Chapter 2

Reported Inventory Accuracy Is Overstated

Norfolk NSC’s
Noncompliance With
Existing Navy Policies

The Navy’s reported inventory accuracy rates do not reflect the fuli
extent of inventory inaccuracies. Qur review showed that (1) the Nor-
folk NsC has not complied with existing Navy policies regarding inven-
tory accuracy measurement and the timeliness of research to determine
the reasons for inventory variances, and (2) other Navy policies, which
the Norfolk NsC has complied with, cause inventory accuracy rates to be
overstated or understated. Therefore, while the Navy has reported to
DOD in its reports on Inventory Control Effectiveness that accuracy goals
are being achieved, these reports are inaccurate.

According to a NAVSUP official, some of the current indicators (such as
GMAR, location surveys, and warehouse denials) do not provide an ade-
quate basis for measuring inventory accuracy. Therefore, NAVSUP is
improving its computations of inventory accuracy. A significant
improvement is that it is introducing statistical sampling as a means to
better measure inventory accuracy.

The Norfolk NscC is not complying with existing Navy policy in develop-
ing inventory accuracy rates. Noncompliance areas involve (1) how the
Norfolk NscC adjusts its records when physical inventory counts reveal a
difference between the inventory on hand and the recorded inventory,
(2) how it selects items for physical inventory to determine inventory
accuracy, and (3) the timeliness of its causative research. The proce-
dures followed by officials at the Norfolk NSC resulted in overstatements
of inventory accuracy. Further, these practices have caused Norfolk
NSC's records to be inaccurate for long periods of time, thus impairing
the accuracy of information available to Navy decisionmakers.

Improper Reversals Are
Made

Under current poD and Navy policy, variances identified during physical
inventories between on-hand balances and recorded balances should ini-
tially be resolved by adjusting the inventory record to match the on-
hand count (a record adjustment). However, if subsequent research can
establish that the variance was caused by a previous erroneous transac-
tion, the inventory adjustment is reversed (an adjustment reversal).

To test reversal practices at the Norfolk Nsc, we reviewed the results of
a semiannual physical inventory initiated in January 1986 of 578 high-
dollar value items, which represented 298 different national stock num-
bers (NSN). We found imbalances in 37 of these items. We reviewed all 37
NSNS by analyzing all transactions that affected them from mid-1985
through mid-1986.
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Deadlines for Processing
Inventory Adjustments
Are Not Being Met

When a physical inventory reveals a variance between the records and
items on hand, supply managers should change their records to agree
with the quantities on hand. This adjustment permits managers to make
decisions based on the most currently available data. Navy regulations
require that record adjustments, based on a physical inventory, be made
“without delay’” by the completion of the inventory period—within 30
days of the beginning of the inventory period for scheduled inventories
and within 15 days for unscheduled inventories. However, some adjust-
ments at the Norfolk NSC were not made by the time of the completion of
inventories but were deferred and passed on for further investigation.
While these adjustments were being deferred, the imbalances in the
records remained, and accuracy measures were inaccurate. In fiscal year
1986, a Navy review group found that the Norfolk NsC was deferring
adjustments valued at over $20,000 each until the completion of causa-
tive research—a process that typically takes several weeks.? According
to the Navy’s analysis, Norfolk was delaying such adjustments for an
average of 100 days, causing the records to be in error “an excessive
period of time.”

Our review confirmed that this practice was continuing at the Norfolk
NSC. Of the 37 nsNs in the January 1986 physical inventory that had
been referred for further investigation, inventory adjustments for 16
(43 percent) had been deferred beyond Navy deadlines. Deferrals
ranged from 14 to 169 days past the deadline, averaging 78 days.?
According to the Norfolk NSC’s inventory accuracy officer, the practice
of deferring adjustments beyond the NavsUP deadline has continued
because this procedure reduces the record turbulence caused by inven-
tory adjustments that are later reversed.

In analyzing these 37 NSNs back to mid-1985, we found that 12 were
unresolved at the end of the fiscal year and consequently omitted from
the annual calculation of the GMAR for that year. Because those 12 NSNs
all had unit prices exceeding $100,000 and a total value of $15,128,190,
omitting these adjustments had a measurable impact on the reported
GMAR. We estimate that, had these 12 deferrals alone been processed as
required, the GMAR for fiscal year 1985 would have increased 0.5 percent
(from 2.9 percent to 3.4 percent). In commenting on this report, oD

ZMaterial Accountability Training and Assistance Team, “Visit to Naval Supply Center, Norfolk, 29
October through 9 November 1984,” and cover memorandum (Dec. 24, 1984) from Commanding
Officer, Navy Fleet Material Support Office, to Commanding Officer, Norfolk NSC.

3Norfolk NSC customarily extends NAVSUP’s inventory deadlines by 10 days. Qur figures for deferral
durations do not include this extra 10 days.
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DOD officials stated that reversals of b-year-old decuments are improper.
Furthermore, a poD official stated that, even if receipt and issue transac-
tions do not appear to be specified in the regulations, the Norfolk NsC’s
practice would be prohibited by the 1-year limitation on the causative
research period.

Incorrect Inventory Values
Reported

The Norfolk NSC's annual GMAR has been based on inflated inventory val-
ues because some high-dollar value items are repeatedly included in
inventory statistics. NAVSUP has noted that “to meet the 3% goal, there is
a tendency [for Navy stock-points] to inventory more high dollar line
items and/or those records least likely to generate adjustments.”* The
effect of such selection is to reduce the reported GMAR and thereby
improve reported accuracy.

A good example of this practice occurred at the Norfolk NsC. The accu-
racy statistics the Norfolk Ns¢ has reported for the last 2 fiscal years
have included as physical inventories the value of aircraft engines sub-
jected to multiple maintenance checks—high-dollar items that have sub-
stantially increased the value of items inventoried and that, because of
their large size and highly controlled state, are likely to have accurate
inventory records. NSCs are required to physically inventory these items
annually. However, Norfolk NsC officials inappropriately also inciuded
the maintenance checks and therefore the value of these engines in their
annual count of inventoried items for fiscal years 1985 and 1986. (While
maintenance checks are appropriately done for other reasons, they
should not be included in physical inventories.) By including quarterly
maintenance checks in the value of physical inventories, Norfolk NsC has
overstated the amount of inventoried items and significantly under-
stated the GMAR.

In fiscal year 1985, for example, these maintenance checks accounted
for $313 million, or 10 percent, of the total value of items the Norfolk
NSC inventoried, and in fiscal year 1986, the maintenance checks
accounted for $1.06 billion, or 27 percent, of the total value. We estimate
that if the value of items included in the maintenance checks had been
excluded from Norfolk NSC’s inventory statistics, its reported annual
GMAR would have been 3.2 percent in fiscal year 1985 (rather than the
2.9 percent it reported) and 4.4 percent in fiscal year 1986 (rather than
the 3.2 percent it reported).

4“Statistical Accuracy Techniques and Measurements Analysis (STATMAN) Test Plan,” enclosure to
NAVSUP letter #4440 (Ser 064, /340, Mar. 18, 1986).
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DOD and Navy
Policies Do Not Ensure
Reliable Inventory
Accuracy Information

Compounding the problem of the Norfolk NsC's noncompliance with
some Navy inventory requirements are poD and Navy policies that allow
for the exclusion of substantial numbers and values of inventory adjust-
ments from inventory accuracy reports. As a result, the reported GMAR
and record accuracy rates are not reliable indicators of the true status of
the inventory system. These policies affect both reported monetary and
record accuracy rates. Specifically, oD and Navy inventory policy pro-
vides for the exclusion of the monetary value of inventory adjustments
from the GMAR if research determines the causes for the errors and the
adjustment is therefore reversed. Also, DOD policy allows for the elimina-
tion of all record adjustments valued at less than $800 each from the
record accuracy measure in the ICE report. These adjustments, however,
are not excluded from accuracy reports submitted to NAvSUP. These poli-
cies result in the reporting of higher inventory accuracy rates in the ICE
report.

Another aspect of current inventory accuracy reporting that leads to an
inaccurate picture of inventory accuracy is the inclusion in reported
inventory accuracy information of the results of both scheduled and
unscheduled inventories. Scheduled inventories occur periodically for
selected items without any advance knowledge of whether an inventory
problem is to be expected. Unscheduled inventories, on the other hand,
occur when known or suspected problems, such as an unexpected inabil-
ity to fill an order, have been brought to management attention. Includ-
ing the results of unscheduled inventories with scheduled inventories in
reported inventory accuracy measures results in understated inventory
accuracy.

Inventory Transactions
Routinely Reversed

Although allowed by pop and Navy policy, the reversal of monetary
adjustments understates actual inventory adjustment rates. Under cur-
rent Navy procedures, when research into an inventory imbalance dis-
closes that a prior erroneous transaction could have caused an
adjustment, the previous adjustment can be reversed. These reversals
are subtracted from total inventory adjustments when computing and
reporting the GMAR. In fiscal year 1986, the Navy offset inventory
adjustments of $2.6 billion with reversals of $2.2 billion. This practice,
which reversed 84 percent of the total dollar value of inventory adjust-
ments, enabled the Navy to report inventory adjustments of only $423
million (2.7 percent) and thereby meet its 3-percent goal for monetary
adjustments. If these reversals had not been excluded from the GMAR, we
calculate that the rate would have been about 16.6 percent.
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less than $800; therefore, adjustments for 326,189 line items were
excluded. Consequently, the record accuracy rate reported by the Navy
on the ICE report, based on adjustments for only 73,636 iterms, was a
much higher 95 percent.

Inventory imbalances between the recorded quantity and the items
physically counted represent inventory record inaccuracies, regardless
of the value or quantity involved in the error. Consequently, DoD has
proposed that the services and the Defense Logistics Agency implement
new procedures stipulating that all variances will be considered in cal-
culating record accuracy rates. These procedures would provide a more
comprehensive assessment of accuracy by recognizing all record
inaccuracies.

Unscheduled Inventories
Not Representative of
Inventory Accuracy

Physical inventory reports include the results of both scheduled and
unscheduled inventories. Most of the Norfolk NsC’s physical inventories
are unscheduled; that is, they are conducted when there is a known or
suspected inventory record discrepancy. As shown in table 2.1, in fiscal
years 1986 and 1986, three-fourths of the line items the Norfolk NSC
inventoried were counted during unscheduled inventories.

Tabile 2.1: Number of Line Items in
Scheduled and Unscheduled Inventories

]
Unscheduled

Total number of _Scheduled inventories inventories
line items Percent of Percent of
Fiscal year inventoried Number total Number total
1984 56,513 21,108 37 35,405 63
1985 8147 20,142 25 61329 75
1986 112,344 27,824 25 84 520 75

The relatively greater inventory effort spent on unscheduled inventories
is, in itself, an indication of significant systemic problems at the Norfolk
NsC. However, record accuracy rates calculated under these conditions
do not provide a fair representation of the entire system; that is, start-
ing with known or suspected problems increases the probability that the
resulting record accuracy rate will be lower than an overall representa-
tive rate. This effect is reflected in the increase in the number of errors
found in fiscal years 1985 and 1986, as shown in table 2.2.
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Initiatives to Improve
Inventory Accuracy
Measures

By March 1987, the Navy had implemented over 70 initiatives, as well
as further efforts developed after fiscal year 1982. Some of the most
significant of the initiatives concerned measuring and validating inven-
tory accuracy. Specifically, the Navy began a transition to a program
that incorporated statistical techniques and more meaningful measures
of inventory accuracy. The result was the Statistical Package (STATPAC)
program for inventory accuracy, a three-part effort that includes ran-
dom sampling.

According to the Navy, the primary objective of the STATPAC program is
to continuously improve inventory accuracy by collecting and present-
ing the most meaningful information in the most efficient, timely man-
ner possible. STATPAC, by providing information that accurately describes
the supply situation, should enable the Navy to promptly direct its
resources to the most needy areas. Moreover, STATPAC reports of inven-
tory accuracy, by presenting data indicative of the supply situation, will
serve not only as performance indicators but as tools for identifying and
resolving problems in specific areas.

STATPAC is in various stages of implementation throughout the Navy. At
present, it consists of three components: the Statistical Location Survey,
the Statistical Accuracy Technigques and Measurements Analysis
{STATMAN), and Statistical Measures.

As a component of the STATPAC program, STATMAN is a statistical sampling
and analysis tool that can provide inventory accuracy statistics for
Navy stock points. A user identifies specific populations to be invento-
ried. STATMAN then uses a random-sampling technique to select line items
and produce reports that reflect a stock point’s inventory accuracy in
the specified populations of items.

The Navy believes that STATMAN will enable stock points to establish a
basis for continuously improving inventory accuracy. For example, it
can be used for trend analysis, for identifying problem areas, and for
special projects that require the identification of specific types of items
to be inventoried.

We were unable to determine whether and to what extent STATPAC
addresses the inventory accuracy probiems described in this report
because the Navy was in the process of implementing the systems dur-
ing our review. The Navy regards STATPAC as a very successful program
that enables its managers to allocate resources and to resolve the prob-
lems most critical to its mission. The Navy credits STATMAN with enabling
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Puget Sound Nsc is good evidence that the Navy’s initiatives to improve
inventory management could resolve many of the problems we have
seen in our past and current work.
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Initial Record Accuracy

In fiscal year 1986, the Norfolk Nsc had an initial record accuracy rate
of only 37 percent; in other words, records for 63 percent of the items
inventoried were in error and required adjustment. This accuracy rate
reflects the negative effect of the fact that the majority of the Norfolk
NSC’s inventories are unscheduled (precipated by known or suspected
record problems). Our sample inventory showed a significantly higher
estimated initial accuracy rate of 69 percent (100 percent minus the
overall inaccuracy rate of 30.7 percent) when weighted and projected to
all inventory items. Our results for individual categories of NSNs distin-
guished by unit price and type of item give a more precise description of
inventory record accuracy (see tables 3.1 and 3.2). For example, inven-
tory records for items of high value (more than $100,000) were gener-
ally correct, but these items account for less than 0.1 percent of
Norfolk’s total NSN records. Similarly, loss rates, particulariy for con-
trolied and pilferable items, indicate that these items are relatively well
protected. However, the relatively high gain rates for these and other
types of items may indicate that the accountabie records are not
updated correctly.

Table 3.1: ltem Inaccuracy Rates by Unit
Price Category

|
Rates shown in percent

Numberot Gain Loss Total

Unit price NSNs rate rate  rate?
Under $10 S 220130 339 122 460
$10.01 to $100 T 178,740 22 226 248
$100.01 1o $1,000 T 139967 124 60 184
$1000.01t0 $10000 86,413 189 80 269
$10,000.01 10 $100,000 15716 114 31 145
$100,000.01 t0 $200,000 532 03 0.0 03
$200,000.01 to $300.000 163 0.0 0.0 00
$300,000.01 to $400,000 72 00 0.0 00
$400,000.01 to $500,000 46 0.0 00 00
More than $500,000 o 93 24 24 48

All cases® o 641872 178 129 307

Notes: All the rates presented are based on a sample and are, therefore, subject to some imprecision
While sample results are more accurately thought of as ranges, rates are shown as single numbers to
simplify presentation. The ranges associated with these rates are found in appendix !.

@Rates may not add due to rounding

"The rates presented are weighted to make therm representative of the population of NSNs The sum-
mary rate 1$ not a simple average of the rates for the categories.
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the Norfolk NSC reported a GMAR of 3.2 percent, with gross adjustments
totaling $345 million. However, this rate is a misleading index of inven-
tory accuracy since it is based on an inflated value of line items invento-
ried and omits many adjustments ($215 million in 1986) through
reversals.

Based on our statistical sample, we estimate the total value of the Nor-
folk NsC's inventory adjustments, or dollar variance, to be $1.04 billion.
This figure yields a considerably greater GMAR than Norfolk reported in
fiscal year 1986-—17.9 percent rather than 3.2 percent. Qur rate is
based on the Norfolk NsC’s total inventory value of $5.8 billion, as of
March 1987.!

At Norfolk, most of the inventory’s cumulative dollar value (88 percent)
is in the five categories valued at $100,000 or less. Our inventory of
sampled items revealed that, in those five value categories, the rate of
dollar variance ranged from 9.7 percent to 27.6 percent, with the lowest
cost category having the largest variance. Norfolk is doing a substan-
tially better job managing the 12 percent of inventory in the five high-
dollar-value categories. (See table 3.3.) The Norfolk NsC places a higher
degree of management emphasis on items costing $100,000 or more:
these items are inventoried semiannually, while other items are invento-
ried annually or as required by regulation. Losses of controlled, pilfer-
able, and fast retail items also seem to be well controlled. (See table 3.2.)

1This total inventory value represents, with one major exception, all the line items that are in the
Master Stock Item Record computerized data banks. For security reasons, the Norfolk NSC did not
include any nuclear items mn the copy furnished to us. Approximately $466 million in inventory does
not appear in the system and, therefore, is not inciuded in our sample.
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Table 3.4: Dollar Inaccuracy Rates by
Type of ltem

Results of Unit
Variance

(A
Dollars in thousands/Rates shown in percent

Inventory Total

Type of item value Gainrate Loss rate rate®
Controlled® o $139,508 21 21 42
Pilferablec ) 124716 29 0.3 33
Depot-level reparable® - 3,347,440 40 11 151
Wholesale® o 1,210,129 03 93 96
Fast retaill 46,307 379 04 383
Other retails o 219,622 96 9.0 186
Other" o 725,569 7.2 53 126
All cases' $5,813,381 10.4 75 179

Notes All the rates presented are based on a sample and are, therefore, subject to some imprecision
While sample resuits are more accurately thought of as ranges, rates are presented as single numbers
to simplify presentation The ranges associated with these rates are found in appendix |

“Rates may not add due to rounding

EControlied items are national security items (classified matenal) and items that are very closely
watched, e.q., with signature accountability

“Piferable items are matenals that tend to have high utility in a non-Navy setting to people in general,
e g., hand tools and over-the-counter medical supplhes

“Depot-level reparables are items that are replaced as units by the end-user, e.g., vehicle transmissions

*Wholesale items are owned by the SPCC or the Aviation Supply Office and are treated as consumable,
the Norfolk NSC acts as a distributor

'Fast retall 1tems are small, generally low-cost, and fast-mowving hardware store items cwned by the
Norfolk NSC, e.g., nuts, bolts, and nails

9Qther retall tems are items owned by the Norfolk NSC. they are similar to fast retail items but tend to
be more expensive and have a lower turnover rate, e.g., small electronic reparr items.

POther items are those that do not fall inte one of the first six categories, e.g., sonobouys and smail
items not owned by the Navy

‘The rates presented are weighted to make them representative of the population of NSNs The sum-
mary rate 1s not a simple average of the rates in the categores

Unit variance compares the recorded number of individual items to the
actual count of items inventoried. Like dollar variance, unit variance
could provide management with an index of inventory accuracy. The
recorded inventory quantity is used in making such important supply
decisions as what items should be replenished, when, and in what
quantities.

Since the Navy is not required to report unit variance, and does not do
so, we could not compare our unit-variance computation (derived from
the physical inventory of our statistical sample) with any reported
figures for Norfolk. Our computation, when projected to the population
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Table 3.6: Unit Inaccuracy Rates by Type
of [tem

|
Rates shown mn percent

inventory Gain Loss Total

Type of item unit count rate rate  rate®
Controlled® ' 274,029 17 12 28
Pilferables 2,077,706 34 07 41
Depot level reparable® 710,962 50 82 132
Wholesale® o 10,472,098 0.2 55 57
Fast retaiff - 20,890,042 389 04 393
Other retaild o 28,402 994 6.4 93 157
Other® T 22307070 96 58 154

All cases’ T 85,134,901 95 B4 160

Notes' All the rates presented are based on a sample and are, therefore, subject te some iImprecision
While sample resuits are more accurately thought of as ranges, rates are presented as single numbers
to simplify presentation. The ranges associated with these rates are found in appendix |

3Rates may not add due to rounding

SControlled items are national secunty items (classified material) and items that are very closely
watched, e.g . with signature accountability

“Pilterable items are matenals that tend to have high utiity in a non-Navy setting to people in general,
e.g., hand tools and over-the-counter medical supplies

9Depot-level reparables are items that are replaced as units by the end-user, e.g., vehicle transrmissions

*Wholesale tems are owned by the SPCC or the Aviation Supply Office and are treated as consumable,
the Norfolk NSC acts as a distributor.

'Fast retail items are small, generally low-cost, and fast-moving hardware store items owned by the
Norfolk NSC, e.g., nuts, bolts, and nails.

SOther retail tems are items owned by the Norfolk NSC, they are similar to fast retall items but tend to
be more expensive and have a lower turnover rate, e.g., small electronic repair tems

"Other items are those that do not fall into one of the frst six categones, e g, sonobouys and small
items not owned by the Navy

"The rates presented are weighted to make them representative of the population of NSNs The sum-
mary rate is not a simple average of the rates in the categories
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Congressional Concern
About Reparable
Write-Offs

By the end of January 1986, with many of its major contractors report-
ing, SPCC established a baseline of $285 million in reparable items at con-
tractor facilities—$242 million less than the $527 million recorded at
that time on SPCC’s financial records. At that time, the Navy wrote off
the $242 million based on the data reported by 97 contractors.! Over the
next year, the Navy reduced its financial record balance for these items
by another $222 million based on reports from eight more contractors
and additional information from some interservice repair facilities. Our
work disclosed that the Navy had accepted the contractors’ balances
without any investigation of the reasons for the differences between its
financial records and the balances reported by the contractors. Also,
since the Navy did not maintain inventory records for these items and
had only financial records for them, it had no inventory records to
adjust.

In all, the Navy wrote off from its financial records items valued at $464
million and recorded a gain adjustment of $157 million for items con-
tractors reported they had that were not on SpcC’s records. The total
adjustrent to the financial records was $621 million.

We have found that, since this $621 million adjustment, spcc has again
lost track of reparable items valued at $208 million. This imbalance has
accumulated because spcC has not been performing the required recon-
ciliations with contractors. SpcC officials blamed the situation on funding
constraints and told us that the Navy plans once again to balance its
records, before the next phase of cav, by relying on contractor reports of
reparables on hand. With the full implementation of cav, the Navy
expects no further irreconcilable imbalances to oceur.

On June 17, 1987, the Chairman of the Senate Committee on Govern-
mental Affairs requested that the Secretary of the Navy advise hirm on
any Navy investigation to determine the reasons for the loss adjust-
ments and asked whether this situation was indicative of systemic
inventory problems. Also, the Chairman questioned the Navy concerning
corrective actions taken, or to be taken, to correct these problems.

In his reply, the Secretary of the Navy stated that the Navy had made
adjustments to correct erroneous financial transactions that had accu-
mulated over 15 years. The Secretary also stated that the Navy has initi-
ated an automatic accounting system that will ultimately improve

IThese contractors accounted for about 60 percent of the monetary value of the reparable items.
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Conclusions

The Navy's reports of supply system accuracy are not reliable, since
they are based on rates computed from questionable and inaccurate
data. While the Navy recognizes its problems and is implementing scme
corrective actions, the effect of these actions cannot yet be determined.
We believe that continued management emphasis will be required to
realize potential benefits.

The Navy’s record accuracy rate and GMAR do not provide reliable meas-
ures of inventory accuracy because (1) the Norfolk Nsc has not complied
with existing Navy policies that affect inventory accuracy measurement
and (2) other Navy policies, with which the Norfolk NsC has complied,
result in the overstatement and understaterment of inventory accuracy.

The Norfolk NSC has not complied with the intent of existing poD and
Navy policies by reversing ineligible adjustments, suspending adjust-
ments beyond required deadlines, weighting inventory samples with
maintenance checks (which include expensive and historically accurate
items), interchanging dissimilar assets to reverse inventory adjustments,
and routinely exceeding the Navy's criteria for causative research
timeliness.

DOD’s policy of omitting record adjustments valued at less than $800
from computations of record accuracy rates and the bop and Navy pol-
icy of reversing inventory adjustments result in overstated record accu-
racy and GMAR rates. For example, in computing the GMAR, the Navy
excludes hundreds of millions of dollars of inventory adjustments that it
classifies as reversals. By omitting these adjustments, the Navy under-
states the GMAR and inflates its reported monetary inventory accuracy.
On the other hand, current inventory accuracy measures also tend to
understate true inventory accuracy because the measures include data
from both scheduled and unscheduled inventories. Since unscheduled
inventories occur primarily when known or suspected problems are
identified, the likelihood is higher that record inaccuracies will be found,
thus understating the accuracy rates.

We believe that the practice of reversing inventory adjustments does not
ensure complete inventory accuracy reporting. Reversals are necessary
to maintain integrity in documentation and accountable inventory
records. However, they should not be used to adjust an activity’s accu-
racy measures. The procedures for reversing physical inventory adjust-
ments need to be clarified so that the Norfolk Nsc and other Dop
components no longer offset losses of one asset with gains of another
asset or research old supply transactions to try to reconcile inventory
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Recommendations

supply decisions. This situation exists because spcC did not establish and
maintain accurate inventory records. Although the planned automated
accounting system and processing facilities may improve accountability
and control over reparable assets, the Navy must also perform timely
reconciliations of contractor-reported balances with its own record bal-
ances to ensure compatibility of records. We believe that the Navy's fail-
ure to perform reconciliations under the current accounting system
caused it to lose control over reparable assets. Therefore, it was forced
to accept the contractor-reported balances without assurance that all
assets were accounted for. These reparable items are supply system
assets and, as such, are subject to inventory management controls estab-
lished by pob in the Military Standard Transaction Reporting and
Accounting Procedures manual. The Navy therefore needs to develop
reconciliation procedures to ensure that differences between its records
and the contractors’ records are adequately explained.

Finally, based on our review, we believe that the Fia assessments made
by spcC and the Norfolk NsC should be reevaluated. The weaknesses
identified in this report should be reported in the next internal control
assessment, and the Navy should describe the actions it plans to take to
correct the weaknesses.

We recommend that the Secretary of Defense clarify inventory adjust-
ment reversal procedures to preclude misinterpretation, to ensure com-
plete financial and inventory accountability, and to ensure that
inventory adjustment reversals are included in the computation of
inventory accuracy rates.

To improve inventory accuracy and develop more meaningful accuracy
measures, we recommend that the Secretary of the Navy

provide the naval supply centers with specific criteria for designing
physical inventory samples to eliminate inventory abuses that distort
accuracy reports. (These criteria should include guidance that ensures
that sTarMAN—the Navy’s new statistical sampling and analysis tool—
enables managers to obtain a representative view of inventory accuracy
based on such indicators as initial record accuracy and doliar and unit
variances.);

require the Commanding Officer of the Norfolk NSC to properly apply
and enforce inventory regulations, to make adjustments within the
established time frames for completing inventories, and to complete
causative research as rapidly as is feasible;
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The policy of reversing inventory adjustments seems to provide an
incentive to manage the GMAR. For example, some of NsC Norfolk’s rever-
sals were based on receipt and issue transactions that occurred as iong
as 4 years ago, even though the original adjustments were validated as
accurate by one or more subsequent inventories.

DOD’s policy of excluding adjustments of $800 or under in computing
records accuracy allows higher than actual rates to be reported, because
most of the adjustments are in that category. For example, during fiscal
year 1986, 80 percent of poD’s inventory adjustments were $300 or
under, as were 82 percent of the Navy’s, By excluding these adjust-
ments, the Navy was able to report record accuracy rates of 93.6 per-
cent and 95.2 percent, respectively; when the actual rates, considering
all adjustments, were 67.7 percent and 73.9 percent, respectively. Since
adjustments of $800 or less constitute rmost of the inventory variances,
we believe that DOD’s policy of excluding them results in inflated inven-
tory records accuracy rates.

DOD recognizes that reversal procedures need to be clarified and plans to
do so in proposed changes to existing guidance. DOD also plans to change
its record accuracy policy to require the inclusion of adjustments under

$800 in computing the record accuracy rate.

DOD also disagreed with our finding that the Norfolk NsC's inventory
results did not adequately depict the accuracy of its overall supply
records. Subsequent to our review, the Navy provided data on the
results of the STATMAN inventory for the second quarter of fiscal year
1987 conducted at nsC Norfolk. The data showed an overall accuracy
rate of 69 percent, similar to what we reported from our sample results.
We agree that STATMAN, when fully implemented throughout the Navy,
should provide a better basis for examining Navy inventory accuracy;
however, as we stated in the report, we did not evaluate it because, at
the time of our review, NSC Norfolk was in the process of implementing
it.

In addition, DOD stated that the dollar, unit, and record accuracy meas-
ures we developed in our sample were not comparable to its measures.
We disagree. DOD does not now compute a quantity accuracy rate, but it
does compute dollar accuracy and record accuracy rates that are com-
parable to the two measures we used in analyzing our sample resuits.

DOD concurred in four of our five recommendations. It partially con-
curred in our recommendation that the Commanding Officer of Norfolk
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locations. NSNS that were already under inventory at the time of our
count were considered to be in the population but randomly unavailable.
In all, 674 NsNs were included in the sample, which is projectable to a
population of about 642,000 NSNs.

For each item in the sampie, we conducted a physical inventory, accom-
panied by Norfolk NsC inventory or quality contrel personnel. These per-
sonnel agreed with the results of our physical counts. Upon completion
of the inventory of each item, we compared the results with inventory
records maintained by the Norfolk NSC and spCC. For each NSN, we deter-
mined whether the inventory matched the inventory record or showed a
gain or loss. We also determined the quantity variance of the gain or loss
and calculated the dollar value of the variance.

For each of the measures of inventory accuracy, we calculated sample
results for each sample cell (by dollar value and type of item) and for
the total sample. Weighting was used to calculate estimates for sample
categories (e.g., dollar categories) and the entire sample, Sample results
for individual cells were not sufficiently precise to allow us to draw
meaningful conclusions concerning the population cell.

To simplify the presentation of results in chapter 3, inaccuracy rates for
gains and losses and total variances are presented as single estimates.
However, such estimates are more meaningfully considered as ranges.
Tables I.1 through 1.3 show the results of our estimates, including the
upper and lower bounds of each estimate, at the 95-percent confidence
level.
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]
Table 1.2: Estimates of Gain, Loss, and Total Dollar Inaccuracy Rates With Lower and Upper 95-Percent Confidence Limits

Rates shown in percent

Gain Loss Total

Lower Upper Lower Upper Lower Upper
Dollar Value bound Rate bound bound Rate bound bound Rate bound
$0 01 to $10 170 227 283 20 5.0 80 220 276 333
$10.01 10 $100 00 02 05 101 135 168 104 137 171
$100.01 to $1,000 - 09 91 173 0.0 0.6 13 14 97 180
$1,000.01 to $10.000 - 00 28 83 00 139 354 00 167 389
$10,000 01 to $100,000 - 05 82 160 00 18 47 18 10t 183
$100.000.01 to $200.000 - 01 01 02 06 00 00 01 01 02
$200,000.01 to $300,000 00 00 00 0.0 0.0 00 00 0.0 00
$300,000.01 to $400,000 T 00 00 00 0.0 00 00 0.0 00 00
$400.000.01 to $500,000 00 00 00 0.0 00 00 0.0 00 00
More than $500,000 10 18 25 07 12 18 21 30 40
Type of item
Controlled - 00 21 56 0.6 21 a5 06 42 77
Pilferable 00 29 68 0.0 03 0.9 00 33 72
Depot-level reparable 00 40 1041 0.0 1M1 354 0.0 151 379
Wholesale N 0.2 03 04 7.2 93 113 75 36 116
Fast retail 266 379 491 02 0.4 06 270 383 495
Other retall 44 96 149 59 90 120 130 186 244
Other - 35. 72 110 00 53 148 30 126 221
Totat 7.7 10.4 134 4.3 75 107 141 179 2138
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Letter to Contractors From the Navy’s Ships
Parts Control Center

DEPARTMENT OF THE NAVY

s Cimk V1Y
vy ’ ™S
2480 CANLMNE PTIROL ASTOWCN 439 & BXY.
PO 80X pO2D a1 Y1
MECHAMNCIRURG, P | 7O8 - mbh Y IR TO

4 June 1985

Space Microwave Lab, Inc.
1255 N. Dutton Ave.

Santa Rose. CA 93401
Attn: Bi1l Konvalicka

Dear Sir:

1 an asking for your personsl sttentlion and essistance in resolving a wejoc
probles that we have at Navv Ships Parts Control Center (SPCC). Our records
indicate that vou have a Xepair Basic Ordering Agresmant (BOA) with SPCC. Your
volyne of repajr action mav or mav not be large; but, in e{ther case, we have &
problem {n that cur computer files have no visibility of ocur repairsble
tomponents in your facilitv. Due to this lack of informsiion, we have graat
difficulty in making sccurate supply decivsions as to when and how much to buy
or repsir.

I aw proposing a very simple anlution to this problem. T have sytablished a
group of people who will call sour company on a weeklv/month]v hanis and ask
for information concerning movement of our repairable components. Your pesople
are required te kecp records on this anyway. Our operators will wimply enter
this informslfon into the cepputer. The stteched reporting reguirements
sialement provides an outline of the information we at SI1TC require {rom you.

What 1 would like for vou t» da is to direct the appraopriste person/persens {n
vour organization to contact the following people for addit{onsl

dirccrions/{nformation: MNr~., Jan Heberlig. {717) 790-7593: Nrs. Nan Boger.
(717) 790-7657.

Your cooperation fo this matter {s greatly sppreciated,

Sincerely,

Repairables Policwy
and Systems Ofiice
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this emphasis and the related flag officer billet have been in
place since 1982. The Department is also disappointed that the
substantial DoD (including Navy) progress and numerous on-going
initiatives on a broad array of inventory accuracy issues receive
only limited acknowledgment in the draft report and are
completely ignored in the Executive Summary. This and other
aspects of the DoD and Bavy programs have been provided to the
GAO staff in numerous briefings and field visits. The DoD would
like to see additional reccgnition of these actions by the GAO.

Additional comments on the findings and recommendations are
contained in the enclosure. Other technical corrections and
clarifications have been separately provided to members of your
staff.

Assistdnt Secrétary of Defense
(Production & Logistics)

Enclosure
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process is appropriate regardless of the age of the improperly
posted document or the age of the corresponding adjustment;
however, there must be a clear audit trail, i.e., the improperly
posted document or documents must be directly respensible for the
original adjustment.

As currently written, paragraph 7-5 of DoD 4140.22-M can be
interpreted to limit reversal transactions to adjustments that
have occurred within the last twelve months. This interpretation
was not intended, but can easily be made from the current
wording. Chapter 7 of DoD 4140.22-M is currently in the final
stages of staffing for reissuance. The lack of clarity of the
reversal procedure will be corrected.

The Department concurs that, in some cases cbserved during
the GAO audit, the NSC Norfolk improperly processed reversals of
inventory transactions. The DoD also agrees that, to the extent
that this occurred, this practice resulted in an understatement
of the value of the NSC Norfolk inventory adjustments, and thus
an overly optimistic portrayal of inventory accuracy as measured
by the Gross Monetary Adjustment Rate (GMAR).

The Department does not, however, concur that this resulted
in the NSC Norfolk "...overstating its inventory accuracy...,”
since the GMAR measure affected by Norfolk was only one of
several measures used to assess inventory accuracy at the NSC
Norfolk. These include location accuracy, warehouse refusal
rates and, since October 1985, random sample inventories. None
of these measures were affected by the practice cated by the GAO.
Additionally, the DoD does not concur that this practice
" _..caused the NSC records to be inaccurate for long periods of
time." The initial inventory adjustment brought the physical
inventory record into agreement with the on hand quantity;
therefore, the inventory record was not inaccurate for long
periods of time. The DoD acknowledges that the result of
improper handling of the initial transactions (receipt, returns,
isgues, etc.) several years earlier had reduced the accuracy of
these specific transactions, but once the condition was ncted,
these transactions were corrected and the original adjustment
appropriately reversed. As indicated in the DoD response to
RECOMMENDATION 4, the Commanding Officer of the NSC Norfolk has
reemphasized the basic requirement to comply with physical
inventory caontrol regulations, including proper use of inventory
adjustment reversal transactions.

TINDING B: Improper Substitution of Line Items. The GAO found
ingtances where the Norfolk NSC used an inventory transaction in
one account to offset a transaction in another account. As an
example, the GAQO cited an instance where the Norfolk NSC
identified the loss of a compresgsor and adjusted its records
accordingly. The GAO reported that, subsequently, the Norfolk
NSC offset this loss with a gain of an unrelated item--a
rotor—and-stator assembly--and reversed the compressor
adjustment. The GAO concluded that this is an improper practice,
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reversals of five year old documents is improper. The GAO
concluded, however, that such practices perpetuate record
inaccuracies and cause the gross mcnetary adjustment rate (GMAR)
Now on p. 17 to be understated. (P.iii, pp.l7/GAO Draft Report)

DCD RESPONSE: Concur. The Department concurs that the NSC
Norfolk was not meeting the deadlines for processing inventory
adjustments. The NSC NWorfolk policy was to delay record
adjustments when they occurred on the 0.6 percent of the itens
that were classified or high value (unit price exceeding
$100,000). This local policy/procedure, while not in accordance
with established DoD or Navy policy, was only emplcyed on high
value items warranting the tightest possible management. It is
from this universe of high value 1tems that the GAO sample was
drawn. The NSC Norfolk local practice of deferring inventory
adjustments has been discontinued. The statements of DoD/Navy
officials regarding reversal ¢f aged transactions were either
incorrect or misinterpreted, which is understandable based on the
current wording of the procedure, (as discussed in the DoD
RESPONSE to FINDING A) .

More significantly, the DoD emphasizes that, in the long
run, the NSC Norfolk efforts to resclve apparent discrepancies,
while not as timely as required by requlations (and thus
occasionally extending the time-frame), ultimately improved
overall record accuracy. The procesas of reconciling balances
between multiple records within an enormously complex
computerized system is extremely difficult and time consuming.
While the causative research process frequently exceeds the time
allocated, it is highly successful as a management tool to
correct transactional errors and provide feedback of
syatem/procedural deficiencies. In that regard, the NSC Norfolk
audit of its causative research results indicated the accuracy
rate for its causative research process exceaded 98 percent.
Complete causative research alsc provides wvaluable input into the
redesign of computer systems, physical facilities and training
programs to allow permanent, long term system fixes to be
realized and institutionalized.

FINDING D: Incorrect Inventory Values Reported. The GAO
reportad the annual Navy GMAR has been based cn inflated
inventcry values, since some high dollar value items are
repeatedly included in inventory statistica. The GAO pointed out
that, according to a Navy document, in order to meet tha

3 percent goal, there is a tendency for Navy stock peoints to
inventory more high dollar line items and/or those reccrds least
likely to generate adjustments. As an example, the GAO cited
physical inventories and multiple maintenance checks of aircraft
engines reported by the Norfolk NSC for the last two fiscal
years. The GAO found that, although annual physical inventories
of these items are required, the Norfolk NSC inappropriately
included maintenance checks in the annual count of inventoried
items for FY 1985 and FY 1986. RAccording to the GAO, the effect
of this action was to overstate the amount of inventoried items
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Now on pp 21- 24,

DOD RESPONSE: Concur. The Department agrees that the NSC
Norfolk causative research process was not sufficiently timely to
meet the 45 day processing standard. The NSC Norfolk made
prudent decisions with respect to resource allocation to ensure
that the most significant discrepancies were thoroughly
researched and processed as rapidly as possible. They are
continuing to do so, as noted in the DoD response to
RECOMMENDATION 5. It should also be noted that the DoD criteria
did not change. The Navy adjusted its internal crateria from
$5,000 to $16,000, which was the DeoD criteria. Prior to that
change the Navy required more causative research than the minimum
required by the DoD.

FINDING ¥: Problem With DoD And Navy Inventory Policies.
According to the GAC, several DoD and Navy pelicies allow for the
exclusion of substantial numbers and values of inventory
adjustments from inventory accuracy reports. The GAO reported,
for example, that DoD and Navy policy provides for excluding the
monetary value of inventory adjustments from the GMAR if research
determines the causes for the errors and the adjustment 1is,
therefore, reversed. According to the GAQ, this policy resulted
in the Navy reversing 84 percent of its adjustments in FY 1986,
and enabled it to report adjustments amounting to only 2.7
percent. The GAO estimated that had these reversals not been
considered, the adjustment rate would have, instead, been 16.6
percent. In addition, the GAQO reported that DoD policy allows
for eliminating from the record accuracy measure included in the
Inventory Control Effectiveness (ICE) reports, all record
adjustments valued at less than $800. The GAO concluded that
these policies result in a higher accuracy rate in the ICE
report. The GAO reported that another policy problem 19 the
inclusion in reported accuracy information for both scheduled and
unscheduled inventories. The GAQO concluded that including the
results of both types of inventories in reported accuracy
measures causes those measures to understate inventory accuracy.
Overall, the GACQ concluded that these DoD and Navy policy
prceblems cause the reported accuracy rates to not be wvalid
indicators of the true statue of the inventory system. (p. iv,
PP- 21-26/GAO Draft Repcrt)

DOD RESPONSE: Nonconcur. First, as stated in the DoD response
to FINDING A, it is the goal of the Department that all ita
records be as accurate as posaible. Revergal transactions are
required in order to properly post receipt and issue documents.
The value of the reversals offset a corresponding value of
adjustments. This is as it should be. Properly posted reversals
are a measure of the effectiveness of causative research in
making DoD records as accurate as possible, and are a positive,
rather than negative action. The fact that Navy reversed 84
percent of the dollar value of its previously posted physical
inventory adjustments says two things: (1) the Navy tock action
to make the accountable record agree with the physical inventory
count by posting an inventory adjustment, and (2) the Navy
causative research was highly successful in identifying and
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Additicnally, the Department ia formally requiring annual
random sample inventories, thus institutionalizing a procedure
that has been in use in the Navy since October 1985, and in other
portions of the DoD, prior to the GAO audit. The use of random
sample inventories will provide a baseline measure devoid of any
bias injected by mixing the results of scheduled/unscheduled
inventories in gquarterly/annual reports.

The accuracy rates reviewed by the GAO are only two of many
measures used by the DoD, and neither have ever been intended to
be measures of the overall DoD inventory accuracy. The
deficiencies noted by the GAC did not affect the location
accuracy rate, denial rate, receipt procesasing time frames, and
results of the Navy random samples (taken since October 1985),
all of which are used in combination to assess inventory accuracy
and program performance.

FINDING G: Navy Bfforts To Improve The Supply System. The GARO
reported that, in FY 1982, the Navy developed an extensive
program to overcome problems in its supply system. The GAQ
reported that, by March 1987, the Navy had implemented over 70
initiativea, some of the most significant of which focused on
efforts to improve inventeory accuracy. In this regard, the GAO
reported that the Navy began an effort to incorporate statistical
techniques and more meaningful measures of inventory accuracy,
resulting in the Statistical Package (STATPAC) program. The GAO
noted that one aspect of the program is the Statistical Accuracy
Techniques and Measurement Analysis (STATMAN), a statistical
sampling and analysis tool that can provide inventory accuracy
statistics for Navy stock points. The GAO reported that it was
unable to determine whether, and to what extent, the STATPAC
addresses the identified inventory accuracy problems, since the
Navy is still in the process of implementing the systems. The
GAC noted, however, that the Navy regards the STATPAC as a very
successful program and credits the STATMAN with enabling the NSCs
to establish a basis for continuously improving inventory
accuracy. The GAQ reported that, during its review, it visited
the Puget Sound NSC and found that progress has been made to
improve its security and material accountability. The GAO ncted
that the Puget Sound NSC is relatively small, and achieving
improvements there is easier than at a larger NSC, such as
Norfolk. The GAO concluded, however, that the progress at the
Puget Sound NSC is good evidence that the Navy inventory
management improvement initiativea could resolve many of the

Now on pp. 24 - 27. problems the GAO identified. (pp. 26~31/GAO Draft Report)

DOD RESPONSKE: Concur. The Department 1s pleased with the Navy
long~standing aggressive program to enhance its supply system, in
general, and inventory accuracy, in particular. The Department
is glad that the GAQO was impressed with the status of material
accountability and security at the NSC Puget Sound. The
Department suggests, however, that this point be reflected in the
report Executive Summary, so that top management readers of that
summary will be properly apprised that Navy has made significant
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Thus, the DoD has chosen to use a number of measures,
rather than just the two used by the GAO. The Navy, for example,
through its STATMAN process, is doing random samples of both
basic absolute accuracy and of accuracy within sound
economic/readiness criented error tolerance rates. Thus, a low
dollar item with a high readiness impact will, in some cases, be
required to be more accurate than a moderately priced fast moving
item of limited military essentiality.

FINDING I: GAO Assessmant Of Dollar And Unit Variances. The GAC
reported that the Norfolk NSC measures the dollar variance of
1tems inventoried compared with the total value of items
inventoried to cbtain the GMAR--a rate of 3.2 percent for

FY 1986. The GAQO pointed out, however, that, as discussed 1in
FINDING D and F, the NSC rate is misleading, since it 1is based on
an inflated value of inventoried items and omits many
adjustments. According to the GAO, 1ts sample was based on the
total NSC inventory, including both low and high dollar value
i1tems. The GAQO estimated the total value of the Norfolk NSC
inventory adjustments for FY 1986 was $1.04 billion, yielding a
GMAR of 17.9 percent, rather than the 3.2 percent reported by the
NSC. The GAC pointed out that most of the Norfolk NSC inventory
value (88 percent) is comprised of items valued at $100,000 or
less. For these items, the GAQ found the dollar variance ranged
from 9.7 percent to 27.6 percent, but is substantially lower for
items over 5100,000 in value. The GAO found a similar pattern in
assessing unit variance, with the greatest incidence of efforts
cccurring in the lower value items. The GAQ concluded that the
Norfolk NSC is doing a much better job managing the high dollar
value 1tems than the larger number of low dollar value 1tems.

Now on pp 30 - 35. (pp. 37-43/GA0 Draft Report)
DOD RESPONSE: Partially concur. The Department agrees that the

NSC Norfolk was doing a better job of managing high dollar items,
and i3 pleased that it has tailored 1ts resource- constrained
program to emphasize effective controls over these assets. The
DoD does not agrea, however, with the GAO estamation of a $1.04
billion adjustment, nor of a 17.9 percent GMAR, based on the GAC
random sample. First, since the GAO calculation of these
adjustment figures was apparently based on weighting factor of
various sample cells by the number of line items, rather than by
the dollar value of the inventories in these cells, the GAO
miscalculated the adjustment/GMAR by overemphasizing the results
in the high unit {(but low dollar) cells. The DoD estimates the
appropriate comparable dollar-weighted pre-regearch sample GMAR
figures to be approximately a $650 million adjustment and an 1l1.6
percent GMAR. This is quite similar to the dollar-weighted
pre-research 10.8 percent GMAR observed by the Navy in STATMAN
random samples at the NSC Norfolk.

In turn, this revised "GAQO version of GMAR"” of 11.6 percent
cannot, and should not, be directly compared to the NSC Norfolk
reported 3.2 percent rate (nor even to its 4.4 percent rate after
adjusting for overly-frequent inclusion of aircraft engine
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million, which is less than four percent of commercial contractor
repair throughput value for the equivalent fifteen year period.)

The SPCC letter was initiated as part of a long-term
program to modernize the SPCC control procedures. The Department
acknowledges this was a cumbersome manual process that was
neither integrated with 1ts financial files nor maintained
through automated processes. The Navy had recognized the need to
improve these processes, and the SPCC Commercial Asset Visibility
(CAV) system 18 part of a phased program to do so, culminating,
in 1990, integrated inventory/financial files wvia the
resystemization of the Inventory Control Point data processing
systems (including the SPCC). A September 18, 1987, letter from
the Naval Supply Systems Command Assistant Commander for
Inventory and Systems Integrity to the Counsel of the Senate
Committae on Governmental Affairs covers the complete background
on this program. A copy of the letter is attached. The CAV
portion of this program has required financial adjustments to the
SECC ledgers, but has not resulted in inventory losses.

The financial reconciliation process that the SPCC
undertook did result 1in a net financial adjustment of $464
million, A8 discussed further in the enclosed letter, these
financial adjustments were needed to realign the outdated,
archaic paperwork process at key transaction pointa. The
adjustment occurred during a period in which the number of
commercial depots more than doubled to over 400, and represented
less than 4 percent of the $12 billion of repair transactions
that occurred over the preceding 15 year period. The CAV I
process, now in place, was the first step in providing much
needad automaticn in this area.

With regard t¢ the GAOQ conclusion concerning reconciliation
procedures, the DoD agrees that the Navy must develop appropriate
procedures for resolving any future differences in its files and
official records maintained by the contractors in accordance with
Federal Acquisition Regulations (FAR). The $208 million
financial adjustment highlighted in moving to the CAV II,
however, is an unvalidated speculative estimate, developed well
prior to completion of the SPCC ongeing analysis of the
financial/materiel transaction filea. It represents potential
financial adjustments, not inventory losses. The key point,
overall, is that materiel visibility is much improved, the
primary objective of the CAV I. Physical accountability is not
at issue, as verified by the Naval Audit Service and the Defense
Logistics Agency in independent audits. Contractor control and
materiel records were nearly flawless, reinforcing that actual
materiel locsses were not an issue. The improved CAV Il system
will further enhance visibility of assets in contractor plants
and minimize future inconsistencies between the SPCC materiel and
financial files.

FINDING K: Asgessment of Internal Controls: Inventory
Management, The GAO observed that internal controls are an
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throughout the 1980s, including extensive management direction
and review. The Naval Supply Systems Command established an
intensive 73~item improvement program, now virtually completed.
In 1982, a flag officer billet was established to be directly
responsible for inventory and systems integrity. Inventory
accuracy at the primary storage sites is reviewed and additicnal
afforts mandated via semiannual flag-level meetings of
Headquarters managers and the Commanding Officers of these
activities. As a result, the numercus indicators tracked to
asgeqgs inventory accuracy performance have shown major
improvements in the 1980s. For example, the GMAR at the NSCs,
has declined from 14.3 percent in FY 1981 to 2.2 percent in

FY 1987 (through August). The materiel denial rate is down
proportionately by 12 percent since FY 1985, and 1s now only 0.7
percent, well below the DoD ceiling of 1.0 percent. Location
accuracy is up from 96.1 percent in FY 1984, to 97.6& percent
through August of FY 1987 (exceeding the DoD 97.0 percent goal),
and 90.1 percent of receipts are processed on time (exceeding the
DoD 90.0 percent goal). The Navy materiel denial rate has
congistently met the DoD gcal, while the location accuracy and
receipt processing rates have improved since the early 1980a and
have met the DoD goal in the last two fiscal years. The Navy
STATMAN random sample ("pre-research") inventories have shown a 4
percent improvement in overall line item accuracy from the first
quarter FY 1986 to the fourth quarter FY 1987. 1In that regard,
the GAC sample inventory at the NSC Norfolk represents the status
for the largest and most challenging supply center in the Navy.
Although the Norfelk performance has improved throughout the
1980s, the other supply centers generally have a better track
record for inventory accuracy, and are also continuing to
improve. For example, a similar random sample inventory tc the
one which produced a 63 percent line item accuracy rate at
Norfolk would result in rates as high as %0 percent at other
supply centexrs, with many averaging in the 80-85 percent range.

Although the Navy has neglected to document its exceptional
management commitment to this subject in Internal Control Program
termsa, there is ample written evidence of these inventory
accuracy improvement efforts. These include implementation of
bar-coding techniques, increased staffing and funding for
improved physical inventory, improved quality control and
statistical sampling techniques, supporting ADF enhancements to
improve the efficiency and controls for recent processing,
shipment coordination and other functions impacting on inventory
accuracy, and a comprehensive "Engineering the Workplace"
project, which is assessing and redesigning various physical
distribution processes. There is no doubt of the Nawvy firm
resolve to improve inventory accuracy.
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lowonp. 41.

low on pp. 41.

interface with 99 of the highest volume repair contracters

(25 percent of total contractors), repregenting 75 percent of the
value of the repair inventory. 1In 1986, an additional autcomated
interface was established that assists carcass tracking to the
contractor sites through transshipment hubs. Located at Norfolk
and San Diego, the hubs serve as central collection centers,
where the carcass receipt and subsequent shipment to the
commercial contractor 1s electronically transmitted to the SPCC
to update the inventory control point files.

As a further improvement to the CAV system, the CAV II will
be implemented in early FY 1988, providing document number
control of assets at the contractor site, tracking the component
through the entire repair process--including each change in
status (induction, being repaired, repair completed). 1In
addition, the CAV II will expand the contractor network (99 to
116) and inventory base (75 to 85 percent).

Substantial progress has been made toward better financial
controls and materiel accountability. In the interim, physical
accountability of materiel at commercial contractor facilities
has recently been reviewed by both the Naval Audit Service and
the DLA. Initial indications confirm that there is not a
physical accountability problem. Final resclution of any
financial adjustments will, however, only be achieved with the
planned implementation of an integrated financial/inventory data
base via resystemization of the ICP ADP systems in 199%0. The Cav
system has been a key interim step in improving the management of
the SPCC commercial repair process.

RECOMMENDATION 3; The GAO recommended that the Secretary of the
Navy direct the Naval Supply Systems Command to reguire that the
next annual Financial Integrity Act assessment include a review
of the internal control weaknesses discussed in this report, such
as inventory accuracy and causative research. (p- v, p- 53/GAO
Draft Report)

DOD RESPONSE: Concur. The Navy will include an assessment in
the Fiscal Year 1988 Internal Control Program. A= indicated in
the DoD response to FINDING K, the Navy has had a long-standing
commitment to improving its inventory accuracy programs. It
should also be noted that DoD Instruction 4140.35, dated June 30,
1987, requires that Heads of Dol Components, "Establish physical
inventory control as an element to be addressed in annual
Internal Management Control assessments required by DoD Directive
5010.38."

RECOMMENDATION 4: The GAO recommended that the Commanding
Officer of the Norfolk Naval Supply Center require that inventory
regulations be properly applied and enforced to avoid, for
example, reversing receipt documents over a year old. (p. v, p.
53/GAO Draft Report)
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DOD RESPONSE: FPartially concur. The DoD agrees that the
Commanding Officer of the NSC Nerfolk should require that
inventory regulations be properly applied and enforced, and that
action has been taken. As discussed in the DoD response to
FINDING A, however, there are occasions when reversal of
adjustment transactions 13 appropriate to restore complete
financial accountability. The DoD response to FINDING A also
points out that the current Dol procedure for the proper handling
of reversals 1s unclear, subject to misinterpretation and
requires revision. The DoD could concur with the recommendation
1f it stated as follows, "The Commanding Officer of the Norfolk
Naval Supply Center require that inventory regulations be
properly applied and enforced”. 1In this regard the Commanding
Officer of the NSC Norfolk has reemphasized the basic requirement
to comply with physical inventory control regulations, including
proper use of inventory adjusatment reversal transactions. &An
additional appropriate recommendatiocn is, "The Office of the
Secretary of Defense should take action to clarify inventory
adjustment reversal procedures to preclude misinterpretation,
ensure complete financial and inventory accountability and to
preclude potential abuse...,"” and actions are underway to do so.

RECOMMENDATION 5: The GAO recommended that the Commanding
Officer of the Norfolk Naval Supply Center require that
adjustments be made within the established time frames for
completing inventories and that causative research is completed
Now on pp. 41 as rapidly as 1s feasible. (p. v, p. 53/GAO Draft Report)

DOD REJPONSE: Concur. As discussed in the DoD response to
FINDING C, adjustments were only deferred on a limited universe
of clasgified or high value items. This practice was intended to
ensure maximum accuracy in the research process for these
critical items., The Commanding Officer of the NSC Norfolk has
discontinued deferral of adjustments, and will ensure the
timeliesgt possible completion of causative research within the
limits of available resources to conduct the associated actions.
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RECOMMENDATIONS

RECOMMENDATION 1: The GAO recommended that the Secretary of the
Navy direct the Naval Supply Systems Command to provide the Naval
Supply Centers specific criteria for designing physical inventory
samples to eliminate the inventory abuses described in thas
report that distort accuracy reports. The GAO further
recommended that these criteria should include guidance that
ensures that the use of STATMAN, the Navy’s new statistical
sampling and analysis tool, enables managers to cbtain a
repregentative view cf inventory accuracy based on such
indicators as initial record accuracy, and dollar and unit

Now on p. 41. variances (p. v, p. 52/GAQ Draft Report}

DOD RESPONSR: Concur. Based on action underway prior to the
audit, the Navy 1s already carrying out all but one limited
aspect of this recommendation. DoD Instruction 4140.35, dated
June 30, 1987, requires each Service to condu¢t an annual random
sample inventory. The Navy has been conducting such inventories,
employing its STATMAN analysis programs, and reflects this
requirement and associated design criteria for sampling in its
updated program guidance (NAVSUPINST 4440.115G of September 22,
1887). 1In addition, as part of the latest update to the five
year program for improving DoD physical inventory management, the
DoD Joint Physical Inventory Working Group is assessing the
feasibility and value of measuring dollar and unit variances as
part of the sample process throughout the DoD.

RECOMMENDATION 2: The GAO recommended that the Secretary of the
Navy direct the Naval Supply Systems Command to require that the
Ships Parts Control Center stock records be established and kept
current with regard to those items sent to non-Navy facilities
Now on p 42. for repair. (p. v, p. 53/GAC Draft Report)

DQD RESPONSE: Concur. The Ships Parts Centrol Center (SPCC) is
already regquired to establish and maintain stock records for
items sent toc non-Navy facilities for repair. The physical
accountability function is, however, the responsibility of the
commercial contractors, in accordance with the FAR, with
Government oversight being provided by the Defense Contract
Administration Service (DCAS) activities of Defense Logistics
Agency (DLA). Although the official stock records are maintained
by the contractor, the growing commercial repair program in the
early 19808 necessitated increased manual monitoring by the SPCC.

Accordingly, in 1985, the SPCC designed and brought on line
the CAV I system, to provide better tools to maintain visibility
on 1ts stock records of those items repaired and accounted for at
commercial facilities. The CAV I system provides an electronic
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essential element of effective inventory management. The GAO
further observed that, when properly implemented, effective
internal controls provide reasonable assurance that:

- resources are protected from waste, fraud and abuse;

- resources are used in accordance with applicable laws,
regulations and policies; and

- reliable data are obtained, maintained and fairly reported.

The GAOQ noted that, the Federal Managers’ Financial Integrity Act
(FMFIA) requires Government activities to evaluate their internal
controls to make sure these objectives are met. The GAO found
that at the Norfolk N3C, the assessment of internal controls for
supply accountability did not disclose any inventcory accuracy or
causative research deficiencies for FY 1985 and FY 1986.

The GAC further found that at the Norfolk NSC, the vulnerability
assessment of internal controls for FY 1985 and FY 1986
1dentified no material weaknesses in supply accountability. The
GAO concluded, however, based on its review, that inventory
accuracy is an area of vulnerability and thus should have been

Now on p. 13 included in these FMFIA assessments. ({p. ii, pp. 6-7/GA0Q Draft
' Report)
DOD RESPONSE: Concur. Although the DoD and the Navy have strong

programs tc assess and improve inventory accuracy, the Department
agrees that more explicit recognition of "inventory accuracy"
under the FMFIA process would have been appropriate. DoD
Instruction 4140.35, dated June 30, 1987, regquires that Heads of
DoD Components, "Establish physical inventery control as an
element to be addressed in annual Internal Management Control
asgsessments required by DoD Directive 5010.38". The applicable
DoD guidance (DoDD 5010.38) requires a risk assessament of each
“assessable unit" at least once every five years. The governing
Navy instruction did not specifically list it as one of the
assessable areas subject to review. Thus, while it has been
explicitly reviewed at several NSC and implicitly considered in
reviewing related functional areas {(e.g., "supply" at the Navy
Supply Centers (NSCs) such as Norfolk, and data quality under
"ADP" at the Navy Ships Control Center) or narrower scope
components {(e.g., location validity at several NSC), "inventory
accuracy” per se has not been consistently reviewed as a specific
area of vulnerahility at Navy supply activities. As indicated in
the DoD response to Recommendation 3, the Mavy plans to place
emphasiy on an assessment of inventory accuracy {including
causative research) at major supply activities as part of its FY
1988 Internal Control Program.

It is vital to distainguish, however, between formal
compliance with the administrative components of the Internal
Control Program, and the consistently strong emphasis placed on
inventory accuracy throughout the Navy. In that regard, the Navy
has devoted significant resources to inventory accuracy
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Now on pp. 36 - 38.

inventoriesg). For example, the GAO states that reversals should
not be taken against erronecus posting of gains and losses,
whereas the DoD and the Navy view such reversals as a legitimate
means of ensuring that the DoD records are nct only accurate with
respect to balance, but also with respect to transactions. In
order to compare the DoD recalculated sample GAC variance rate of
11.6 percent to the reported 3.2 (or 4.4) percent, the value of
reversals must first be deducted from the GAC variance. Based on
recent Navy reversal rates (63 percent of total adjustments in

FY 1986), 5410 million would have to be deducted from the 5650
million projected adjustment, leaving $240 million of unresolved
gains and losses. This equates to a GMAR of around 4.3 percent.
The resulting difference between the GAQ and NSC rates is
certainly not nearly as significant as the GAQO states in the
report.

FUNDING J: Control Problems Over Raparahble Items. The GAQO found
that the Ship Parts Control Center (SPCC) has not maintained

stock records for items sent to contractors or to interservice
maintenance facilities for repair. The GAO also found that the
SPCC financial records for these items are inaccurate. The GAO
reported that, as a result, the SPCC lost visibility and
accountability over these materials, valued at nearly $700
million in October 1985. Since 1985, the GAC reported that the
SECC has been trying to reconcile its records to show the dollar
value of reparable items at contractor and interservice
locations. In this regard, the GAO reported that, in January
1986, based on information provided by contractors and
interservice facilities, the SPCC adjusted i1ts financial records
by $621 million, including a net write off of $464 millicon. The
GAO found, however, that since then, the SPCC has again lost
track of reparable items valued at $208 million, primarily
because it has not been performing required reconciliations. The
GAO c¢oncluded that the SPCC has not adequately controlled
reparable items. The GAO further concluded that the Navy needs
to develop reconciliation procedures to ensure that differenceas
between its records and the contractor records are adequately
explained. (p. iv, pp. 44-47, p. 52/GAC Draft Report)

DOD RESPONSE: Nonconcur. The DoD deces not concur with the
conclusion that "...the SPCC lost visibility and accountability
cver these materiels, which were reportedly valued at nearly $700
million in October 1985." The awkward wording of the SPCC letter
could lead to an initial conclusion that the Navy had lost
control of these assets. This impression, however, is the result
of overstated wording employed by an SPCC employee to elicit the
cooperation of nearly 100 SPCC commercial repair contractors in a
special effort to support Navy-unique reporting procedures. (The
Department could concur if the report were revised to indicate
that: (1) the SPCC visibility and accountability over these
materials has not been adequate; (2) the SPCC recognized the
need to update financial records that had not been properly
maintained for fifteen years; (3) the SPCC corrective action
resulted in a cumulative net financial adjustment of $464
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Now on pp. 28 - 30.

progress and has sound programs underway for further progress.
This is particularly vital and appropriate given that, while the
Executive Summary exclusively focuses on the NSC Norfolk (with
the exception of one item regarding the SPCC), the report title
is "NAVY INVENTORY MANAGEMENT: Inventory Accuracy Problems.”

FINDING H: GAO Assessment Of Record Accuracy. The GAO reported
that, as discussed in Finding F, the Norfolk NSC includes both
scheduled and unscheduled inventories in determining inventory
accuracy. The GARO found, however, that the NSC did not select
the line items for its physical inventories on a statistical
basis, as part of scheduled inventories. The GAOC concluded,
therefore, that the Norfolk NSC cannot rely on the results of its
inventories to depict the accuracy of its coverall aupply records.
To obtain a valid representative assessment of the Norfelk NSC
inventory accuracy, the GAO selected a stratified statistaical
sample of Norfolk NSCs and conducted a physical inventory. Based
on this sample, the GAO estimated an initial accuracy rate of

69 percent in FY 1986, substantially higher than the 37 percent
rate repcrted by the Norfolk NSC. The GAO also pointed out that
the adjusted record accuracy rate of 80 percent for FY 1986
reported by the NSC is based only on major adjustments. The GAO
concluded that an inventory record is inaccurate regardless of
the dollar amount involved, and should be included. (p. 1v, pp.
32-37/GAC Draft Report)

DOD RESPONSE: Nonconcur. The GAO has developed its own
definitions and measures and compared them to measures used by
the DoD. The GAC and DoD measures are, in most cases, not
comparable.

The DoD also takes exception with several additional points
noted in this finding. First, contrary to the claim that the NSC
Norfolk does not know the status of its inventory accuracy, The
GAO 69 percent figure, based on a statistical sample of the
entire population of line items carried, is identical to the 2nd
quarter FY 1987 STATMAN inventory conducted by the NSC Norfolk
during the same time-frame and referenced in the WAVSUP Command
Inspection Report of the NSC Norfolk conducted March 9-20, 1987,
In fact, the NSC Morfolk has been conducting random sample
inventories gince late 1985, and reporting the results to the
Naval Supply Systems Command.

Secondly, the DoD disagrees with the implication that
initial inventory record accuracy rate is a meaningful measure of
inventory accuracy. As GAO correctly noted, the NSC Norfclk
reported initial record accuracy rate for the ICE report of
37 percent included both scheduled and unscheduled inventories.
Accordingly, the DoD and the Navy have given this measure limited
emphasis. Any sgample inventory record accuracy rate that does
not take into account the significance of the discrepancies is
subject to misinterpretation (e.g., an error of one out of 1,000
on a low dollar value item has a significantly different impact
than an error of ocne of two on a high dollar value item).
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correcting improperly pcsted documentation. The GAQ approach
would result in double counting errors. This is inappropriate
and would be counterproductive to the gcal of making all records
as accurate as possible. The double counting of errors would
serve as a disincentive to the DoD goal of correct documentation.
The GMAR is but one of many measures used to access inventory
accuracy. The GMAR is, by definition, calculated by using the
value of the gross inventory adjustments, less the value of the
gross reversals, not their sum. The DoD does, however, track and
report gross adjustments and gross reversals separately.

Secondly, with regard to record accuracy, the DoD measure
was never intended or portrayed to be representative of the total
inventory record accuracy. In order to fulfill the DoD goal to
maximize physical inventory and transaction accuracy, the DobD
program requires that unscheduled inventories be given priority
over scheduled inventories, except in the case of controlled
items. Unscheduled inventories are conducted due to a known or
suspected problem. Approximately 75 percent of the physical
inventories conducted are unscheduled. The record accuracy
figure that the GAQO is addressing is intended to tell DoD
management what proportion of the total inventories conducted
resulted in significant dollar value adjustments (gains or loss
adjustments over $800.00) to inventory records. That 1s how it
is defined, that is how it is calculated, and that is what it
tells management. The statistical sample the GAQO conducted of
the Army serves as a good example. In the GAO sample taken in
the Army, 76.4 percent of the records in error had dollar
variances of under $800, but their cumulative dollar variance
accounted for two-tentha of one percent of the sample total gross
dollar variance. Clearly, the 23.6 percent of the records in
error with variances over $800 should be of importance to the
DoD, since they accounted for over 99.9 percent of the total
dollar variance. Again this ia what this measure has
historically measured, and it was never intended to be a
representative measure of the total DoD inventory.

It should be noted that the revision to DoD 4140.22-M, which
was formally staffed for comment in March 1987, and has been in
various draft forms since early 1986, calls for the reporting of
all records with a variance, regardless of the value of the
variance. This change, however, is also not intended to be
representative of overall accuracy. Rather, it is intended to
document how many discrepancies identified during the physical
inventory process resulted in inventory adjustments.
Furthermore, as part of the DoD Physical Inventory Control
Program, the DoD Joint Physical Inventory Work Group has been
developing policy revisions to improve the collection and
utilization of data related to inventory accuracy measurement.
(It must be emphasized that the "under $800 adjustments" were
excluded only from one of the several measures used to agsess
inventory accuracy.)
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and significantly understate the reported GMAR. The GAQ
concluded that this practice 1s another factor impacting the
overall accuracy of the Norfolk NSC inventory and adjustment
Now on pp. 19 - 20. rate. |p. ili, pp. 17-13/GAO Draft Report)

DOD RESPONSE: Partially concur. The DoD does not agree that
"Navy GMAR has been based on inflated inventory values," since
the Norfolk inclusion of "extra" engine counts in FY 1986
impacted the overall NSC GMAR rate by only 0.3 percent. (The
Department could concur if the GAO finding stated that NSC
Norfolk GMAR waa understated due to inflated inventory wvalues.)
In addition contrary to the conclusions in a Navy field activity
staff study cited by the GAO, the DoD and the Navy believe the
NSC Norfolk additional reviews of inventory balances on high
value aircraft engines during quarterly maintenance checks was a
prudent management action designed to ensure the tightest
possible controls over these critical and costly components. The
DoD does agree, however, that this practice resulted in an
understatement of the NSC Norfolk GMAR, which is only one of the
measures of the activity’s inventory accuracy. The practice of
including these quarterly inventory counts in the computation of
the GMAR was a local NSC Norfolk practice, and it has been
diascontinued. It should be noted, however, that even 1f the
additicnal engine checks are excluded from the Norfolk GMAR
calculation, the overall improvement in this measure 18 still
dramatic— from 21.4 percent in FY 1981 to 4.4 percent in FY 1986.

FINDING E: Causative Research Is Untimely. The GAO reported
that DoD regulations require that variances between recorded
inventory balances and the balance on hand be regearched to
identify the reason for such variance. The GAO also reported
that Navy regulations require that causative research be
completed no later than 45 days after an adjustment to inventory
records. The GAQ found, however, according to available
information and Navy officials, that the Norfolk NSC ig exceeding
the research deadline for nearly half of the adjustments it
investigates, and a sizeable backlog of research cases is
continuing. According to the GAO, a Navy official attributed the
research untimeliness to a research backlog that accumulated
several years ago, when Navy criteria required causative research
to be conducted for adjustments of $5,000 or more, and research
personnel were few and poorly trained. The GAO noted that, by
late FY 1986, after the DoD criteria was raised to $16,000 or
more, and more better trained researchers were available, the
backlog had been reduced. The GAO found that by March 1987,
however, the causative research process had detericrated, in
terms of both timeliness and caase backlog. According to the GAO,
a NSC official attributed this situation to a loss of several
researchers. The GAO concluded that delays in researching the
cause of inventory imbalances reduces the likelihood of
determining why the variance occurred.

Now on pp. 20 - 21. {p. iii, pp. 19-20/GAQ Draft Report)
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Now onpp 16-17

especially since the two items involved were not interchangeable.
In addit:ion, the GAO concluded that this was another factor that
contributed to the Norfolk NSC overstating i1ts inventory
accuracy. (p-111, p. 13/GAO Draft Report)

DQD RESPONSE: <Concur. The Department agrees that offsetting
transactions, such as those cited in the audit, are not normally
appropriate 1f the items involved are not directly linked through
stock number assignment or other characteristics, such as a
complete interchangeability relationship. The DoD also agrees
that such actions should not be routinely undertaken when it may
be more appropriate to correct the various records potentially
affected at the NSC, and/or at customer or shipper activities, by
preparing new inventory adjustments rather than reversing older
ones. Nonetheless, there are occasions when discrepancies result
from the tranaposition of portions of a stock number, or from
other situaticns wherein it may be appropriate for overall
DoD/Navy financial management purposes to reverse the incorrect
inventory transactions and process the necessary documentation to
reflect properly the associated receipts/issues on both the NSC
and customer/shipper records, even though the two items involved
are not directly "interchangeable.” This decision requires an
agsessment of a variety of factors reflected in transaction
history files, freight manifests, et al. In addition, as
diacussed in the DoD Response to FINDING A, any such overly
liberal utilization of techniques, which caused a marginal
reduction in the true Grosas Monetary Adijustment Rate (GMAR), were
impacting only one of several measures used to assess inventory
accuracy at the N3SC Norfolk.

FIMDI! ; Deadlines For Processing Inventory Adjustments Not
Being Met. According to the GAO, when a physical inventory
reveals a variance between the records and items on hand, supply
managers should change their records to agree with quantities on
hand. The GAC reported that Navy regulations reguire that record
adjustments based on a physical inventory be made, "without
delay,"” by the completion of the inventory pericd. The GAC
found, however, that some adjustments at the Norfolk NSC were not
made at the completiocn of inventories, but were deferred and
pasgsed on for further investigation. The GAO noted that, in

FY 1985, a Navy review group found that the Norfolk NSC was
deferring adjustments until completion of causative research,
resulting in an average delay of 100 days. The GAO found that
this practice is continuing at the Norfolk NSC. According tc the
GAO, of the 37 FY 1986 National Stock Numbers referred for
further investigation, inventory adjustments for 16 had been
deferred beyond Navy deadlines, averaging 78 days. The GAO also
found that the Norfolk NSC was improperly resolving deferred
adjustments. As an example, the GAO cited an instance where the
NSC deferred an adjustment on a lost item while awaiting
causative research results. The GAO reported that, subsequently,
based on the researcher’s recommendation, the receipt for one
item delivered five years earlier was reversed and no record
adjustment made. The GAO noted that DoD officials claimed
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Now on pp. 15 - 16.

GAO DRAFT REPORT - DATED OCTOBER 8, 1987
(GAO CODE 391565/0SD CASE 7402-A)

"NAVY INVENTORY MANAGEMENT: INVENTORY ACCURACY
PROBLEMS"

DEPARTMENT OF DEFENSE COMMENTS

FINDINGS
FINDI : Improper Reversals By The Norfolk Naval Supply

Canter. The GAO reported, that under current DoD and Navy
policy, inventory transactions can be rewversed only if the cause
is found within the transactions of the past year or if they
occurred after the last physical inventory. The GAO reported
that, in January 1986, to test the reversal practices at the
Norfolk Naval Supply Center (NSC), it reviewed the results of a
semiannual physical inventory of 578 high dollar value items and
assessed the transactions that affected the imbalance in 37
National Stock Number (NSN) items. The GACO found that 7 of the
37 NSNs had at least one variance resclved by reveraing
transactions that occurred from months-to-years before the last
inventory date. According to the GAQ, this practice violates
Navy policy. The GAO pointed out that, as a result of this
practice, the Nerfolk NSC inventory adjustments were understated
by $3.1 million. 'The GAO concluded that this procedure was one
factor that resulted in the Norfolk NSC overstating ita inventory
accuracy and caused the NSC Norfolk records to be inaccurate for
long periods of time. (p.iii, pp. 10-12/GAO Draft Report)

DOD RESPONSE: Partially concur. The DoD acknowledges that the
DoD procedure for reversals contained in DoD 4140.22-M is subject
to misinterpretation and requires clarification. It is the goal
of the Department that all its records be as accurate as
pesasible. The physical inventory contreol program does not stand
alone, i.e., while 1t ia important that the accountable inventory
record ba accurate, it is equally important that receipts from
procurement, customer returns, issue transactions, etc., be
properly documented. These transactions affect the accountable
inventory record, but they also affect contractor payment,
cugstomer credit and billings as well as demand forecasts.
Therefore, if an improperly posted transaction is discovered
during research, it is imperative that it be properly posted. If
an inventory adjustment was previously posted to the accountable
record due to the improper posting of the document, the document
must be posted and a reversal of the original adjustment must be
made in order to effect correct documentation and to keep the
accountable record and on hand quantity in agreement. This

Enclosure
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ASSISTANT SECRETARY OF DEFENSE
WASHINGTON, D C 20301-8000

PRODUCTION AND

LOGISTICS NOV 34 1387
(L/SD)

Mr. Frank C. Conahan

Assistant Comptroller General

National Security and International
Affairs Division

U.S. General Accounting Office

washington, DC 20584

Dear Mr. Conahan:

This is the Department of Defense (DoD) response to the
General Accounting Office (GAO) draft report, "NAVY INVENTORY
MANAGEMENT: Inventory Accuracy Procblems" (GAO Code 391565/0SD
Case 7402-A).

The Department generally agrees with the draft report
findings and recommendations. The Department does not, however,
agree with the basic conclusions. The DoD particularly objects
to the GAC claim that the Naval Supply Center (NSC) Norfolk does
not know how accurate its records are and that the Ships Parts
Control Center (SPCC) has lost visibility over items sent to
commercial contractors. In both cases, the report exaggerates
the significance of observed incidents and does not recognize the
existence of effective management programs.

The GAO's assessment of the Navy was not a systemic review.
It was based almost exclusively on one NSC, NSC Norfolk, the
largest Navy supply activity and its most difficult inventory
management challenge. If the GAO had done a system-wide review
of Navy NSCs, the line item accuracy rate would have been near 80
percent, as opposed to the 69 percent at Norfolk. For example,
the line item accuracy rate at the NSC Puget Sound, which the GAO
visited during the course of the audit, is 90 percent.

The portion of the report concerning the SPCC is largely
based on SPCC awkwardly worded 1985 correspondence, designed to
initiate resolution of a 15 year old problem concerning the
efficiency of its process for tracking assets at commercial
sites. The DoD is confident that the ensuing financial
adjustments involved no physical loss of material.

The DoD and the Navy continue to recognize and act upon the
vital importance of a strong physical inventory program.
Material accountability and security receive significant
management attention at all levels. Contrary to the draft report
statement that inventory management "is now" receiving top
comqand priority and emphasis, and that the Navy "now has" a flag
officer, who is responsible for inventory and systems integrity,
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Table 1.3: Estimates of Gain, Loss, and Total Unit tnaccuracy Rates With Lower and Upper 95-Percent Confidence Limits

Rates shown in percent

Gain Loss Total
Lower Upper Lower Upper Lower Upper
Dollar Value bound Rate bound bound Rate bound bound Rate bound
$0.01 to $10 15.0 19.3 237 0.0 1.2 25 155 20.5 255

$10.01 to $100

00 02 0.5 12.7

155 18.5 127 157 187

$100.01 to $1,00C

22 98 17.6 0.0

10 1.9 30 109 18.7

$1,000.01 to $10,000

00 30 9.1 0.0

109 345 00 13.9 376

$10,000.01 to $100,000

21 104 18.8 0.0

18 40 36 122 208

$100,000.01 to $200,000

01 01 0.2 00

o 0.0 0.1 0.1 02

$200,000.01 to $300C,000

0.0 00 0.0 0.0

00 0.0 00 0.0 00

$300,000.01 to $400,000

0.0 00 0.0 0.0

0.0 0.0 0.0 00 00

$400,000.01 to $500,000

00 00 00 0.0

0.0 0.0 0.0 0.0 00

More than $500,000 1.5 26 37 1.1 17 24 3.0 4.0 57
Type of item

Controlled 01 17 33 00 1.2 3.3 0.9 29 50
Pilferable 0.0 34 6.9 0.0 0.7 15 06 4.1 76

Depot-level reparable

0.0 50 12.1 0.0

8.2 348 00 132 400

Wholesale

0.1 02 0.3 36

58 7.4 38 57 7.6

Fast retail 345 389 433 0.1 0.4 06 348 39.3 43.7
Other retail 1.8 6.4 11.0 70 9.3 "7 104 15.7 210
Other 0.0 96 29.5 26 58 90 00 154 369
Total (A 9.5 1.9 3.1 6.4 9.7 11.9 16.0 20.0
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Table I.1: Estimates of Gain, Loss, and Total item Inaccuracy Rates With Lower and Upper 95-Percent Confidence Limits

Rates shown in percent

Gain Loss ~ Total

Lower Upper Lower Upper Lower Upper
Dollar Value bound Rate bound bound Rate bound bound Rate bound
$0.01 to $10 16.0 339 517 0.0 t22 24 4 281 460 64 0
$10.01 ta $100 0.0 22 5.7 71 226 381 91 248 405
$100.01 10 $1,000 50 124 199 0.7 60 112 101 18.4 267
$1,000.01 to $10,000 52 189 327 00 80 176 114 269 424
$10,000.01 to $100,000 00 114 266 00 3.1 6.7 00 145 301
$100,000.01 to $200,000 0.2 03 08 0.0 0.0 0.0 00 03 0.8
$200,000 01 to $300,000 0.0 0.0 00 00 0.0 00 0.0 0.0 00
$300,000.01 to $400,000 00 0.0 0.0 00 00 00 0.0 00 00
$400,000.01 to $500,000 0.0 00 0.0 00 00 0.0 0.0 00 oc
More than $500,000 22 2.4 34 2.2 24 3.4 33 48 62
Type of item
Controlled 1.0 43 76 0.1 16 38 23 59 96
Pilferable 25 11.9 213 00 25 58 47 14 4 241
Depot-level reparable 6.2 225 388 0.0 9.0 19.6 137 315 493
Wholesale 00 35 8.0 27 100 174 56 136 216
Fast retail 02 192 381 0.0 34 7.2 32 225 LARS
Other retail 98 241 364 41 18.8 336 253 429 60 ¢
Other 12.1 246 371 109 228 348 334 47 4 61/
Total 114 17.8 24.4 6.7 129 19.1 22.7 30.7 38
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To obtain a representative estimate of inventory accuracy at the Nor-
folk Nsc, we selected a stratified random sample of 674 NSNs from the
Master Stock Item Record (MSIR), the computerized master list of items
managed at the Norfolk NsC. The MSIR we used contained inventory val-
ued at $5.8 billion, representing all of the inventory at the NsC except fi
$465 million of stock not maintained on the MSIR and nuclear items not
included on the MSIR provided to us for security reasons.

The individual unit contained in the MSIR is the line item. Line items seg
arately identify items that may have the same NsN but differ by condi-
tion, purpose, or ownership. The Norfolk NSC conducts and reports
inventories on a line item basis. At the start of our inventory work, we
determined that stock from some line items with the same NSN was in tl
same location, even in the same bin, As a result, it was often impossible
to determine which units belonged to which line items. Accordingly, we
decided to conduct our sample inventory using NSNs as the sampling
unit. The results of our sample can be projected to the population of all
NsNs managed by the Norfolk Nsc, with a 95-percent confidence level.

As the starting point for our sample, we aggregated 867,048 MSIRr line
item records to 769,230 NSNs. We further reduced this list to 720,510
NSNs by excluding 48,720 NsNs that had no cash value (a zero unit price

We analyzed the population of NSNs as a whole to determine the appro-
priate categories to use to stratify our sample. As a result of that anal;
sis, discussions with NSC personnel, and observations of operations, we
designed our approach to select a stratified sample that would be stati.
tically representative of unit price or NSN dollar value and categories o
items that reflected item type and degree of security in item handling.

(The specific sampling categories, or strata, are shown in the tables in

chapter 3.)

We selected a random sample from each group of NsNs, defined by the
combination of each dollar value category and type of item category, ¢
population cell. We included all NSNs in very small cells in the sample.
For larger population cells, we selected samples of NSNs randomly.

In choosing a valid sample iterm, we determined that the Norfolk NsC’s
records for the item had to show a balance-on-hand and/or a location

the time of our inventory count. An NSN that had neither a balance-on-
hand nor a location was excluded from the population, and the popul:
tion size was reduced accordingly. Based on the results of our sample,
we estimated that about 79,000 NSNs had neither balances-on-hand no
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NSC require that inventory regulations be properly applied and enforced
and suggested language to restate the recommendations. DOD roted that
the reversal procedures contained in boD manual 4140.22 are subject to
misinterpretation and need clarification but contended that only physi-
cal inventory transactions are subject to the 1-year restriction cited in
our report. According to DOD, receipt and issue transactions that are
more than a year old can be reversed. We have considered pop’s com-
ments and agree that its guidance on reversals needs clarification. We
therefore revised our recommendation along the lines suggested by DoD
and added a new recommendation for the Assistant Secretary of
Defense (Production and Logistics) to clarify poD’s guidance on rever-
sals. We believe that if reversals are to be used, this clarification should
clearly define the time period during which any transaction, including
issue and receipt transactions, can be reversed so that it is consistent
with the 1-year limit on causative research. Not having these limits
clearly defined invites the types of problems identified in our report.
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Agency Comments and
Our Evaluation

require that the Ships Parts Control Center’s stock records be estab-
lished and kept current with regard to items sent to non-Navy facilities
for repair; and

require that the next annual Financial Integrity Act assessment include
a review of the internal control weaknesses discussed in this report,
such as inventory accuracy and causative research.

DOD generally agreed with most of our findings and recommendations
and noted planned or ongoing corrective actions in the inventory man-
agement area. DOD also proposed various technical corrections and clari-
fications throughout the report. When appropriate, we incorporated the
proposed changes.

poD did not concur with our conclusion that its and Navy policies for
measuring inventory accuracy resulted in inflated accuracy rates
because the policies allow the exclusion of reversed inventory adjust-
ments in computing the GMAR and the exclusion of adjustments of $800
or under in computing the records accuracy rate. poD said that our
approach of including reversed inventory adjustments in GMAR computa-
tions would result in double counting errors and would serve as a disin-
centive to the DOD goal of correct documentation. DoD also said that the
records accuracy rate was never intended or portrayed to be representa-
tive of the total record accuracy, i.e., the rate was intended to only mea-
sure significant dollar value adjustments, those over $800.

In our opinion, poD’s policies for measuring inventory accuracy allows
DLA and the services to report unrealistically high accuracy rates
because most inventory adjustments (1) are reversed on the basis that
they were caused by prior erroneous adjustments, and (2) are not mea-
sured because they are $800 or under.

We agree with DOD that erroneous inventory adjustments can, and some
times do, result in corrective adjustments during subsequent inventories
and that if the latter adjustrents are not reversed they are also used in
computing the GMAR for the period during which the items were invento
ried—double counting according to DOD. In our opinion, all inventory
adjustments, regardless of their cause, should be used in computing the
GMAR because both times the items were inventoried, the quantities
shown on the records were wrong. Since by policy, boD and the services
do not compute a quantity accuracy rate, the GMAR is the only accuracy
measure of the extent to which the inventory records were accurate.
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imbalances. Time limits for transaction reversals need to be clearly
defined. As long as adjustment reversals are questionably done and per
mitted to adjust accuracy rates, any effort to reliably gauge the accu-
racy of the inventory system will be fundamentally impaired. DOD agres
that reversal procedures are subject to misinterpretation and need
clarification.

Another DoD policy allows the Navy to omit all record adjustments val-
ued at less than $800 from record accuracy rate computations for the
Inventory Control Effectiveness report. The Navy’s record accuracy rai
is significantly understated by omitting these adjustments. DOD recog-
nizes this shortcoming and has proposed a change that would require
the inclusion of all record errors in computing the record accuracy rate

Generally, in our tests we found that the higher value iterms had better
accuracy. Based on our statistical sample, we estimate record accuracy
to be 69 percent, which is substantially higher than the 37 percent
reported by the Norfolk NSC in fiscal year 1986. We believe that the No
folk NsC's smaller figure reflects the impact of including large numbers
of unscheduled inventories in the reported accuracy rate. While we rec-
ognize that unscheduled inventories are an important management tool
to resolve known or suspected problems, they are not a useful indicator
of overall system accuracy.

We estimate the total value of dollar variances for the Norfolk NSC to be
$1.04 billion. This amount equates to a GMAR of 17.9 percent, compared
with the 3.2 percent reported by the Norfolk Nsc. At least part of that
difference occurs because we did not offset variances through reversals
Finally, we estimate that unit variance at the Norfolk NSC is 16.0 per-
cent. This measure of variance in quantities is not required in reporting
Navy accuracy rates, but it provides a useful measure of the magnitude
of variances.

Taken together, these various measures of inventory accuracy provide
more accurate and comprehensive picture of inventory accuracy than ¢
current accuracy measures. The Navy's initiatives to implement a stati:
tical sampling approach through sTATPAC should go a long way toward
providing a more accurate perspective on inventory accuracy.

In addition to inventory accuracy problems at the Norfolk Nsc, the
Navy’s spcC has not maintained adequate visibility and accountability
over large quantities of assets sent to non-Navy repair facilities. The
lack of visibility over these assets caused the Navy difficulty in making
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material accountability and eliminate the disparity between financial
and inventory records. Further, the Navy has established a processing
facility on each coast for reparable assets entering the repair cycle.
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Lack of Control Over
Reparable Items

SPCC has not adequately controlled many items sent out to commercial
contractors and interservice facilities for repair. In fiscal years 1985 an
1986, srcc did not maintain adequate visibility and accountability over
these materials, which were reportedly valued at nearly $700 million in
October 1985. Having no other way to determine the value and quantity
of these items in the possession of repair facilities, SPCC requested this
information from the contractors, with only limited assurance of relia-
bility. The information it obtained accounted for only a portion of the
materials and resulted in a net write-off from the financial records of
$464 million and a total gross monetary adjustment of $621 million.

In early 1985, supply records for reparable items sent to non-Navy facil
ities were nearly nonexistent. Under the system then in force, N5Cs sent
certain items in stock that could not be issued in their current condition
to 320 commercial contractors and some interservice depots for repair.
When the NsCs reported shipment of the items to SPCC, SPCC removed the
assets from its supply and financial records for the relevant NsC. Later,
when SpCC received the shipping document from the NS¢, it entered the
financial value for the item into its financial records for the contractor.
However, since SPCC was never certain that it had received all shipping
documents, it could not be sure that its records for these items were
accurate.

We were told that, in January 1985, the Navy introduced the Commer-
cial Asset Visibility (Cav) program, in part to resolve the problem. Unde
this program, major contractors would report transactions daily or
weekly to SPCC, so that it could reconcile its records. However, to imple-
ment the program the Navy first needed to calculate baseline data on
the value and numbers of reparables. Lacking any reliable information
of its own, the Navy had to solicit such data from its contractors. It dic
so by writing a letter to the contractors, asking them to provide inform
tion concerning the movement of reparable components in response to
weekly or monthly requests from spcc staff. In that letter spcc told the
contractor that

‘*...we have a problem in that our computer files have no visibility of our repairab
components in your [the contractor’s] facility. Due to this lack of information, we
have great difficulty in making accurate supply decisions as to when and how mu
to buy or repair ' (See app. 11.)
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of NSNs managed by the Norfolk NSC, shows an overall unit variance of
16 percent. NsNs valued at $100,000 or less had the greatest incidence o
errors, and very nearly all—99 percent—of the NsSNs in Norfolk’s suppl:
system are valued at $100,000 or less. For 87 percent of the NSC's sup-
plies valued at $10 or less, the estimated unit variance rate is 20.5 per-
cent. (See table 3.5.) For the high-dollar-value items (more than
$100,000), the error rate is very small. Similarly, the unit variance rate
for controlled and pilferable items is relatively small; however, these
items account for only 3 percent of the Norfolk NSC’'s supplies.

Table 3.5: Unit Inaccuracy Rates by Unit
Price Category

Rates shown In percent

Inventory Gain Loss Tot

Unit price unit count rate rate  rate
$.01 to $10 74,543,290 19.3 12 20
$10.01 to $100 7158664 02 155 15
$100.01 to $1,000 2,631,206 99 10 10
$1,000.01 to $10,000 715,388 30 10.9 13
$10,000.01 to $100,000 83,259 104 18 12
$100,000.01 to $200.000 2023 01 00 0
$200,000.01 to $300,000 524 0.0 00 0
$300,000.01 to $400,000 110 0.0 00 G
$400,000.01 to $500,000 295 0.0 00 0
More than $500,000 142 26 17 4
All cases® 85,134,901 95 6.4 16

Notes: All the rates presented are based on a sample ang are, therefore, subject to some imprecision
While sampile results are more accurately thought of as ranges, rates are shown as single numbers to

simplify presentation. The ranges asscciated with these rates are found in appendix !

#Rates may not add due to rounding.

PThe rates presented are weighted to make them representative of the population of NSNs The sum-

mary rate 1s not a simple average of the rates for the categones
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Table 3.3: Dollar Inaccuracy Rates by
Unit Price Category

Dollars i thousands/Rates shown in percent

Unit price

Inventory Gain Loss Tot:
value rate rate  rate

$.011t0 810

$92,944 227 50 27

$10.01 to $100

229,218 0.2 135 13

$100.01 to $1,000

864 541 91 06 9

$1,000.01 to $10,000

2,042,201 28 139 16

$10,000.01 to $100,000

1,875,153 8.2 18 10

$100,000.01 to $200,000 280,331 0.1 00 0
$200,000.01 to $300,000 124,619 0.0 00 0
$300,000.01 to $400,000 39,076 0.0 00 0
$400,000.01 to $500,000 130,780 00 0.0 0
More than $500,000 134,520 18 12 3

All cases® $5813381 104 75 17

Notes: All the rates presented are based on a sample and are, therefore, subject to some imprecision
While sample results are more accurately thought of as ranges, rates are shown as single numbers to
simphfy presentation The ranges associated with these rates are found in appendix |

4Rates may not add due to rounding.

"The rates presented are waighted to make them representative of the population of NSNs The sum-
mary rate is not a simple average of the rates for the categones

Page 32

GAO/NSIAD-88-69 Inventory Manager



Chapter 3
Assessment of Inventory Accuracy at the
Norfolk Naval Supply Center

Table 3.2: item Inaccuracy Rates by Type

of item

Rates shown in percent

Number of To!
Type of item NSNs Gainrate Lossrate rat
Controlled® 1409 43 16
Pilferable® 22,220 1e 25 1
Depot-level reparabie® 75,686 225 90 3
Wholesale® 156,175 35 100 1
Fast retail 93,033 192 34z
Other retaile - 254,608 241 188 4
Other® 38,741 246 228 4
All cases' 641,872 178 129 !

Notes' All the rates presented are based on a sample and are, therefore, subject to some imprecision
While sample resuits are more accurately thought of as ranges, rates are presented as single number
to simplfy presentation. The ranges associated with these rates are found in appendix |

3Rates may not add due to rounding.

®Controlled items are national security items (classified matenal) and stems that are very closely
watched, e.g . with signature accountabiiity

“Pilferable items are matenals that tend to have high utilty in a non-Navy setting to people in general,
e.g., hand tools and over-the-counter medical supplies.

9Depot-level reparables are items that are replaced as units by the end-user, & g., vehicle transmissio

“Wholesale items are owned by the SPCC or the Aviation Supply Office and are ‘reated as consumab
the Norfolk NSC acts as a distnibutor

fFast retail items are small, generally low-cost, and fast-moving hardware store items owned by the
Norfolk NSC, e g., nuts, boits, and nails

SOther retail items are itemns owned by the Norfolk NSC, they are similar to fast retail items but tend t
be more expensive and have a lower turnover rate, e g., small electronic repair items

"Other items are those that do not fall into one of the first six categories, & g . sonobouys and small
items not owned by the Navy,

"The rates presented are weighted to make them representative of the population of NSNs The sum
mary rate is not a simple average of the rates in the categones

Adjusted Record Accuracy

Dollar Variances

For fiscal year 1986, the adjusted record accuracy rate (for adjustmer
valued at $800 or greater) at the Norfolk NsC was 80 percent. Howeve
the adjusted record accuracy does not reflect true accuracy since it is
based on only major adjustments. An inventory record is inaccurate
regardless of the dollar amount of the inaccuracy. The proposed chan
to DOD’s instructions will require the inclusion of all record adjustmen
when computing the inventory record accuracy rate.

The Norfolk NSC compares the dollar variance of items inventoried to
total value of items inventoried, yielding the GMAR. In fiscal year 198
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Norfolk Naval Supply Center

Problems With Record
Accuracy

In addition to problems with its reported accuracy, Norfolk NSC, at the
time of our review, did not select line items for its physical inventories
on a statistical basis. Statistical selection of items in scheduled invento-
ries would permit the projection of its findings to its entire supply sys-
tem. Norfolk NsC, however, inventoried most items on an unscheduled
basis. Because of this, it could not rely on the results of its physical
inventories to adequately depict the accuracy of its overall supply
records. While many of the inventory procedures used at Norfoik nsc
are consistent with bob and Navy policy, the results of current invento-
ries do not provide a valid picture of true inventory accuracy.

To obtain a valid representative assessment of the Norfolk NsSC's inven-
tory accuracy, we selected a stratified statistical sample of its national
stock numbers and conducted a physical inventory of the sample (app.
describes our sample methodology). Based on our statistical sample, we
estimate record accuracy to be 69 percent, which is substantially highe
than the 37 percent reported by the Norfolk NscC in fiscal year 1986. We
believe that this difference can primarily be attributed to the fact that
Norfolk Nsc includes large numbers of unscheduled inventories in its
reported accuracy rate.

We estimate the total value of dollar variances for the Norfolk NSC to be
$1.04 billion. This would produce a GMAR of 17.9 percent, compared wit
the 3.2 percent reported by the Norfolk NSc. At least part of that differ-
ence occurs because we did not offset variances through reversals.
Finally, we estimate that unit variance at the Norfolk nsc is 16.0 per-
cent. This measure of variance in quantities is not required in reporting
Navy accuracy rates, but it provides a useful measure of the magnitude
of variances. Taken together, these various measures of inventory acct
racy provide a more valid and comprehensive picture of inventory acc
racy than current measures. The Navy is moving in this direction with
its STATMAN random-sample inventories.

From its inventory data, the Norfolk NsC computes two record accurac
rates to measure the accuracy of its inventory system. The first, the in
tial record accuracy rate, or total line item adjustment rate, compares
the number of records inventoried that do not require adjustments wit
the total number of inventoried records. The second, the adjusted reco
accuracy rate, or major adjustment rate, eliminates from the initial rec
ord accuracy rate those records for which the amount of the adjustme
is less than $800.
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NSCs to establish a trend of continuously improving inventory accuracy
at installations where it has been implemented.

GAQ’s Observations at the
Puget Sound NSC

While our audit was in process at the Norfolk Nsc, the Assistant Com-
mander of NAVSUP invited us to visit its Puget Sound NsC. We recognized
that the Navy had developed numerous initiatives since fiscal year 198
to improve its inventory accountability. Many had already been imple-
mented and, therefore, it was important to our overall assessment of
Navy inventory management to visit another supply center whose oper
ations reflected many of these improvements. The Puget Sound NsC was
also conducting a Navy test to improve record accuracy and to validate
optimum inventory accuracy measures. The Puget Sound NscC is one of
the Navy’'s smallest NsCs, stocking only 338,000 line items valued at $65
million.

We were briefed by center personnel and then toured its facilities. We
observed that the center has implemented a comprehensive physical
security program to prevent abuses of material security. Its internal an
external controls substantially minimize the opportunity for anyone,
including employees, to pilfer material. During the course of our visit,
we found that tight security controls were in place. For example, we
found (1) a system whereby senior management at customer activities
validate the receipt of (and the legitimacy of) shipments for security-
coded, high-cost, and selected weapons system items, (2) completely
fenced warehouse compounds and designated customer pick-up areas,
(3) access controls for entry into the center, requiring guards to touch
identification badges and visually verify that anyone entering the cente
was authorized to do so, and (4) inactive stock segregated and placed ir
sealed warehouses to prevent loss or pilferage and to permit concentra-
tion on the management of active stock items.

The Puget Sound NSC has also implemented a program to measure its
record accuracy through STATMAN analysis. According to NSC officials, i
record accuracy has improved through the use of STATMAN, and inven-
tory accuracy goals have been established for various classes of mate-
rial (for instance, tighter goals are set for high-dollar value items and
items affecting readiness).

Although the Puget Sound NSC's security and efforts to improve its
material accountability are impressive, we recognize that the center is
relatively small one, where improvements are easier to make than at a
larger center like the one in Norfolk. Nonetheless, the progress at the
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Table 2.2: Record Errors for Line items at
the Norfolk NSC

Navy’s Efforts to
Improve Its Supply
System

Total number of line items Total record errors

Fiscal year inventoried Number Perce
1984 . 56513 26056

1985 T 81471 39997
1986 o 112,344 71,233

Partly in reaction to long-standing criticism, the Navy is implementing
improvements to its supply system, including its inventory accuracy
indexes. The Navy has implemented over 70 initiatives and is introduc-
ing a new inventory accuracy program based on statistical samples. In
introducing this program, the Navy recognized that current inventory
accuracy measures may not provide a valid picture of inventory accu-
racy. For example, NAVSUP’s rationale for its new statistical approach
acknowledges that the current monetary adjustment measure is easily
manipulated and can provide misleading results.

During the early 1980s, inventory accuracy received intensive criticism
and attention. As a result, the Navy determined that the continuing poc
performance of its supply system derived from four root problerns:

inadequate staffing at NSCs;

a computerized record-keeping system that was outdated, overextende
and too complex;

weak management practices (regarding training, physical security, car
of stored items, and personal accountability); and

ineffective performance of physical inventory and quality control
procedures.

To address these problems, the Navy in fiscal year 1982 developed an
extensive program characterized by frequent field assistance visits,
comprehensive training programs, and increased stock-point staff
resources for physical inventory and quality control. The program alsc
sought to increase management emphasis on inventory accuracy, to
improve the computer systerns, to introduce bar-code technology, and
strengthen physical security. As part of these initiatives, inventory
management has received top-command priority and emphasis. For
example, NAVSUP has a flag officer who is responsible for inventory anc
system integrity.
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For the same fiscal year, the Norfolk NsC reported inventory adjust-
ments of almost $345 million, a figure that could have yielded an 8.6
percent GMAR—almost three times the Navy’s goal of 3 percent. How-
ever, because the Norfolk Nsc had reversed about 63 percent ($215 mil-
lion) of those adjustments, it was able to reduce the GMAR to 3.2 percen
In effect, for inventory accuracy reporting purposes the Norfolk NSC w:
able to treat nearly two-thirds of its inventory adjustments as if they
had never occurred. Since 1981, the GMAR reported by the Norfolk Nsc
has significantly improved—from 21.3 percent to 3.2 percent. Howeve:
during this same period, adjustment reversals increased dramatically,
from 9.7 percent to 62.5 percent. (See fig. 2.1.)

Figure 2.1: Comparison of Reversais and
Gross Adjustment Rates (Fiscal Years
1581 to 1986)

memme  Reversals
mwme Gross Monetary Adjustment Rate

Low-Value Adjustments
Omitted From Indexes

In fiscal year 1986, the Navy reported inventory adjustments for
399,825 line items, based on physical inventories of 1,631,190 items.
These figures resulted in an initial record accuracy rate of 74 percent.
However, DOD policy allows DOD components to exclude from their com-
putation of record accuracy on the ICE report any adjustment valued at
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Causative Research Is
Delayed

When physical inventories demonstrate a variance between recorded
balance and balance on hand, DOD regulations require that the discrep-
ancy be researched to determine a reason for the variance and to pre-
clude its recurrence. Certain inventory variances are subject to in-dept!
investigations, which should be timely and helpful in improving
operations.®

Navy regulations require causative research to be completed no later
than 46 days after an adjustment is made to the inventory records.s
Delay in researching the cause of an inventory imbalance reduces the
likelihood of determining why the variance occurred. According to offi
cials at the Norfolk NSC and internal reports, however, the NSC is exceec
ing the research deadline for nearly half of the adjustments it
investigates and has a sizable backlog of research cases.

Norfolk NSC’s inventory accuracy officer attributes delays in research i
the backlog that has been accumulating for many years. At the time th
backlog originated, the Navy's criteria required causative research to t
conducted for general item adjustments of $5,000 or more, and researc
personnel were few and poorly trained. By late fiscal year 1985, the
backlog had grown to 2,700 cases. However, a year later, with more ar
better trained researchers and a change in DOD’s criteria, requiring cau
ative research only for general item adjustments of $16,000 or more,’
the backlog had been reduced to about 1,200 cases. The Norfolk NsC
hoped to eliminate the remaining backlog by June 1987 and to make it:
research more timely. However, by March 1987, the timeliness of the
Norfolk NsC’s causative research had again deteriorated. While 51 per-
cent of the cases were meeting research deadlines in the second quarte
of fiscal year 1986, a year later that percentage had fallen to 25. At th
same time, the backlog of research cases, had increased to 1,400 cases.
Norfolk NsC official stated that the backlog continues because 4 of thei
34 researchers left during February and March of 1987. Meanwhile, tt
work load has remained about the same.

5Investigative criteria vary based on the value of the inventory at stock points. Causative researct
must be performed for all inventory adjustments (1) for classified or sensitive items and (2) for
adjustments (at Norfolk) of $16,000 or more for general items, and $2,500 or more for pilferable
items.

5Causative research is completed when the cause of the inventory variance has been identified, or
when after all transactions made during the previous year or after the last inventory have been
researched, no conclusive explanation for the variance can be determined.

7In November 1984, DOD changed the value of adjustments requiring causative research from $6.(
or more to $16,000 or more. This change became effective at the Norfolk NSC in July 1985.
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informed us that Norfolk NSC had discontinued the practice of deferrin;
inventory adjustments.

Another problem at the Norfolk Nsc is that, when causative research or
a deferred adjustment reveals an error that resuits in the reversal of a
recorded inventory adjustment, no deferred adjustment is ultimately
recorded. In effect, the records are corrected, and the deferred adjust-
ment is never included in computations of the GMAR. If the adjustment
had not been deferred, it would have been shown as an adjustment and
then as a reversal, which provides management with better informatio:
on the turmoil in the inventory records.

In addition to not processing adjustments in a timely manner, the Nor-
folk NSC was improperly resolving deferred adjustments. For example, :
physical inventory of high-dollar value items conducted in July 1985
revealed a shortage of one radar set (for a trainer aircraft) valued at
$1,217,850. Instead of making a record adjustment to reflect the loss,
the Norfolk NsC deferred the adjustment while awaiting causative
research results. After a complete search failed to locate the item, the
researcher concluded that the radar set had never been received and
recommended that a receipt for one item delivered in 1981 (4 years ear
lier) be reversed. This reversal was done, and the adjustment was not
made, thereby omitting more than $1.2 million from GMAR computation
This resolution is questionable for three reasons:

1. The Norfolk nscC should have recorded the deferred adjustment whil
awaiting research but did not. By the time the receipt was reversed, it
was 169 days past the inventory adjustment recording deadline.

2. Three other inventories had been taken between the date of the 198
receipt and the 1986 inventory, each of which had verified the receipt
by showing that the stock records and number of items on hand were
agreement.

3. Another research group had also investigated the item and identific
the shortage.

Although poD and Navy regulations permit adjustment reversals only
the cause is found within the transactions of the past year (or before
last physical inventory), the Norfolk NsC’s inventory accuracy officer
contends that the regulations did not apply in this instance because
Navy regulations do not specifically address the reversal of receipt ar
issue documents. However, when informed of such practices, NAVSUP ;
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Our test showed that the Norfolk Nsc had reversed inventory adjust-
ments or transactions made months to years before the last physical
inventory—a practice that appears to violate DOD criteria. Seven of the
37 NsNs that we reviewed had at least one variance improperly resolved
(transactions that occurred before the last inventory date had been
reversed). Four of the 7 variances had been resolved by reversing trans-
actions more than 4 years old. As a result, the Norfolk NsC's inventory
adjustments were understated by $3.1 million. For example, inventory
count and later research revealed a shortage of two amplifiers with a
unit price of $184,460. Consequently, two record adjustments totaling
$368,920 were made in early 1986 to reflect the loss. A second physical
inventory confirmed the adjusted records. However, when a third physi
cal inventory (in August 1986) revealed a gain of two amplifiers, the
Norfolk NSC resolved this gain by reversing the earlier adjustments
rather than making another inventory adjustment.

In another example, a record adjustment was later reversed through a
questionable accounting transaction. The adjustment involved a loss of
one item. In this instance, the Norfolk Nsc concluded that it had not
received the item because there appeared to be duplicate receipts; there
fore, it reversed one of the posted receipts in its accounting records.
However, there had been two intervening inventories after the dates of
the receipts that had confirmed the on-hand items.

Improper Substitution of
Line Items

Our tests also revealed instances where the Norfolk NSC used an inven-
tory transaction in one account to offset a transaction in another
account—an improper practice, especially since the two items involved
were not interchangeable. For example, in the January 1986 physical
inventory, the Norfolk NsC identified the loss of one compressor valued
at $244,920 and adjusted its records. Later, the Norfolk NsC offset this
loss with the gain of an unrelated item—a rotor-and-stator assembly
worth $104,360—and reversed the compressor adjustment. Technical
experts with the Navy state that these two items are not interchangea-
ble.! The impact of this transaction was to reduce reported inventory
adjustments by almost $350,000 and, consequently, to improve GMAR ir
that it (1) reversed an inventory loss adjustment of $244,920 and (2)
avoided the processing of an inventory gain adjustment valued at
$104,360.

INSC personnel, when questioned about this substitution, cited as precedent a previous incident in
which a compressor had been misidentified as a rotor-and-stator assembly. In that case, however, i
compressor had simply been incorrectly substituted for the other part and later correctly identifiec
by the customer.
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Objectives, Scope, and
Methodology

Chapter 1
Introduction

The objectives of our review were to assess in greater detail some of the
problems we identified in our May 1986 report and the Navy’s actions t
address these problems. More specifically, our objectives were to deter-
mine whether the Navy’s procedures and practices for conducting physi
cal inventories, making record adjustments, and conducting causative
research ensure that supply records actually represent stock quantities.
We also evaluated the way the Navy computes accuracy rates.

Qur review focused on the supply system as it operated from May 1986
to May 1987 at the Norfolk NSC and spcc. We selected these locations
because the Norfolk Nsc issued 33 percent of all Navy supplies issued by
the eight NSCs during fiscal year 1986 and because, as of the end of fisca
year 1986, the spcc managed 42 percent of the value of stock located at
the Norfolk Nsc. In the course of this work we also visited NAVSUP in
Washington, D.C., and we toured the Puget Sound NsSC in Bremerton,
Washington.

We reviewed DOD, Navy, and local policies, practices, and procedures
concerning physical inventories. We also examined how the Norfolk nsc
resolved inventory imbalances for 37 high-dollar value items (items val-
ued at $100,000 or more) during one of its then most recent high-dollar
value semiannual physical inventories. We also interviewed officials
responsible for managing Navy supply inventories.

To assess inventory accuracy, we selected a statistical sample of 674
items stored at the Norfolk Nsc. After physically inventorying these
items, we compared our results with the records maintained by the Nor-
folk NsC and spPcc. The results of our physical inventory can be general-
ized to all items managed by the Norfolk NsC with a 95-percent
confidence level. Using our projected sample results, we computed rec-
ord, dollar, and quantity accuracy (the Navy does not compute quantitr
accuracy). We compared our record and dollar accuracy statistics with
statistics the Norfolk NSC reported to Navy headquarters and Dob. Addi
tional information about our sampling methodology is provided in
appendix L

We conducted our review in accordance with generally accepted goven
ment auditing standards.
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At about the same time, the Naval Audit Service found that Navy inven
tory procedures provided limited accountability for supplies. For exam-
ple, the Naval Audit Service concluded that the system did not provide
accountability for assets and, because of inaccurate data, higher levels
of Navy management did not have a reasonable perspective on supply
inventory problems.

The Subcommittee on Readiness and the Naval Audit Service criticized
the Navy’s monitoring and control of record adjustments, particularly
the high rate of those adjustments and the large number of other
changes made to record balances that had not been reported as adjust-
ments. Both the Subcommittee and the Naval Audit Service also con-
cluded that, under these conditions, Navy forces could be denied
available supplies; Navy managers could make wrong procurement deci
sions; and the Navy could fail to detect thefts, They cited insufficient
management attention and personal accountability as major factors in
creating and continuing these unacceptable conditions. In response to
this criticism, the Secretary of the Navy directed the NsCs to conduct
special physical inventories and ordered NavVSUP to develop an inventory
improvement program.

In May 1982, the Chairman of the Subcommittee asked us to review the
Navy’s progress in improving supply inventory controls. In April 1983,
at follow-up hearings, we testified on conditions within the Navy. As
discussed later in our November 1983 report, we informed the Subcom-
mittee that the Navy was implementing an extensive program of more
than 70 initiatives to permanently improve its physical inventory
controls,!

From August 1983 through September 1984, DOD's control of wholesale
supplies was again evaluated by service audit agencies. In the summar:
report of this audit, the pob Inspector General concluded that, overall,
DOD and its services had responded constructively to the congressional
criticism.? However, the Inspector General noted that some procedures
needed refinement or revision and that the execution of many proce-
dures was still seriously deficient.

‘&a!y’_slr%?s in Improving Physical Inventory Controls and the Magnitude, Causes, and Iy
Inventory rd Inaccuracies in the Army, Air Force, and Defense Logistics Agency (NSIAI ﬁg,
Nov. 4, 1983).

25 Report on the Defense-Wide Audit of Physical Inventory Adjustments, Department of
De%ense, %fﬁoe of the Inspector General (355-115, Aug. 16, 1985).
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The Navy buys, stores, and issues billions of dollars of spare and repair
parts annually to support its fleets and aircraft. In fiscal year 1986, its
inventory of these items was valued at approximately $28 billion. Effec
tive management of these items is necessary to ensure that they are
available to support the Navy’s needs yet, at the same time, are not
overstocked, thereby wasting government funds.

The Navy uses its inventory records as the basis for management deci-
sions concerning what items to buy, how many to buy, and when to buy
them. Inaccurate records can affect the Navy’s capability and readiness
since shortages and delays could occur in critical supplies. Inaccurate
records, which do not record all supplies on hand, can also result in
unnecessary expenditures—e.g., inflated requests for funds, duplicativ
procurements, and accumulation of excess stock.

In the last 5 fiscal years, the Congress, the Navy, and GAo have con-
ducted various investigations of the Navy’s supply system. These
reviews have found that (1) large dollar adjustments to inventory
records have been required, (2) the Navy has limited accountability ove
its supplies, and inaccurate records do not provide managers with a rea
sonable perspective of inventory problems, and (3) significant record
inaccuracies and adjustments continue because the Navy has not cor-
rected these problems.

Navy supplies are managed primarily by two inventory control points
(IcP)—the Aviation Supply Office in Philadelphia, Pennsylvania, and
the Ships Parts Control Center (Spcc) in Mechanicsburg, Pennsylvania—
and by eight major stock points, known as naval supply centers (NSC).
The overall supply system is centrally managed by the Naval Supply
Systems Command (NavsUP). The ICPs determine inventory needs, pur-
chase items, and distribute them among the NsCs, which receive, store,
and issue the stock.

Each year the nNsCs must schedule and conduct complete physical inven-
tories of all their controlled (classified, sensitive, or pilferable) items
and conduct periodic physical inventories of all other items. The NsCs
also make unscheduled physical inventories when errors in stock
records are suspected. During physical inventories, the NSCs check the
recorded stock number, quantity, condition, and location of items to
ensure that records are accurate. When a physical inventory reveals an
error in the records, the records should be adjusted. The supply center
should then determine the cause of the discrepancy to preclude recur-
rence of the error (causative research).
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Agency Comments and
GAQ’s Evaluation

Executive Summary

DOD generally agreed with most of GAO’s findings and recommendations
and noted planned or ongoing corrective actions in the inventory man-
agement area. (See app. I11.)

However, poD disagreed with GA0’s basic conclusion. DOD was concernec
that GAO’s draft report overstated the significance of observed incident:
and did not recognize the existence of effective management programs.
GAO made changes to its report which clarified the applicability of its
conclusions. DOD partially concurred in GAO’s recoramendation regardiny
the application and enforcement of inventory regulations at the Norfoll
Supply Center. After considering poD’s comments, GAO revised this rec-
ommendation and added a new recommendation for the Assistant Secre
tary of Defense (Production and Logistics) to clarify pop’s guidance on
reversals.
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by $313 million, 10 percent of the total value of items inventoried, in
fiscal year 1985, and by $1.06 billion, or 27 percent of the total value, i;
fiscal year 1986. By including the maintenance checks in the value of
physical inventories, Norfolk overstated the amount of inventoried
items and significantly overstated reported accuracy.

Postponed Adjustments

Navy regulations require that adjustments for discrepancies be made
within 30 days of the beginning of the inventory period for scheduled
inventories and within 15 days for unscheduled inventories. However,
the Norfolk Supply Center postponed adjustments until causative
research was completed. This practice allowed on-hand balances and
inventory records to be at variance until research was completed. By
deferring these adjustments, Norfolk’s records were in error an exces-
sive period of time. DOD advised GAC that Norfolk has discontinued this
practice.

Delayed Causative
Research

The Norfolk Supply Center was exceeding the 45-day deadline for com-
pletion of causative research for nearly half of the adjustments it inve:
tigated, resulting in a sizable backlog of research cases. Delays in

researching the cause of inventory discrepancies reduced the likelihooc
of determining when variances occurred and delayed corrective action.

Current Policies Adversely
Affect Accuracy Rates

Although current policy allows adjustments to be reversed, this practic
results in understated gross monetary adjustment rates, In fiscal year
1986, the Navy reversed 84 percent of its adjustments ($2.2 billion out
of $2.6 billion). As a result, the Navy was able to report a 2.7-percent
gross monetary adjustment rate; if reversals had been considered, the
rate would have been 16.6 percent. Also, current policies allow adjust-
ments valued at less than $800 to be excluded from computations of tt
major adjustment record accuracy rate. This practice also caused inve
tory accuracy to be overstated.

On the other hand, current policies allow the results of unscheduled
inventories to be included in accuracy measures. Since unscheduled
inventories occur primarily when an inventory problem is already
known or suspected, this practice causes inventory accuracy to be
understated.
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Purpose

Background

In fiscal year 1986, the U.S. Navy's inventory of general supply items
and repair parts was valued at approximately $28 billion. Since these
items must be available for speedy delivery to naval forces in time of
war, their effective management is essential to national defense. At the
request of the Chairman of the former Task Force on poD Inventory
Management, Senate Committee on Armed Services, and the Chairman
of the Senate Committee on Governmental Affairs, GAO reviewed the
accuracy of inventories at the Naval Supply Center in Norfolk, Virginis
and examined the management of these inventories by the Ships Parts
Control Center in Mechanicsburg, Pennsylvania.

Navy supplies are primarily managed by two inventory control points
(the Ships Parts Control Center and the Aviation Supply Office) and
eight naval supply centers. The control points procure needed items, di
tribute them to the supply centers, and maintain the accountable
records for these items. The supply centers receive, store, and issue
items and maintain inventory records for them.

Supply centers must take complete, annual physical inventories of som
items and sample physical inventories of other items at less predictable
intervals. Some sample physical inventories are scheduled, while many
occur only when an inventory problem is known or suspected. During a
physical inventory, personnel check the recorded stock number, quan-
tity, condition, and location of items to ensure that records are accurats
When a physical inventory reveals a discrepancy in the records, the
records should be adjusted. The supply center should complete researc!
to determine the cause of the discrepancy no later than 45 days after
the inventory records are adjusted. If this research finds the cause of
the discrepancy, the inventory adjustment is cancelled by a reversal
transaction and the accountable records are corrected. Because the orig
nal adjustment is cancelled, it is not considered in calculating the total
dollar value of adjustments.

The Navy measures inventory accuracy using several measures, two of
which are (1) the gross monetary adjustment rate, obtained by compar-
ing the dollar value of all adjustments with the dollar value of all items
inventoried, and (2) the record accuracy rate, obtained by comparing
the number of records requiring adjustment with the number of record:
inventoried.

Partly in reaction to long-standing criticism, the Navy in fiscal year
1982 developed an extensive inventory improvement program. The
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Executive Summary

Navy introduced over 70 initiatives characterized by frequent field vis-
its, comprehensive training programs, and increased stock-point staff
resources for physical inventory and quality control. Increased empha-
sis has been placed on inventory accuracy, computer systems, and phys-
ical security. As part of these initiatives, inventory management was
made a top-command priority.

Results in Brief

Principal Findings

Although the Navy has improved its inventory management procedures,
the Norfolk Naval Supply Center and the Ships Parts Control Center still
have problems maintaining accurate inventory records. Inventory accu-
racy reporting remains unreliable, thereby impairing the accuracy of
information available to Navy decisionmakers.

The Norfolk Naval Supply Center did not know whether its inventory
records accurately reflected the status of its on-hand inventories.
Indicators used to measure inventory accuracy were based on inade-
quate and incomplete data on the number and dollar value of inventory
adjustments. This resulted from (1) the center’s failure to comply with
Department of Defense (DOD) and Navy policies on conducting physical
inventories, making inventory adjustments, researching causes of dis-
crepancies between records and physical inventory counts, and revers-
ing previously recorded adjustments and (2) poD and Navy policies that
allow accuracy rates to be determined without including low value
adjustments and adjustments which are subsequently reversed.

The Ships Parts Control Center lacks adequate accountability over items
sent to contractor and other services’ facilities for repair. As a result,
large quantities of repair parts are vulnerable to waste, fraud, and
abuse. Although the center is implementing programs to improve its
inventory accuracy and to provide accountability over assets, it is too
early to evaluate these programs.

GAO found instances where the Norfolk Naval Supply Center was not
implementing DOD and Navy policies on physical inventories, adjust-
ments, causative research, and reversals.

Inflated Value of Items
Inventoried

Contrary to Navy regulations, the Supply Center included the dollar
value of expensive aircraft engines subjected to multiple routine mainte-
nance checks in the total dollar value of inventories reported in fiscal
years 1986 and 1986. This inflated the total value of items inventoried
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Lost Visibility Over
Certain Reparable Items

The Ships Parts Control Center had not maintained stock records for
items sent to contractors or interservice maintenance facilities for
repair. Moreover, its financial records for these items were inaccurate.
Consequently, over the past 15 years, the Control Center has not main-
tained adequate accountability over these items. Since 1985, the center
has been trying to reconcile its records with those of the contractors and
interservice repair facilities to show the dollar value of the reparable
items at these locations. Based on information the contractors and inter-
service facilities provided, the Control Center adjusted its financial
records by $621 million for a net write-off of $464 million. Without reli-
able stock records, the center was unable to verify amounts reported by
contractors and interservice maintenance facilities.

Internal Control Reporting

Recommendations

The Federal Managers’ Financial Integrity Act requires government
activities to evaluate their internal controls to ensure that activities are
conducted in accordance with policies and regulations; that assets are
safeguarded against waste, fraud, and abuse; and that reliable data is
maintained and fairly reported. Gao believes the inventory weaknesses
it identified should be included in the Navy’s next Financial Integrity
Act assessment.

GAO recommends that the Secretary of Defense clarify inventory adjust-
ment reversal procedures to prevent misinterpretation, to ensure com-
plete financial and inventory accountability, and to ensure that
inventory adjustment reversals are included in the computation of
inventory accuracy rates. GAO also recommends that the Secretary of the
Navy

provide the naval supply centers with specific criteria for designing
physical inventory samples to eliminate those practices that distort the
reporting of accuracy rates, such as selecting too many high-dollar items
or excluding low value items;

require the Commanding Officer of the Norfolk Naval Supply Center to
properly apply and enforce inventory regulations, to make adjustments
within the established time frames for completing inventories, and to
complete causative research as rapidly as is feasible;

require that the Ships Parts Control Center establish and keep current
stock records for items sent to non-Navy facilities for repair; and
require that the next annual Financial Integrity Act assessment include
a review of the internal control weaknesses discussed in this report.
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Navy’s Measurement
of Inventory Accuracy

Prior Audits

Chapter 1
Introduction

The Navy uses various physical inventory statistics to measure inven-
tory accuracy. Some of these are the gross monetary adjustment rate
(GMAR), the major adjustment record accuracy rate, the cancellation rate
(percent of inventories completed on time), the results of causative
research, the reversal rates, location reconciliation and accuracy, and
the warehouse refusal. For some of these measures, the Navy accumu-
lates data for further reporting in the Department of Defense’s (DOD)
Inventory Control Effectiveness (ICE) report. Two of the measures more
frequently cited by the Navy and other poD components for the ICE
report are the GMAR and the records accuracy rate.

The Navy computes two record accuracy rates to measure the accuracy
of its inventory system. The first, the initial records accuracy rate, com-
pares the total number of unadjusted records with the total number of
records inventoried. The adjusted record accuracy rate eliminates from
the initial records accuracy rate records for which the amount of the
adjustment is less than $800. The Navy also computes GMAR, which is
the doilar value of all adjustments-—gains and losses—compared with
the dollar value of all items inventoried. Inventory gains occur when
more items are found during the physical count than are recorded in the
inventory records, and the records are then adjusted accordingly. An
inventory loss occurs when the physical counts show fewer items than
recorded in the inventory records. The Navy has established two goals:
(1) that not more than 10 percent of line items require major adjust-
ments ($800 or more) and (2) that the GMAR not exceed 3 percent. The
Navy hopes to achieve a 90-percent record accuracy rate for major
adjustments and a 97-percent monetary accuracy rate.

Navy supply management problems have been well documented in
numerous reviews for a number of years. In 1982, the House Committee
on Armed Services’' Subcommittee on Readiness investigated the large
increase in gross monetary adjustments at NSCs—from $66 million in fis-
cal year 1978 to $504 miillion in fiscal year 1981. The Subcommittee’s
investigation and subsequent hearings in February 1982 established
that the large increases in inventory adjustments might have impaired
supply economies and military readiness. This investigation also docu-
mented serious management deficiencies, including a lack of manage-
ment concern and accountability, ineffective inventory controls, a
shortage of qualified personnel, inadequate physical security, and a lack
of computer controls.
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Assessment of Internal
Controls

At about the same time as the Inspector General’s report, the news
media reported large-scale diversion of government property, weapons,
and F-14 aircraft parts to Iran from our military supply systems. Con-
cerned about the security of military material, Senator Wilson of the
Committee on Armed Services asked us in September 1985 to review
inventory management practices within the military supply systers.
Our May 1986 report identified significant management problems within
the Navy supply system, especially concerning confirmation of receipt,
accuracy of records, conduct of physical inventories, reconciliation and
research of inventory discrepancies, and physical security.? Although
the Navy had taken some action in response to the earlier reports, inac-
curacies in records and adjustments continued because the Navy had not
corrected these problems.

Internal controls are essential elements of effective inventory manage-
ment. When properly implemented, effective internal controls provide
reasonable assurance that

resources are protected from waste, fraud, and abuse;

resources are used in accordance with applicable laws, regulations, and
policies; and

reliable data is obtained, maintained, and fairly reported.

The Federal Managers’ Financial Integrity Act (F1A) requires government
activities to evaluate their internal controis to ensure that (1) activities
abide by policies and regulations, (2) assets are safeguarded against
waste, fraud, or abuse, and (3) reliable data is maintained and fairly
reported.* At spcC, where we did part of our work, the assessment of
internal controls for supply accountability did not disclose any deficien-
cies in inventory accuracy or causative research for fiscal years 1985
and 1986. At the Norfolk Nsc, where we also did work, the vulnerability
assessment of internal controls for fiscal 1986 and 1986 identified no
material weaknesses in supply accountability. Our review showed, how-
ever, that inventory accuracy is an area of vulnerability.

3Invent‘o% Manﬁement: Problems in Accountability and Seeurity of DOD Supply Inventories
(

, May 23, 1986).

“The FIA of 1982 establishes standards to be used by agency managers in implermenting effective
internal control systems and in reporting the overall status of their systems.
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