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The Honor
The Sccretary of Defense
Dear Mr., secretary:

We evaluated the tariff rate structure used by the industrially
funded Military Scalift Command (MSC) to determine whether Lhe rates
chiaryed custoders were corrmensurate with the cost of services provided,
Wo llmytad nur survey to the tar.off structure used for recovering
costs for wealifting cargo.

Our obecrvarione of  the MSC tariff strucvure are similar tlo
those discussed in our report to the Congress entitled "Increased
Uee of Financial Data and An Improved Tariff System Needed bv the
Military Airlift Command (MAC)" {B-133025, January 5, 1972). TIn
this report, we pointed out that MAC was not charging its custamers
for channcl airlift services rerderza on the basis nf their cost ang
that this cost information was nceded to prudently mamaye and usc
airhitL scrvices, After we issued the rveport, your office requested
the Air Torce to revise airlift tariffs so that revenucs produced by
cach airlift channel would approximate the cost of providing that
channcl®s service,

Details of our observations on the M3C tariff structure foliow.

THE [NDLSTRTAL FUND AS
A MANAGEMENT TOOL

Industrial funds ha een established to encourage better
mananement by creating an enviconment similar to that of private
industry. lUndcr the industrial fund coencept, cus.omers pay for the
services reccived ac they would when buving from commercial fimms;
they z2re Lhus motivated to order only those items and services for
wiich there is a real need.
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Industreial fuad managers are cxpected to centrol and account
for the costs of services furnished., The law (IV U.S.C. 2208) pro-
vides that working capital funds shall be charged with the cost of
scrvices or work putformed and shall be reimbursed from available
appropriations or shall be otherwise credited for these costs,
Further, Department of Defensc Dircctive 7410,4 states that indus-
trial funds su~uld

"% & Fprovide meaningful bills to ordering agencics,
clearly reiating the goods and scrvices furnished by

a perfourming activity to the charges rendered, causing
the ordering agencies te assces their procurement
practices and specilications §n full awareness of
costs involved,"

To insure that the amounts chitged to customers approximate
the cost of scrvices, industrial .und managers must periodically
determine the cost of services previded and adjust the charges
accordinaly.

MSC TARIFF RATES ARE NOT COMMENSURATFE
WITH 1HE COSIT OF SERVICES PROVIDED

Altnouga MSC tariit rate scheadules quate dificrent rates o oa
i

traftic-arca~to-trafiic-area basis, Lo ratos arc not commensurate
with the cot of wervices provided by route

In g Scptember 24, 1974, lettar to us the Assistant Sccvetary
of Defense (Comptraller) indicated that the MSC wceounting =nd bill-
iny system woes st structured to cdentrly the costs of specific
shipments tu various parts of the world.  The Assistant Secretary
further stated that the MSC tayiff otructure tricd to approximate
roule operating costs through using distance/cost and coumodity/cost
factors. W vound, however, that these Tuctors were netl adoquate
for appronirating costs by roule,

In establiching tariff rates for Its cargo operaticns, MSC
attempts to jccognice the rolationdiip botweon distanoe and cost by
using a graduated mileage vats computition tuble,  The figures in
the table, howover, are net bascd ot ¢ -t Jata, but have been
arbitracily c~tanliched using a base rate ot 5.0 por wmile o1 the
first 100 mites,  The baze vate i~ 1l veduced for lensor distances

so thal o shevytar vovare nsver ca~ts rore than a lenger vayaec, .
providging for icwer por mite coste foor Lo, or vovane = The rate
computation table thus represents only a nathematical retationship

ane is not supported by costs,
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The rate based on distance is odjusted by commodity cost factors
which have been developed in an attanpt to rveflect in the tarif
t

T i c
rates the difference in cost of moving various commodi
ammunition and household goods.

In a report issued December 3, 1%74, the Naval Audit Service
pointed out that the rate structure by commodity should be revisced
because the commodity cargo mix had changed, OQur analysis of the
cargo mix confirm:d an appreciavle chanse since the conmodity ces
factnrs' latest revision in August 1972, as shown bolow.

Changes in Commodity Mix four Shipments
f |

rom Fiscal Year 1972 to 1974

Rotative change

Commodity Percene of Carpo in percent
bulk 15,1 G, b - 57,6
Privatclv-owned
veniclo: 4 iU.d +liu. 0
Reefer 2.7 N + 65,4
Arpunition 8.6 ] - 23
Househoid gonds a0 ! - io.f
General 43,8 wn, 0 + 1.
Special 16,4 15, - e
Mis..ellancous 2.0 L -~ UL
100, 0 1an. o
per e~ =]

Becsuse the mileage rate computation table is not <upported by
costs and because the commodity cost Jacters arce utdated, we believe
that the tariff rates used do not adequate ly approxinate oparating
costs boetween specific trafite arcas,  This may result 1t rovenues
for total service over a particular tralfic route At are considor-
ably greater or less than the cost of providing secisiccs.

Furthermore, mititary service o.licials, in rcquesting trans-
polttation services, arc not aware of the full cost to the Covernment,
For erample, during fiscal vear 1673 M- made more than o0 VOYags s
over a voute whicn starts at Cape Kennedy, provides for stops at
Caribbean Island installations, ana rclurns to Cape Kennedy. Using
avallable cost data, we estimete that 1l coust about 3650,000 to
rrovide this service; the amount billed the custorer Ly MSC, bhased
oo the published tariff vautss, was aboul $250,000--4 $400,000
differenc .
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Qur report to you on transportation cctivitics in EBurope
181719, September 3, 1974} further illustraetes Lhis problem. The
ot dcxcrlucs a case in which an Air Force nonanprogrza&ed fund
ivity shipped wine from Poctucal to i1 fre
arges of over 53,300 for the shipment, Ucina ¢ {

Pilled the Alr Force nonappropriated fund activi

of 32,900,

-
i

13 yi'e MO

MSC onffaicinls informed us
onn a break-even basis at the se
petrolean, and pas.ifges wervi

ic
that ~ome rotite opﬁrxtinns cost more than th: revenues generated,

that they were interested in operating
vice ‘lass ievel (e.g., cargu,

rovides that yorking capital funds
lablce appropriations for the cost of
services or work performed.  Our legal analysis of this cction and
its legrslative history indicates that taricfs are requircd which
mode wctulalelv rerloect true costs rather tnan nwerely fiv 4 world-wiae
rate that tecovers, by class of service, total operating costs,

The law (10 U.S.C, 2208)

shall he ré*lﬂlhursg(! from ava

n

Durin, the hoarings o the bill cnactea as Public Law 210,
alat Congress, tron which the provisions of 10 UL €, 2205 were
devived, a reprosentative of the Office of 1o Sccrctary of Del onse
stated that a working capital commercial-t, ;0 o ratica aast pay
for its labor and material in the sane manner i: would & private
manufacturing or commcrcial concern, should evaluate the job's c¢nst,
and should il the 50 to tnoc organlsation thal ordered the work,
This official belicved that in this way the Departnant of Defense
would be able to cconomize by foacusing attention on the tost of the
work to be done.

When 10 ULS,C, 2205 was enacted, the teehniques of cou,t account-
ing were more fully developed for manufacturing and selling activities
than were tochniques Cor costing transportation services, [t is
clear, however, that the Congress contemplated accurately estimating
the cost of poads and  Lrvices; therefore. when valid cost-fivding
techiiques are available, they must be uscd. We beliove that in Ui
absence of procise methodology for assigning costs en g job-order
basis, the HSC rate structure stould return recovorable cost of
particular Liaffic patierns o service oirments as a miniswam acoept-
able requairement, )

Accerding Lo officials of the Federal Maritime Commission,

private carricrs doim busincess with MSC are requived to wake avaii-
able to the Zommission actual enct data by traffic coute. Tho
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officia’s told us that Lo insure equitable costing and to assist the
carrier in identifying his trefflic route costs, the Commission has
devised accounting procedures and policics poverning cost measuse-
ment and atlocation.

NU_ATTEMPT MADE TO DEIERMINE
COSTS BY TRAFFIC ROUTL

MSC has not made a detailed study to determine the feasibllivy

of accumulating costs by traffirc route, M5C officiale stzted tha

they were not concerned that oome route operations cust more or less
o

than revenues recoverced thiough uslug tariff rates, &~ long as total
revenuces equal tolal costs incurved by class or service. They also

said that as the single manager for ocean transportation, MSC is
generally required to provide sealift services whenever and wherever
i

the customer destros, regard

Although military requin v the overriding ractor in
ific foes. evaluating and con-

deciding to previde wpec
Q-

ideringg cont i e Lahsvenient . wnich is one of
i

s 1
an imdustrial fund’s primary objectivens,  MUC menagement should know
the cest of providing custorcr  eivices over specific traffic routes
and the cusloucr cneutd T dully awarc of the (oot concequences of
his decisions,  buttact, crnce Myl provides services as fogiired,
those services Hearin s 1 xXorssive costs should be identifled <o that

vour oftice can rtabe cotion to roduce costa,

In this conncction we noted that after issuing our report on

CMAC, vour office took the {ollowing position in a memorandum to the

wmititary scervices dated June 21, 1077,

“1noenr vicw the sptimun method by which the
¢.vrent prolileration of chann | service can be
ame:iorated while stitl recopnizing the nilitary
cesontiality Hf some special channel servicen is
to make each channel cost-ctfective o that each
Military Department o make its own determination
Lo roquest and pay Lor that special aicliit scrvice
it considers essential and to ferepo that specializad

Seavice not reably required, L in eapec

MAC tariffs are veviscd so that the revenuos produced
by each channel closcly approximate if not preciscly
equal the cost of providing that channel service,
the Miltitary Denartaents will have 2 sound basis

g o M
.
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OQur report on the MAC tariff system received congressional
attenticn. The Special Subcommittee on Transportation of the House
Armed Services Committee held hearinmgs im August 1972 to discuss
the MAC tariff system. Tnesc hearings grew out of questions from
previous hearings held by the Subcowmittee in March 1972. A major
issue in the March 12372 hearings was that MAC's specific airlift
service charges to the Army were not commensurate with the cost of
providing these services.

CONCLUSIONS

MSC's tariff rates are not commensurate with the cost of sc¢r-
vices provided on a route basis. As a result (1}) customers arc not
aware of the costs incurred in satisfying their requirements and
(2} MSC management and your office are not provided adequate cost
information regarding sealift roate services.

We are not taking a position that customer billings must ranal
costs for cach vovage. We believe, however, that 10 U.5,C. 220%
requires that MS5C's tariffs be more in line with actual costs oun

a route bastis.

RECOMMENDATIONS

We recommend, therefore, that you direct the Navy to establich
a task force to identifly and evaluate alternative approaches and
methods for developing rates which are reasonably commensurate
with the cost of providing sealift services on a traitfic routc
basis, This task force should ronsider the potential applicability
of the Federal Maritime Commission cost accounting standards to
M5C vperations,

We wouid appreciate receiving your comments and being edvised
of ary actions taken crv planned ceoncerning the matters discussed
in this report. Wc will be glad to discuss these matters with yeu
or your represencatives.

As you know, section 236 of the Legislative Reorganization Act
uf 1970 regquires the head of a Federal agency te submit a written
statement on actions taken on cur recemmendations to the House and ' iU e
Senate Committees on Government Operations not later than 60 days
after the date of the report and to it he louse and Senate Committecs PR AR
on Appvenriations with the ageacy's first request for appropriations
made more than 60 days after the date of the report.
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We are sending copics of this letter to the Senate and House
Committees oun Appropriations, Covernment Operations, and Armed - )
Services; and to Lhe Subcommitteec on Defensc”of the Secrate Appros= - 26 22 4
Cuples are also being sent to the Director,

i the Adminictratur, General
Services Adninistration; the Assistant Sccretary of Defense
{(Comptroller); the Assistant Secretary of Defense (Installations
and Lugistics); and the Secritaries of the Navy, Armv and Air Force.
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