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GAO conzluded that the analysis used to sup-
port th~ Postal Service’s decision to purchase
rather thar tease 1/4-ton vehicles was accept-
able and the decision to rurchase was justi-
fied. \
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COMPTROLLER GENERAL OF THE UNITED STATES
WASHING 2N, D.C, 2548

B~114874

£
The Honorable David N. Henderson A 34 cldce
Chairman, Committee on Post Office ¢
and Civil Service
Heuse cof Representatives

Dexr Mr. Chairman:

In response to the Committee's request, this is our
repcrt on the method used to support the Postal Service's
decision to purchase rather than lease 1/4~ton venicles.

T¢ comply with your request we have not obtainred
"Postal Service comments,

Sipcergly yourd,

Ases ot -

/ Comptroller General
| of the United States
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CO.IPTROLLER GFNERAL'S REPOKT POSTAL SLRVICE JUSTIFIED
TO THE COMMITTEE ON POST IN PURCHASING MAIL
OFFICE AND CIVIL SERVICE DELIVERY VEHICLES

HOUSE OF REPRESENTATIVES

_— o = e - -

The Postal Service .1 ntracted with the Jlow
bidder to purchase .,695 1/4-ton vehicles
for approximately 5112 million. GAO wanted
to know 1if

--the cost benefit analyses used by the
Service to justify the purchase were pre=~
pared properly, and

-~-the most ecconomical praocu-cment method wus
adopted.

GAC's short answer to the questions was daf-
firmative.

It con<.luded that the Service's cost benefit
analvses were prepmred using an accepted
method. GawU's incependent analyses used a
differzn~ method and included additional
cust factors, but supported the Service's
d=cision to purchase rather than lease the
vehicles. (See pp. 4 to 10.)

GGD~76-40

Tear Sheel. Upcon removal, the report :
cover date shouid be noted hareon. 1
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.o CHAPTER ]

INTRODUCTION

Respcrding to a request from the Chairman, House Com-
niittee on pPost Office and Civil Service, (sece app. I) we ! )
evaluated how the U.S. Postal Service conducts its cost A¢& goo? &
benefit comparisons when deciding whether to purchase or
lease delivery vehicles. The Committee wanted to know
whether the Service's analyses were done properly and
whether the most economical procu:ement methods were being
adopted. As agreed to by the Committeer we reviewed the
enalyses underlying the decision to purchase 35,695 i,/4-
ton vehicles,

At the end of fiscal year 1974, the Service was usins
approximately 134,000 vehicles for transporting and deliver-
ing maii. Of these, about 38,000 were leased and aboat 96,000
were Service-owned. The Service uses various types of 1/4-
ton vehicles for reqular, park and loop, eme-gency, standby,
and temporary mail delivery services. 1/ %he 1l/4-ton fleet,
included ip the above statistics, consis.<d of about 2,900
leased and 57,300 Service~owned vehicles.

The Service estimated it needed to acguire 3,695 1/4-
ton vehicles to rexlace old vehicles and provide new cservice
during fiscal yeors 1974 through 1976. On October 18, 1974,
‘the Service contiracted to buy these vehicles for approxi-
mately $102 million. The purchase was split into twce

phas. 5, with the vehicles to be delivered over 3 years as
shown in the foullowing table.

New

- Replacement ... .service Total
First Phase:

1974 i 105 278 384

1975 11,369 4,830 16,199

First Phase Total I1,34734 5,109 76,583
Second Phase:

3 1976 14,884 4,228 19,112

, Second Phase Total 14,884 4,228 19,772

Combined To:al 26,358 9,337 35,695

é —————————————————

+

1/See appendix II for definitiins.

’ N
\ : 1

\
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The decision to buy or lease vehicles hinges on whether
the lower annual operating costs of Service-owned vehicles
generate enough savings over the vehicles' life to offset
the high initial investment required. The Service's Board of
Governors has set 10 percent as an acceptable rate of return
~on investmen* for decisions of this type. 1If the rate of
return is less than 10 percent, additional compelling fac-
tors wodld have to be present before the Service would make
the investment.

Because money has a time value, alternative courses of
action spanning several years and having different streems
of future costs and/or benefits can best be compared if tne
costs and benefits are expressed in terms of dollars of equal
value. Discounted cash-flow technigues have been developed
which enable decisionmakers to ccmpare the costs and bene-
fits of alternatives in cerms of their present value.

The Service used discounted cash-flow analses as the
basis for its decision to purcinase needed 1/4-to1 vehicles.

SCUPE OF REVIEW

We reviewed the Service's cost penefit comparisons and
the method employed for estimating future vehicie r~osts. 1In
addition, we performed independent cost benefit analyses using
a different discounting technique than that employed by the
Service and taking into account additional cost factors. Dis-
cussions were held with Service officials and the views of 2%
the National Association of Postal Vehicle Contractors were D16 co 94
obtained. We did not evaluate the Service's need for the
vehicles. K
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CHAPTER 2

POSTAL SERVICE JUSTIFIED IN EURCHASING

RATHER THAN LEASING VEHICLES

Tha Cervice's cost benefit analyses were prepared using
a generally accepted discounted cash-~flow method for comparing
alterratives with costs to be incurred and ovenefits to be rea-
lized at differing times in the future. The Service's initial
analysis showed that purchasing rather than Jleasing vehicles
woulda save about $147 million over the vehicles' life and
provide a 37.5-vercent return on invested capital.

A second analysis. was made after coniract bids had bheen
received and actual purchase costs were nown This apalysis
indicai.2d that purchasing vehicles woulu return 28 percent on
irvested capital. :

Our independent analyses, which took additional cost
factors into account, support the Service's decision to pur-
chase rzther than lease thé vehicles.

LARGE SAVINGS REALIZED BY PURCHASING VEHICLES

Service's analyses

The Service uses the internal ra:e of return method of
analysis. Under this method future savings are discounted
to their present value and the aggregate savings compared
to the initial investment. The rate of return on invested
capital is the discount rate that yields total discounted
savings equal to the initial investment required. If this
rate of return equals ur exceeds the Service's minimum required
rate of return of ]0 percent, the investment will be made.
This is a generally aFcepted analysis method.

The Service, in ite initial analysis, determined the po-
tential cost of the new vehicles based on historical and em-
pirical dats on pricing trends in the cutomotive industry. The
total vehicle procurement package was d.vided into 2-production
years with a cost increase projected for each year: 5 perceut
for the first year and 10 percent for th:» second yerr. These
projected unit costs produced an estimat(d agqregate cost for
the vehicles of approximately $83 milliur or in average unit
cost cf about £2,327. Transportation costs were estimated to
be $3.9 million,
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The number and types of vehicles needed and the most
current unit operating cost for rach type werr multiplied
together to arrive at the total estimated annual operating
cost for both the purchased and leased vehicles. Costs were
projected over the estimated service life of the vehicles.

The Service's initial analysis showed savings of about

$147 million and a return on investment of 37.5 percent as
. shown bpelow,

Summary og

Service's Internal Rate of

Returan Calculation

Purchase price of vehicles

(including transportation) $ 86,974,000
Vehicle operating costs 145,835,000
Less: resicual value of vehicles 20,762,000
Total cost of v hicle ownership 212,047,000
Total lease costs 358,772,000
Savings by purchasing vehicles $146,725.000 a/
Internal rate of return 37.5%

a/The total savings when discounted at the 37.5 percent rate
equals the initial investment of $86,974,000.

This initial analysis was the basis for the Service's
preliminary decision to purchase the wvehicles.
- Bids were rece.ved from two manufacturers. The low b:d
was for $102 million, excluding transportation. A second
analysis was performed comparing the estimated savings with
the low bid. This analysis showed that the rate of return
on the required investment of $102 million would be 28 pes-
cent. Since this rate substantially exceeded the Service's
minimum desired rate of return, it contracted to purchase
the vehicles.

Our analyses

Our analyses showed that purchasing the vehicles would
. save the Service large amounts over the vehicles' life.

Although the Service's internal rate of return method
of analysis ig widely accepted, we used the net present
value method recrmmended by the Office of Management and
gudget for use by Federal agencies.
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The two methods should provide similar recsults. ilow-
ever, the Servirce's method focuses on the rate of return
while the net present value method uses the minimum desirod
rate of return as the discount rate, simplifyiry calcula-
tions and enabling decisionmakers to revadily uetermine
whether an investment should be made.

We ‘made two analyses. The first used a discount rate
of 7.306 percent. This represented the averac~ yield on
outstanding marketable U.S. Treasury Notes having maturi-
ties comparablie to the period covered by the analysis and
thus can be considered to be the cost of capital to the
Government for .hat period. The second analysis used a
discount rate c¢f 10U parcent, *he Service's minimum desired
rate of return.

Adjustments made and addi. 1ona1
costs inciuced

We added to ' our analyses

Insurance-—B.cause the Government is a self-insurer, a
actor was included to allow for the rrobability
of damage or other claims incurred during the
period the vehicles would be in use

Pisk--Risk is inherent in investment decisions. A
factor was included to cover uncertainties re-
garding future Service vehicle requirements.

Taxes Foregone-~A factor was included for State and
local taxes foregone. When the Government undertakes
an activity using in-house resources, State and local
governments gererally forego tax revenues that would
have been received h.c¢ the activity b:2en performed by
a tax-paying encity. Jther Federal suppor* may bhe
regquired to corpersate for the lost tax revenue,
Generally, Federal income taxes are forewone to the
U.S5. Treasury when an industrial or commercial activ-
ity is performed by a Federal agency rather than a
tax-paying corporation ot other business entity.
These foregone revenues to the Treasury would, there-
fore, be considered as an .dditional cost of the in-
hcuse alternative. Service-owned vehicles have much
of their repair and ma.ntenance performed at Service
vehicle maintenance facilities (VMFs), vhereas leased
vehicles would be maintained by tax-paying businesses.
We did not include a facter for Federal income taxes
foregone in our analyses because the i1nformation nec-
essary to compute this cost was not readily available.
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Addit: rnal Mainteasnce--The Service assumed a :5-percent
feduoiion in maintenanc? costs during the first
year of vehicle operatlor because the vehicles would
ke under warranty. According to a Service official,
the basis for the 25-percent reduction in f’rst-year
maintenance is that the warranties obtained by the
Service. exceed the general warranties obtained by
others. However, first-year maintenance costs
covered by warranty are minimal, anl th-refore, the
25-percent reduction aprears to us to be e Xcessliv~-.
Although some reduction is probable, we a,sumed no
reduction in maintenance costs as a conservative
measure.

In making its unalyses, the Service assumed that the
entire investment would be incurred in the first year since
payments to the contractor were to correspon? o the delivery
dates of the vehicles, anc thesze dates had not been estab-
lished at the time of the analyses. In fact, the investmert
will extend over a 3-year period. Had an adjustment for this
factor been made in the Service's ana’yses, the internal rate
of return would have beeq‘higher than 28 prrcent.

The following summarizes the results of cur analyses.

Summar y of GAD Analyses

{in present value dollars)

Undis- 7.306 percent 10 percent
counted discount factor discount factor
------------- (000 onitted)~=mmvevamaemn-
Purchase Basig: \
Vehicle purchante cost
{excluding transpor-~ a a

tation) $102,000 $102,000 $102,000
vehicle ovperatins cost

{.i18counted amou~t

that tncludes GAQ, (- -

tors. 4-6 years) 207,414 163,094 151,040
i

Less: resicual value 20,762 13,417 11,810

Total Cost of Service-

Ovned Vehiclen 288,652 251,637 241,230

Leage Basis:
Total cost [4-6 y=ars) 353,772 262,337 €1,530
Savin. . by purcaasing

vehicles $ 70,120 $ 30,660 S 20,300

- - — - -

g/Siqce paymentg to the contractor ware to co-respond to the
delivery dates of the venicles, and these da es had not been
egtablished at the time of our review, our culculations

assume that the entire ‘avestment would be miade in the first
yzar.

6
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CHAPTER 3

1SSuUcE RLISED BY THE NATIONAL

ASSOCTATION OF POSTAL VEHICLE CONTRACTORS

. The Committee gave u. information it received from
the National f~sociation of Postal Vehicle Contractors
which questioned certain practices the Service followed
in preparing its cost comparisons.

.The association represencs a aroup of companies that
lease 1/4-ton and l/2--tzn vehic.es to the Service. We met
with association officials at their request. The primary
issues raised by :zssociation ~fficials were that the Service

--failed to include all costs in its analyses, and

--used average cost figures wh.ch ignored situations
where leasing would be cheaper than owning vehic'es.

ARE ALL DIRECT VEHICL¥ COSTS
INCLUDED IN SERVICE'S ANALYSES

The Service cbtains data on transpcert, operating, and
maintenance costs by vehicle make, mcdel, and year throuqgh
its velicle accounting system. The data obtained is used
in evaluating vehicle performance and guiding procurement
¢ud disposal decisions. The system covers all transport
and mail-service vehicles owned and operated by the Service.

_ Our review of the accounts that comprise the vehicle
accounting system, discussions with Service officials, and
examination of the 3ervice's cost benef-t compariscens showed
that all direct costs of maintenance and operation of
Service-~owned delivery vehicles were included in the coct
benef .t comparisons.

: The association provided us a listing of costs it be-
: lieved should have been included in the cost benefit com-
tparison. Of these costs, four were not considered by the

\Service in iis analyses. These casts were;

i

~~-supervision and overhead concerned with vehicle
Q operations ab ve the VMF level,

| -~}iability insurance or reserve for such,

' -~Etate and local taxes foregcne, and

y ~-cost of reserve fleet (standby vehicles).

7
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We inc.ucded a tactur for insurance and taxes. As dis-
cusged previcusly, our analyses confirmed the Service's deci-
ajon to purchase the vehicles,

we 2id not consider upper-level supervision and overhead
costs above the VMF level principally Lecause these costs
woulid, in all likelihood, be incurrea whether the vehicles
were leaged or purchased,

All standby vehicles are leased. Thus, the costs of
stancby vehicles should not have heen considered.

USING AVERAGES MAY IGNORE SITUATIONS
EEERE LEASING 15 CHEAPER THAN BUYING

The association contends that it would be cheaper in
certain geographical areas for the Service to lcase rather
than purchasc needed vehicles. The association contends
that the use of nationwide averages foi the cost of Ynasing
vehicles and operating Service-owned vehicles ignores situa-
tions where it would he cheaper to lease than buy vehicles.

The Service's procedurzs for including vericles in pro-
curcement plans, 1. nroperlytcarried out, minimize the possi-
bility thet officials may be purchasing vehicles when leas-
ing would be more economical.

Before a local post office requerts a vwehicle replace-
ment, the Service's procedures require that the supervisor
in charqge of vehicle operations make cortain that service
with vehicles presently assigned is impossible and that con-
tract vehicle hire has been given adeguate consideration.

When vehicles are required becaus. of additiori] or new
service, the post office requestig the vehicles is required
to prepare and submit to the reqgioral office a Vehicle
Ass.ynment Justification and Request. This request contains
information needed by the regional offxce to evaluate the
vehicle reguirement, such as

~~-number, type, and capacity of ve.aicles needed,
--daily and annual hours o7 service involved,
--potential staff-hour savings, and

--effect on existing vehicle cintract obligatiuns or
eatimated cost of contract vehicle hire.

BﬁST pOCUMER T WA P\BLE
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When, on the bacsis of their review, regional officials
determine that an adequate economic justification exists,
these needs are forwarded to headquarters and included in
planning for new vehicle procurements. T7Tius, the Service
has a system that should enablc¢ managemenc to take advantage
of local cunditions that make leasing vehicles more cost
effective than owning vehicles.
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CHAPTER ¢

Lh %ﬁ

CONCLUSIONS

The internal rate of return nethod used by the Service,
although not the method recommended by the Office uf Manige-
ment aud Budget, is an acceptable methoG of comparing alter-
ratives which have different streams of costs =ad benefits.
However, it would pe unusual for the resulte< of the analysis
to change due to the method used.

We found that the Service's decisior to purchase rather
than lease the vehicles was to its benefit. More specifli-
cally

~=-tne Service's method of determinins costs and/or
Lenefits showed a 28-percent return on invested
capital by purchasing,. and

--our calculations, which included some costs not
considered by the Service, showed estimated

savings to the Government by purchasing of about
$70 million.

The decision tc¢ purchase or lease vehicles at the head-
quarters level wa: made u:ing nationwide averages of the costs
of each alternative. We Lelieve the Service's epproach was
reasonable. We further pnel.eve that the Service's orocedures
for including vehicles in heacoTuarters procurement »laas, if
properly carried cut, minimize the nossibility that the Serv-
ice may be overlooking situations where, in certain geograph-
ical areas, leasirg is less expensive than buying vehicles.
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APPENDIX I

APPENLIX

NINETY-THIRD CONGRF™

S
THADDIUS 5. DULBKE N.Y.. CHAIRMAN
TAVID M. KEXDERION, N.C. H, K. GROSS, IOWA
MORKIS K, UOALL, ARTT. EDWARD J, QERHINGKE, ILL.
CORIPSIK V. DANIZLS, W), ALBERT W, JGHNDON, FA.
ROGTNY 4 .C. WX, PA, LATRENCY 4. HOGAM, MO,
JAMES M, HAMLEY, M Y. JOHM M, ROUSIELOT, CAL.¥,
CHARLES W, WILSON, CALLP, WALTER £. POWELL, OHIO
(IROME R WALDIE, TALIP. RICHARL W, MALEARY, VT,
ECHARD C. WHITH, TEX. ANGREW J, HIMSHAW , CALIF,
WILLIS S O, FO™D, BMICH, ko A, {2o1p) BAPALLS, FLA,
PRAKK J, SRABCO, K. Y. JAMES M. COLLING, TEX.
WilLiAM (BILL) CLAY, MO . OEKE TAYLOR, MO,
PATRICIA SCHROZOEN, COLD,
JOR HOAKLEY, MASS.
WFLLIAM LEFMAN, FLA.
B-114874

lonorable Llmer B. Ctaats

.. Hyouge of Vepregentatives

COMMITT “E ON POST OFFICE AND CIVIL SERVICE
207 CANNON HOUSE OFFICE BUILDING
Biashingtun, B.C. 20515

QOctober 16, 1974

Comptroller Ceneral of the

United Siates
YWashington, D.C.

Dear Mr. Staats:

In relationship to our Committee's oversight
responsibilities and Postal Subcommittee's continuing
investigation of the United States Postal Service
I would apprec.ate having your office inquire into
how the United States Postal Service conducts its
cost/benefits comparisons between purchase of delivery
vehiclec and leasing of such equipment. My concern,
of course, is to know whether the comparisons are
being done properlyv and that the rost economical
procurement methods are being adorted. :

If the General Accounting Cffice has any ques-
tions or needs any additional infcrmation concerning
this request, please feel ‘ree to contact our Committec

at any time.

\

A report, as soon as possible, will be greatly

appreciated.

TJdD:gg

J

Sincere.y yours,

T &/ ,t,\,é‘\A -
Thadd¥us J. Dulski
CHAIRMAN
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APPENDIX (I APPENDIX

GLOSSARY

et e g s = a8

Regular service - Using a vehicle to deliver and collect
all classes of mail {e.g., curb-line, dismount-door,
or combination therecf).

Park and loop service -~ Using a motor vehicle for trans-
porting all classes of mail to the route, using the
vehicle as a moveable container as the carrier loops
segments of the route on foot.

Emergency service - Using a motor vehicle for transporting
mail when the assigned vehicle is temporarily inopera-
ble. Use should be limited to 6 days.

Standby service - Making available a limited number of
vehicles to each post office to assure continuity of
servicc., Not to be used Ffor establishing new service '
or regular daily use on an exicsting route.

Temporary service - Uging a motor vehicle for transporting
mail during peax periods or when assigned vehicle is
noc available for mail transport. Use is restricted
to 60 days and is nnt renewable.
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