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If the Department of Defense did not require 
exchange systems to help fund other morale, 
welfare, and recreation activities, these systems 
could operate without appropriated-fund sup- 
port; they could focus their attention on their 
primary mission of providing goods and serv- 
ices to military personnel at the lowest practi- 
cable prices. 

The Department of Defense did not agree with 
GAO’s conclusions and recommendations. 

112809 

FPCD-80-50 
JULY 18,198O 



For sale by: 

Superintendent of Documents 
US, Government Printing Office 
Washington, D.C. 20402 

Telephone (202) 783-3238 

Members of Congress; heads of Federal, State, 
and local government agencies; members of the press; 
and libraries can obtain GAO documents from: 

U.S. General Accounting Office 
Document kiandling and Information 

Services Facility 
P.O. Box 6015 
Gaithersburg, Md. 20760 

Telephone (202) 275-6241 



COMF’TROLLER GENERAL OF THE UNITED STATES 

WASHINGTON. D.C. 20S48 

B-19900g 

To the President of the Senate and the 
Speaker of the House of Representatives 

This report discusses the organizational structure of 
military exchange systems and the Department of Defense re- 
quirement for exchanges to generate profits as a source of 
funds for other morale, welfare, and recreation activities. 
The report contains recommendations to the Secretary of De- 
fense which could improve benefits to military personnel by 
consolidating exchange functions and reducing costs to tax- 
payers by alternative funding of those activities. 

We are sending copies of this report to the Director, 
Office of Management and Budget, the Secretary of Defense, 
and the Secretaries of the services. 
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COMPTROLLER GENERAL'S 
REPORT TO THE CONGRESS 

MILITARY EXCHANGE SYSTEMS: 
HOW THEY CAN PROVIDE MORE 
BENEFITS FOR MILITARY 
PERSONNEL 

DIGEST . . ..--- -- 

Department of Defense and service officials 
are more concerned today than ever before 
with improving the quality of life of mili- 
tary personnel. Difficulties in recruiting 
and retaining personnel in the All-Volunteer 
Force are causing officials to seek ways to 
increase benefits to service personnel and 
to make military life more attractive. 
(See p. 1.) 

Certain military establishments, known as 
"exchanges," provide authorized customers 
with articles and services at the lowest 
practicable prices and are a source of 
funds for other types of morale, welfare, 
and recreation (MWR) activities. The ex- 
changes are organized into three separate 
worldwide systems. This report shows how 
consolidating and centralizing these sys- 
tems and alternative funding practices 
could reduce costs and improve benefits to 
military personnel. (See p. 2.) 

gENEFITS OF CONSOLIDATION 

Reports of the Logistics Management Insti- 
tute in 1968, the Office of Management and 
Budget in 1975, and the Defense Audit Serv- 
ice in 1978-- as well as the services' own 
experience --have shown that consolidating 
could improve customer service and lower 
costs. Defense and service officials did 
not follow up on those reports because (1) 
they were not convinced large savings would 
occur, (2) they believed a consolidated sys- 
tem would be unmanageable and would not be 
supported.by the Congress, and (3) other 
matters took higher priority. (See p* 5.) 
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The Army and Air Force integrated and cen- 
tralized management of their exchange sys- 
tems and saved an estimated $96 million 
annually. Consolidation in 1980 of all 
three services' catalog business, a small 
segment of exchange activities, is expected 
to reduce operating costs by about $1.5 mil- 
lion. (See pp- 7 to 9.) 

GAO's analysis of selected exchange func- 
tions also indicates that consolidation 
could reduce costs and improve benefits. 
For example, lower prices could result from 
centralized procurements based on Defense- 
wide requirements. (See PP. 9 and 10.) 

Before deciding whether to consolidate the 
three exchange systems, Defense must weigh 
the advantages and disadvantages and com- 
pare them with alternative organizational 
structures. Defense has known the poten- 
tial advantages since 1968, yet it has not 
made a followup study to help decide the 
matter. (See p. 13.) 

RECOMMENDATIONS 

To reach a decision on consolidation, the 
Secretary of Defense should direct the 
Armed Forces Exchange Coordinating Commit- 
tee, or a similar study group, to identify 
the potential cost savings; the improved 
benefits to service personnel: and the fea- 
sibility of consolidating the three Defense 
exchange systems in whole or in part. The 
analyses should include 

--quantifying attainable savings and im- 
proved benefits to service personnel and 

--assessing Defense and service officials' 
concerns about consolidation and the most 
appropriate method for addressing them. 
(See p. 15.) 
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Defense did not agree that it should analyze 
the potential savings and benfits from con- 
solidating exchange functions. On the 
basis of its experience and the findings in 
this report, it did not think such benefits 
would be significant. It said that catalog 
sales were consolidated on the basis of 
GAO's findings and that it would actively 
pursue functional centralization in the sep- 
arate exchange systems. (See p. 15.) 

EXCHANGES CAN BE SELF-SUFFICIENT 

If Defense did not require exchange systems 
to help fund other morale, welfare, and rec- 
reation activities, these systems could op- 
erate without appropriated-fund support. 
Also, they could focus their attention on 
what they believe is their primary mission 
of providing goods and services to military 
personnel at the lowest practicable prices 
and could establish customer-savings goals 
rather than profit goals. (See p. 16.) 

In 1978 the exchange systems had net earn- 
ings of $194 million, which was $49 million 
more than the amount the exchanges consid- 
ered necessary to pay dividends to other 
morale, welfare, and recreation activities 
and to provide enough cash to operate suc- 
cessfully. The additional earnings were 
used primarily to increase cash and short- 
term investments over planned levels. (See 
p. 18.) 

If the exchanges had paid all of their ex- 
penses charged to appropriated funds 
($149.6 million) rather than providing funds 
for other activities, they still would have 
had $16 million more than needed to be self- 
sufficient. Preliminary operating results 
for 1979 show exchange profits of $222 mil- 
lion-- about $31. million more than required 
to be self-sufficient. (See pp. 17 and 18.) 
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Unless specifically asked, Defense does not 
routinely inform the Congress of the amount 
of exchange profits, how these funds are 
distributed, and the use of exchange divi- 
dends by the services. (See p. 19.) 

Defense and service officials oppose chang- 
ing current funding practices primarily be- 
cause they believe the Congress would not 
fund the morale, welfare, and recreation 
activities at their current levels. The ac- 
tivities, including the exchanges, received 
$710 million in appropriated-fund support in 
1978. GAO believes the Congress would have 
provided a lesser amount--$677 million--in 
1978 to fully fund activities had Defense 
justified them for the morale and welfare 
of service personnel and had it explained 
that alternative funding was more costly. 
(See pp. 19 and 20.) 

RECOMMENDATIONS 

The Secretary of Defense should 

--eliminate the requirement to distribute 
exchange profits as a source of funds for 
other morale, welfare, and recreation 
activities: 

--require the exchange systems to reimburse 
appropriations for costs incurred in sup- 
port of exchange operations: and 

--budget for and justify to the Congress 
the full cost of activities now partially 
funded with exchange profits. (See 
p. 21.) 

Until these actions are taken, Defense 
should provide the Congress with informa- 
tion on exchange profits, how the profits 
are distributed,. and how they are used by 
the services. (See p. 22.) 
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AGENCY COMMENTS" -- 

Defense did not agree that these activities 
should be fully funded directly because (1) 
the costs are presently shared equitably, 
(2) appropriated funds &re needed to pay 
costs overseas to keep prices comparable, 
(3) a $33-million reduction would cause 
prices to increase, and (4) it had experi- 
enced difficulty in recent years acquiring 
appropriated funds to support those activi- 
ties. GAO's proposed funding alternative 
would not affect sharing costs overall, 
would not cause prices to increase, and 
would not require as much appropriated fund 
support as the present funding method. 

Defense also disagreed on the need to rou- 
tinely advise the Congress of the amount 
and use of exchange profits because suffi- 
cient data is presently being provided. 
(See pp- 22 and 23.) 

MATTER FOR CONSIDERATION 
BY THE CONGRESS 

The Senate and House Committees on Appropri- 
ations should consider the direct funding 
of morale, welfare, and recreation activi- 
ties to reduce costs to the taxpayers and 
to increase oversight in this area. As a 
basis for determining which funding method 
to adopt, GAO suggests that the Committees 
request Defense to submit data on the appro- 
priated funds required for each alternative. 
If the present method of indirectly funding 
these activities is retained, the Committees 
should review the share of exchange profits 
being distributed and the use of funds for 
investments as well as for operating the 
activities. (See p. 23.) 
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CHAPTER 1 

INTRODUCTION 

Department of Defense and service officials are more 
concerned today than ever before with improving the quality 
of life of military personnel. Because of difficulties in 
recruiting and retaining sufficient personnel under the All- 
Volunteer Force, these officials are seeking ways of increas- 
ing benefits to service members to make military life more 
attractive. This report shows that better service and lower 
prices in military exchanges is one way to increase benefits. 

Defense operates military exchanges as an important 
part of its morale, welfare, and recreation (MWR) program. 
MWR activities L/ are essential to the morale and esprit de 
corps of military personnel and, according to Defense offi- 
cials, contribute to improved combat readiness. The program 
is intended to provide service members and their families 
with various types of activities similar to those available 
to civilians. The program is also intended to make individ- 
uals more satisfied with military life and attract dedicated 
men and women to military careers. 

Nonappropriated funds for operating MWR activities come 
from the sale of goods and services, primarily by military 
exchanges, to military customers. The exchanges were estab- 
lished by the military services to provide (1) customers 
with articles and services necessary for their health, com- 
fort, and convenience at the lowest practicable prices and 
(2) earnings to be used for funding other types of MWR ac- 
tivities. In 1978 exchange sales totaled $4.3 billion: ex- 
changes provided $116.5 million for other types of MWR ac- 
tivities. (Details on exchange earnings and dividends are 
in app. I.) 

MWR activities also receive appropriated fund support 
primarily in the form of military and civilian personnel, 
transportation, and utilities. Funds are appropriated annu- 
ally in the Defense Appropriation Acts, which contain gen- 
eral provisions for "welfare and recreation"; however8 spe- 
cific amounts for MWR activities are not set out. 

- .----- 

&/MWR activities include military resale exchanges, librar- 
ies, clubs, golf, bowling, gymnasiums, hobby shops, and 
other recreation activities. 



The services operate three separate exchange systems on 
military installations throughout the world. Each exchange 
system has different organizational structures and manage- 
ment practices, but they perform identical functions. 

--The Army and Air Force Exchange Service (AAFES), with 
227 exchange outlets, is the largest of the three 
exchange systems. Its 1978 sales of $2.9 billion ac- 
counted for about 67 percent of the combined sales 
volume of all military exchanges. AAFES operates 
from a centralized headquarters which establishes 
operational, procurement, and financial policies. 
There are four levels of management--headquarters, 
exchange regions, area exchanges, and installation 
exchanges. 

'-The Navy Resale and Services Support Office (NAVRESSO), 
under the control of the Naval Supply Systems Command, 
provides technical and administrative support to 148 
independent exchanges. Its 1978 exchange sales to- 
taled about $1.1 billion. NAVRESSO has organized ex- 
changes within defined geographic areas into area 
support complexes. Where complexes have been estab- 
lished, support functions, including procurement, are 
centralized. NAVRESSO also manages Navy commissary 
stores and ships' stores afloat, the Navy food serv- 
ice program, and the Navy clothing and textile re- 
search program. It also provides technical guidance 
to the small exchange program of the Military Sealift 
Command. 

--The Marine Corps Exchange Service (MCES) is an admin- 
istrative division under control of the Marine Corps 
Deputy Chief of Staff for Installations and Logistics. 
In 1978, sales of its 17 exchanges totaled $271 mil- 
lion. MCES headquarters provides accounting and man- 
agement reviews of independent Marine Corps exchanges. 
Exchange officers are responsible for all exchange 
operations, including procurement, personnel, and 
pricing. 

In July 1967 the exchange systems established the Armed 
Forces Exchange Coordinating Committee, a policy committee 
of senior representatives of the three exchange systems 
whose purposes are to review operational situations, discuss 
common problems, and seek general agreement on matters re- 
quiring joint or coordinated action. 
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Most of the customers of the three exchange systems are 
military personnel (both active and retired) and their de- 
pendents. Customers can purchase similar products and serv- 
ices in exchanges whether they are operated by AAFES, 
NAVRESSO, or MCES. 

The three exchange systems use: 

--The same or similar suppliers of goods and services 
for their retail outlets. The suppliers generally 
are manufacturers and distributors of national brand 
merchandise. 

--Similar marketing channels--retail stores to sell 
clothes, jewelry, toiletries, etc; vending machines: 
food services: and barbers, beauticians, opticians, 
and automobile services. 

Since 1949 we have issued several reports on MWR activ- 
ities. We have repeatedly indicated that there is no clear 
policy for providing appropriated fund support and no ade- 
quate justification or accounting for its use. In our 
August 1977 report, l/ we stated: - 

"k * * we believe it very appropriate that their 
true costs be identified and that thereby the 
Congress have the opportunity to decide how much 
money will be appropriated for this function." 

We recommended that the Congress support with appropriated 
funds the kinds of public community activities available in 
the civilian sector. 

SCOPE OF REVIEW ---- -__ _-_- 

We examined legislation, documents, records, and re- 
ports on generation and distribution of nonappropriated 
funds by military exchanges, appropriated fund support, and 
efforts to improve management and operation of exchanges. 

Information was developed, analyzed, and discussed with 
officials at the following locations: 

-___--__--_--_--.-- ---- -- 

CL/ "Appropriated Fund Support for Nonappropriated Fund and 
Related Activities in the Department of Defense" 
(FPCD-77-58, Aug. 31, 1977). 
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1. Offices responsible for exchange operations. 

--NAVRESSO, Brooklyn, New York. 

--AAFES, Dallas, Texas. 

--MCES Headquarters, Quantico, Virginia. 

2. Offices responsible for distribution of funds gener- 
ated by exchanges. 

--Office of the Adjutant General, Department of the 
Army Headquarters, Washington, D.C.. 

--Headquarters, Air Force Manpower and Personnel 
Center, San Antonio, Texas. 

--Naval Military Personnel Command, Department of 
the Navy, Rosslyn, Virginia. 

--Headquarters, Marine Corps Personnel Services Di- 
vision, Arlington, Virginia. 

--Offices of the Secretary of Defense responsible 
for military personnel policy and budget, 
Arlington, Virginia. 



CHAPTER 2 

CENTRALIZING AND CONSOLIDATING EXCHANGE ---- 

FUNCTIONS COULD IMPROVE SERVICE PERSONNEL BENEFITS 

The services' experience has demonstrated that, by cen- 
tralizing exchange functions, major savings can be achieved 
and benefits to service personnel can be increased. Integra- 
ting the Army and Air Force exchange system functions in the 
early 1970s resulted in estimated annual savings of $96 mil- 
lion, prices for goods and services that were both lower and 
uniform, and a better stock assortment. Similar types of 
benefits may be realized by consolidating and centralizing 
functions of the three exchange systems. All of the result- 
ant savings should be passed on to service members through 
lower prices. 

After 1968 three study groups examined the three sys- 
tems and reported that consolidating the systems should be 
considered because of the potential for reducing operating 
costs and improving benefits. Defense and service officials 
have not made the necessary feasibility studies because (1) 
they are not convinced that large savings would result, (2) 
they believe a consolidated exchange system would be unman- 
ageable, (3) they believe the consolidation would not be 
supported by the Congress or by retailers in the private 
sector, and (4) other matters took higher priority. 

The Armed Forces Exchange Coordinating Committee seeks 
ways to improve exchange operations. We believe that, be- 
cause of the potential for large savings in the areas of pro- 
curement and distribution and increased benefits to service 
members, Defense should assign responsibility to this Commit- 
tee or a similar study group to identify the cost savings 
and to study the feasibility of consolidating the exchange 
systems in whole or in part. 

RESULTS OF PAST STUDIES ~- 

Since 1968 three studies were made of the management of 
the exchange systems. Each study report concluded that con- 
solidating the exchange systems should be considered because 
of the potential for reducing operating costs and for improv- 
ing benefits. Defense did not quantify the advantages and 
the disadvantages of consolidating the exchange systems, nor 
did it study the methods for implementing consolidation. 
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In 1968 Defense contracted with the Logistics Management 
Institute to study military exchanges for the then Assistant 
Secretaries of Defense (Installations and Logistics: and 
Manpower and Reserve Affairs). As part of the study, the 
Institute was requested to develop optimum organizational 
structures considering good management, sound retailing, and 
bestcustomer service. The study group considered three major 
organizational alternatives: 

--Retaining the three exchange systems organizationally 
separate with standardized policies, procedures, for- 
mats, and functions to increase their responsiveness 
and reduce their operating costs. 

--Reducing the three systems to two by combining the 
Navy and Marine Corps systems into one system; the 
two systems would have standard policies, procedures, 
formats, and functions. 

--Combining the three exchange systems into one Defense- 
wide exchange system. 

In its 1968 report, the Institute concluded that a con- 
solidated Defense-wide exchange system was the optimum orga- 
nizational structure and probably the best way to achieve 
the operating efficiencies and improved customer service. 
The Institute also reported that consolidation could reduce 
or eliminate redundancy among the exchange systems. 

The military services opposed consolidation because 
they were concerned that it would result in a large opera- 
tion that would produce unfavorable repercussions from crit- 
ics of exchanges. The services agreed with many of the In- 
stitute's recommendations and took some actions to improve 
the separate systems. For example, AAFES and NAVRESSO in- 
creased their emphasis on analyzing distribution costs and 
improving shipping methods and storage facilities: however, 
they took no action on the consolidation issue. 

In January 1975 the Office of Management and Budget is- 
sued a study report on military exchange organization and 
operation. According to the report, improved management 
could increase operating efficiencies and offer better serv- 
ice to the customer and reduced operating costs. A consoli- 
dation would reduce overhead above the base level, lower 
distribution costs, and afford greater opportunities for 
savings because certain functions (management, procurement, 
warehousing, inventory control, fiscal) would be centralized 
within geographic areas. Retail chains operate in a similar 
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fashion. The report stated that consolidation should be a 
long-range objective: further study and consideration were 
necessary. Defense took no action to study the feasibility 
of consolidating the three exchange systems because of the 
military services' opposition and because of higher priority 
matters. 

In 1978 the Defense Audit Service completed a compara- 
tive evaluation of the management policies and procedures of 
the three military exchange systems. In July 1978 it re- 
ported several conclusions, including the need for the As- 
sistant Secretary of Defense (Manpower, Reserve Affairs and 
Logistics) to consider the possibility of consolidating the 
three exchange systems. 

AAFES conceded that some savings could result from con- 
solidation, but it emphasized the need to resolve issues 
arising from the differences in the mode and types of oper- 
ations of the three exchange systems. According to NAVRESSO, 
before action is taken there must be demonstrated proof that 
consolidation is economical and that management expertise is 
available to operate the resultant retailing organization. 
MCES questioned whether a consolidated system would offer a 
real advantage over a decentralized system. Defense took no 
action: it indicated that it would await the results of our 
examination. 

RESULTS OF PAST CONSOLIDATIONS 

Merging segments of the exchange systems have resulted 
in major savings. AAFES estimated that integrating Army and 
Air Force exchange functions saved $96 million--$52 million 
in reduced operating costs and $44 million in lower merchan- 
dise prices. Further, consolidating AAFES and NAVRESSO mail 
order catalog services, a small segment of exchange activi- 
ties, is expected to reduce operating costs by about 
$1.5 million. 

Integrated management--AAFES 

In 1968 the Departments of the Army and the Air Force 
tested integrated management in the 6th Army and the Strate- 
gic Air Command exchanges in the United States. At the end 
of the l-year test period, commanders of 26 of the 27 par- 
ticipating installations recommended adopting integrated 
management permanently. Although commanders relinquished 
management control over exchanges to a central AAFES head- 
quarters, they recognized these overriding advantages: 
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--More effective supervision of personnel, which im- 
proved customer service and raised performance 
standards. 

--,More centralized resources, which improved exchange 
facilities and overall upgrading of merchandise, 
services, sanitation, and housekeeping. 

--Reduced administrative workload for commanders in 
areas not directly related to their primary military 
mission. The number of military personnel staff- 
hours devoted to exchange activities was reduced by 
49,625 during the l-year test period, without divest- 
ing essential command prerogatives and while retain- 
ing command influence over and in support of ex- 
changes. 

Supported by the success of its test, AAFES phased in 
integrated management of all Army and Air Force exchanges 
from September 1970 through January 1972. Central control 
of exchanges resulted in common programs, policies, and pro- 
cedures and eliminated duplication and excessive layers of 
management. AAFES estimated that integrated management 
saved $52 million annually, primarily in personnel reduc- 
tions. It saved 

--about $17.4 million by consolidating overhead func- 
tions and personnel of several exchanges into area 
and regional exchange offices, 

--about $24.5 million by centralizing accounting, mer- 
chandising, information systems, warehousing, and 
other distribution functions, and 

--about $3.6 million by centralizing a worldwide com- 
puter system. 

Consolidation of catalog systems 

AAFES and NAVRESSO operate separate mail order catalog 
systems to serve authorized patrons, primarily those over- 
seas. In fiscal year 1978, catalog sales totaled $58.5 mil- 
lion. 

In a May 22, 1979, report to the Chairmen, House and 
Senate Committees on Appropriations, we said that about 
$1 million in nonappropriated funds and about $500,000 in 
appropriated funds could be saved by consolidating the two 
systems into the larger AAFES system. Although Defense 
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disagreed with our estimate of savings in appropriated funds, 
it agreed that consolidation was feasible, and it directed 
the military departments to consolidate catalog operations 
by July 1980. 

POTENTIAL BENEFITS FROM CONSOLIDATING 
SELECTED EXCHANGE FUNCTIONS 

Our analysis of selected exchange functions indicated 
that consolidation could yield large savings by 

--reducing merchandise costs through procurements based 
on Defense-wide requirements: 

--reducing distribution costs by improving management 
and control over freight, warehousing, and inventory 
costs: and 

--improving control over capital expenditures for con- 
structing facilities and purchasing equipment. 

Consolidation could also improve benefits to service person- 
nel by reducing prices and improving customer service in 
lrililitary exchanges. 

Lower prices 

Centralized procurement by a single exchange system of 
consolidated Defense-wide requirements could reduce costs. 
Opportunities for large-volume procurements, and thus lower 
prices, exist primarily for merchandise currently purchased 
under numerous small-purchase orders by NAVRESSO and MCES. 
Further consolidation of individual AAFES, NAVRESSO, and 
MCES requirements for relatively small quantities of certain 
items should permit more opportunities for large volume pro- 
curements. A single exchange system using a single staff 
to purchase all exchange requirements would be economical 
and would eliminate the present duplication in the procure- 
ment function. 

Experiences of both AAFES and NAVRESSO demonstrate that 
substantial price reductions can be negotiated on large- 
volume procurements for systemwide requirements rather than 
repetitive purchases of small quantities. The consolidation 
of purchase needs of many exchanges results in volume dis- 
counts, transportation savings, and a stronger bargaining 
position. Of the three exchange systems, AAFES used system-, 
wide procurement most frequently, NAVRESSO used it infre- 
quently, and MCES did not use it at all. A special analysis 
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by AAFES of 1976 procurements showed that consolidated pro- 
curements reduced costs by $44 million. 

AAFES support functions are centralized in its head- 
quarters, with operational responsibilities flowing through 
region chiefs and commanders of overseas areas to area ex- 
change general managers. This organizational structure per- 
mits centralized procurement at the headquarters and regional 
level. It also permits AAFES to buy in volume and to negoti- 
ate lower prices, discounts, and allowances. For example, 
before 1978, AAFES regions separately purchased certain audio 
accessories for their respective exchanges. An AAFES selec- 
tion committee later determined that a systemwide contract 
was appropriate for these items. The prices negotiated for 
a 1979 contract systemwide were 20 to 25 percent lower than 
the 1977 prices despite inflation. 

NAVRESSO negotiates unit prices with many vendors and 
publishes them for individual exchanges which purchase their 
own merchandise. Exchanges issue purchase orders to vendors 
citing prices that NAVRESSO negotiated. NAVRESSO has found 
that negotiations with vendors on the basis of consolidated 
requirements of all exchanges result in substantially lower 
prices. Since 1974 NAVRESSO has attempted to increase its 
procurements under systemwide contracts. By November 1979 
it had completed 65 contracts for a total value of $26.4 mil- 
lion: this saved about $3.8 million. 

In 1976 and again in 1979 the Inspector General, Naval 
Supply Systems Command, recommended that NAVRESSO increase 
procurements under systemwide contracts because of the sub- 
stantial savings available from this procurement method. 
NAVRESSO officials said that they needed more personnel to 
accomplish even a modest goal of 300 contracts by the end of 
1980. Consolidating with AAFES procurement function could 
facilitate meeting this goal without additional staff. 

MCES has no central procurement function and no procure- 
ment staff. NAVRESSO contracts are provided to each exchange 
officer responsible for the procurement function. 

Lower distribution costs 

The three exchange systems maintain separate distribu- 
tion networks and inventory management systems. From the 
viewpoint of a Defense-wide exchange program, distribution 
and inventory management are fragmented, uncoordinated world- 
wide functions. One consolidated distribution system could 
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provide (1) the flexibility for controlling freight, ware- 
housing, and inventory costs on the basis of Defense-wide 
needs, (2) more effective use of facilities and equipment, 
and (3) a single staff of experts to supervise these func- 
tions. 

AAFES estimated that its worldwide distribution cost 
for 1978 totaled $259.7 million, including $59.8 million of 
appropriated funds for overseas shipments of merchandise. 
NAVRESSO and MCES with decentralized management systems do 
not accumulate worldwide distribution costs. 

Although costly, premium transportation, large numbers 
of warehouses, and large inventories are necessary to insure 
availability of the specific items customers want in mili- 
tary exchanges. Controlling these costs requires decisions 
on the number, location, and sites of warehouses and on 
freight policies and inventory policies which permit trade- 
offs between customer service and cost. Tradeoffs can be 
made only with accountability for all associated costs and 
knowledge of how changes in each cost element contributes to 
total cost. Defense, with three separate distribution sys- 
tems, does not have information to effectively reduce total 
distribution costs. 

Of the three exchange systems, AAFES--with centralized 
procurement, major distribution centers, and its own fleet 
of vehicles-- is the only system capable of managing its dis- 
tribution costs. AAFES has the flexibility to consider 
tradeoffs in merchandise prices: customer service: and 
freight, warehousing, and inventory costs. It estimated sav- 
ings of at least $11 million annually in doing so. 

Navy exchanges are managed by Navy officers who report 
directly to local commanding officers. Facilities and equip- 
ment are under the operational control of local commands. 
NAVRESSO has some control over merchandising and distribu- 
tion. But without information on costs and without system- 
wide distribution centers or a fleet of vehicles, it has 
little flexibility to make the kinds of tradeoffs available 
to AAFES. 

The decentralized distribution system does not permit 
tight control of freight, warehousing, and inventory costs. 
Navy exchange procurements are primarily free-on-board des- 
tination, even though free-on-board origin permits greater 
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flexibility in controlling and minimizing freight costs. L/ 
Control over local deliveries from warehouses and inventory 
management is decentralized to base level. 

MCES exchanges are the least centrally controlled of 
the three exchange systems. They offer little opportunity 
for tradeoffs of freight, warehousing, and inventory costs. 

In summary, controlling freight, warehousing, and inven- 
tory costs is complex because thousands of items are pur- 
chased from thousands of suppliers for over 390 exchange out- 
lets. Each purchase requires decisions on direct shipment 
or warehousing, mode of transportation, and choice of car- 
rier. Developing economic tradeoffs on items is costly and 
can be done more effectively Defense-wide. A consolidated 
single exchange system would permit greater opportunities 
for 

--obtaining lower freight rates due to larger volume 
shipments, 

--reducing the number of out-of-stock instances through 
shared central warehouses, 

--pooling of capital investments in warehouse and 
material-handling equipment to achieve single mechan- 
ized warehouses for a geographic area, and 

--eliminating duplication in local distribution and 
transportation. 

More effective capital 
expenditures 

Funds and capital budgets are independently maintained 
by the three exchange systems. In 1978 the systems spent 
$83.5 million on constructing new facilities and purchasing 
new equipment. The decision to construct a new exchange 
or to purchase new equipment has a long-term impact on opera- 
tions because of the large capital outlay required. 

A consolidated exchange system would provide for a 
single construction program that could use standard designs 

l/ Under free-on-board destination procurements, the freight - 
costs are paid by the supplier: under free-on-board origin 
procurements, they are paid by the buyer. 
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for constructing outlets and warehouses and standard equip- 
ment in all exchanges. Defense-wide planning of construc- 
tion projects would help to insure proper priority for im- 
proving the facilities, and construction costs would be 
reduced by using 

--a single staff of qualified architects and engineers 
to supervise and manage construction, modification, 
and design and 

--standard designs and lists of standard operating 
equipment compatible and interchangeable throughout 
the Defense exchange system. 

Improved exchange benefits 

The benefits of getting goods and services at less than 
commercial prices can be improved for service personnel. 
More economical exchange operations and reduced costs through 
volume purchases resulting from consolidation would permit 

--lower and uniform prices for goods and services, 

--uniform stock assortment providing balanced selection 
of merchandise at exchanges worldwide, and 

--standard merchandising display techniques and fix- 
tures. 

CONCERNS OF DEFENSE AND SERVICE OFFICIALS ~~- 

Defense and service officials expressed concerns that a 
consolidated exchange system may not provide large savings, 
may be unmanageable, and may not be supported by the Con- 
gress or retailers in the private sector. The potential ad- 
vantages of a consolidated system have been known to Defense 
since 1968; however, because of these concerns, the followup 
study necessary to make a decision on this matter has not 
yet been made. 

Before deciding whether to consolidate the three ex- 
change systems, Defense must weigh the advantages and disad- 
vantages and compare them.with alternative organizational 
structures. We noted that some costs may, in fact, increase 
under a consolidated system. For example, the AAFES execu- 
tive management program provides more liberal and thus more 
costly retirement benefits than either the NAVRESSO or the 
MCES programs. Since a consolidated system may increase the' 
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number of executive management personnel, costs would in- 
crease if they are granted retirement benefits similar to 
those provided by AAFES. 

Also, Defense should assess whether current salary 
structures would make it difficult to acquire management 
talent to operate a consolidated exchange system. AAFES 
already accounts for over 67 percent of the combined 
$4.3 billion annual Defense exchange sales. 

NAVRESSO and MCES officials emphasized the need for lo- 
cal commands to retain control over local exchanges because 
of base commanders' responsibility for the morale of their 
service personnel. Experiences of Army and Air Force com- 
manders show that this matter can be resolved. Management 
control over exchanges can be centralized at a single ex- 
change headquarters, with local commanders retaining essen- 
tial command prerogatives and influence over exchanges. 

In our opinion, any disapproval by the Congress and re- 
tailers in the private sector could be overcome if the serv- 
ices properly explain that the primary goal of merging is to 
improve the quality of military life. Further, we would not 
necessarily expect sales of a combined operation to be 
greater than the total of the separate exchange systems. 

CONCLUSIONS - 

The services' experience has demonstrated that, by merg- 
ing exchange functions, large savings can be achieved and 
benefits to service personnel can be increased. Integrating 
the Army and Air Force exchanges resulted in (1) estimated 
annual savings of $96 million, (2) prices for goods and serv- 
ices that were both lower and uniform, and (3) a better 
stock assortment. Similar benefits may be possible by con- 
solidating the three existing exchange systems. 

The financial advantages and the desirability of consol- 
idating exchange functions have been identified in three in- 
dependent studies besides our own. In view of the potential 
for substantial benefits to military personnel, we believe 
it is time for the Office of the Secretary of Defense to 
take a strong leadership role in assessing the benefits of 
consolidating and centralizing exchange functions in whole 
or in part. The Coordinating Committee or a similar study 
group could assess this on a function-by-function basis, fol- 
lowed by promptly identifying the benefits without waiting 
for the entire exchange systems to be reviewed. 
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RECOMMENDATION 

To reach a decision on consolidation, we recommend that 
the Secretary of Defense direct the Coordinating Committee, 
or a similar study groupl to identify potential cost savings: 
the improved benefits to service personnel, and the feasibil- 
ity of consolidating the three exchange systems in whole or 
in part. The analyses should include 

--quantifying attainable savings and improved benefits 
to service personnel and 

--assessing Defense and service officials' concerns 
about consolidation and the most appropriate method 
for addressing them. 

AGENCY COMMENTS 

Defense did not agree that it should analyze the poten- 
tial savings and benefits from consolidating exchange func- 
tions. On the basis of its experience and the findings in 
this report, Defense did not think that consolidating the 
exchange systems would produce significant net benefits. 
Defense said, however, it took action to consolidate catalog 
sales on the basis of GAO's findings and that it would ac- 
tively pursue functional centralization in the separate ex- 
change systems. 

Identifying potential benefits from consolidation is 
Defense's responsibility, and more specifically the exchange 
systems, in order to carry out the primary mission of provid- 
ing goods and services to military personnel at the lowest 
practicable prices. As Defense points out, we made a suffi- 
cient analysis of the catalog function to demonstrate signi- 
ficant savings. We continue to believe that Defense should 
follow up by analyzing other functions. As we suggested, 
this assessment could be made on a function-by-function 
basis. Functions such as procurement or distribution could 
be accomplished without necessarily consolidating the entire 
exchange systems. 
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CHAPTER 3 --- 

ALTERNATIVE FUNDING OF MWR ACTIVITIES CAN REDUCE 

NEED FOR APPROPRIATED-FUND SUPPORT 

The military exchange systems could have operated with- 
out the $149.6-million appropriated-fund subsidy they re- 
ceived in 1978 had they not been required by Defense regula- 
tions to distribute earnings to other MWR activities. The 
exchange systems earned enough profit in 1978 to operate 
independently and be self-sufficient except that they had to 
distribute part of those earnings--$116.5 million--to supple- 
ment appropriated funds received by other MWR activities. 
The remaining funds ($33 million) were used to increase cash 
and short-term investment balances of the exchange systems. 
Thus, providing an additional $116.5 million in appropriated 
funds to those activities and eliminating support for ex- 
changes would have reduced overall MWR appropriated funds by 
$33 million and improved congressional oversight. 

Changing funding practices for MWR activities would im- 
prove benefits to military personnel also. Without the re- 
quirement to make profits to support other activities, the 
exchanges could concentrate on what they believe is their 
primary mission-- to provide goods and services to military 
personnel at the lowest practicable prices. Exchanges could 
then establish customer-savings goals rather than profit 
goals. 

Exchange officials agreed that the exchanges could op- 
erate independently and be self-sufficient if they were not 
required to distribute funds to other MWR activities. De- 
fense and service officials, however, expressed concern that 
the Congress would not support other MWR activities at the 
current level (combined appropriated and nonappropriated ex- 
change funds of $677 million). Since the Congress appropri- 
ated $710 million in 1978 to fund MWR activities, including 
the exchanges, we believe it would have provided the reduced 
amount-- $677 million-- to fully fund those activities had 
they been justified for the morale and welfare of service 
personnel. 

EXCHANGES CAN BE SELF-SUFFICIENT _.-.---m-w- -- 

The exchange systems make enough profit to pay for the 
expenses charged to appropriated funds and to operate suc- 
cessfully. The cost of operating exchanges is paid from 
sales revenues (nonappropriated funds) and from funds appro- 
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priated by the Congress. In 1978 the three exchange systems' 
earnings of $194 million were enough to pay operating costs 
of $149.6 million paid with appropriated funds. There would 
be no need to increase prices to be self-sufficient. Sales 
revenues were used to (1) pay for merchandise, (2) pay sal- 
aries and wages of civilian non-appropriated-fund employees, 
(3) purchase and maintain equipment, supplies, and services, 
(4) construct facilities, and (5) pay transportation and 
utility costs in the United States. 

The amount of appropriated funds used to pay exchange 
operating costs for fiscal year 1978 are shown below. 

Millions 
(note a) 

Transportation overseas of exchange merchandise $ 78.5 
Utilities and rent 20.0 
Military personnel costs 18.0 
Services of other employees 16.8 
Real property repair and maintenance 9.5 
Communications 6.1 
Other 7 -----A- 

Total appropriated funds $149.6 

-a/The services reported to the Office of the Secretary of 
Defense appropriated funds totaling $130.1 million. We 
adjusted the amount by $19.6 million to account for esti- 
mated unreported and underreported costs. Defense offi- 
cials agreed with these estimates. 

The three exchange systems retain funds for working 
capital which is used primarily for new facilities and equip- 
ment--$83.5 million in 1978. The retained funds consist pri- 
marily of a part of the reported net earnings plus deprecia- 
tion of facilities and equipment. The 1978 exchange systems' 
net earnings exceeded appropriated funds by $44.4 million. 
These funds, plus depreciation charges of $61.9 million, 
would have made $106.3 million available for capital invest- 
ment, an amount greater than was spent for new facilities 
and equipment. 

The exchanges would have had enough cash to operate 
successfully had they been required to pay all their ex- 
penses. The exchange systems projected as sufficient net 
income of $145 million for 1978 to finance capital invest- 
ments and to distribute income to the services. The 
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1978 operations, however, resulted in a net income of 
$194 million, which was $49 million more than anticipated 
needs and $16 million more than necessary to be self- 
sufficient. The increased net income was used primarily to 
increase cash on hand and short-term investments over the 
planned levels necesary for a successful operation. 

Similarly, 1979 1/ operations resulted in an estimated 
net i.ncome of $222 miilion, or $40.8 million more than that 
anticipated in financial plans as needed to finance capital 
requirements and distribute income to the services. Earnings 
were about $31 million greater than necessary to operate 
successfully without appropriated funds. 

The potential for a self-sufficient exchange system is 
further illustrated by the opportunities to reduce current 
operating costs and obtain lower merchandise prices as dis- 
cussed in chapter 2. 

DISTRIBUTION OF NET EARNINGS TO 
SUPPLEMENT APPROPRIATED FUNDS -~-~- 

The services use the exchange systems' funds from net 
earnings to supplement appropriated funds for other MWR ac- 
tivities related primarily to physical fitness or self- 
development. Although the processes for distributing divi- 
dends differ among the services, the funds were used to (1) 
operate and maintain MWR activities, (2) construct facili- 
ties, (3) pay costs of administering central funds, or (4) 
increase investments by the central funds for future program 
costs. The 1978 dividends were distributed as follows: 

l/Before we completed our fieldwork, the exchange systems - 
provided the following information on 1979 operations--es- 
timated appropriated funds, $139.3 million: estimated net 
earnings, $222 million: and income distributed to the 
services' MWR programs, $129.5 million. 
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Military 
service 

Air Force 
Navy 
Marine 

QW?S 

Total 

General welfare and 
recreation programs Payroll and 

(note a) related costs of 
Operations Construction administering Invested for 

1978 and of central future 
dividends maintenance facilities welfare funds program costs 

----------------------------(~llions)------------------------- 

$ 41.1 $22.7 $16.0 $1.8 $ 06 
29.9 16.5 5.5 1.4 6.5 
36.3 29.8 4.7 .5 1.3 

9.2 7.7 .2 1.3 

$116.5 $76.7 $26.2 $3.9 SZ 

g/We assumed that all incons distributed to local recreation furads was used for 
operations and maintenance. 

Congressional oversight could be improved by subjecting 
to the appropriation process those MWR costs that are paid 
for with exchange dividends. Unless specifically asked, 
Defense does not routinely inform the Congress of the amount 
of exchange profits or how these funds are distributed and 
used by the services. The Congress is furnished information 
semiannually on MWR facilities' construction projects which 
are financed with nonappropriated funds and which are esti- 
mated to cost more than $25,000. A portion of exchange div- 
idends are used to finance some of these projects. 

Providing the funds, currently generated by exchanges, 
in a budget would give the Congress a means for reviewing 
and making its own independent evaluations of the results 
achieved by Defense. Further, it would require Defense to 
justify the efficient and effective use of these funds and 
their impact on the well-being of service personnel. 

DEFENSE AND THE MILITARY 
SERVICES OPPOSE CHANGE 

Defense and the military services oppose changing the 
funding practices because they believe that (1) the Congress 
would not support MWR activities at the current level, (2) 
if funds were made available, current ceilings on civil serv- 
ice personnel would prevent the use of these funds, and (3) 
service personnel would be required to pay, through exchange 
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prices, certain exchange operating costs--such as transporta- 
tion overseas of exchange merchandise--which are now paid 
with appropriated funds, thus reducing the economic benefits 
to service personnel of the exchange privilege. 

The primary concern that Congress would not support MWR 
activities at the current level may be unwarranted. In 1978 
the Congress appropriated $710 million to fund MWR activi- 
ties, including $149 million provided to the exchange sys- 
tems. We believe that the Congress would have provided a 
reduced amount--$677 million--to fund these activities had 
Defense justified them and explained that the alternative 
practice of funding exchanges was more costly. For example, 
Subcommittees of the House Armed Services Committee L/ have 
in the past criticized Defense for allowing its exchange 
systems to make profits which are used to pay for other MWR 
activities. They believed that these MWR activities should 
be funded entirely through appropriations. 

Defense's concerns about the effects of manpower ceil- 
ings have merit, but the problem can be overcome. The Of- 
fice of Management and Budget's predominant method of con- 
trolling Federal employment has been to establish personnel 
ceilings on the last day of the fiscal year for each agency. 
The Congress has set additional ceilings on Defense. Also, 
section 311 of the Civil Service Reform Act of 1978 (Public 
Law 95-454) provides that the total number of civilian em- 
ployees in the executive branch at the end of fiscal years 
1979, 1980, and 1981 not exceed the number of such employees 
on September 30, 1977. This provision expires on September 
30, 1981. Ceilings do not apply to personnel who are paid 
with nonappropriated funds. If funding practices were 
changed and these costs were paid from appropriated funds 
without an increase in personnel ceilings, Defense could be 
severely restricted in carrying out its MWR programs. 

A possible solution could be for Defense to request con- 
gressional approval to use appropriated funds to reimburse 
non-appropriated-fund activities for the cost of these em- 
ployees. The Congress has authorized this practice at 
NAVRESSO headquarters for its employees who work on commis- 
sary operations, an appropriated-fund activity. 

-- 

l/Special Subcommittee hearings held in 1949, 1953, 1957, and -- 
1969. 
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Exchange officials are concerned that self-sufficient 
exchange systems would reduce the economic value of exchange 
benefits to service personnel because sales revenues would 
be used to pay costs now being paid for with appropriated 
funds. There is no need to increase prices to be self- 
sufficient. As discussed above, current exchange systems' 
profits exceed the amount of appropriated funds used to sup- 
port exchanges. We believe the value of exchange benefits, 
will improve because customer-savings goals instead of pro- 
fit goals would focus management's attention on reducing ex- 
change prices. 

CONCLUSIONS 

The military exchange systems could operate without 
appropriated funds if they did not have to generate profits 
for other MWR activities. The exchange systems would have 
had enough earnings and cash flow in 1978 to be successful 
had they not been required to distribute part of these earn- 
ings to supplement appropriated funds received by other MWR 
activities. Thus, direct funding of those activities would 
have saved taxpayers $33.1 million in 1978. 

We believe that changing funding practices for MWR 
activities could improve benefits to military personnel. 
Without the requirement to provide funds for other MWR activ- 
ities, the exchanges could concentrate on their primary mis- 
sion--to provide goods and services to military personnel at 
the lowest practicable prices. 

RECOMMENDATIONS 

We recommend that the Secretary of Defense 

--eliminate the requirement to generate exchange pro- 
fits as a source of funds for other MWR activities, 

--require the exchange systems to reimburse appropria- 
tions for costs incurred in support of exchange opera- 
tions, and 

--budget for and justify to the Congress the full cost 
of MWR activities now partially funded with exchange 
profits. 
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IJntil these actions are taken, Defense should provide the 
Congress with information on exchange profits, how the pro- 
fits are distributed, and how they are used by the services. 

AGENCY COMMENTS --~---- 

Defense disagreed with our conclusions and recommenda- 
tions for alternative funding, stating that: 

--The cost of MWR activities is fairly and equitably 
shared by the taxpayers and by military personnel. 

--Appropriated funds are needed for transportation, 
utilities, and rent overseas to make the costs of mer- 
chandise overseas comparable to costs in the United 
States. 

--A reduction of $33 million in the total MWR program 
would compel increased fees and charges to military 
personnel. 

--It has experienced difficulties in recent years in 
acquiring appropriated funds for MWR activities due 
to restricted operations and maintenance funding by 
the Congress, readiness priorities, and civilian per- 
sonnel ceilings. 

We are not questioning the fairness in sharing MWR ac- 
tivities costs between taxpayers and military personnel, but 
rather we are proposing an alternative method of funding 
those activities. With regard to the need for appropriated 
funds to support exchanges overseas, the exchange systems' 
financial statements clearly show that the current pricing 
structure produces enough income to pay for expenses pre- 
sently charged to appropriated funds. The exchange systems 
coul.d be self-sufficient if Defense would not require them 
to generate profits as a source of funds for other MWR activ- 
ities. There is no need to increase prices at overseas ex- 
changes or elsewhere. As shown on page 16, the additional 
funds ($33 million) were used to increase cash on hand and 
short-term investments of the exchanges, which had no effect 
on fees charged by other activities. 

We have recognized in this report Defense's concern 
about acquiring enough appropriated funds for its total MWR 
program. Defense, however, did not address the fact that 
the alternative we proposed would require less appropriated 
funds than its current practice. 
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Defense disagrees on the need to give the Congress in- 
formation on the amount and use of exchange profits because 
it believes enough information is made available in budget 
presentations: semiannual reports on construction projects: 
and when requested, financial management reports and other 
data. 

The information Defense provides to the Congress does 
not disclose the amount of exchange profit generated, how 
much is distributed to other MWR activities, or how the 
funds are used. We continue to believe that the Congress 
needs this critical information to make judgments concerning 
the proper share of profits to be distributed and the.use of 
those funds for investments rather than for operation of the 
activities. 

MATTER FOR CONSIDERATION 
BY THE CONGRESS 

The Senate and House Committees on Appropriations 
should consider the direct funding of MWR activities to re- 
duce costs to the taxpayers and to increase oversight in 
this area. As a basis for determining which funding method 
to adopt, we suggest that the Committees request Defense to 
submit data on the appropriated funds required for direct 
and indirect funding of MWR activities. If the present 
method of indirectly funding MWR activities is retained, the 
Committees should review the share of exchange profits being 
distributed and the use of these funds for investments and 
operation of MWR activities. 

23 



APPENDIX I APPENDIX I 

EXCHANGE SYSTEMS NET EARNINGS AND DIVIDENDS PAID 

DURING FISCAL YEARS 1974-79 

Net earnings 

Fiscal year 
(note a) 

1974 $ 79.1 

1975 87.1 

1976 78.5 

1977 82.1 

1978 131.8 

1979 157.4 

Fiscal 
year 

(note a) AAFES NARESSO MCES Total 

-------------(millions)------------ 

1974 

1975 

1976 

1977 

1978 

1979 

50.0 39.0 7.5 96.5 

58.0 35.3 7.2 100.5 

62.0 37.2 7.0 106.2 

63.8 37.9 8.0 109.7 

71.0 36.3 9.2 116.5 

81.0 36.8 11.7 129.5 

AAFES NAVRESSO MCES Total 

-----------------(millions)------------------ 

$53.4 $14.2 

47.2 14.8 

45.9 13.6 

41.8 14.0 

46.2 16.0 

46.5 18.1 

Dividends paid 

$146.7 

149.1 

138.0 

137.9 

194.0 

222.0 

Percent of 
earnings paid 
as dividends 

65.8 

67.4 

77.0 

79.5 

60.1 

58.3 

a/Fiscal year ends on January 25th of the following year. 



APPENDIX II APPENDIX II 

MANPOWER. 
RESERVE AFFAIRS 

AND LOGISTICS 

ASSISTANT SECRETARY OF DEFENSE 
WASHINGTON. D C 20301 

Honorable H. L. Krieqer 
Director, Federal Personnel 

and Compensation Division 
U.S. General Accounting Office 
Washington, D. C. 20548 

Dear Xx. Krieger: 

This is in response to your draft report dated April 24, 1980, on 
"Opportunities to Increase Plilitary Exchange Benefits for Service 
Personnel," FPCD-80-50, OSD Case #5424. 

This draft report is the result of a survey initiated by your office on 
November 22, 1978 with the stated objective of identifying means for 
evaluating (1) the need for the Department of Defense to provide exchanges, 
(2) the cost-effectiveness of operating three separate exchange systems, 
and (3) whether exchanges are providing only necessary goods and services 
at reasonable prices and only where needed. 

The draft report is a wide-ranging document which recommends that the 
Department of Defense study the consolidation of the three exchange 
systems: that we eliminate the requirement to distribute exchange profits 
as a source of funds for other :JWR activities; that we eliminate appro- 
priated fund support for the exchange systems by requiring t!lem tc 
directly fund costs or to reimburse appropriations for support services; 
and, finally, that we budget for and justify to the Congress the full 
cost of Category III MWR Activities now partially funded with exchange 
profits. 

.051 In our judgment the findings in the draft report do not sufficiently 
justify the above recommendations, nor does the report portray accurately 

c221 
the DoD position regarding the funding and operation of morale, welfare, 
and recreation (YWR) programs. 

In 1976 the DoD assisted by OXB undertook a comprehensive study of the 
?IWR program in consideration of previous recommendations made by the 
Congress, the GAO, and others. During the course of this study the 
method of funding and, specifically, the authorization for appropriated 
fund support was considered in great detail. One of the products of 
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Cl73 

[a23 

II213 

this study was the publication of DOD Directive 1330.2, "Funding of 
Morale, Welfare and Recreation (MWR) Programs," dated March 11, 1978, 
attached at Tab A. This directive was furnished to the applicable 
committees of the Congress and to your office following publication. 

'We believe that this directive is responsive to the needs of our Armed 
Forces personnel and their families and that it fairly and equitably 
provides for the shared funding of MWR activities by the taxpayers and 
by the Armed Services personnel themselves. 

The basic rationale for providing appropriated fund support to military 
exchanges rests not upon the need to generate dividends for other PIWR 
activities but rather to provide an essential institutionalized benefit to 
our Armed Services personnel , particularly those stationed or deployed 
outside the continental United States. For example, the largest single 
element of authorized appropriated fund (APF) support is for transportation 
of exchange goods overseas (54% of total APF support). The second largest 
element of APF support is for utilities and rents overseas (18%). Thus, 
nearly three quarters of the total appropriated fund support for exchanges 
is authorized in order to provide our Armed Services personnel abroad with 
exchange goods and services at approximately the same cost as they could be 
purchased in the continental United States. The other elements of authorized 
appropriated fund support in DOD Directive 1330.2 are generally what is 
referred to in the commercial sector as general and administrative (G&A) 
expenses. A portion of these G&A expenses are also incurred overseas. 

The recommendation in your draft report to eliminate all appropriated fund 
expense for the exchange services would heavily penalize our personnel 
stationed abroad, in terms of increased cost of living. Specifically, with 
regard to overseas transportation support, a previous GAO report, subject: 
"Effects of Reduced Funds for Transportation Overseas of Military Exchange 
Merchandise," dated August 14, 3.979, LCD-79-224, OSD Case t5260, recognizes 
that if appropriated fund support were eliminated in this area, more foreign- 
made merchandise would be procured for sale in overseas exchanges; the cost of 
living, and thus the COLA, would be increased; and, to the extent U.S. goods 
continue to be shipped overseas, foreign flag carriers would be utilized to 
minimize transportation costs. 

[GAO commentr 
to 18), 

As demonstrated in this report (see pp. 16 
the exchanges can operate without the appropriated 

funds and without price increases if the requirement to gen- 
erate profits is removed. The conclusions in the prior GAO 
report were based on the present funding method and did not 
consider other alternatives.] 
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The reimbursement of G&A expenses would also result in the exchange services 
reimbursing the government for such mandatory items as veterinarian and medical 
inspections and for communication, legal, and personnel support services which 
are provided to the exchanges "out of pocket" at little or no additional incre- 
mental cost to the government. Despite these considerations, the draft GAO 
report recommends that appropriated fund support for exchanges be withdrawn 
and that it be partially offset by direct Congressional appropriations into 

c201 
Category III Activities (as listed in DoD Directive 1330.2) at a savings to 
the taxpayer of 33 million dollars. We submit that when the MWR program is 

[221 
viewed in toto, a reduction of $33 million would compel increased fees and 
charges to our service personnel. 

As rationale for supporting direct appropriations into c'atcqory 111 
Activities, the draft report suggests this would give' i‘ongress greater 
visibility over MWR expenses. This Department has and will continue to 
provide to the Congress any and all information that it needs to provide 

Cl93 oversisht over MWR activities. In this regard we have provided budget 
annexes to the Congress since FY76 and have provided post-fiscal year 
estimated appropriated fund support data and nonappropriated fund (NAF) 
expenditure data to those Congressional committees that have requested 
same. The semi-annual NAF construction report submitted to the Congress 
reports all construction starts costing over $25,000 -- not only those 
over $300,000 as noted on page 19 of your draft report. In addition, 
we receive numerous requests for specific, detailed information from 
individual members of Congress, which we answer expeditiously. Our 
records have been fully accessible to your office. In short, we have 
made every effort to respond to the Congress and to give the appropriate 

C231 oversight committees every bit of financial data that they require. We 
have, in fact, volunteered these data in some instances because we feel 
that full and forthright disclosure is absolutely required to retain 
Conqressional support for vital MWR programs. 

[GAO comment: As discussed on p. 19, Defense has provided 
data requested by the Congress but this information did not 
include the amount of exchange profits and the use of them.] 

We have recently prepared a revision to DOD Instruction 7000.12, "Financial 
Management of MWR Activities," which is designed to further refine our 
financial management procedures and reporting system. 
reports are internal to this Department, 

While these management 
they have and will continue to be 

provided to the appropriate committees of the Congress and to your office. 
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!de do not believe that additional appropriations directly into Category III 
will enhance the visibility of this program to the Congress nor do we believe 
that it is feasible and practical to do so. The draft report cites several 
instances of Congressional inquiry into this subject over the past 30 years, 
all of which have resulted in the same general conclusion reached by Chairman 
Vinson of the House Armed Services Committee in 1949: '"The only way you can 
get a recreation psogram is through some money from some profit made from these 
stores (exchanges)." The trend of the past four fiscal years indicates the 
impracticability of fully funding Category III Activities with appropriated 
funds. The authorizations for appropriated fund support in DOD Directive 
1330.2 have never been met. Due to restricted operations and maintenance 
funding, readiness priorities, and civilian personnel ceilings, the 
appropriated fund support for Category III Activities decreased from 56.6% 
of total program cost in FY 1976 to 48% in FY 1979. The draft report 
recognizes that civil service ceilings currently preclude additional appro- 
priated fund support even if the funds themselves were -to be made available. 
Beyond this the draft report might address the significant personnel turbulence 
that would occur through the conversion of several thousand NAF employees to 
civil service positions, and it might address the difficulties we would 
confront in constructing or renovating facilities with NAF if the exchange 
dividend is discontinued. Our letter on the funding of MWR construction 
sent to the Chairmen of four Congressional Committees on February 16, 1980 
(attached at Tab B) is predicated on the continuation of exchange dividend 
in order to provide nonappropriated funding for those NAF-designated types 
of facilities listed in Enclosure 2 to the letter. 

[GAO comment: If the Congress is provided data to show that 
direct funding of other MWR activities is less costly, we be- 
lieve the Congress would provide those funds.] 

The draft report does not accurately state the position of this 
Department with regard to your recommendation that we study the 
consolidation of the three exchange systems. Based on our operational 

Cl51 experience and the findings in the draft report, we do not think that 
there is a substantial probability that significant ntl-t benefits would 
accrue by consolidation of retail sales organizations. Catalog sales 
have, however, been consolidated as a result of earlier GAO findings. 
The draft report confuses the discussion of organizational consolidation 
and functional centralization. This Department has and will continue 
actively to pursue the latter, and, in fact, the draft report itself 
cites many such initiatives within the Army and Air Force Exchange System. 
With regard to organizational consolidation, the report does not make a 

C91 strong case for consolidating the system. it does r.ot provide evidence -- 
or even suggest a means of acquiring evidence -- that, for example, prices, 
patron support services, customer complaints, out of stock positions, 3r 
other quantitative indicators would be better in a consolidated system, 
nor even does it compare exchange performance *with that of commercial 
retailers. 
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As a result of the Defense Audit Service report on the "Comparative Evaluation 
of the Management Policies and Procedures of the Military Exchange Systems," 
dated July 26, 1978, this office established the following seven criteria for 
evaluating exchange performance: 

-- Markup on Cost of Goods Sold 

-- Operating Expenses as a Percentage of Direct Sales 

-- Net Income as a Percentage of Direct Sales 

-- Inventory Turnover 

-- Sales per Manyear 

-- MWR Dividend as a Percentage of Net Income 

-- Per Capita MWR Dividend 

The GAO survey used no such quantitative techniques -- the draft report 
merely cites internal AAFES functional centralization savings as a model 
for the other exchange services. It does not mention similar centralization 
in the other exchange services made possible through improved communications 

c93 
and ADP technology. Data cited in the draft report do not support the 
position that central warehousing, transportation, or procurement would in 
fact improve support to our patrons and insure more efficiencies and 
economies. No source is given for the statement that transportation costs 
are cheaper FOB origin than FOB destination. No references are made to 
commercial practice. 

[GAO comment: We have demonstrated in this report (see p. 9) 
that centralized warehousing, transportation, and procurement 
can reduce prices to the customers and improve management of 
the distribution system. We did not make the statement that 
transportation costs are cheaper FOB origin than FOB destina- 
tion.] 
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It is interesting to note that the working draft prepared for the exit 
conference on February 5, 1980, contained a statistical tabulation which 
clearly showed that after elimination of appropriated fund support the 
Marine Corps Exchange Service (MCES) (the most decentralized of our three 
services) generated net earnings as a percent of sales, five and six times 
higher than the Navy Resale and Services Support Office (NAVRESSO) and the 
Army and Air Force Exchange Service (AAFES), respectively. While we agree 
with your auditors that such a comparison is distorted by the fact that the 
MCES does not have to operate losing exchanges in remote areas, nonetheless 
we feel that your draft report could have provided comparative data on 
individual exchanges as a means of evaluating their effectiveness. The 
draft report also does not evaluate the very probable negative aspects of 
organizational consolidation. For example, it does not examine the diffi- 
culties of span of control, increased distribution costs, increased oppor- 
tunity for fraud, or decreased managerial incentive at the individual 
exchange level. Further, it does not address the impact on many small 
businesses now selling or providing services to our exchanges, reduced 
merchandise selection to the patron, or responsiveness to customer needs. 

[GAO comment: The purpose of this study was not to evaluate 
the operation of each of the separate exchange systems but 
to determine whether potential benefits could be achieved by 
consolidating functions. We demonstrated this for catalog 
operations, now Defense should analyze the other functions.] 

This Department shares your objective to improve management in the exchange 
services and in other MWR activities. We will continue to pursue all 
avenues offering prospective net benefits to the taxpayers and to our 
Armed Forces personnel. We do not, however, believe that the draft report 
provides a basis for evaluating exchange missions or for improving the 
total MWR program. It is the Department's position that implementation of 
the recommendations in the draft report would result in reduced benefits 
to our people. 

CGA0 comment: Defense criticized the lack of evidence to 
support our position. However, even though four different 
groups have identified the potential for savings through con- 
solidation, Defense has yet to study the matter. Its objec- 
tions continue to be based on its beliefs rather than on a 
detailed study.] 

Sincerely, 

Richnr3 l’ki!?ziq i \ 
Principal CL-puty E,ssist2nt i 
Secretzry of Defense (MRA&L) 

GAO note: 
report. 
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