force Audit
Agency Report No. 39068011, Feb. 9, 2000)
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$1 billion tested, that is 700 out of 2,526 transactions that were incorrect,
inadequately supported, or not supported. In addition, Air Force’s general
fund audit continued to identify inaccurate or unsupported obligated
balances as of September 30, 1999. Specifically, Air Force auditors
identified an estimated $1.3 billion in inaccurate or unsupported obligated
balances. However, this represents a significant improvement over the
prior year when an estimated $4 billion in obligated balances were
inaccurate or unsupported.

In addition to auditors’ reports, the Department of the Navy identified its
unliquidated and invalid obligations as a material management control
weakness in its fiscal year 1999 annual assurance statement issued
pursuant to the Federal Managers' Financial Infegrity Act.® For example,
the Navy reported that within the Operation and Maintenance-Navy
appropriation, some activities were not verifying that only valid
obligations were entered into the accounting system. As a result, funding
may have been available but not used. In addition, the Navy had more than
$1 billion in expired budget authority that was allowed to cancel at the end
of fiscal year 1999, including more than $750 million that had been
obligated but not disbursed. According to Treasury data, at the end of
fiscal year 1999, the department had $3.8 billion in expired budget
authority that canceled.

Further, major Navy coramands were deobligating funds from subordinate
commands without the subordinate’s kno