
f?ESTRICTED - Not to be reicascd outside the General 

Accountkg Cffice ~xccp,t 02 -.. $4~ hf;:s of specfic approvaim_ 

by &g Office of CoiqressiJnai EeidtiOnS- 

REPCRT BY THE #fJ d 

‘I (comptroiier General ” ’ ’ RELEASED 
: (-J= THE UNITED STATES ~~l~~~lll~llllppPl~~lllJ~l~ 

LM107400 

Evaluation Of Agency Comments On 
Cash And Investment Management Of 
Defense Nona@propriated Funds 
GAO reviewed the management and invest- 
ment of Q?fense central nonappropriated 
funds and -ecommended that the Congress 
enact legrslation directrng that these funds 
be 

.deposrted in the Treasun/ and in- 
vested in Treasury securities and 

specifying y+hat the interest policy 
on such Investments would be. 

GAO also recommended mat Defense 
tighten present management and financial 
controls. 

Defense disagreed with the recommenda- 
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B-148581 

The Honorable Jack Brooks, Chairman 
Subcommittee on Legislation and National Security 
committee on Government Operations 
House of Representatives 

Dear Mr. Chairman: 

This letter is in response to your request of May 31, 
1978, for our evaluation of the Departments of Defense's and 
the Treasury's comments on our report entitled "Cash and In- 
vestment Management of Department of Defense Nonapprapriated 
Funds Need To Be Improved" (FPCD-78-15, Jan. 19, 1978). 
This report had not been formally commented on by Defense 
and the Treasury, and you were particularly interested in 
whether any of the agency comments would cause us to change 
our recommendations. In brief, neither has presented any 
information to change our position. Defense provided a num- 
ber of arguments, some of which may have merit, but without 
details and analysis, it is not possible on balance to de- 
termine whether its position is justified. 

Cur major recommendation, set forth in chapter 2 of the 
report, was that unless Defense can show that the disadvan- 
tages outweigh the advantages, the Congress should enact 
legislation (1) directing that Defense nonappropriated funds 
(NAFs) be put in the Treasury and invested in Treasury secur- 
ities and (2) specifying what the interest policy should be. 
This recommendation envisioned NAF receipts being deposited 
to the credit of the Treasury and funds excess to current 
operating needs being invested in Treasury securities. The 
recommendation was primarily based on the overriding prin- 
ciple of Federal financial management that all funds, in- 
cluding trust funds, received and disbursed by the Govern- 
ment as a result of its operations, should be deposited with 
the Treasury and included in the Federal budget. 

As noted in the report, we have consistently reccmmended 
to the Congress that off-budget activities be included in the 
Federal budget. We stated thst as a general rule, only where 
the Congress has provided to vhe contrary are funds received 
by the Government as a result of its operations (I) not in- 
cluded in the Federal budget, (2) not reported to the Treas- 
ury, and (3) not deposited and disbursed in accordance with 
Federal fiscal and accounting policies and procedures as 
prescribed by us, the Office of Management and Budget, and 
the Treasury in accordance with statutes enacted by the 
Congress. 
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We also mLe this recommendation, in part, because we 
I are concerned with financial responsibility and accountabil- 

ity for NAFs, particularly those within the Department of 
Defense, which has about 98 percent of the Federal personnel- 
related NAFs. The problems in controlling Defense NAFs that 
surfaced in the late 1960s were due in part to the lack of 
systemic controls similar to those normally applied to ap- 
propriated funds. Financial managemtint and auditing of the 
Defense NAF instrumentalities have been greatly improved 
in recent years. Nevertheless, stewardship of NAPS can 
and should be Improv..?cl. 

Requiring NAFs to be deposited in the Tre;zury and in- 
vested ln Treasury securities, along with attezrant control 
and reporting systems or procedures that must :%cessarily be 
introduced, should enhance NAP stewardship. 

In commenting on our major recommendation, Defense con- 
tend4 that 

--NAFs are not Government funds, 

--NAFs are handled in accordance with present policies, 
and 

--no requirement exists to deposit NAFs in the Treas- 
KY or to include them in the Federal budget. 

Defense stated that tile current investment policy fully com- 
plies with Treasury Circular No. 176 (regulations governing 
depositaries and financial agents of the Government) which 
the Department claimed clearly recognizes and provides for 
operating NAFs off-budget. 

Defense opposed the recommendation on depositing NAFs in 
the Treasury because the recommendation has no apparent advan- 
tage to the Government Oi Defense. On the contrary, Defense 
contended that adoption of the recommendaticn will (1) result 
in loss of revenue to the nonappropriated fund instrumentali- 
ties (NAPIs), (2) adversely impact local (particularly minor- 
ity) banks, and (3) possibly increase appropriated fund costs 
of overseas military banking facilities. 

Our position that NAFs are Government funds is supported 
by the fact that the funds are maintained and controlled 
solely by instrumentalities of the Government. Tbischarac- 
terization is consistent with the explanation of NAPS in DOD 
Manual 1330.191M "Personnel Policy Manual for Nonappropriated 
Fund Instrumentalities" (Sept. 6, 1974) as follows: 
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"NonapFropriated Fund Instrumentality (NAFI) 
is an integral DOD organizational entity which per- 
forms an essential Government function. * * * It 
is established and maintained individually or 
jointly by the heads of the DOD Components. It 
maintains custody cf and control over its non- 
appropriated funds. * * * It is not incorporated 
under the laws of any State or the District of 
Columbia and it enjoys the legal status of an 
instrumentality of the United States. 

"Nonappropriated Funds (NAFs) are cash and 
other assets received by NAP Instrumentalities 
from sources other than monies appropriated by the 
Congress of the United States. NAFs are Govern- 
ment funds: * * *.I' (Emphasis added.) 

Our position is further supported by the. determina- 
tion of the Federal Deposit Insurance Corporation (FDIC) 
that NAFs are "public fclnds" as that term is used in 12 
u.S.C. 265, and thus may be insured as such under the au- 
thority of 12 U.S.C. 1821. "Xblic funds," as used in 
12 U.S.C. 265 includes '* * * any funds the deposit of 
which is subject to the control or regulation of the United 
States or any of its officers, agents, or employees. 

We have consistently maintained our position with re- 
gard to exerting greater Government control over NAFs since 
we issued a comprehensive report on NAF activities through- 
out the Government (B-45101, Aug. lC, 1949) nearly 30 years 
ago. Citing various statutory provisions which are still in 
effect today, particularly 31 U.S.C. 484 (which requires the 
deposit in the Treasury of the gross amount of all moneys re- 
ceived for the use of the United States except as otherwise 

-provided) and 31 U.S.C. 725s (whicn generally requires 
deposit in the Treasury of funds received by the Government 
as trustee), we expressed serious concern over the legality 
of agencies' practice of not depositing NAFs in the Treasury. 
We stated that the Congress had not "otherwise provided" for 
disposition of the subject funds, and clearly the Government 
held a number of such funds in the capacity of a trustee. 
Nevertheless, in recognition of the agencies' longstanding 
practice and the fact that literal compliance with the cited 
statutes could be impracticable in some cases, we recommended 
that clarifying legislation be enacted which would outline 

--the activities which could be conducted, 

--their financing and accounting, and 
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-the disposition of both appropriated and nonappro- 
priated funds. 

We have maintained this position ever since, most 
recently advancing it in our January 1978 report. In 
1962, for example, in response to the request of the then 
Chairman of the Eouse Committee on Government Operations, 
we stated: 

"The position of the General Accounting 
Office with regard to nonappropriated funds K+ 
mains as stated in reports to the Congress 
B-45101 and I-17351. It is our opinion that 
clarifying legislation is necessary to outline 
the income-producing activities which might be 
properly carried on, the financing thereof, and 
the accounting for and disposition and use of 
the funds involved * * *." (B-148581 dated 
April 30, 1962.) 

Similarly, we have consistently recommended to the Con- 
gress that off-budget activities be included in the Federal 

_ budget. This concept was emphasized by the President's Com- 
mission on Budget Concepts in its October 10, 1967, report 
and has been accepted as an underlying concept elf a sound 
financial plan for the Government. In our opinion, this con- 
cept clearly should extend to NAP activities, just as many 
other trust revolving funds, considering the millions of 
dollars involved and the fact that the funds are maintained 
and controlled solely by Government instrumentalities. The 
Congress should be aware of the total magnitude and nature of 
these activities, and placing NAF activities on the Federal 
budget can significantly contribute to this end. 

Defense stated that its current investment policy for 
NAFs fully complies with Treasury Circular No. 176, which 
clearly recognizes and provides for operating such funds 
off-budget. This Circular, implementing 12 U.S.C. 265, 
simply provides for the designation of depositaries of public 
money of the United States and financial agents of the Govern- 
ment, and authorizes the deposit of public money in such 
depositaries. As stated earlier, the FDIC has determined 
that NAFs qualify as public funds within the meaning of 12 
U.S.C. 265. 

Although Defense did not specify why it believed its in- 
vestment policy complies with the Treasury Circular, i': appears 
that Defense relied on those sections of the Circular which 
provide that (1) every bank insured by FDIC is "desi,dnated as 
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a depositary ana Financial Agent of the Government” and (2) each 
depositary is authorized “without further action, to accept a de- 
posit of public money in an official account, other than an ac- 
count in the name of the united States Treasury. 11 

Although NAFs are deposited pursuant to the Treasury 
Circular, such depos,its are not in Treasury accounts in 
those depositaries , and for this reason, we do not think the 
degree of control is or can be maintained within the meaning 
of our recommendation that NAFs be deposited in the Treasury. 
A proper degree of control could be achieved only by trans- 
ferring the NAFs to Treasury accounts within authorized de- 
positaries. 

With regard to Defense’s statement that Treasury 
Circular No. 176 clearly recognizes and provides for operat- 
ing NAFs off-budget, we find no such clear authorization. 
The fact that public funds are deposited in authorized depos- 
itaries within the intent of the Circular does not and 
should not preclude the placement of such funds in the Federal 
budget for purposes of greater congressional awareness. 

The operations of NAFIs should be portrayed in the Fed-. 
era1 budget as are similar business-type operations such as 
the Navy Midshipmen’s store, Navy ships’ stores, the Veterans 
Canteen Service, and a number of others. We are not aware of 
any NAF activity that could not be successfully operated 
through a revolving trust fund account. 

We recognize there will be advantages and disadvantages 
to depositing NAPS in the Treasury. (A detailed discussion 
is contained in app. I.) For example, we agree there is 
a possibility that some revenue may be lost to the NAFIs if 
the Congress does not authorize the Treasury to pay interest 
rates on NAFI investments equivalent to what they might other- 
wise earn in the conlmercial market. On the other hand, adop- 
tion of the recommendation may also increase interest income 
by making more cash available for investment and reduce oper- 
ating costs through centralized accounting and banking, in- 
cluding the elimination of compensating balances. 

Scme business may be withdrawn from local banks, includ- 
ing minority-owned-banks. It must be presumed that the NAFIs 
were paying only for services rendered and most of the banks 
will continue to be Treasury depositaries. Investments in 
financial institutions would be decreased, and this ;Jould 
reduce the level of funds with which the: may operate. The 
majority of the investments are in larger institutions, which 
the military services maintain should bt2 able to attract 
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other customers. Overseas military banking facility business 
should not be appreciably reduced since deposits to the Treas- 
ury also would be made through them. 

Defense provided a number of arguments, some of which 
may have merit, but without details and analysis, it is not 

.possible to determine whether their position is justified. 
In view of the general statutory requirement that Government 
moneys ard moneys held by the Government as trustee be deposited 
in the Treasury (31 U.S.C. 484, 31 U.S.C. 725s), we believe 
the burden is on Defense, which itself classifies NAPS as 
Government funds, to clearly show why NAFs should not be de- 
posited in the Treasury and placed on budget. In the absence 
of convinci;iq evidence to this effect, we must necessarily 
maintain o,lr previously expressed position. 

We arl? pleased that Defense and the military services 
are tesponr!ing favorably to our recommendations that 

--tne Army and Marine Corps adopt central banking; 

--the Army establish formal objectives, goals, and 
- procedures for cash management and monitor its 

investment program; and 

--the Army, Navy, and Marine Corps comply with collat- 
eral requirements. 

The military services have taken exception to a number 
of our statements regarding their practices and procedures 
at the time of our review, and these are addressed in appen- 
dix II. 

We appreciate the opportunity to respond ;o Defense's and 
the Treasury's comments on our report. Your Office requested 
that we make no further distribution of the report prior to 
a determination of the need for hearings at which the report 
will be used. We expect that determination to be made within 
the next 30 days, after which we plan to distribute copies or 
the report to interested parties if no hearings are contemplated. 

SizIrs ,A /& 

Comptroller General 
cf the United States 
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APPENDIX I APPENDIX I 

DEZ’CSIT OF DEFENSE NAFs IN TBE 

TREASURY AND INVESTMENT IN 

TREASURY SECURITIES 

TREASURY CA? PROVIDE SERVICES 

Defense comments 

Defense states it cannot assess the cost or responsive- 
ness of proposed Treasury manaqement of NAFs in the absence 
of data or analyses. The military departments maintain that 
the Treasury cannot provide the business-oriented banking 
services their NAFIs require nor could the Treasury be ex- 
pected to be responsible in viev of a 197s GAO report l/ 
purportedly critical of Treasury management of overseas mili- 
tary banking facilities. The military departments contend 
specifically that 

--the Government does not maintain sufficient disbursing 
off ices and 

--the Treasury cannot prcvide the servzce/sales- 
generating NAFIs the line of credit they need, de- 
centralized disbursing, or f u 11 commercial-type serv- 
ices. 

Evaluation 

It would be difficult to determine the additional costs 
that would be incurred by the Treasury 6s a result of depos- 
iting NAFs in tne Treasury. Whether these costs would be 
greater or less than those now being paid to private insti- 
tutions by the NAFIs can only be determined by a detailed 
cost analysis. The Treasury was unable to provide detailed 
costs necessary to make such an analysis. 

The Treasury stated it is capable of performing banking 
functions for NAFs by establishing a deposit fund account 
for each of ti-.e military departments, and it would expect to 
be reimhuiscd for its services. The Treasury is not orqa- 
nized to provide the services the military departments claim 
are needed by the NXFIs. The Treasury does not provide 

l/“Overseas xilitary Banking: How It Is Financed and Man- 
aged - (ID-76-29, Dec. 12, 1975). 
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detailed check reconciliation, cannot provide currene 
account balances daily, nor can it advance public moneys to 
the NAFIs. ?‘he Treasury7 maintains the qil itar:! depart,mer.ts 
must keep detailed accounts of their transactions. Such ac- 
countinq should be a part of centralized accounting, bankinq, 
and investment programs the military departments should have 
to effectively manage their NAFI operations ar.d investments. 

Within the Treasury system, NAFs would continue to de- 
i posit receipts in local banks designated as Treasury deposi- 
: taries. Xnstead of maintaining funds in the Sanks !or in 

central banks) to compensate them for services, the banks 
would be paid directly by the Treasury. The funds would be 
transferred immediately through the ~~~eral Reserve System 
to the credit of the Treasury. The funds could ( 1) remain 
idle until disbursed by the disbursinq officers on behalf 
of the NAPIs; (2) be invested in Treasury securities upon 
advice from NAFIs; or (3) be immediately invested by the 
Treasury in Treasury securities, and 1 iquidated as needed 
to cover checks issued to the account of the NAFIs. In the 
latter instance, funds could be invested aore quickly and to 
a greater extent than now realized by NAFIs. 

NAFs could be disbursed efficiently by disbursinq of- 
ficers upon receipt of validated advice from the NAFIs. 
Generally, in the past, the failure to 3av bills on tinre 
has resulted from aqencies’ faiiure to tir;lely Orocess paper- 
work. Defense disbursing officers- currently issue checks 
and do not need to wait for paperwork to be processed through 
Treasury disbursing offices. %I: thermore, good cash mannge- 
ment does not always dictate quick payment bat rather timely 
uavmen t . That is, pay bills only when due or early enouqh 
to realize discounts, bu_t not earlier. 

Although the Treasury may not provide, ;lithin its exist- 
ing system, the unique business-oriented services the NAFIs 
now receive from commercial bankers, it dces not ,apQear this 
would adversely affect those NAFIs. The Treasury already 
provides banking services throuqh revolvinq oc trust revolt 
inq funds for such business-oriented functlans as the Navy 
ships stores: Navy Midshipmen’s store: Air Force Cadet Fund; 
surcharge collections for Army, Navy, Marine Corps, .\ir 
Force, and Coast Guard commissaries; Federal Pr ison Commis- 
sar ies; and the Veterans Canteen Service. Commissary store 
receipts and disbursements through revolving stock funds 
also are handled by the Treasury. 
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Defense has over 350 disbursing officers to meet the 
diverse needs of Defense units throughout the world. NAFIs 
are Ltsually collocated with these units. Deposits and dis- 
bursements for NAFIs should be handled the same as for 
those units. If necessary, additional disbursing officers 
could be des iqnated. They could be either silitary person- 
nel, or U.S. civilian employees paid from either ncnappro- 
priated or appropriated funds. 

Our report on overseas military banking facilities 
stated that the Treasury had not provided definitive, stand- 
ardized program guidelines for the Dantis, and bank operating 
losses could be reduced if actual bank'learninq capacities 
were used instead of Treasury formulas to determine earning 
rates on account-holders' deposits. Since the Treasury 
did not handle or manage the cash or investments, we did 
not imply any criticism of those functions. Neither did we 
question the banks' abilities to act as Treasury depositaries. 

BENEFITS AND DISBENEFITS 
OF TRANSFER TO TREASURY 

Defense comments 

Defense strongly opposes Our recommendation that legis- 
lation be enacted to require that NAFs be deposited in the 
Treasury because the recommendation has no apparent advantage 
to the Government unless the Government were to pay a lesser 
rate of interest than the prevailing rate for other borrow- 
ings. Defenst also sees no advantage to itself--only disad- 
*rantage. Defense claims that freeing compensating balances 
:s an option not related solely to depositing NAFs in the 
Treasury. Defense points out the following disadvantages: 

--The check float would Se lost. 

--Reduction in compensating balances in overseas sili- 
tary banking facilities would result in increased ap- 
?ropr iated funding of them. 

--Local U.S. communities rJould be affected. 

--!4ir.ority banks uould be adversely affected. 

--Prices for goods and services would Se increased x~d/ 
or sxrale, tielfare, and recreation !?lWR) programs 
wozld be curtailed. 

Additionally, the milltar:? departments point out =kac: 
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--Large amounts of NAPS would be eliminated. 

--Appropriations for MWR programs will have to be in- 
creased. 

--The Government ;Jill incur substantial additional costs 
for fiscal administration. 

--Soldiers and their families wil 1 foot more of the MWR 
bill. 

--The integrity of retirement programs will be compro- 
mised or rendered actuarially unstable; requiring addi- 
tional cash contributions and reduced effectiveness in 
attracting and retaining competent personnel. 

--Cash discounts may be lost. 

--Addition of appropriated fund budgeting and accounting 
procedures would cost more. 

--Under no circumstance would interest earned increase. 

--Extrication from retirement pension management would- 
be expensive and camp1 icated. 

--The Government wquld receive complaints of interven- 
tion in or assumption of private commercial functions. 

--Deposit to and withdrawal from the Treasury is more 
complex than writing a check. 

--Pension fund administration is too complex to tie-in 
with the Treasury. 

--Advanced cash and investment management techniques 
would be negated. 

Svaluation 

No cost/benzfit analyses has been done to specifically 
identify the ex= 't costs and benezits that would be realized 
through deposit nd investment of military NAFs in the Treas- 
ury . Therefore, it is difficult for us to specifically ad- 
dress each issue with certainty. However, our opinion on the 
comments follow. 

-- 
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Loss of_NAF income 

The comments ignore our recommendation that the Con- 
gress express its desired interest policy on NAF investments 
in enacting legislation. As discussed in our report, this 
was in rtcognrtion of the fact that recent Treasury interest 
rates were lower than Defense was realizing on some NAF in- 
vestments and retirement programs. The Congress can specify 
interest policies that would result in a lesser, equal, or 
greater interest rate than now being realized. For example, 
an earlier legislated saving program for military personnel 
overseas specified a lo-percent interest rate. i 

However, if NAFIs were required to invest in Treasury 
securities at prevailing market rates as suggested by the 
Treasury, any loss of interest earnings as a result of the 
difference between rates may be offsat by other improvements 
in cash management. Neither should it be assumed that Treas- 
ury rates will always be lower than average rates of return 
on NAF portfolios. In some instances, as shown in Navy com- 
ments, and in our report, Treasury rates may be higher. Also 
as later discussed, .apparently other Federal employee retire- 
ment programs recently have been experiencing similar rates 
of return on soecial issue Treasury securities as private 
commercial retirement programs have primarily on commercial - 
investments. Indications are that these programs are turning 
more toward Treasury securities. 

Funds deposited to Treasury accounts in local deposi- 
taries would be quickly transferred through the Federal Re- 
serve System and if so elected by the NAFIs, nay be im- 
mediately invested by the Treasury. Long-r ange investment 
decisions would be made by NAF custodians. Compensating 
balances would not be maintained in banks, and present NAF 
balances could be used or invested. Banks would be directly 
compensated for their services. The Treasury recently has 
determined that direct compensation is less costly than 
maintaining a compensating balance, and the funds can be 
put to better use. 

If adequate cash accounting systelns are in olace and 
cash is deposited to the Treasury account on a timely basis, 
even where investment decisions are retained by NAP custodians, 
more cash should be available for investment than under the 
present system or systems. 

Interest rates negotiated on retirement systems have, in 
some instances, exceeded prevailing Treasury rates. If the 
Congress does not see fit to establish a policy that would 
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result in no loss of investment earnings, then such losses 
may affect the actuarial stability of the programs as Defense 
claims. As stated in our report, extrication from retirement 
program contracts dould be troublesome and, unless allowed to 
lapse, could be costly. On the other hand, we recently com- 
pletect a review of retirement programs of the Government 
and have tentatively concluded that there is no justification 
for treating Federal employees differently in retirem-rnt 
programs. We expect to recommend that one retirement ;ro- 
gram be established for the benefit of all Federal retirees. 
Interest rate policies could be set by the Congress that 
would result in a greater return on inves'mects than pr;evail- 
ing market rates on Treasury securities. 

Financial operations could cost more 

The Treasury has concluded that the use of compensating 
balances was nor the most economical method for compensating 
banks for their services and has gone to direct compensation. 
Since less services would be provided by commercial banks if 
NAFs were deposited to TreFsury accounts, costs to the NAF; 
would be less. The cost of#Treasury operations will increase, 
but no estimate is available. Treasury would expect to be 
reimbursed for services provided to NAFs. 

The military NAFIs would have to improve cash accounting 
and management &Jrocedures and establish centralized systems. 
We do not know the costs associated with these improvements 
but believe better cash management will result. Thus, we 
recommended in our report that the Army adopt centralized 
banking and accounting and the' Marine Corps adopt centralized 
banking, investment, and accounting systems. Detailed cash 
accounts would have to be maintained by the NAFIs for indivi- 
dual activities. 

Complexity of Treasury deposit and withdrawal 

Because of the vastness of the MWR programs and variety 
of methods used, we did not attempt to evaluate local receipt 
deposit and check disbursing systems. Nevertheless, we do not 
believe that cash discounts should be lost. Defense has over 
850 disbursing officers who directly issue checks and permit 
petty cash funds or appropriated fund disbursement. This same 
network could be used for disbursing NAFs on behalf of local 
activities which normally are collocated with other appro- 
priated fund functions. Appropriated funds used directly and 
indirectly to support MWR programs are disbursed by these of- 
ficers. Should their number be insufficient or their workload 
too great, aliditional disbursing officers could be appointed. 
NAF fund custodians may be designated disbursing officers 
inasmuch as they are considered Federal employees. Non-U.S. 
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citizens may not bt: so designated. Thus, the NAFIs should 
be able to obtain cash discounts orovided proper pauerwork 
is processed in a timely fashion as dictated by effective 
cash control and management under any system. Issuing Treas- 
ury checks does not have to take appreciably longer than 
issuing commercial bank checks. 

The check float, to the extent it is used by NAFIs, 
would be lost to them. A lesser cash float, due to more 
rapid processing of checks, could be realized by the Treas- 
ury. We could not determine what the value of that float 
might be. If it could be realized and identified, chariges 
to NAFIs for Treasury services could be off-set to that: ex- 
tent. If the NAF custodians alect immediate investment, 
more cash would be invested and, on the average, probably 
SOOnei. 

Impact on commercial banks 

As we stated in our report, withdrawal of compensating 
balances and investments in commercial banks, including over- 
seas military banking facilities, would reduce the amount of 
funds with which they might operate. As for minority insti- 
tutions, our understanding is that funds were not invested 
in financial institutions unless they were competitive-- 
investments were not made solely on the basis of whether a 
financial institution was minority owned. Also, minority 
institutions were being compensated for services they pro- 
vided. Minority institutions, as with any other bank, should 
not be compensated for services they do not provide. There 
is no reason to believe that these institutions cannot serve 
as Federal depositaries and continue to receive the NAPS, al- 
though admittedly on a more temporary basis. Likewise, other 
commercial banks will be similarly affected. Savings and 
loan associations would lose the benefit of any Federal 
fund business. 

Appropriated funds are used to pay for operations of 
overseas military banks- As with commercial banks in the 
United States, they would lose some operating cash but would 
continue to process Treasury deposits and be reimbursed for 
their effortq. To the extent their earnings do not measure 
up to contract +r*-- - .LLW , appropriated funds would be used to 
defray operating costs. Again, they should be compensated 
only for services they provide. 

Since funds held by the Government as a trustee (such 
as in the case of NAFs) are generally required to be depcs- 
ited in the Treasury, we see no basis for commercial 
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financial institutions to maintain a right to the receipt 
of NAPS or complain of Government assumption of private 
commercial functions. 

Retirement proarams 

In view of the rates of return experienced by NAF re- 
tirement programs in recent years, there is a possibility 
that those programs may lose interest income if required to 
invest in Treasury securities. However, thic ,>ssibility 
may not be certain if the Congress enacts legislation es- 
tablishing an interest rate policy that would result in a 1 
return on retirement program investments comparable to that 
now being received. 

Recently, we have been gathering data on rates of re- 
turn on investments by Federal employee retirement programs 
(excluding NAF employee programs) and private commercial in- 
vestment programs. On the basis of limited data collected 
on Federal programs, which invest only in Treasury securities 
paying average prevailing market rates, the programs in re- 
cent years realized as good as or greater returns than re- 
turns on investments of the private commercial programs. 
There is evidence that many of the commercial programs are 
turning to Treasury securities for better return and in- 
creased liquidity. We realize that some NAF retirement pro- 
grams are guaranteed rates of return under current contracts 
with retirement program investment managers that are higher 
than Treasury rates. Nevertheless, some investments in Treas- 
ury securities have returned at similar rates. 

We do not accept the military departments' contention 
that retirement program management is too complex to involve 
the Treasury. The Treasury already is involved in the coun- 
try's largest retirement program--the Civil Service Commission- 
managed general schedule employee retirement and disability 
program--and several others. We know of no reason why it 
is not possible for NAF retirement program money to be in- 
vested in Treasury securities. Other Federal employees have 
a vested interest in their and their employers' share of 
contributions, and these are required by law to be invested 
in Treasury special issues securities. 

Additionally. at the request of several members and 
committees of the ongress, w2 are studying the need for the 
many separate Fed=: al employee retirement programs. We have 
concluded that NAF employees are Federal employees, and our 
tentative 30nclusions, reached without benefit of executive 
and judicial branch comments, are that there is a need for 
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only a single retirement system covering all Federal em- 
ployees that would have unique features in unique situa- 
tions. Acceptance of this conclusion and resultant action 
by the Congress could bring NAF employee retirement programs 
into a common ret'rement program. 

Effect on Mt*R programs 

Whether NAFIs would experience a net loss of income as 
a result of depositing their funds in the Treasury and in- 
vesting them in Treasury securities is, at best, conjecture 
in lieu of a detailed cost/benefit analysis that would in- 
volve many assumptions. In the event of such loss, Defense 
points out three alternatives: 

--Cut back MWR programs. 

--Increase MWR program user fees. 

--Increase appropriated fund support. 

We addressed these issues tc some extent in our report 
to the Senate Appropriations Subcommittee on Defense on ao- 
propriated funding of MWR programs (excluding commissaries) 
in August of 1977. i/ 

We agreed with a Defense study croup that the Govern- 
ment should support only the most necessary programs and 
stated that if maximum benefit is to be received from avail- 
able funds, they should not be used to duplicate similar 
facilities *off-base. We reported that nearly half the mili- 
tary installations in the continental United States with 
about 45 percent of the military population were in or ad- 
jacent to urban areas, indicating that a substantial num- 
ber of military p,ersonnel has access to private sector fa- 
cilities. 

We pointed out that military resale outlets have sub- 
stantial potential for generating additional NAr's but 
should not necessarily have to shoulder the cost of all 
other MWR programs because fees and dues could be brought 
more in line with operating costs. 

L/"Appropriated Fund Support for Nonappropriated Fund and 
Related Activities in the Department of Defense" (FPCD- 
77-58, Aug. 31, 1977). 
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In response to the Subcommittee's request, we presented 
two alternatives to the Defense study group's proposed guide- 
lines for nroviding appropriated fund support which we be- 
lieved were feasible and consistent with (1) longstanding 
congressional committee statements that .?WR funding ought 
to be funded primarily with appropriated funds but consi- 
dered it impractical to do so and (2) our discussion of 
the need for the Government to support essential aspects 
of MWR. We proposed: 

1. "Appropriated funds should be provided at all locations, 
but only for the operation of the kinds of public com- 
munity (type) activities such as libraries, athletic 
fields, tennis courts, swimming pools, etc., on the 
same basis as they are provided in the nearest urban- 
ized area as designated by the Bureau of the Census. 

2. "Appropriated fund support of MWR should be eliminated 
at installations in or adjacent to urban areas in the 
United States when adequate community facilities exist. 
Away from urban areas, funds should be appropriated for 
commonly provided community facilities mentioned in 
item 1 above in the nearest urban area. Such activities 
could also be supported at places in urban areas upon 
case-by-case certification by the Office of the Secre- 
tary of Defense that available community facilities 
are in fact inadequate for use by military personnel. 
Installations in foreign countries should receive a 
dollar level of support comparable to installations in 
remote areas of the United States." 

Under either alternative , we suggested the Congress should 
continue appropriated fund support for common base services 
whose MWR costs are not feasible to identify. 

In summary, althouqh we are not endorsing Defense con- 
tentions that NAFs will be significantly reduced, cash and 
investment management improvements may mitigate any pos- 
sible losses, and there are viable funding alternatives to 
essential MWR programs. 
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IMPROVEMENTS IN CURRENT NAF - 

CASH AND INVESTMENT MANAGEMENT 

It is encouraging to note the military services' positive 
response to our recommendations to improve the management of 
NAF cash and investments. Uowever, the military services take 
issue with a number of our statements. These are discussed 
below: 

INVESTMENT INSURANCE AND COLLATERAL 

The Army maintains that it has no investments which are 
uninsured or not protected by collateral. We reported that 
the Army required collateral for only one investment in the 
2 years preceding our work, and written notice of the collat- 
eral was not received lInti after the security had matured. 
We said the Army relied on Federal insurance to cover its 
investments, but many were not covered by insurance nor by 
pledged collateral. 

The Army maintains it has relied on FDIC and Federal 
Savings and Loan Insurance Corporation (FSLIC) insurance. It 
takes the position that the Army Central Investment Program 
is insured up to $100,000 per individual fund custodian in 
each financial institution. Since about 1,000 custodians are 
in the program, the Army believes it is insured up to $100 mil- 
lion in each financial institution. 

We agree with the Army's theory which is based on FDIC 
and FSLIC rulings that individual fund custodians remain in 
charge of their funds in the program and thus are entitled to 
up to $lOO,i?OO coverage in each Financial institution in which 
their share of funds is deposited. This of course does not 
necessarily result in each fund custodian receiving $100,000 
coverage in each financial institution in which the Central 
Investment Program money is invested. Each custodian would 
be covered only to the extent of his or her respective share 
in each financial institution and the combined total of insur- 
ance coverage the custodian will receive in all financial 
institutions cannot exceed the amount of the custodian's share 
in the Central Investment Program. For example, if a custodian 
has only $10,000 in the Central InT-estment Program and the 
Program has investments in 10 financial institutions, the cus- 
todian could receive insurance coverage up to $10,000 in each 
of the 10 institutions, but could not receive more than $10,000 
coverage in total for all financial institutions. If a cus- 
todian's share exceeds $1 million in this example, collateral 
would have to be secured to protect that portion of his share. 
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The need for collateral was discussed with Army invest- 
ment officials. The investment officer told us he had no 
record of collateral except with respect to minority finan- 
cial institutions which the Army required to pledge collat- 
eral on investments regardless of insurance coverage. He 
said that when he purchased a certificate of deposit, he noti- 
fied the bank of collateral requirements and notified the 
Army Finance Center of details of the transaction. Re 
assumed the banks pledged collateral and the Finance Center 
followed up on it. 

September 1977 documentation we were provided on 
minority bank collateral showed that several certificates of 
deposit were not immediately secured by collateral. A Jan- 
uary 1977 letter from the Army Finance Center showed that col- 
lateral for two certificates of deposit were not secured and 
confirmed until the securities had matured. The Army tcld us 
that collateral was not sought on certificates of deposit 
bought in the secondary market through its orokers. 

During our ClOSeOUt COnferenCe, Army investment officials 
agreed with our findings with respect to collateral and said 
they would correct the situation. The Army's securing col- 
lateral for investments in minority banks would have been 
inconsistent with an awareness that each fund custodian was 
insured up to $100,000. 

As stated, we agree with the Army's current position on 
insurance coverage for the Army Central Investment Program 
to the extent its investments meet Federal insurance guide- 
lines. But the Army has other substantial investments of cen- 
tral funds in which installation and command-level fund custo- 
dians do not have a share or are not custodians of a share. 

As of June 30, 1977, the Army had invested $23.4 million 
of Army Morale Support Fund money apart from the Central In- 
vestment Program. There is only one Fund custodian for this 
money which comes from (1) dividends paid by the Army and Air 
Force Exchange Service, (2) residual assets of dissolved 
NAFIs, (3) interest on securities and student loans, (4) 
accounting fees, and (5) loan payments. This money is used 
for (1) payment of dividends to other NAFIs, (2) loans to 
NAFIS, (3) grants to NAFIs, (4) construction, (5) Fund admin- 
istrative expenses, and (6) claims on dissolved funds. To 
tne extent that investments of this money exceed $100,000 in 
a commercial financial institution, they are uninsured. At 
the time of our review, the Army presented no records of col- 
lateral that might have been required for such investments. 
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The situation is the same with respect to other central 
‘ fund:;, suc:h as the Army Club Fund and the Army Central In- 

surance Fllnd, which had $12.6 million and $2.3 million in- 
vested through the Central Investment Pr?cram, respectively. 

The situation may be similar also with respect to all or 
part of $20.2 million invested through the Central Investment 
PrcJram by the Army and Air Force Civilian Welfare Fund; U.S. 
Military Academy; Hale Koa Hotel: Pacific Stars and Stripes; 
U.S. Army, Europe Club Fund: and European Stars and Stripes. 

As stated in our report, the Navy followed a practice of 
securhg collateral after, rather than before, investment 
purcilases. 31 C.F.R. 202.6 states that collateral 
should be pledged before the purchase. The Navy stated it 
complies with the requirement by requiring banks to pledge 
collateral on all bank deposits prior to the commitment of 
funds. However, the Navy’s practices resulLed in instances 
where investments were not covered by collateral fo’r various 
periods of time. 

Z-lar ine Corps 

Marine Corps head uarters investments were adequately 
----E-- secured with collatera Our statement in the report and the 

recommendation were addressed to the decentralized invest- 
merits, records for which were not readily available. The 
xarine Corps stated that local auditors ensure that appropri- 
ate collateral is required. 

Concentration of investments 

Our report pointed out that there may be some drawbacks 
to concentrating investments in one financial institution. 
%ainly, lump sum withdrawal could have an adverse impact on 
an institution. We have not attempted, however, to estimate 
the probability of such a happening nor the possible effect 
on certain institutions. The Army states that it has reduced 
its investment in one bank from 48 percent to 27 percent, and 
that all investments were fully insured by FDIC. 

As previously stated, we have not analyzed the matrix 
of Army investments and their insurance coverage, but we do 
know that a portion of the investments are not insured or se- 
cured by collateral. The Army states its investments are in 
21 different financial institutions. It is not clear whether 
the Yrmy’s Central Investment Program or Morale Support Fund 
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money is in all of those financial institutions. Neverthe- 
less, the r,aximum coverage any one fund custodian could ob- 
tain in any one institution is $100,000 and $9.1 million in 
total. The Moral Support Fund investments at June 30, 1977, 
were $23.4 million, so it was underinsured to the extent of 
$14.3 million. The Army Club Fund had $12.6 million invested 
through the Central Investment Program, and thus was under- 
insured by $3.5 million. The Army has not obtained adequate 
collateral to secure these i,lvestments. 

Borrowing Funds 

DOD Instruction 7000.12 states that funds will not be 
accumulated merely for investment purposes. It encourages 
borrowing from other DOD components before going to the com- 
mercial market to borrow funds (for programed purposes such 
as purchasing fixed assets, increasing inventories, and paying 
liabilities). 

The Army admit 1 it borrowed funds for reinvestment,pur- 
poses using its inves, rlts as collateral as a method to 
enhance yield, and maintains it was not investing for invest- 
ment's sake. In our opinion this practice constitutes bor- 
rowing for investment purposes, which is inconsistent with 
the policy expressed in DOD Instruction 7000.12 and there- 
fore should be discontinued. Furthermore, funds were not 
first borrowed from other Defense components. 

Limited investment guidelines 

The Army’s general investment policies for NAFs are set 
forth in chapter 2, Adjutant General Regulation 230-3, dated 
August 1, 1975. The regulation specifically states that the 
custodian of the Army Morale Support Fund will, by formal 
memorandum, provide periodic guidance to the investment of- 
ficer. The purpose of such guidance is to (1) outline and 
update investment strategy and portfolio content and (2) 
provide any other direction relating to the conduct of the 
investment program as may be necessary. The regulation does 
not provide a similar requirement with respect to the Central 
Investment Program. 

As scated in the report, we found limited guidance for 
tne Central Investment Program investment manager. At the 
time of our review, there were no standing operating proce- 
dures or other written guidance relating to security transac- 
tions. Neither did the investment manager record security 
transaction proceedings. Thus, there was no cecord of com- 
petitive quotes from financial institutions that may have 
been solicited, nor was there written rationale of why one 
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investment was selected rather than another. There were few 
records on securing collateral. 

We did not criticize the Army for poor investment man- 
agement, al though such result’ could be realized in the 
absence of sound investment gurdance through appropriate pol- 
icy, adequate standing operating procedures, and adequate 
documentation of financial transactions. It is encouraging 
that the Army is developing more detailed stallding operat- 
ing procedures that will ensure that adequate procedures and 
safeguards will meet audit and inspection standards. 

Rates of return could be increased 

Under the Air Force central banking system, receipts are 
deposited daily with local banks and immediately transferred 
to the concentration bank. Cash earmarked for investment goes 
into the Air Force’s Central Investment Program fund account 
where it is invested at approximately 7 percent. Cash for 
normal daily business operations goes into the checking 
account, where it earns about 5 percent. The Navy has a sim- 
ilar concentration bank and Central Xnvest,ment Program, except 
no interest was being received on its temporarily idle cash in 
checking accounts. Similarly, Army and Marine Corps activi- 
ties we visited were banking locally but were not receiving 
interest on checking accounts. 

Also, at the time of our review, local investments by 
Army and Marine Corps *activities in Hawaii were earning about 
c 6 percent (weighted average), 
Gvy, 

whereas investments in Army, 
and Air Force Central Investment Programs were ,311 

earning in excess of 7 percent. 

(990515) 
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