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UNITED STATES GENERAL ACCOUNTING OFFICE
WASHINGTON, D.C. 20548

ACCOUNTING AND FINANCIAL
MANAGEMENT DIVISION

B-202363

The Honorable Caspar W. Weinberger
The Secretary of Defense

Dear Mr. Secretary:

This report discusses our review of the Defense Department's
Productivity Enhancing Incentive Fund. It contains recommenda-
tions to improve the management of the Fund's program, particularly
in the area of insuring that equipment investments are adequately
justified prior to procurement and adequately evaluated after
installation.

As you know, section 236 of the Legislative Reorganization
Act of 1970 requires the head of a Federal®agency to submit a
written statement on actions taken on our recommendations. You
must send the statement to the House Committee on Government
Operations and the Senate Committee on Governmental Affairs within
60 days of the date of the report and to the House and Senate
Committees on Appropriations with the agency's first request for
appropriations made over 60 days after the date of the report.

Copies of this report will be sent to the Senate and House
Committees on Appropriations; the Senate Committee on Governmental
Affairs; the House Committee on Government Operations; Subcommittee
on Defense, House Committee on Appropriations; and the Secretaries
of the Air Force, Army, and Navy.

Sincerely yours,

DAC

D. L. Scantlebury
Division Director and
Chief Accountant of GAO






GENERAL ACCOUNTING OFFICE INCENTIVE PROGRAMS

REPORT TO THE SECRETARY TO IMPROVE PRODUCTIVITY
OF DEFENSE THROUGH CAPITAL INVESTMENTS
CAN WORK

The primary source of improved national produc-
tivity has traditionally been new and techno-
logically advanced capital equipment. Recogniz-
ing this, the Department of Defense established
a number of programs in the 1970s to simplify
the procurement of productivity enhancing capital
equipment. One such program entailed the estab-
lishment by the Congress of special funds for
buying equipment that could pay for itself in

2 years through cost savings. Now called the
Productivity Enhancing Incentive Fund, the pro-
gram was reviewed and reported on by GAO in June
1978. About the same time, the Congress tem-
porarily stopped funding the program because of
its concern over circumvention of the normal
budget process. In the 1978 report, GAO sup-
ported the Fund concept and recommended its
reestablishment, while simultaneously pointing
out program deficiencies and recommending changes.
As a result, the Congress reinstituted the pro-
gram in 1979.

, Except for the Navy, the services' program man-
agement has improved since GAO's 1978 review.
The Air Force and Army efforts have demonstrated
that under the program, good ideas can be quickly
evaluated and funded and savings made promptly.
For example, 10 Air Force projects GAO examined
should produce $153,300 in annual savings in
return for their $129,000 cost. The average
time between project identification and approval
for financing was 2.5 months. Traditional fund-
ing channels require more than 2 years. (See
p. 11.)

However, the full potential of this fast pay-
back program has not been realized because of
inadequate management attention. For example,
the Office of the Secretary of Defense has not
closely monitored the services' management of
their Fund programs to ensure attainment of pro-
gram credibility and compliance with congres-
sional guidance. Although the Defense Produc-
tivity Program Office devised plans in 1978 for
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improving Fund operations, it has been slow to
implement many planned actions because of its
limited staff. Defense resources have been ap-
plied to all productivity improvement programs
in proportion to program size and expected bene-
fits. Since the Productivity Enhancing Incen-
tive Fund program is a relatively small one, a
determination must be made whether resources can
be diverted back to it. (See pp. 5-7.)

. The Air Force and the Army also need to improve
their postinvestment analysis and reporting to
clearly demonstrate Fund program benefits and
meet congressional requirements.

The Navy particularly has not devoted the man- N\
agement resources and emphasis needed to ensure o
a successful and credible Productivity Enhanc-

ing Incentive Fund program. GAO found that the

Navy's program was not being adequately pro-

moted; Navy guidance did not fully comply with

Office of the Secretary of Defense and congres-

sional guidance; extensive delays occurred

between investment identification and installa-

tion; the justification for many approved pro-

jects was invalid or insupportable; and post-
installation analyses were inadequate.

To illustrate the problems in the Navy's pro-
gram, the justifications for 12 of 13 Navy
projects GAO reviewed were either inaccurate,
invalid, or could not be supported with exist-
ing documentation. During the review, the Navy
canceled three of these projects that were on
the verge of procurement because the equipment
was no longer needed by the requesting activi-
ties. (See pp. 19-21.)

CONCLUSIONS

GAO believes the concept of a specially funded
program for capital investments with fast pay-
backs is valid and should be adequately supported,
but without proper Defense oversight and guid-
ance the program can be ineffective and funds
can be wasted. Further, GAO believes that to
fully meet congressional and Defense require-
ments for the program, the Air Force and the
Army must improve their postaudit efforts while
the Navy must give major management attention
to all program aspects. (See p. 22.)
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RECOMMENDATIONS

GAO recommends that the Secretary of Defense re-
guire the Director of the Defense Productivity
Program Office to evaluate the relative merits
of all capital investment incentive programs for
which it has responsibility to determine whether
or not resources needed to ensure proper program
implementation and guidance can be made available
to the Productivity Enhancing Incentive Fund
Program. If needed resources cannot be found
within the Defense Productivity Program Office,
the Secretary of Defense should consider other
alternatives such as reallocating resources from
other programs, hiring additional personnel, or
terminating the Fund program.

GAO also recommends that the Secretaries of the
Air Force and Army take action to enhance the
credibility of the program by

--establishing a system of independent, onsite
postaudits to validate savings achieved, and

--submitting the reports that are required as
part of the budget process, stating where
savings have been realized and applied. (See
p. 16.) -

GAC further recommends that the Secretary of the
Navy request no additional money for the Fund
program until an action plan for improving the
program is developed and then reviewed and ap-
proved by the Secretary of Defense. The plan
should provide for (1) application of sufficient
management resources to promote and support the
program at an adequate level and ensure that
only valid and supportable projects are approved,
(2) revision of Navy guidance for the program to
ensure compliance with Defense and congressional
requirements, and (3) establishment of a system
of independent, onsite postaudits of selected
projects. (See p. 22.)

AGENCY COMMENTS AND OUR EVALUATION

The Department of Defense did not agree that the
program management responsibilities of the De-
fense Secretary had been inadequately fulfilled.
The Department believes it was not necessarily
inappropriate that all planned improvements were
not achieved as originally scheduled. Many of
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the program implementation and management activi-
ties were done as part of the Defense Secretary's
efforts to coordinate the Productivity Enhancing
Incentive Fund with a group of other similar pro-
grams. Defense pointed out that to properly pro-
vide a range of productivity enhancing capital
investment programs, the programs should be man-
aged in concert with one another. Consequently,
certain milestones in the implementation action
plan were adjusted with good reason.

GAO agrees with the Department on the need to
coordinate similar programs. However, GAO does
not agree that in doing so the Office of the
Secretary of Defense has adequately fulfilled
its management responsibilities, because certain
efforts should not have been delayed. For
example, problems in the Navy's program could
have been detected by Defense Secretary review
and oversight. Although such review and over-
sight were included in the action plan Defense
provided to the Congress, they have not been
adequately carried out.

The Department of Defense agreed with GAO's
conclusions and recommendations regarding pro-
gram management by the Air Force, Army, and
Navy. After reviewing GAO's draft report, all
three services expressed the intention to make
the recommended improvements.
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CHAPTER 1

INTRODUCTION

In recent years, the productivity of the American economy has
become a matter of national concern. Although increases in our
standard of living are largely dependent on increased national pro-
ductivity, American industry has been experiencing a decline in
the rate of productivity growth.

Leading economists have stated that capital investment and
technological improvements afford the potential for improving
productivity. It has been estimated that these two factors con-
tribute from 40 to 60 percent of industry's growth in productivity
and could also contribute significantly to the Federal Government's
productivity. But several studies in the 1970s indicated that the
full potential of capital investment programs was not being realized
in the Federal Government. Among the reasons given for this were
a lack of available funds and the long approval leadtime associated
with the annual budget review processes.

To lessen these obstacles to productivity growth and permit
the acquisition of relatively low-cost capital equipment that can
enhance productivity, some Department of Defense components estab-
lished special programs to finance such equipment. Three major
categories of programs are now available to fund equipment that
will provide sufficient savings to return the investment within
4 years:

--Industrial funding. Industrially funded activities such as
naval shipyards can purchase productivity enhancing equip-
ment from their operating funds.

-~-Set-aside funding. A portion of an agency's regular pro-
curement funds are allocated solely for productivity en-
hancing investments.

--Special funding. Productivity enhancing investment funds
are specifically approved by the Congress for this purpose
only.

HISTORY OF THE PRODUCTIVITY
ENHANCING INCENTIVE FUND

The third funding alternative noted above was begun in the
Department of Defense in fiscal 1977. In that year, the Congress
provided $19.3 million for productivity enhancing capital invest-
ments of small dollar value. The Defense criteria for the program
require that each investment pay back its cost in 2 years or less.
Under this new program, now known as the Productivity Enhancing
Incentive Fund (PEIF), funds were not perpetuated by using the
savings from the investments they financed. Instead, savings
were to be used to reduce personnel, operating, and maintenance



budgets. Field managers, however, were allowed to share in savings
by using them to finance other valid requirements that were not
funded.

In its fiscal 1978 budget submission, Defense components re-
quested $27.1 million for the fast payback program, but none was
approved. Funding was denied because of congressional concern that
since investment projects were not preidentified, the program cir-
cumvented the normal executive and congressional budget justifica-
tion process.

In 1978, our office issued a report 1/ based on a review of
the fiscal 1977 fast payback program. In that report, we con-
cluded that the basic concept of the program was sound and should
be supported. However, we also concluded that a number of manage-
ment improvements were needed for the program to achieve its full
potential.

The Congress reinstituted the PEIF program for fiscal 1979 by
providing $13.5 million. But authorization to use the funds was
reserved until specific guidance established by the House Appro-
priations Committee was followed by the Office of the Secretary
of Defense (0SD). The guidance required that (1) the program be
used for projects costing less than $40,000, 2/ (2) certain infor-
mation on plans and evaluation methodology be submitted to the
Committee, and (3) savings realized each year be reported in the
Department's annual budget submission. Further details are iden-
tified in appendix I.

Responding on November 11, 1978, to the guidance, OSD issued
an action plan for improving PEIF program operation and interim
guidelines for the services to use in reinitiating the program.

The PEIF program has continued since fiscal 1979. 1In fiscal
1980, the Congress approved $10.6 million for the program and
Defense components have requested $11.2 million for fiscal 1981.
A summary of past and projected funding for the program is shown
in the following table.

l/"Full Potential to Achieve Savings by Investing in Fast Payback
Productivity Enhancing Capital Equipment Not Realized" (FGMSD-
78-44, July 25, 1978).

2/Limit changed to $100,000 in Sept. 1979.



Approved funding amount

. Requested

Component 1977 1978 1979 1980 for 1981

------------- (milliong)=m==mocmew—————
Army | $6.1 $ - $5.9  $3.0 $3.0
Navy 607 - 3-0 3-0 3-2
Air Force 6.5 - 3.6 3.8 4.3
Defense Logistics Agency - - 1.0 0.8 0.7
Total $19.3 $ - $13.5 §$10.06 $11.2

|
|

PROGRAM MANAGEMENT RESPONSIBILITIES

PEIF program management is conducted in concert with other
capital investment programs. The Defense management approach is
to develop and promote an overall productivity enhancing capital
investment strategy. OSD and the services consider the relative
size of these programs in providing needed management to individ-
ual programs. The PEIF program is small compared to other similar
programs. For example, Defense's Productivity Investment Fund
program included 27 competitively selected projects totaling over
$60 million.

Responsibility for PEIF program management is divided between
0OSD and the services. OSD provides overall direction and guid-
ance, monitors the services' execution of the program, and pre- -
pares the annual report to the Congress on program results. This
responsibility is assigned to the Defense Productivity Program
Office. The individual services are responsible for requesting
PEIF appropriations in their annual budget requests; developing
detailed program management procedures in line with OSD's general
guidance; and identifying, justifying, reviewing, approving, and
postauditing the actual PEIF projects. In the Army and the Navy,
PEIF program management responsibility rests in the comptroller
organizations. 1In the Air Force, PEIF management responsibility
is assigned to the Air Force Management Engineering Agency.

OBJECTIVE, SCOPE, AND METHODOLOGY

The objective of our review was to follow up on our 1978 re-
port which recommended several ways to improve PEIF program man-
agement. Specifically, our review reevaluated the management of
the program and the results achieved since it was reinitiated in
fiscal 1979. We also assessed implementation of congressional
guidance for the program.



To accomplish our objective, we (1) interviewed program man-
agers at 0SD and at the headquarters level of Air Force, Army, and
Navy, (2) reviewed instructions, operating procedures, and other
guidance and documentation relating to the PEIF program, and (3)
visited several field commands of the services to see how the pro-
gram was being implemented at those levels. Also, to test the
overall quality of PEIF project justifications and review, to
agssess compliance with program criteria, and to review actual re-
sults from program investments, we selected and reviewed 10 Air
Force, 10 Army, and 13 Navy PEIF projects approved in fiscal 1979.

For each of these projects, we performed a detailed, onsite
audit including an examination of the project's justification and
supporting documentation. For those projects that were opera-
tional, we evaluated the actual savings being realized. Although
we selected the projects primarily because of their geographic
proximity to the GAO offices that performed the work, we have no
reason to believe they are not representative of all fiscal 1979
projects. The number of projects reviewed represents 11.4 percent
of the total number of Air Force projects approved in fiscal 1979,
4.2 percent of the Army's, and 13.0 percent of the Navy's. Appen-
dix II lists the activities we visited during the review.



CHAPTER 2

OFFICE OF THE SECRETARY OF DEFENSE

IMPLEMENTATION OF PLANNED IMPROVEMENTS

HAS BEEN SLOW

The Congress has given the Office of the Secretary of Defense
the responsibility for PEIF program oversight and guidance. 1In
discharging these responsibilities, OSD has taken positive steps
to improve program management and ensure compliance with congres-
sional guidance. However, OSD progress in implementing many planned
improvements has been slow. Consequently, shortcomings in the man-
agement of the program continue to exist and full compliance with
congressional guidance has yet to be achieved. Additional steps
are needed for the program to realize its full potential.

MOST ACTION PLAN MILESTONES
WERE NOT MET OR WERE MET LATE

Responding on November 11, 1978, to congressional guidance,
0SD's Defense Productivity Program Office issued an action plan
consisting of objectives, goals, and milestones for improving
PEIF program operation and management. Also on that date, to help
ensure service compliance with the congressional requirements, OSD
issued interim guidelines for the services to use in reinitiating
the program. This guidance covered project selection priorities,
postaudits, and documentation and reporting requirements. In addi-
tion to providing the framework for complying with congressional
requirements, OSD's action plan and interim guidelines for improv-
ing the PEIF program also incorporated the essence of most of the
conclusions and recommendations made in our 1978 report. These
conclusions and recommendations are summarized in appendix I. They
focus on the need to promote the program, soundly justify proposed
investments, and conduct independent postaudits.

Had OSD's action plan been successfully implemented on sched-
ule and had 0SD ensured full service compliance with the interim
guidelines, we believe the PEIF program would have quickly gained
credibility and proved that the benefits the Congress desired to
see are achievable. However, this has not been the case. Since
November 1978, most of the milestones in the action plan have not
been met or were met far behind schedule.

To illustrate, one milestone step in the action plan called
for OSD to formalize the interim guidelines by December 1978 by
issuing a new instruction. Although drafts of this new instruc-
tion were prepared and circulated among the services for comment,
the final instruction was not issued until December 1980, 24 months
after the milestone date.



We learned from OSD officials that other important milestones
in monitoring the services' implementation of program improvements
and ensuring full service compliance with congressional and OSD
guidelines also have not been met. For example, by June 1979, OSD
planned to (1) review service implementing instructions for the
fiscal 1979 program, (2) review selected project justifications,
and (3) conduct onsite appraisals of program operations. As of
September 1980, however, none of these planned actions had been
accomplished. The following summarizes OSD's performance in com-
pleting the milestone steps in the action plan:

Milestone steps in action plan 15
Steps scheduled to be completed by

September 1980 13
Steps completed on schedule 4
Steps completed but behind schedule 2
Steps behind schedule and not yet

completed in September 1980 7

Reasons for slow progress

According to OSD officials, two factors contributed to OSD's
slow pace in implementing its action plan for improved PEIF opera-
tion. First, in 1979 OSD decided to delay issuing final guidelines
to the services until the guidelines for the full range of produc-
tivity enhancing capital investment programs could be issued as
a single instruction. As noted earlier, this final instruction
was issued in December 1980, 24 months after the milestone date.
However, had the services complied with OSD's interim instructions,
we believe the impact of this delay on program operation would
have been minimal.

Secondly, OSD is involved in the management of other produc-
tivity enhancing capital investment programs. OSD officials told
us they allocate staff and other resources to these programs in
direct proportion to each program's respective costs and expected
benefits. For example, during 1979 the 0SD productivity staff,
consisting of only six professionals, devoted much of its effort
to developing a major new productivity improvement program. This
new program, the OSD productivity investment "set-aside" program,
was approved for fiscal 1981 and involves $64.3 million, or almost
five times as much as the PEIF program. Because of its size, and
because 0SD plays a more significant role in the program, OSD has
placed greater priority on the "set-aside" program than on the PEIF
program.

Full implementation of program requirements
by military services has also been slow

Even though 0SD did not effectively implement its action plans,
there would have been little effect if the services had moved ahead
with their own programs and complied with congressional guidance.
This is true because the individual services--not OSD--are



responsible for managing the PEIF program, including the identifi-
cation, justification, review, approval, and auditing of investment
projects. Further, the interim OSD guidelines, which contained the
congressional requirements, were provided to the services.

But this has not happened. For example, although the Air
Force and the Army have improved the management of their PEIF pro-
grams and are achieving significant benefits, neither has fully
met the requirement for postaudit of investment projects and iden-
tification in each year's budget of where program savings have been
realized and applied. The Air Force and Army programs are dis-
cussed in greater detail in the next chapter.

In the Navy, the situation is much worse. For example, the
Navy has failed to devote the management resources and emphasis
needed to establish a reasonably successful and effective program.
As a result, most of the Navy projects we reviewed were unsupport-
able. The Navy has also failed to fully implement important con-
gressional and 0SD requirements for the PEIF program. These mat-
ters are discussed in detail in chapter 4.

CONCLUSIONS AND RECOMMENDATIONS

The Congress has mandated the PEIF program to the services and
has required that 0SD promote and provide oversight to the program.
However, OSD has not applied sufficient resources to do this. We
recognize that budget restrictions necessitate careful evaluation
by OSD in its allocations to competing programs, and we are aware
that other similar capital investment programs that are larger in
size and scope can demand greater attention. However, unless the
PEIF program is properly conducted, capital investment funds can
be wasted. Therefore, we recommend that the Secretary of Defense
require the Director of the Defense Produc¢tivity Program Office to
evaluate the relative merits of all capital investment incentive
programs for which it has responsibility to determine whether or
not resources needed to ensure proper program implementation and
guidance can be made available to the PEIF program. If needed
resources cannot be found within the Defense Productivity Program
Office, the Secretary of Defense should consider other alterna-
tives such as reallocating resources from other programs, hiring
additional personnel, or terminating the PEIF program.

AGENCY COMMENTS AND OUR EVALUATION

In reviewing our draft report, the Department of Defense pro-
vided general comments on our presentation of the 0SD management
role and specific comments on the conclusions and recommendations
of each chapter. Appendix 111 is a copy of Defense's comment
letter. The general comments are in the cover letter transmitting
the chapter-by-chapter analysis of our draft report. These gen-
eral comments relate primarily to this chapter, and can be sum-
marized as follows:



--The Department of Defense disagreed with our conclusion re-
garding 0SD's inadequate program guidance, and stated that
OSD has applied sufficient resources to the PEIF program
and has provided adequate program guidance and promotion.
For example, Defense stated that the interim guidance was
sufficient to get the program reinitiated. It believes
that the intent of the implementation plan sent to the Con-
gress is substantially being met, although not timed pre-
cisely as cited in the plan. Defense does acknowledge that
service compliance with the 0SD guidance has not been as
complete as it should be.

--Defense stated that continuing guidance to services is being
provided within resource constraints and the remaining steps
of the implementation plan will be performed this summer.
The remaining steps focus primarily on establishing over-
sight activities, which include program reviews and reviews
of services' implementing instructions.

--Defense complained that the report does not place the PEIF
program in perspective with other capital investment pro-
grams. On the one hand, OSD efforts on these various in-
vestment programs are often interrelated and sometimes apply
generally to all programs. On the other, resources and ef-
forts applied uniquely to each program are done so in di-
rect proportion to each program's respective costs and ex-
pected benefits. 1In this regard, Defense took the position
that it was appropriate to delay issuing final PEIF program
guidance until a consolidated set of instructions for all
productivity enhancing capital investment programs could be
developed.

As we discussed in chapter 1, the Congress reinstituted PEIF
program funding with the requirement that program management be
improved. OSD responded by providing the Congress with an action
plan consisting of objectives, goals, and milestones for improving
program management. Since the achievement of the action plan is
central to program management credibility, one of the key issues
discussed in this report must be how well the plan's milestones
have been met.

0SD has been slow in meeting these milestones. This slowness
on 0SD's part did not appear to significantly affect the Army and
Air Force programs, as those services successfully managed with
interim guidance. Therefore, there is some merit to OSD's posi-
tion that its interim guidance was adequate to get the program
underway, and that final guidance could wait until a consolidated
package could be issued for all productivity enhancing capital in-
vestment programs. However, the lack of OSD review of the serv-
ices' implementing instructions and selected justifications and
of onsite reviews are logical factors in the substantial lack of
Navy implementing instructions and in related problems of the Navy
program. These problems are discussed further in chapter 4.



Consequently, we do not agree with OSD's contention .that
adequate resources were applied to completing the action plan and
overseeing the services' programs.

Defense also pointed out that the proposed position in our
draft report that the Congress lift the program mandate if suffi-
cient resources for oversight and guidance to the services could
not be assured, was inappropriate considering the success the Air
Force and Army have had with the program. We believe the point
is well taken, and we are recommending that various alternatives
be considered for obtaining necessary resources to provide ade-
quate oversight of the Air Force and Army programs, and to monitor
and guide implementation of the Navy program.

In addition to its comments on our conclusions and recommen-
dations, Defense identified two areas needing clarification. To
clarify the first, we have added information in the section on
reasons for slow progress. It now reflects that the OSD staff is
involved in more than one other productivity enhancing capital
investment program. Defense stated we should not imply that most
of OSD's staff time was spent on a single, larger capital invest-
ment program.

To clarify the second, we have added information related to
other productivity enhancing investment programs in chapter 1 and
in this chapter. Defense officials expressed concern that the
range of productivity capital programs was not sufficiently ex-
plained.

Finally, Defense pointed out that our report failed to men-
tion the onsite review of service programs being conducted by the
Defense Audit Service. The Audit Service contacted us prior to
initiating its work in the productivity enhancing capital invest-
ment fund area. Because we were reviewing the PEIF program, the
Audit Service has confined its audit to other programs.



CHAPTER 3

AIR FORCE AND ARMY ARE ACHIEVING

SAVINGS THROUGH PEIF PROGRAM

The Air Force and the Army have devoted the management re-
sources and attention needed to establish a profitable PEIF pro-
gram. As a result, many of their program investments have in-
creased productivity and reduced costs--demonstrating again the
potential of the program. For example, 12 Air Force and Army
projects we reviewed should save over $1.7 million in the first
5 years. of operation in return for the $240,000 investment cost.
However, to fully meet congressional and OSD requirements for the
PEIF program, the services need to improve their efforts in post-
investment auditing and in reporting realized savings in their
annual budgets.

PEIF PROGRAM IS RECEIVING MANAGEMENT EMPHASIS

The success of any productivity enhancing capital investment
program depends upon interested, aggressive management. Only
through strong management emphasis can a fast payback program be
promoted at all levels to ensure that worthwhile investment proj-
ects are identified and quickly financed and installed.

Recognizing this, the Air Force and the Army have emphasized
the PEIF program and devoted sufficient management resources to
support their programs. For example, the Air Force has two full-
time managers who are responsible for the PEIF program throughout
the Air Force. In addition to providing overall guidance and
direction for the program, the managers promote PEIF at all com-
mand levels through presentations, literature, and informal dis-
cussions about how the program works and its benefits. Also, from
their servicewide perspective, these managers provide the final
review and approval of all Air Force investment proposals.

In the Army, these functions are performed by one full-time
manager who is also responsible for two other Army productivity
programs. However, we were told that the Army plans to add another
full-time manager for these programs in the near future.

In addition to the full-time managers, the Air Force and the
Army have part-time PEIF program coordinators at subordinate com-
mand levels who help in project identification, justification, and
review.

Idea interchange program

Another indication of Air Force and Army emphasis on PEIF
programs is the existence of viable idea interchange programs. To
promote project identification and the transfer of good investment
ideas from one activity to another, the Air Force and the Army have

10



each established a program for exchanging beneficial ideas. These
promotion programs are conducted within the services since OSD has
broader promotion responsibility. »

The Air Force program works via a quarterly newsletter sent
to all major Air Force commands. Prepared by the Air Force Man-
agement Engineering Agency, the newsletter discusses ways local
commands can promote the program and encourage identification of
worthy investment ideas. It includes a listing of all approved
PEIF projects so local commands can determine whether the projects
are potentially useful in their commands.

Similarly, the Army's idea interchange program, initiated in
May 1980, requires major commands, installations, and activities
to surface and circulate proven productivity enhancing ideas
throughout their organizations. In addition, starting in Septem-
ber 1980, Army headquarters was to begin collecting and dissemi-
nating throughout the service proven investment ideas which have
potential for wide application.

Rapid review, financing, and installation

One of the goals of the PEIF program is to provide a mech-
anism that allows worthy productivity enhancing investment ideas
to be quickly financed and installed. By placing management
emphasis on the PEIF program, the Air Force and the Army have
largely achieved this goal by reviewing, funding, and installing
investment projects in a relatively short time. For example, for
the 10 Air Force projects we reviewed, the average time between
project identification and approval for financing was only 2.5
months. One of these projects for electronic cash registers with
projected annual savings of $72,800 was justified, reviewed, and
approved for financing only 1 month after it was identified, and
was procured and installed in 2.5 months. Under the normal bud-
geting cycle, this project probably would have waited at least
2 years for financing, procurement, and installation.

The 10 Army projects we reviewed also achieved quick financ-
ing under the PEIF program. For the 10 projects the average time
between identification and approval for financing was 4.6 months,
and the average time from approval dates to contract award dates
was only 2.7 months. Three of these projects, involving a steam
cleaner, word processing equipment, and an automated vehicle
lift, were identified, justified, reviewed, and approved within
only 76 days.

] Reducing the time between project_identification and instal-
lation from the normal 2 or more years to less than 1 year under
the PEIF program provides two benefits. First, since cost saving

projects are installed quicker, their savings begin to accrue
sooner. Secondly, the people who identify project proposals see
their ideas implemented sooner. This usually acts as a motivator
to the employees and encourages further effort to identify produc-
tivity enhancing investments.

11



PROJECTS ARE DEMONSTRATING
BENEFITS OF PEIF PROGRAM

Because management emphasizes and supports their PEIF pro-
grams, the Air Force and the Army have already realized signifi-
cant benefits from their investment projects, demonstrating again
the potential of the program. For example, we reviewed 10 Air
Force and 10 Army PEIF projects, costing $129,000 and $239,500
respectively, that were approved for the fiscal 1979 program. Of
the 10 Air Force projects, we found that 9 were well supported,
met program criteria, and achieved significant benefits. For the
first 5 years these nine projects are operational, they should
save the Government $1,325,000 in return for their $109,000 cost--
about $12 for each $1 invested. And some of these projects should
continue producing savings for 10 to 20 years.

The following examples highlight four of the Air Force pro-
jects:

--A base photography laboratory acquired an automatic film
processor for $7,700, which will save $12,000 annually and
pay back the investment in 8 months by reducing the need
for one laboratory worker.

--A clerical office project costing $24,800 involved an
electronic typing system which increases productivity and
raises the quality of products. The system saves $16,500
annually and will pay back the investment in 18 months by
eliminating the need for a full-time typist.

--By purchasing electronic cash registers for $8,700, a base
dining hall was able to switch to an a la carte serving and
pricing system. Under this system, personnel take only the
items wanted; as a result, less food is wasted. During the
first 6 months the registers were used, over $36,000 was
saved in food costs.

--To control access to a classified work area while eliminat-
ing the need for security guards, an automatic card-key
access system was acquired at one activity. The project's
$11,200 cost will result in annual labor savings of over
$34,000.

In the Army, only 3 of the 10 projects we reviewed were com-
pletely supportable and valid. These projects should pay back in
less than 2 years; within 5 years they should save $391,100 in re-
turn for the $129,300 investment. One of the projects, for exam-
ple, was a $16,300 word processing system at a training facility.
By increasing productivity, the system was able to perform the re-
quired workload while eliminating the need for three temporary
employees. The project will save about $15,100 annually and pay
back the investment in 13 months.
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Two of the Army projects we reviewed should not have been
approved because they did not meet all critical program criteria.
Specifically, Defense criteria require that the services deter-
mine if new or proposed methods and procedures can be accomplished
using existing equipment. In these two cases, no such determina-
tion was made and the new equipment was not required to obtain
the savings. For the remaining five projects, we were unable to
determine whether program criteria were met because various costs
were not considered or supporting documentation was not available.
However, this does not mean that they do not meet program criteria
and will not pay back the investment within 2 years. It simply
means that detailed documentation supporting the projects' justi-
fications was not available to substantiate the cost and savings
estimates used in the analyses. For example, one project we re-
viewed involved the purchase of hydraulic vehicle lifts for a
vehicle maintenance activity. The lifts were justified on the
basis that they would save labor that had been used to manually
jack up vehicles for maintenance. (See photographs on page 14.)
While the $20,900 project appears worthy, documentation was not
available to support the assumptions made and the factors used to
arrive at the estimated savings. For instance, the activity that
proposed the justification had no copies of the old work requests
which were used to estimate future usage of the lifts, and no in-
formation was available to support estimates of how much time the
lifts could save.

Although the Army PEIF projects we reviewed were not as well
documented or as successful as the Air Force projects, we believe
that the planned addition of another full-time manager to Army's
productivity programs should help improve Army's review of future
project justifications for validity and supportability.

POSTAUDITING AND REPORTING
REQUIRES ADDITIONAL ATTENTION

Followup evaluation of capital investments serves as a check
on whether the planned benefits are being realized after purchased
equipment becomes operational. Information provided by postaudits
can be an effective tool for managing capital expenditures, for
demonstrating program credibility, and for identifying corrective
action needed to realize the full potential of investments.

The fiscal 1979 congressional guidance for the PEIF program,
as well as subsegquent OSD guidance, requires that postaudits be
performed and that audit results be summarized and provided to
the Congress annually. 1In addition, the congressional guidance
requires that Defense show in each year's budget submission where
savings have been realized from the program and where the savings
have been applied. At the time of our review, the Air Force and
the Army had performed no onsite postevaluations of their fiscal
1979 investment projects. Neither service had begun reporting
realized savings in their annual budget submissions.
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HYDRAULIC JACK INSTALLED AS PEIF PROJECT.
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Monitoring efforts for installed projects

Although the Air Force had performed no onsite audits for
installed PEIF projects, it had instituted a monitoring system
which it feels complies with the intent of the congressional and
OSD guidance. This system requires activities to report actual
savings on installed investments every 180 days. These monitoring
reports are prepared at the activity level by the group that pre-
pared the original project justification and are then submitted
to the Air Force Management Engineering Agency for review.

We reviewed eight Air Force projects that were installed and
operational. In each case, the responsible activity was maintain-
ing data that could be used to prepare an accurate followup report.
Seven of these projects had been installed long enough that at
least one report had been submitted. Our analysis showed the re-
ports were complete and accurate.

While the Air Force monitoring system provides management
with needed feedback on installed projects, we believe that inde-
pendent, onsite audits are needed at least on a sample basis to
fully meet the congressional and OSD requirements and enhance pro-
gram credibility by assuring the validity of the claimed savings.

The Army also has a monitoring system that requires activi-
ties to periodically report actual savings on installed PEIF pro-
jects. However, the system does not include provisions for onsite
audits and some activities we visited were not complying with the
requirement to submit monitoring reports. For example, although
initial monitoring reports are required within 6 months of project
installation, no reports had been completed for three projects we
reviewed that had been installed for over 6 months. Also, for two
other projects installed for less than 6 months, information needed
to complete the monitoring reports was not being collected. Man-
agement at the activities responsible for these projects told us
they were unaware of the reporting requirements and had not been
maintaining the necessary data to support such a report.

Reporting savings in budget submissions

Neither the Air Force nor the Army has yet reported realized
savings in its annual budget submission as required by congres-
sional criteria. We were told by an 0SD official that this infor-
mation will be included in the Air Force's and Army's fiscal 1982
budget submissions. However, we believe that without independent
postaudits of the projects the validity of any reported savings
is questionable. As long as the amount of actual savings achieved
is in question, the credibility of the overall program cannot be
fully established.
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CONCLUSIONS AND RECOMMENDATION

We believe that the Air Force and the Army have applied the
management emphasis necessary to support the PEIF program and have
achieved considerable success. Although the Army projects we re-
viewed were not as well supported as the Air Force projects, we
believe the Army has the necessary management framework in place
to improve its program in the future.

We also believe that to fully meet congressional and OSD re-
quirements for the PEIF program, the Air Force and the Army need
to improve their efforts in postauditing. The best way to enhance
the program's credibility and encourage interest is to demonstrate
that significant savings can be achieved and report such savings
to the Congress as part of the annual budget submission.

Until a decision can be made by OSD about the future of the
PEIF program, we recommend that the Secretaries of the Air Force
and Army take action to enhance the program's credibility by

~--establishing a system of independent, onsite postaudits to
validate savings achieved and

--submitting, as part of the budget process, the required re-
ports on where savings have been realized and applied.

AGENCY COMMENTS AND OUR EVALUATION

The Department of Defense agreed with our recommendations and
advised that the Air Force and Army will comply and include the
recommended actions as an inherent part of their program. However,
Defense pointed out that some audits of the PEIF program were con-
ducted by both the Air Force and the Army.

We were aware of the audits performed by the Air Force and
Army and investigated them as part of our review. The Air Force
audits were not onsite, independent examinations of equipment and
basic cost and workload data. The Army audits were not conducted
by organizations that were independent of the equipment justifi-
cation and review process. Hence, neither the Air Force nor the
Army audits can be considered independent audits that conform to
the intent of 0SD and congressional guidance. Both services ap-
parently recognize this since they both expressed agreement with
our recommendation.
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CHAPTER 4

THE NAVY'S INCENTIVE FUND PROGRAM

MANAGEMENT NEEDS IMPROVEMENT

In contrast to the Air Force and the Army, the Navy has not
devoted the management resources and emphasis necessary to ade-
quately support its PEIF program. During our review, we found
that the Navy's PEIF program is not being actively promoted, Navy
guidance does not fully comply with OSD réquirements, there are
extensive delays between project identification and installation,
the justifications for many approved projects are invalid or in-
supportable, and postaudits are practically nonexistent. As a
result, we believe the Navy is unable to demonstrate that its PEIF
program has been successful and recommend that it be discontinued
until significant improvements to program management are imple-
mented.

PEIF PROGRAM LACKS MANAGEMENT EMPHASIS
AND RESOURCES

In the preceding chapter, we noted that for a fast payback
program to be successful, management must be interested and aggres-
sive. 1In addition, sufficient management resources must be applied
to ensure that worthy projects are identified and quickly financed
and installed. Unfortunately this has not been the case in the
Navy, where only minimal attention and management effort have been
devoted to the PEIF program.

For example, at the headquarters level only one person has
been designated to work on the Navy's PEIF program. This manager
told us that his responsibility for managing the PEIF program is
a collateral duty to be performed in addition to his normal job
duties. Although he is responsible for promoting the program
Navy-wide, reviewing the justifications for all proposed invest-
ments, and giving the Navy's final approval for project financing,
he estimated that he spent less than 5 percent of his time on the
program.

Similarly, at the intermediate command level only limited
management resources were devoted to the PEIF program. Each com-
mand we visited had assigned PEIF responsibilities to only one
person and in each case the PEIF responsibilities were added as a
collateral duty. These managers estimated that they spent less
than 10 percent of their time on the program even though their
duties included program promotion and review of project proposals.
One manager admitted that he spent so little time on the program
he was unfamiliar with even the basic Navy and OSD guidelines for
the PEIF program.

17



Navy guidance does not comply
with OSD requirements

Another example of limited emphasis on the PEIF program has
been the Navy's failure to update its PEIF operating instructions
to comply with OSD and congressional requirements for the fiscal
1979 program. Although OSD issued its interim guidelines on
November 11, 1978, the Navy had not fully incorporated these re-
quirements into its PEIF instructions at the time of our review
in August 1980. An April 1977 instruction was being used as
guidance for PEIF program management. As a result, the Navy's
guidance is inconsistent with OSD's in that the Navy guidelines
do not

~--include an order of priorities for choosing which proposed
projects should be funded,

--require that, prior to approval, project proposals and
justifications be reviewed by an organization other than
the submitting unit or activity,

--require periodic reporting of project progress after instal-
lation, or

--require documentation of the disposition of project savings.

Minimal program promotion

A further indication of limited PEIF program emphasis is the
Navy's failure to actively promote project identification. For
example, rather than promoting the PEIF program and encouraging
submission of investment ideas throughout the year as is done by
the Air Force and Army, Naval commands we visited usually requested
local activities to submit investment proposals only once a year
during the normal budget formulation. A representative of one of
these local activities we visited said they did not receive the
customary request for PEIF projects for fiscal 1980. Consequently,
the activity submitted no investment proposals because it thought
no money was available for the program.

Also, unlike the Air Force and the Army, the Navy has not es-
tablished a Navy-wide idea interchange program. Thus, the Navy
has no formal system for transferring good investment ideas with
potential for wide application from one activity to another.

Excessive delays in project financing

Excessive delays in the project approval, contracting, and
installation process is yet another indication of limited Navy
support for the PEIF program. Although one goal of the program
is to allow rapid financing and installation of worthy produc-
tivity enhancing investment proposals, the Navy's PEIF progran
often requires as much time as the normal budget process for
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project approval, contracting, and installation. For example,
for the 13 Navy projects we reviewed, the average time between
project identification and approval for financing was 15 months
as compared with an average of 3.5 months for Air Force and Army
projects. Three of the Navy projects were not approved for fi-
nancing until 2 years after they were identified and justified.

One of the reasons for the delay in approval was that the
Navy did not review and approve projects as they were submitted
during fiscal 1979. 1Instead, projects were held until the latter
part of the fiscal year and then all approved on the same day.
In addition to defeating the goal of rapid financing, this pro-
cedure may have created additional delays in contracting, since
all projects were forwarded to contract offices at approximately
the same time. To illustrate, the 13 projects we reviewed were
all approved for financing on July 9, 1979. By August 1980, 13
months after approval, seven of these projects had not yet been
contracted for. Overall, only five of the projects we reviewed
were installed and operating at the time of our review.

Although our review was restricted to the fiscal 1979 pro-
gram, we found one project from the fiscal 1977 PEIF program that
also illustrates the extensive delays in the Navy's program.

This project was a $28,000 hydraulic test bench for a maintenance
activity which, according to its justification, would save about
$42,000 annually by reducing the cost to repair hydraulic ship
parts. The Navy approved the project for financing in December
1976. At the time of our visit to the activity in September
1980, the machine was not installed and operating. Instead, we
found the machine still in its shipping crate and were told that
installation was delayed because building modifications required
before installation had not been completed. No required building
modifications were indicated in the original justification.

MANY PROJECT JUSTIFICATIONS ARE INVALID
OR INSUPPORTABLE

Apparently, because the Navy has not devoted the management
resources and emphasis needed to fully support its PEIF program,
most of the fiscal 1979 projects we examined were not adequately
reviewed before they were approved. As a result, most of the
project justifications we reviewed were inaccurate, invalid, or
insupportable; consequently, most projects will neither increase
productivity nor reduce operating costs.

We reviewed the justifications for 13 of the Navy's 100 PEIF
projects that were approved as of October 1980 for the fiscal
1979 program. Of the 13 project justifications, only one was
completely valid and supportable. This project, an automated
supply parts retrieval system for a supply facility, should pay
back its cost within 14 months by reducing the need for personnel.

For the other 12 projects we reviewed, we found significant
omissions in the justifications. For example, seven lacked the
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documentation to substantiate cost and savings estimates used in
the analyses, and five were invalid because the investments as
proposed would neither increase productivity nor reduce costs.
Also, of the 12 justifications, six contained simple mathematical
errors in their economic analyses which should have been detected
by even a cursory review. '

In most cases, the project justifications we examined were
not adequately reviewed prior to approval. For example, the com=-
mands we visited did not verify the validity of data in the justi-
fications, or examine supporting documentation. Representatives
at these commands told us that they relied on the integrity of
each submitting activity's management to ensure that only accurate
and valid proposals are submitted.

Some project reviewers also failed to reevaluate investment
justifications when the estimated cost of a project increased
substantially. For example, one justification we reviewed for a
cable tester estimated the project would cost $5,200 and in 2
years would save $11,000. However, at the time of our visit the
cost of the item had increased to $13,800. Although the increased
cost of the project clearly indicated that it would no longer pay
for itself within the 2-year limit, no one reevaluated the project
to see if estimated savings had also increased so that the pur-
chase could still be made under the PEIF program.

The following examples highlight some of the problems in the
justifications we examined and further demonstrate the inadequacy
of the Navy's review of investment proposals.

--A $4,500 sheet metal forming machine at a maintenance ac-
tivity was justified on the basis that it would automate a
process which had been done manually. In fact, it was re-
placing an older machine just like itself. The activity
was unable to support any expectation of increased produc-
tivity or reduced operating costs that might result from
the project.

--A justification for a $12,700 lathe at a maintenance ac-
tivity indicated that the project would save $9,500 a year
by reducing contracting costs. Navy officials had no docu-
mentation showing that any contracting costs had been in-
curred due to a lack of lathes. In addition, since this
lathe was a replacement for an older model, we believe
that the project is unlikely to improve productivity.

--A justification for laboratory test equipment at a supply
facility indicated a 13-month payback would be achieved by
increasing the laboratory's output. However, we found
that the justification was based on the equipment's capa-
city, not actual laboratory workload, which was consider-
ably less. In addition, this equipment simply replaced
older equipment and thus will not increase productivity.
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--A justification for a $32,000 swage press was approved for
financing on July 9, 1979. The project was justified on
the basis that it would save $84,800 annually by reducing
contracting costs. When we visited the activity, we found
not only that no contracting costs had been incurred, but
that the activity had received a surplus swage press from
another activity in 1977 and had no need for a new one.

Although the swage press project and two other projects
which we concluded were invalid had been approved for financing,
they had not been contracted for at the time of our audit. When
we discussed our findings with Navy representatives, they agreed
with our conclusions on these projects and subsequently canceled
their pending procurement. This action saved $36,000.

PROGRAM CREDIBILITY IS BEING FURTHER WEAKENED
BY LACK OF POSTAUDITING AND REPORTING

As we noted in the preceding chapter, an effective postaudit-
ing system can be a valuable tool for managing capital expendi-
tures, for demonstrating program credibility, and for identifying
corrective action needed to realize the full potential of invest-
ments. The Navy, however, has not implemented an adequate system
to audit and report on installed investment projects. In addition,
since some activities have not maintained savings data on their
PEIF projects, the Navy is not able to accurately report in annual
budget submissions where project savings have been applied.

The Navy's postauditing system

The Navy's PEIF program instructions require activities to
complete a postaudit report on each project within 2 years of its
installation date. Periodic progress reports showing accrued
- savings are not required. The one biannual report is to be com-

pleted by the same activity that prepared each project's initial
justification. 1Independent, onsite audits are not required.

In our opinion, this system of postevaluation is unsatisfac-
tory for several reasons. One is that the Navy's system does not
comply with OSD guidelines requiring the services to report PEIF
savings pericdically. Since no progress information is reported
for 2 years, management loses the opportunity to identify projects
not meeting expectations in time to take corrective action.

Another fault with the Navy's postauditing system is that it
lacks the independence needed to ensure credibility. We believe
that program integrity can be established only through onsite
audits, at least on a sample basis, conducted by parties not in-
volved with the initial justifications.

Revealing a further problem with the Navy's system, the
Navy's PEIF manager told us he does not know when projects are
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installed and therefore does not know when the 2-year postaudit
reports are due. As a result, management had no way of detecting
overdue reports so followup action could be initiated. Instead,
the Navy's PEIF manager told us, he must rely on the activities
to submit the postaudit reports when they are due. At the time
of our visit in August 1980, no postaudit reports, even from the
fiscal 1977 PEIF program, had been submitted.

Information not being
maintained or reported

~Some of the activities we visited were not maintaining re-
cords that could form the basis for a postaudit report on installed
PEIF projects. For example, usage and savings data were being
collected for only two of the five projects we examined that were
installed at the time of our review. At one activity, officials
who were not keeping performance information told us they were un-
aware of any requirement to do so.

Without the records to show actual productivity gains, and
without an adequate system for postaudit, the Navy does not know
if its PEIF projects are paying back the investments or where
savings that may have accrued are being applied. As a result, the
Navy has been unable to establish credibility for its PEIF program
or comply with the congressional requirement to show in annual
budget submissions where realized savings have been applied.

CONCLUSIONS AND RECOMMENDATIONS

Because of the lack of sufficient management resources and
emphasis, the Navy's PEIF program has been unsuccessful, espe-
cially when compared to the Air Force and Army programs. The
Navy has not actively promoted the program, has not ensured com-
pliance with OSD criteria, has not approved and installed pro-
posals quickly, has not adequately reviewed justifications to
ensure that only valid and supportable projects are approved, and
has not implemented a satisfactory system for postauditing and
reporting. As a result, we believe the Navy's PEIF program lacks
basic credibility and should not be continued until significant
improvements to program management are implemented.

We recommend that the Secretary of the Navy request no addi-
tional funding for the PEIF program until an action plan for im-
proving program management -is developed and then reviewed and
approved by the Secretary of Defense. This plan should provide
for the (1) application of the management resources necessary to
promote and support the program at an adequate level and to ensure
that only valid and supportable projects are approved, (2) revi-
sion of Navy guidance for the program to ensure compliance with
0SD and congressional requirements, and (3) establishment of a
system of independent, onsite postaudits of selected projects.
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AGENCY COMMENTS AND OUR EVALUATION

Defense agreed with our recommendations, and stated that the
Navy has agreed to submit an action plan to OSD for review and

approval before using fiscal 1982 program funding to finance
PEIF projects.

Also, in our meeting with Defense officials to discuss their
proposed response to our draft report, the Navy officials out-
lined some of their plans. These included the essence of our
recommendations and, in our opinion, indicated a very positive
management commitment to improving their program.
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APPENDIX I APPENDIX I

CONGRESSIONAL AND DEPARTMENT OF DEFENSE

PROGRAM GUIDANCE

The Congress required the 0Office of the Secretary of Defense
to follow specific guidance as it reinitiated the PEIF program in
fiscal 1979. The purpose of this guidance was to assure the Con-
gress that the program would achieve credibility and successfully
enhance productivity. Specifically, the congressional guidance
required that:

"Appropriations provided for this program * * * may
only be used for projects whose cost is less than
$40,000. [l/] All other productivity enhancement proj-
ects are to be pre-identified and included in other
procurement lines.

"Before obligating the fiscal year 1979 appropriation,
the Department shall submit to the Committee a plan
showing how projects in this program are to be evalu-
ated and placed in priority. The plan should also show
what provisions are made to assure that projects are
productivity enhancing.

"Provision shall be made for post-audit of PECI [Produc-
tivity Enhancing Capital Investment] projects and a sum-
mary of the results of these audits shall be provided

to the Committee annually.

"The Department shall show in each year's budget sub-
mission where the personnel and other savings have been
realized from prior year projects and show specifically
where these savings have been applied.” 2/

Responding on November 11, 1978, to the congressional guid-
ance, OSD issued an action plan consisting of objectives, goals,
and milestones for improving PEIF program operations and manage-
ment. Alsoc on that date, to help ensure service compliance with
the congressional requirements, OSD issued interim guidelines for
the services to use in reinitiating the program. These guidelines
identified specific criteria for projects and requirements for
preinvestment review and appraisal. The guidelines also included
(1) a system of priorities to ensure that optimum productivity
improvement would be the focus of the fiscal 1979 program, (2) very
specific project documentation requirements to facilitate post-
investment evaluation, (3) a requirement that the services estab-
lish provisions for project audits, and (4) a requirement that

1/This limit was changed to $100,000 in September 1979.

E/House Appropriations Committee Report 95-1398.
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service headquarters maintain information that could quantify both
the investments and their results.

In addition to providing the framework for complying with
congressional requirements, OSD's action plan and interim guide-
lines for improving the PEIF program also incorporated the essence
of most of the conclusions and recommendations made in our 1978
report. These conclusions and recommendations focused on the man-
agement ingredients essential to establish a c¢redible, fast, pay-
back capital investment program that would maximize potential sav-
ings and productivity enhancement. For example, in that report we
concluded that for the PEIF program to achieve its full potential
and have credibility, management must do the following:

--Emphasize and promote the program to ensure maximum identi-
fication of profitable investment opportunities.

--Ensure sound, detailed economic justifications for proposed
investments by requiring independent review prior to ap-
proval. '

~--Establish a system of independent postaudits to verify and
- document the actual results of the investments.

0SD's interim guidelines of November 11, 1978, required the

services to include most of these essential elements in their PEIF
programs for fiscal 1979.
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COMMANDS AND FIELD ACTIVITIES VISITED

Department of Defense:
The Defense Productivity Program Office
Office of the Secretary of Defense
Washington, D.C.

Air Force:

Headquarters, U.S. Air Force
Washington, D.C.

Air Force Management Engineering Agency
Randolph Air Force Base, Texas

Tactical Air Command, Langley Air Force Base
Hampton, Virginia

Andrews Air Force Base, Maryland

Dover Air Force Base, Delaware

Langley Air Force Base, Virginia

Moody Air Force Base, Georgia

Pope Air Force Base, North Carolina

Seymour Johnson Air Force Base, North Carolina
Army:

Headquarters, Department of the Army
Washington, D.C.

Training and Doctrine Command, Fort Monroe
Hampton, Virginia

XVIII Airborne Corps and Fort Bragg, North Carolina
Fort Belvoir, Virginia
Fort Lee, Virginia

Walter Reed Army Medical Center
Washington, D.C.

Navy:

Chief of Naval Operations
Washington, D.C.
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Navy Material Command
Washington, D.C.

Naval Supply Systems Command
Washington, D.C.

Commander in Chief
U.S. Atlantic Fleet
Norfolk, Virginia

Commander

Naval Surface Force
U.S. Atlantic Fleet
Norfolk, Virginia

Shore Intermediate Maintenance Activity
Little Creek, Virginia

Shore Intermediate Maintenance Activity
Norfolk, Virginia

Naval Supply Center
Norfolk, Virginia
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ASSISTANT SECRETARY OF DEFENSE

WASHINGTON D C Z030t

MANPOWER
RESERVE AFFAIRS L3N 186
AND LOGISTICS

Mr. D.L. Scantlebury

Director, Accounting and Financial
Management Division

United States General Accounting Office

Washington, D.C. 20548

Dear Mr. Scantlebury:

This is in reply to your letter of February 10, 1981, to the Secretary of
Defense which requested review and comment on your proposed report on the
Defense Department's Productivity Enhancing Incentive Fund Program, "Incen-
tive Programs to Improve Productivity Through Capital Investments Can Work,"
(0SD Case 5635, GAQ Job Code 910316).

After reviewing this proposed renort, we believe it appropriate to respond
to the points indicating GAO's assessment of the adequacy of the Department
of Defense oversight and monitorship of this effort and the credibility of
the individual component Productivity Enhancing Incentive Fund (PEIF) pro-
grams. Responses to each of the report recommendations indicating our
specific concerns are provided for your consideration.

The Department of Defense strongly disagrees with GAO's assessment of the
Office of the Secretary of Defense (OSDg management of the program. It is
our belief that adequate guidance and oversight, relative to the cost of
the program, is being provided by 0SD through the Defense Productivity
Program Office.

DoD is disappointed by the fact that the report fails to recognize that,

over the past two years, DoD has developed and promoted an overall Produc-
tivity Enhancing Capital Investment (PECI) strategy that addresses the full
spectrum of our need to encourage productivity improvements across all DoD
activities. The report also fails to acknowledge the inherent relationship
between the management of PEIF and the management of other PECI efforts to
promote capital investments in equipment and facilities that improve resource
utilization.

DoD agrees that some improvement is needed in service implementation of 0SD's

guidance and we have worked_continually since the program's inception in
FY 77, to improve the efficacy and credibility of this program.
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The General Accounting Office does recognize DoD's PEIF program as a unique
program which can make significant contributions to productivity improvement.
The program has been similarly recognized by the O0ffice of Personnel Management
and has been selected and documented by their office as an exemplary practice
in federal productivity improvement. It is discouraging, therefore, to find
that the GAO report recommends discontinuing any program with the stated
potential of PEIF unless absolute guarantees could be provided that no chance
for any program deficiency exists.

0SD will take every cost effective action possible to improve post investment
accountability and ensure the integrity of the individual service PEIF programs.
The Departments of Army and Air Force have already initiated actions to improve
program management in accordance with the recommendations of the GAQ study.

The Department of the Navy has also agreed that it will reevaluate its present
management oversight of this program and submit a plan of action to correct
program deficiencies to 0SD for review and approval prior to the expenditure

of FY 82 program funds.

Sincerely,

K 15

A. Stone
Acting Assistant Secretary of Defense’
(Manpower, Reserve Affairs & Logistics)

Enclosure:
Response to Report
Recommendations
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ANALYSIS OF DRAFT OF PROPOSED REPORT BY GAO
"Incentive Programs to Improve Productivity
Through Capital Investments Can Work"
(GAO Code 910316)(0SD Case #5635)

.

(Pg 7 i/ "that Secretary of Defense direct the Director of
the Defense Productivity Program Office to evaluate the relative merits of
.all capital investment incentive programs for which it has responsibility
to determine whether or not resources needed to insure proper program
implementation and guidance can be made available to the PEIF program."

(Pg 7) "If it is determined that needed resources cannot
be applied to the PEIF program, the SecDef should make Congress aware of
0SD's inability to operate the program, and request the program mandate be
lifted."

DoD disagrees with the conclusion that OSD has not
applied sufficient resources to give guidance to the services and to
promote the program. In response to the Congressional guidelines, the
interim guidance issued for the PEIF by ASD(MRA&L) in November 1978 were,
in GAO's stated opinion, adegquate to respond to the desires of the
Committee, The PECI program was expanded in 1979 to incorporate
recommendations of OMB and to include a full range of productivity
enhancing investment programs. At that time it was determined that the
interim guidelines were adequate for program continuance and 0SD decided
that formal guidance for PEIF would be incorporated in a DoD Instruction
encompassing the full program. This decision invalidated much of the
timetable cited in the initial action plan., However, the accomplishment
of most of the actions of that plan were carried out through other DoD
issuances; i.e, the DoD budget and program guidance documents, The GAO
report also fails to note that the on~-site review of service programs
mentioned in the action plan is being conducted by the Defense Audit
Service,

ASD(MRA&L) and the Director, DPPO, subsequently also issued memoranda to
the component heads and their respective productivity principals which
emphasize 0SD support for the PEIF program, cite the need for information
to improve program credibility, and amplify the procedures and
requirements contained in the interim instructions, Other actions listed
in the initial plan provided to Congress currently remain in suspense due
to their contingency upon the issuance of the formal DoD instruction. This
instruction was issued on December 31, 1980. The components were given
six months to promulgate implementing instructions, Consequently, the
remaining step of the plan -- the review of component implementing
instructions -- will be performed during the latter part of this coming
summer,

}/Page numbers have been changed to correspond to page nunbers
in final report.
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DoD disagrees with the statement that much of the effort of the 0SD staff
has been devoted to a "new major productivity program". The entire effort
in DPPO relates to the improvement of all facets of the DoD program. A
major thrust over the past two years has been the development of &
comprehensive investment strategy to include the standardization of
documentation formats, priloritization of projects for approval, post
investment evaluation requirements and audit policies. These actions
apply to all PECIs and contribute to the improvement of PEIF program
management concommitantly with all other elements of the program.

GAQ's assessment of 0SD staff resources as "limited" is subjective and
without substantiative basis. OSD has allocated resources to oversight of
PEIF and all other PECI efforts in direct proportion to their respective
costs and expected benefits.

CHAPTER 3

RECOMMENDATION :
(Pg 16 ) "that the Secretaries of the Air Force and Army take
action to enhance its credibility by:
-- ggtablishing a system of independent, onsite post
audits to validate savings achieved, and
== gubmitting the required reports on where saving have
realized and applied as part of the budget program.”

DoD response. Agree. Although a continuing formal audit system is
not in place in any PEIF program at this time, the Department of Air Force
Audit Agency has performed audits of a number of that service's PEIF
projects. The results of this audit were included in our March 1980
report to Congress. In addition, the Department of Army has performed
on-gite reviews of a selected number of PECI projects including some of
its PEIF projects. The results of this review will also be provided to
Congress. None of this information appears in the GAO report. However,
both Air Porce and Army indicate that they will comply with the
recommendations of the report and include these actions as an inherent
part of their programs.

The issuance of DoD Instruction 5010.36, "DoD Productivity Enhancing
Capital Investments", formalized the requirements for a system of on-site
audits and reports to be carried out in accordance with DoD Instruction
7600.3. Components have until June 30, 1981 to comply and write their
implementing regulations for DoD Instruction 5010.36.
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CHAPTER 4

(Pg 22) "that the Secretary of the Navy not request additional
funding for the PEIF program until an action plan for improving program
management is developed and then reviewed and approved by the Secretary of
Defense."

(Pg 22 )} "This plan should provide for the

(1) application of the management resources necessary to
promote and support the program at an adequate level
and to ensure that only valid and supportable projects
are approved,

(2} revision of Navy guidance for the program to ensure

compliance with 0SD and congressional requirements,and

(3) establishment of a system of independent, on-site
post audit of selected projects."

Agree, The Office of the Secretary of the Navy was
apprised of certain program deficiencies in correspondence from
OASD(MRA&L) prior to the issuance of GAO's draft report, We have also
informed Congress of the lack of followup information on Navy projects and
that actions were being taken by Navy to correct this situation., Although
Navy has expressed reservations relating to certain of the specific
findings stated in the report, it has agreed to submit an action plan to
0SD for review and approval before using FY82 program funding to finance
PEIF projects, This plan will identify Navy's intentions and the actions
it will take and the resources to be applied to improve management of its
PEIF program.

(910316)
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