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BY THE COMPTROLLER GENERAL

Report To The Chairman, Subcommittee On
Defense, Committee On Appropriations,

House Of Representatives

OF THE UNITED STATES

Review Of Pricing Of Silver Sold

Under The Foreign Military Sales Program

In just the last 4 fiscal years, the Department
of Defense provided contractors with about
11 million troy ounces of reclaimed silver for
use fin the production of Defense and foreign
miliﬁary sales items.

When the reclaimed silver was used to pro-
duce items such as batteries, and the bat-
teries were sold to foreign countries, De-
fense charged only the cost of reclaiming
the; silver instead of the market value as
required by law. At just three Defense loca-
tions, GAO found over $2.3 million of silver
underpricing in batteries that foreign gov-
ernments had either bought or ordered.
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Request for copies of GAO reports should be
sent to:

U.S. General Accounting Office

Document Handling and Information
Services Facility

P.0O. Box 6015

Gaithersburg, Md. 20760

Telephone (202) 275-6241

The first five copies of individual reports are
free of charge. Additional copies of bound
audit reports are $3.25 each. Additional
copies of unbound report (i.e., letter reports)
and most other publications are $1.00 each.
There will be a 25% discount on all orders for
100 or more copies mailed to a single address.
Sales orders must be prepaid on a cash, check,
or money order basis. Check should be made
out to the “Superintendent of Documents”.




COMPTROLLER GENERAL OF THE UNITED STATES
WASHINGTON D.C. 20548

B~-206977

The Honorable Joseph P. Addabbo
Chairman, Subcommittee on Defense
Cormmittee on Appropriations

House of Representatives

Dear Mr. Chairman:

Your letter of February 3, 1981, expressed concern that the
Department of Defense may not be recovering the full costs of
Government-furnished precious metals used in items sold in the for-
eign military sales program. You asked us to evaluate the military
qervices' pricing practices for precious metals included in such
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This report focuses on Defense's pricing practices for
vernment~furnished silver used in manufacturing batteries. Speci-
ically, the report discusses Defense's failure to charge enough
o cover the full cost of the silver used in the batteries that are
301ld to foreign customers.

: As agreed with your office, we are sending copies of this re-
port today to interested parties and will give copies to others
who request them.

Sincerely yours,

/

Comptroller General
of the United States







COMPTROLLER GENERAL'S REPORT REVIEW OF PRICING OF SILVER SOLD
TO THE SUBCOMMITTEE ON DEFENSE, UNDER THE FOREIGN MILITARY SALES
COMMITTEE ON APPROPRIATIONS, PROGRAM

HCUSE OF REPRESENTATIVES
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Since at least 1974, Defense has been selling
items containing silver to foreign governments
for a fraction of the market value of the sil-
ver. As a result, Defense has undercharged over
$2.3 million and has improperly subsidized the
foreign military sales program. Over the past
decade, GAO and internal auditors have issued
over 40 reports on Defense's continued failure
to recover all required costs even though the
Congress has made it very clear that Defense may
not subsidize the sales program. The Congress,
in passing the Arms Export Control Act of 1976,
required recovery of the actual value or replace-
ment cost of items sold to foreign countries.
(See p. 1.)

The Chairman of the Subcommittee on Defense,
House Appropriations Committee, asked GAO to re-
view Defense's pricing of items containing pre-
cious metals sold to foreign customers. GAO
found that the precious metal most found in sales
items is silver. The problems in pricing itens
for sale arise when Defense provides silver to
contractors as Government-furnished material.
(See p. 2.)

The Defense inventory of silver results from a
program in which silver is recovered from
scrapped items, such as photographic materials.
From fiscal 1978 through 1981, about-1ll million
troy ounces of silver was provided as Government-
furnished material to Defense contractors for

the production of Defense and foreign military
sales items. About half this silver was used to
make batteries. (See p. 2.)

The cost to recover silver from scrapped items

is far less than its replacement cost (market
value). For example, when the market value was
about $20 a troy ounce, Defense's cost to recover
silver was about $0.82 per troy ounce. In order
to reduce the cost of procurement, Defense fur-
nishes recovered silver to contractors for use

in producing items it needs. (See p. 2.)
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GAO found that Defense used the cost to recover
silver in computing a standard price for the
silver. 1In reviewing selected transactions in-
volving sales of batteries at 3 of over 40 mili-
tary activities engaged in the sales progranm,

GAOQO found that the Army, Navy, and Air Force had
improperly used the standard price for the re-
covered silver rather than the market value in
pricing the silver included in silver-bearing
items sold to foreign countries. Thus, for those
transactions reviewed, there were undercharges of
over $2.3 million. (See p. 7.)

The Army activity discovered its pricing errors
just prior to GAO's audit. A troubleshooting
team had been sent to Morocco to investigate a
complaint about the performance of batteries

sold to that country. This caused a reexamina-
tion of the sales cases which revealed that bat-
teries containing 40.5 troy ounces of silver were
priced at only $180 each. Altogether, the 240
batteries involved in the cases were priced at
$43,200. The Army now estimates that an addi-
tional $175,500 should have been charged in order
to recover replacement cost of the silver. This
prompted a review of other sales cases which re-
vealed several additional instances of under-
billing. (See p. 7.)

The Navy and Air Force activities were unaware
they were underpricing Government-furnished sil-
ver contained in items sold to foreign countries.
For example, in sales of other types of batteries,
GAO found:

--In July 1980, the Navy sold 18 batteries (with
700 troy ounces of silver in each).to Greece for
$52,038. Based on the market value of silver
then ($15.55 a troy ounce), each battery con-
tained $10,885 worth of silver. However, the
Navy charged only about $700 for the silver in
each battery. The Navy, therefore, undercharged
Greece a total of about $184,000. (See p. 8.)

--In early October 1980, the Air Force shipped
16 batteries containing a total of 960 troy
ounces of silver to Thailand. The Air Force
charged Thailand the standard price of silver
in effect at that time ($2.91 per troy ounce)
instead of the market value of about $20.75 per
troy ounce. As a result, the Air Force under-
priced the silver by about $17,126. (See p. 8.)
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Although GAO limited its review to three activi-
ties, the deficiencies found may be occurring
Defense-wide because the procedures for pricing
items are standard within each service and be-
cause each service uses similar accounting and
financial management systems.

Now that the erroneous pricing method has been
disclosed, Defense nust act to correct the prob-
lems for future sales and make a reasonable ef-
fort to recover the past undercharges. Silver is
included in items such as batteries, photographic
film, and dental supplies. Defense, however, does
not have a system which identifies items contain-
ing Government-furnished silver sold to foreign
countries. Thus, Defense will have to determine
those sales cases in which significant amounts of
Government~furnished silver were involved. Also,
Defense rnust devise a system which will help en-
sure that items containing Government-furnished
silver are identified so that silver can be priced
at market value or replacement cost.

Over the past decade, GAO and mnilitary internal
auditors have issued over 40 reports on Defense's
failure to bill for all required costs of foreign
military sales. Defense's corrective action has
usually been slow, narrowly confined, and incon-
sistently implemented. For example, GAO reported
in August 1978 that there was a need to assign
responsibility to a Defense organization to en-
sure that pricing policies are effectively imple-
mented by the military services. It was not un-
til March 1981 that the first person was assigned
to such an organization. Further, by November
1981 only eight people were assigned to this func-
tion. A Defense official advised that given the
magnitude of the sales program ($8.5 billion in
sales agreements for fiscal 1981), eight people
were not enough to adequately monitor the imple-
mentation of pricing policies. (See p. 10.)

Defense officials have advised GAO that the nun-
ber of personnel assigned to administer the sales
program is constrained by annual personnel ceil-
ings. They said that requests for additional
authorized personnel spaces for administering
foreign military sales must compete under the
ceiling constraints with the personnel require-
nents of other important functions in Defense.
The Office of Management and Budget has long ad-
vocated personnel ceilings as a method for con-
trolling the Federal Government's labor force
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and each year the Congress sets ceilings for
military and civilian personnel in the Defense
Authorization Act. (See p. 11.)

Since foreign governments are required to reim-
burse Defense for all administrative costs of
the sales program, including pay and salaries,
it would make sense to adequately staff the
function-~particularly those jobs whose incum-
bents would ensure that Defense does not lose
noney in sales to foreign countries. The Sub-
committee on Defense, House Appropriations
Committee, has considered this matter and in re-
porting out the Department of Defense Appropria-
tion Bill, 1982 (H. Rept. 97-333), the Cormittee
said "Because the additional personnel needed to
improve accounting and financial management of
the FMS (foreign military sales) program would
not cost the U.S. taxpayers any money, personnel
ceilings should not be imposed." GAO also be-
lieves that Defense personnel assigned to adminis-
tering the foreign military sales program should
be exempt from personnel ceilings. (See p. 1l1.)

RECOMMENDATIONS

GAO recommends that the Secretary of Defense

--establish policies and procedures to identify
items with Government-furnished silver sold
to foreign countries,

~-~require that the market value of silver be
used in pricing such items, and

--direct responsible organizations to make a rea-
sonable effort to recover undercharges on for-
eign sales resulting from nonrecovery of the
replacement cost or market value of silver.

GAO also recommends that the Secretary of Defense
seek authority from the Congress and the Office
of Management and Budget to exenpt foreign mili-
tary sales administrative positions from person-
nel ceilings. In seeking the exemption, the
Secretary should provide data on validated adnin-
istrative staffing needs, the cost of which would
be reimbursed by foreign governments.

AGENCY COMMENTS AND OUR EVALUATION

Defense concurs with GAO's recormendations to
(1) establish policies and procedures to identify
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items with Government-furnished silver and (2) to
require market value pricing of reclaimed silver.
Regarding GAO's recommendation to recover under-
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cnarges, Defense bu.aua 0 recover uuucx»uq;gca
for silver in cases in which silver-bearing items
were directly procured from contractors for for-
eign governments. While this action might result
in recovering substantial underbillings, GAO be-
lieves the action would be incomplete because
many items containing silver may be sold from De-
fense inventories. To ensure that all signifi-
cant undercharges are identified and recouped,
Defense should include in its recouping actions
items sold from inventory.

Danardina QAN rannmmnnﬂal-{r\n that Nafoanecea caanl
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authority to exempt foreign military sales admin-

istrative positions from personnel ceilings,
Defense officials advised GAO that Defense's posi-
tion on this recommendation is still being coordi-
nated and that it will be included in its written
response to congressional committees required by
section 236 of the Legislative Reorganization Act
of 1970.
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CHAPTER 1

INTRODUCTION

In a February 3, 1981, letter to us, the Chairman of the Sub-
committee on Defense, llouse Appropriations Cormittee, expressed
concern about Defense's practice for pricing precious metals in-
cluded in items sold to foreign countries and asked us to audit
this matter. In a subsequent meeting with the Chairman's office
it was agreed that a report should be issued on our findings, con-
clusions, and recommendations. We learned that the precious metal
found most often in sales items is silver. Accordingly, we re-
stricted our review to pricing of that precious metal.

. THE FOREIGN MILITARY SALES PROGRAM
. AND COST RECOVERY PROVISIONS

Foreign military sales are transacted under authority of the
Arms Export Control Act of 1976. The legislative history of the
act indicates congressional intention that all costs, both direct
and indirect, be recovered so that the foreign military sales pro-
gram is not subsidized by Defense appropriations.

Since 1970, foreign military sales have grown dramatically.
Cunmulative foreign military sales agreements from fiscal 1950

through 1981 amounted to about $115.5 billion with over $100 bil-
' lion occurring since fiscal 1970. 1In fiscal 1981 alone, sales
- agreements amounted to $8.5 billion.

The Congress is concerned that the sales program be conducted
at no cost to the Government and that the program not be subsidized
by Defense appropriations. The act of 1976, therefore, sets forth
the following cost recovery requirements:

--For articles from Defense stock (inventories) not intended
to be replaced-~not less than the actual value.

--For articles intended to be replaced--the estimated replace-
nent cost of the article.

As a matter of policy, Defense has long recognized its re-
sponsibility under foreign sales legislation to recover from for-
eign buyers all direct and indirect costs associated with foreign
military sales. Defense includes the following provisions in the
standard contract used for sales to foreign governments:

--Prices of items shall be at their total cost to the U.S.
Government.

--The U.S. Government will attempt to notify a foreign gov-
ernment of price increases which will affect the total es-
timated contract price by more than 10 percent; but failure



to so advise does not alter the foreign government's obli-
gation to reimburse the U.S. Government for the total costs
incurred.

--The foreign government will reimburse the U.S. Government
if the final cost exceeds the amount estimated in the sales
agreement.

In addition, Defense recognizes in its manual (DOD 7290.3-M)
that there may be occasions when closed contracts should be re-
opened to correct mistakes such as computer errors in establish-
ing prices or unauthorized deviations from Defense instructions.

DEFENSE PROVIDES SILVER AS GOVERNMENT-
FURNISHED MATERIAL TO ITS CONTRACTORS

As discussed in this report, the problem in pricing silver
occurs when Government-furnished silver is used in an end item.
During fiscal 1978 through 1981, about 11 million troy ounces of
silver was shipped as Government-furnished material to defense
contractors for incorporation in Defense~procured items.

The source of the silver provided to the contractors is the
Defense precious metals recovery program. Under this program,
Defense reclaims metals from scrapped items such as photographic
material. In addition to silver, gold and platinum are also re-
covered, but in relatively small quantities.

Under the management of the Defense Industrial Supply Cen-
ter, military contracting officers requisition silver for use as
Government~-furnished material for items such as electronic parts,
rechargeable batteries, dental supplies, and x-ray and photo-
graphic film. The items manufactured are placed in inventory for
use by Defense activities and/or sales to foreign countries. In
certain cases, the items may be shipped directly from the con-
tractor to foreign countries. Defense officials advised us that
about one-half of the Government-furnished silver used goes into
the production of batteries. Using Government-furnished silver
reduces the cost of procurement.

Generally, the Defense silver recovery cost is determined
each fiscal year by dividing the total annual cost of recovery by
the total number of troy ounces recovered. This figure is re-
ferred to as the "standard price." There has been a concsiderable
difference between the cost of recovery (standard price) and the
market value of silver in recent years as shown in the following
chart.
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OBJECTIVE, SCOPE, AND METHODOLOGY

The objective of this review was to evaluate Defense's policy
and procedures for pricing iterms containing Government-furnished
precious metals for sale to foreign governments. After deternin-~
ing that relatively small amounts of gold and platinum were being
furnished to contractors, we confined our review to evaluating the
policy and procedures for pricing silver. Further, based on in-
formation furnished by Defense, about half of the Government-
furnished silver was used for making batteries. We, therefore,
restricted our review to sales transactions involving certain bat-

teries.

We reviewed applicable Department of Defense and military
service regulations, accounting procedures and reports, computer
printouts, and other documents on the pricing of items containing
Government~-furnished precious metals under the foreign military
sales program. We also discussed the issue with responsible pro-

ram officials. We reviewed the legislative history of the Arms
gxport Control Act of 1976 and its amendments and regulations
governing the foreign military sales program. At the service lo-
cations visited, we interviewed managers to identify policies and
srocedures for determining prices charged for foreign sales and
iathered data to assist in evaluating the adequacy of pricing

olicies and procedures.

Because Defense does not have a system to readily identify
those items containing Government-furnished silver which are sold
to foreign governments, we could not identify the universe of sales
transactions involving silver. However, given that about 11 mil-
lion troy ounces of silver was furnished to contractors over a 4-
year period for inclusion in defense items and that foreign mili-
tary sales of items for the same 4-year period amounted to about
$28.1 billion, there may be substantial amounts of Government-
furnished silver contained in items sold to foreign governments.
| Over 40 activities are engaged in foreign military sales.

owever, because procedures for pricing items are standard within
each service and because each service uses similar accounting and
financial management systems, we limited our review to the Arny,
$avy, and Air Force activities that managed the particular bat-
teries we identified that contained silver.

For our audit of an Army activity engaged in foreign nilitary
sales, we selected the U.S. Army Communications and Electronics
Command, Ft. Monmouth, New Jersey. Command officials had becone
aware of Government-~furnished silver pricing errors just before
our visit. Therefore, rather than selecting transactions for re-
view, we monitored the Command's actions to identify all of the
errors in pricing Government-furnished silver in open and closed
sales cases. We also determined the cause of the problem and
¢valuated the Command's corrective action.



For our audit of a Navy activity engaged in foreign military
sales, we selected the U.S. Navy Ships Parts Control Center,
Mechanicsburg, Pennsylvania. We queried the requisition history
file of the Center for foreign military sales cases involving one
type of battery which contained 700 troy ounces of silver. For
our audit of an Air Force activity, we obtained information re-
garding three types of silver-bearing batteries requisitioned from
the Sacramento Air Logistics Center, Sacramento, California. As
none of the services had a system to identify Government-furnished
silver-bearing items sold to foreign governments, the items we re-
viewed were those that item managers told us they thought might
have been sold in the sales program. Air Force officials advised
that there may be other silver-bearing items sold to foreign gov-
ernments, items which they were not aware of.

In addition to the above locations, our review was conducted
at the Department of Defense and Headquarters, Departments of the
Arny, Navy, and Air Force, Washington, D.C.; Air Force Logistics
Command, Dayton, Ohio; Air Force Aeronautical Systems Division,
Dayton, Ohio; Defense Logistics Agency, Washington, D.C.; Defense
Industrial Supply Center, Philadelphia, Pennsylvania; and the
U.S. Army Materiel Development and Readiness Command, Washington,

D‘C‘

Our examination was conducted in accordance with our current
“Standards for Audit of Governmental Organizations, Programs, Ac-
tivities, and Functions." During the examination, Defense supplied
us with the documents we used. Because of the highly complex ac-
counting system involved and the large volume of foreign military
sales financial data, we could not totally verify the information.
The financial information in this report is based on Department of
Defense accounting records and documents and information provided
by Defense officials.



CHAPTER 2

FAILURE TO RECOVER MARKET VALUE OF

SILVER IN SALES TO FOREIGN GOVERNMENTS

For over 20 years, Defense has had a program that recovers
silver from scrapped items and that furnishes the recovered silver
to contractors as Government-furnished material. We found that
since at least 1974 Defense has been selling Government-furnished
silver contained in items to foreign customers for a fraction of
its market value. The Army, Navy, and Air Force have improperly
used the Defense standard price in pricing sales in lieu of prop-
erly using the market value of silver. The Congress has made it
very clear that Defense is not to subsidize the sales program.

Defense does not have a system to identify items containing
Government-furnished silver which are sold to foreign governments.
Thus, Defense must make a special effort to (1) identify how much
¢f the millions of troy ounces of silver furnished to contractors

as eventually sold to foreign governments and (2) recover the
mounts underbilled. Given the substantial foreign sales that have
een made in recent years, the underbillings could be significant.
efense must also devise a system which will identify those items
ontaining Government-furnished silver to be sold to foreign gov-
rnments so that the market value of silver will be charged in fu-
ure transactions.

The improper pricing of silver in foreign military sales is
another example of Defense's continued failure to recover the proper
costs of items sold as required by law. Over the past decade, GAO
and internal auditors have issued over 40 reports on Defense's fail-
ure to recover all required costs of foreign military sales. How-
¢ver, corrective action has been slow, narrowly confined, and in-

onsistently implemented. Defense officials have advised us that

he number of people assigned to administer the sales program, in-
luding those who monitor pricing of sales, is.constrained by annual
ersonnel ceilings. Since foreign governments are required to reim-
urse Defense for administrative costs, personnel assigned to sales
administration should be exempt from the ceiling.

éRITERIA FOR PRICING GOVERNMENT-FURNISHED
§ILVER IN FOREIGN MILITARY SALES
I

For many years, Defense has had a program to recover silver
from scrapped items and to furnish the recovered silver to con-
tractors as Government-furnished material. For Defense's inter-
nal financial management and logistics programs it has been De-
fense's policy for several years to price Government-furnished
silver included in Defense items (such as batteries, photographic
film, and electronic wires) at the cost to recover the silver.
While this policy may be appropriate for items to be manufactured
for Defense, it is not appropriate in pricing items for sale to



foreign countries. Defense directives implementing the Arms Ex-
port Control Act of 1976 require recovery of actual or replacement
cost (market value) of articles sold. There is a significant dif-
ference between the cost to recover silver and its replacement cost
(market value).

FAILURE TO CHARGE MARKET VALUE FOR
GOVERNMENT-FURNISHED SILVER

We reviewed selected transactions involving sales of batteries
containing silver at 3 of over 40 military activities engaged in
the sales program and found that the Army, Navy, and Air Force had
improperly used the Defense standard price in pricing the sales
rather than using the market value of silver. As a result, under-
charges for the transactions reviewed amounted to over $2.3 mil-
lion. The results of our review at each military activity follow.

Armx

The U.S. Army Communications and Electronics Command discov-
ered its pricing errors just before our audit. A troubleshooting
team had been sent to Morocco to investigate a complaint about bat-
teries sold to that country. This caused a reexamination of the
sales case which revealed that only $180 was charged for each bat-
tery even though each of the batteries contained 40.5 troy ounces
of silver. Altogether, the 240 batteries involved in the case were
priced at $43,200. The Army estimates that additional billings of
$175,500 will be needed to recover the market value of the silver
in the batteries.

Realizing that this problem may not have been limited to the
Morocco sales, command officials reviewed other foreign military
sales of batteries with Government-furnished silver to determine
if the countries involved had been charged properly. Sales cases
from July 1975 through June 1981 were reviewed, and sales of bat-
teries with over 112,000 troy ounces of Government-furnished silver
that had already been shipped and incorrectly priced were found.

In addition to the shipped items, command officials identified
about another 73,000 troy ounces of Government-furnished silver
in batteries that had been ordered and incorrectly priced but not
yet shipped. Command officials stated that the standard price of
recovered silver was used in all foreign sales cases instead of
the market value, and estimated that about $892,000 will have to
be rebilled for the open cases for which the batteries have already
been shipped. For those batteries on order but not yet shipped,
officials estimated that foreign customers' bills will need to be
increased by about $994,000 to recover the market value of the
silver.

Also 13 closed sales cases were identified with about
$152,000 worth of silver not charged to foreign customers. The
Commander of the U.S. Army Security Assistance Center with the con-
currence of the Comptroller, U.S. Army Materiel Developmnent and



Readiness Command, directed that the 13 cases not be reopened for
the additional billings. As a result, the Army does not intend to

collect $152,000 for the underpriced silver.

It should be noted that the Command's corrective action was
restricted to reviewing pricing of batteries sold to foreign gov-
ernments. Since Government-furnished silver could have been in-
cluded in many different items, the Command's corrective action is

incomplete.

Navx

For our audit of a Navy activity engaged in foreign military
sales, we selected the U.S. Navy Ships Parts Control Center,
Mechanicsburg, Pennsylvania. We queried the requisition history
file of the Center for foreign military sales cases involving a
type of battery containing 700 troy ounces of silver which an
item manager thought might have been sold in the sales program.

We found that the Center had sold this type battery to Greece
and was about to sell more to that country at a loss to the U.S.
Government. Details follow.
|
| --In July 1980, 18 batteries (700 troy ounces of silver in
‘ each) were shipped to Greece, which was billed $52,038
f ($2,891 for each battery). Based on the market value of
silver then ($15.55 a troy ounce), each battery contained
$10,885 worth of silver. We estimate that the most the
Navy charged for the silver was $700 or $1 per troy ounce.
The Navy, therefore, undercharged the foreign customer

about $184,000.

--In August 1981, the Center received orders from Greece for
an additional 43 batteries which will require 30,100 troy
ounces of silver. After we disclosed the previous pricing
errors to Navy officials, they said they would act to en-
sure that the market value of the silver will be charged.

\

} There are two major divisions at the Center. After our field
work was completed one of the divisions initiated an effort to
identify all batteries and other items which contained Government-
furnished silver that were sold to or were on order for foreign
governments. Navy officials plan to correct their pricing and bil-
lings as a result of this effort. We were given no reason why the
other division did not take similar corrective action.

Air Force

For our audit of an Air Force activity we obtained informa-
tion regarding three types of silver-bearing batteries requisi-
tioned from the Sacramento Air Logistics Center. We found that
between 1973 and 1981 the Air Force sold 1,446 of the batteries
in question to several foreign countries. Of the 1,446 batteries,



the records indicate that 358 contained Government-furnished silver
and in all cases the standard price was charged rather than the

narket value, resulting in a loss of $127,000. For the remaining
1,088 batteries involved in the sales;, the Air Force was unable to
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anedlately determine whether any or all of the batteries contained

GCovoernnent-furnished silver. Alr Force officials pronised that
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additional work would be done to nake such a determination.

xamples in which foreign countries were clearly under-
charged:

--In early October 1980, 16 batteries containing a total of
960 troy ounces of silver were shipped to Thailand. The
silver standard price was $2.91 per troy ounce while the
market value was about $20.75 per troy ounce. The Center
underpriced the silver in the 16 batteries by about
$17,126.

--During February 1975, 61 batteries containing a total of
3,660 troy ounces of silver were shipped to South Korea.
South Korea was charged $0.59 per troy ounce while the
narket value was about §$4.25 per troy ounce. The total
amount underpriced for the silver alone was about $13,400.

Air Force officials said that there may be more items than
the three types of batteries we reviewed that contain Government-
furnished silver and were sold to foreign countries. They also
said that the standard price rather than the market value of sil-
ver may have been charged when the items were sold. When we com-
pleted our field work, the Air Force was planning corrective ac-
tion.

NC DEFENSE SYSTEM IDENTIFIES ITEMS
WITH GOVERNMENT-FURNISHED SILVER

Now that Defense is aware of the erroneous pricing of
Government-furnished silver, it must act to (1) correct the prob-
lem for future sales, (2) find out how nuch of the millions of troy
ounces of silver furnished to contractors was included in items
already sold to foreign countries, and (3) make a reasonable effort
to recoup the undercharged amounts. (About 11 million troy ounces
of silver were provided as GCovernment-furnished material to defense
contractors from fiscal 1978 through 198l1.) Although we limited
our review to batteries sold by three activities, the deficiencies
we found may be occurring Defense-wide because the procedures for
pricing items are standard within each service and because each
service uses similar accounting and financial management systems.
Since many billions of dollars in items have been sold to foreign
governments in recent years, underbillings resulting from erroneous
charges for Government-furnished silver could be significant.

Defense, however, does not have a system to identify those
items that contain Government-furnished silver that are sold to



foreign countries. It will be necessary, therefore, for Defense

to make a one-time effort to determine those sales cases where
significant amounts of Government-furnished silver were involved.
Also, Defense must devise a system which will help ensure that all
items containing Government-furnished silver are identified so that
the silver can be priced at market value.

CONTINUED FAILURE TO RECOVER
COSTS OF FOREIGN MILITARY SALES

The failure to charge foreign customers the market price of
Government-furnished silver is indicative of Defense's continuing
problems in recovering costs as required by law. During the past
decade, we and Defense internal audit agencies have issued over
40 reports covering a wide range of problems resulting in the
failure to bill for all required costs.

: Defense's corrective action, however, has usually been slow,
\narrowly confined, and inconsistently implemented. For example,
'in 1977 and 1978, we reported 1/ that inadequate methods were used
'to account for and recover personnel costs of administering the
Jforelgn mllltary sales program. In February 1982, we reported 2/
‘that Defense is still unable to adequately estimate the full costs
‘'incurred by the military services in administering the program.
Also, in another report 3/ issued in August 1978 we said there was
a need to assign responsibility to a Defense organization which
would ensure that pricing policies are effectively implemented by
the military services. It was not until March 1981 that the first
person was assigned to such an organization. Further, by November
1981, only eight people were assigned to this function. A Defense
official told us that given the magnitude of the sales program
($8.5 billion in sales agreements for fiscal 1981), he needed more
‘than eight people to adequately monitor the implementation of pric-
'ing policies.

|
| Defense officials have advised GAO that the number of person-
nel assigned to administer the sales program is constrained by an-
‘nual personnel ceilings. They said that requests for additional
personnel spaces must compete under the ceiling constraints with

?l/"Inadequate Methods Used to Account for and Recover Personnel
Costs of the Foreign Military Sales Program," FGMSD-77-22,
Oct. 21, 1977, and "Inadequate Methods Still Used to Account for
and Recover Personnel Costs of the Foreign Military Sales Pro-
gram," FGMSD-78-47, July 25, 1978.

2/"Improvements Still Needed in Recouping Administrative Costs of
Foreign Military Sales," AFMD-82-10, Feb. 2, 1982.

3/"The Department of Defense Continues to Improperly Subsidize
Foreign Military Sales," FGMSD-78-51, Aug. 25, 1978.
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the personnel requirements of all other important functions in
Defense. The Office of Management and Budget has long advocated
personnel ceilings as a method for controlling the Federal Gov-
ernment's labor force, and each year the Congress sets numerical
ceilings for military and civilian personnel in the Defense Au-
thorization Act. Since foreign governnments are required to rein-
burse Defense for all administrative costs to run the sales pro=-
gram, including pay and salaries, it would make sense to adequately
staff the function--particularly those jobs whose incumbents would
ensure that Defense does not lose money in sales to foreign coun-
tries. As noted in our February 1982 report, however, Defense nust
improve its system to ensure that all administrative costs are re-

couped.

The Subcormittee on Defense, House Appropriations Committee,
has considered this matter, and in reporting out the Department
of Defense Appropriation Bill, 1982 (H. Rept. 97-333), the Com-
mittee said "Because the additional personnel needed to improve

5 accounting and financial management of the FMS (foreign military

sales) program would not cost the U.S. taxpayers any money, person-

' nel ceilings should not be imposed." Accordingly, the Committee

told Defense that it should "provide relief from personnel ceilings
for individuals who spend more than 50 percent of their time per-
forming foreign military sales functions for which Defense is re-
imbursed by the foreign customers." We also believe that Defense

personnel assigned to administering the sales program should be

exenpt from personnel ceilings.

CONCLUSIONS

In order to comply with the provisions of the Arms Export
Control Act of 1976 and implementing Defense directives, the mili-
tary services nust begin to charge the market value for Government-
owned silver included in items sold to foreign governments.

Although we limited our review to three activities and to
cases involving batteries, the deficiencies we noted may be oc-
curring Defense-wide because the procedures for pricing items
containing Government-furnished silver are standard within each
service and each service uses similar accounting and financial
mnanagement systems.

Also, to ensure that the administration of foreign military
sales is properly staffed, personnel assigned to this function
should be exenpt from personnel ceilings. (No additional costs
would accrue to the U.S. Government because foreign governments
are required to reimburse Defense for all administrative costs of

the sales programn.)

RECOMMENDATIONS

We recorumend that the Secretary of Defense

--establish policies and procedures to identify items with
Government-furnished silver sold to foreign countries,
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--require that the market value of silver be used in pricing
such items, and

--direct responsible organizations to make a reasonable effort
to recover undercharges on foreign sales resulting fromn non-
recovery of the replacement cost or market value of silver.

We also recommend that the Secretary of Defense seek author-
ity from the Congress and the Office of Management and Budget to
exernpt foreign military sales administrative positions from per-
sonnel ceilings. In seeking the exemption the Secretary should
provide data on validated administrative staffing needs, the cost
of which would be reimbursed by foreign governments.

AGENCY COMMENTS AND OUR EVALUATION

Defense officials told us that Defense concurs with our recom-~
mendations to establish policies and procedures to identify items
with Government-furnished silver sold to foreign countries and to
‘require Defense components to use the market value of silver for
‘pricing. They will ensure that their pricing manual is changed
;accordingly.

| Regarding our recommendation to recover undercharges, Defense
officials advised that Defense conmponents will be directed to re-
'view those contracts under which silver was provided to a contrac-
tor as Government-furnished material. If the contract was awarded
to fill foreign military sales requirements, then the foreign coun-
try will be billed the replacement cost of silver. Although this
action might result in recovering substantial underbillings, we
believe the action would be incomplete because many items contain-
ing silver may be sold to foreign governments from Defense inven-
tories. The corrective action proposed would cover only those
sales items directly procured from contractors. To ensure that
all significant undercharges are identified and recouped, Defense
'should include in its recouping actions items sold from inventory.

: Defense officials pointed out that the significance of the
‘total underbillings for recovered silver is in doubt. Prices of
isilver fluctuated widely since 1974 and all the examples in the
report occurred during the period of high silver prices. Also,
‘regarding the 11 million troy ounces of silver provided to Defense
‘contractors, there was no determination of the portion related to
foreign military sales.

The significance of the amounts underbilled will not be de-
termined until Defense effectively implements our recommendation
to recover amounts that have been undercharged. Our examination
of a limited number of transactions disclosed underbillings of
$2.3 million--a large sum by most criteria. Defense is in error
in indicating that all our pricing examples occurred during the
period of high silver prices. The specific examples in the report
contain market prices of silver ranging from $4.25 per troy ounce
to $20.75 per troy ounce.
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Defense 1s correct in indicating that there was no determina-
tion as to how much of the 11 million troy ounces furnished to
contractors was related to foreign military sales. Since Defense
has no system to account for the value of silver-bearing items sold
to foreign governments we could not make the determination. How-
ever, given the fact that foreign military sales amount to billions
of dollars each year, the losses incurred by not charging the mar-
ket price for silver may be substantial.

Regarding our recommendation that Defense seek authority to
exempt foreign military sales administrative positions from person-
nel ceilings, Defense officials advised us that their response is
still being coordinated within the Department and that Defense's
position will be included in its written statement to the appro-

~priate congressional committees as required under section 236 of

the Legislative Reorganization Act of 1970.

(903036)
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