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INSPECTOR GENERAL
DEPARTMENT OF DEFENSE
400 ARMY NAVY DRIVE
ARLINGTON, VIRGINIA 22202-2884

June 28, 1996

MEMORANDUM FOR UNDER SECRETARY OF DEFENSE (COMPTROLLER)
AND CHIEF FINANCIAL OFFICER
DIRECTOR, DEFENSE FINANCE AND ACCOUNTING
SERVICE
DIRECTOR, DEFENSE LOGISTICS AGENCY

SUBJECT: Audit Report on Internal Controls and Compliance with Laws and
Regulations for the National Defense Stockpile Transaction Fund Financial
Statements for FY 1995 (Report No. 96-190)

We are providing this report for your information and use. The Chief Financial
Officers Act of 1990, as amended by the Federal Financial Management Act of 1994,
requires financial statement audits for this fund. Office of Management and Budget
Bulletin No. 93-06, "Audit Requirements for Federal Financial Statements,"

January 8, 1993, requires the Inspector General, DoD, to render an opinion on the
fairness of the presentation of the financial statements and report on the adequacy of
internal controls and compliance with laws and regulations. This report includes
separate sections on the internal control structure and compliance with laws and
regulations in Part I. Part II of the report provides relevant appendixes for
management's use. Management comments on a draft of this report were considered in
preparing the final report.

We issued a disclaimer of opinion on the National Defense Stockpile
Transaction Fund Financial Statements for FY 1995 on February 29, 1996. The reason
for the disclaimer of opinion was that the documentation that supports the inventory
account value was not available (Appendix F). We are working with management and
the General Accounting Office to resolve this impediment for future audits. The
internal control structure was effective in accounting for and managing resources,
ensuring compliance with laws and regulations, and providing reasonable assurance that
the financial statements were free of material misstatements. We found internal control
weaknesses over inventory accountability, debt collection techniques, interest revenue
disclosures, and financial statement preparation. However, these weaknesses were not
material to the financial statements. Our review of compliance with laws and
regulations did not disclose any material noncompliance affecting the financial
statements. This report does address reportable noncompliance issues related to the
internal control findings and other financial statement disclosure inaccuracies. Details
of the reportable conditions are discussed in Part I.

Management comments on the draft of this report conformed to the
requirements of DoD Directive 7650.3 and left no unresolved issues. Therefore, no
additional comments are required. However, we request a copy of the results from the
Business Process Review that the Principal Deputy Director, Defense Logistics Agency
addressed in response to Recommendation A.1.



We appreciate the courtesies extended to the audit staff. Questions about the
audit should be directed to Mr. Raymond D. Kidd, Audit Program Director, at (703)
604-9110 (DSN 664-9110) or Mr. John A. Richards, Audit Project Manager, at (703)
604-9133 (DSN 664-9133). Appendix H lists the planned distribution of this report.
The audit team members are listed on the inside back cover.

Mokt ] ol

Robert J. Lieberman
Assistant Inspector General
for Auditing



Office of the Inspector General, DoD

Report No. 96-190 June 28, 1996
(Project No. SFH-2022.01)

Internal Controls and Compliance with Laws and Regulations
for the National Defense Stockpile Transaction Fund
Financial Statements for FY 1995

Executive Summary

Introduction. The Chief Financial Officers Act of 1990, as amended by the Federal
Financial Management Act of 1994, requires an annual audit of revolving funds such as
the National Defense Stockpile Transaction Fund. The Chief Financial Officers Act
prescribes the responsibility of management and auditors with respect to the financial
statements, internal controls, and compliance with laws and regulations. Fund
managers are responsible for establishing and maintaining an internal control structure
and complying with laws and regulations applicable to that fund. Management is
responsible for establishing a comprehensive management control system and
monitoring and reporting on the system. The fund manager responsible for this fund is
the Comptroller, Defense Logistics Agency. As of September 30, 1995, reported
National Defense Stockpile Transaction Fund assets were $4.3 billion and liabilities
were $77.4 million.

Audit Objectives. The primary audit objective was to determine whether the FY 1995
financial statements were presented fairly in accordance with the other comprehensive
basis of accounting described in Office of Management and Budget Bulletin No. 94-01,
"Form and Content of Agency Financial Statements," November 16, 1993. In
addition, we reviewed the management control program, management's compliance
with laws and regulations, and followed up on corrective actions from previous audits.
Our review provided a reasonable basis for determining the adequacy of the internal
control structure and compliance with laws and regulations as they relate to the
financial statements.

Disclaimer of Opinion. We were unable to audit the financial statements and, as a
result, issued a disclaimer of opinion on the FY 1995 National Defense Stockpile
Transaction Fund Financial Statements on February 29, 1996. The reason for the
disclaimer of opinion was that the documentation that supports the inventory account
value was not available. See Appendix F for the published financial statements, which
includes the disclaimer of opinion.

Internal Controls. The internal control structure was effective in accounting for and
managing resources, ensuring compliance with laws and regulations, and providing
reasonable assurance that the financial statements are free of material misstatements.
None of the accounts affected by management control weaknesses addressed in this
report resulted in a material misstatement on the financial statements. Our review
would not necessarily disclose all internal control reportable conditions that might also
be considered material weaknesses. See Part I.A. for the management control



weaknesses identified and Part II, Appendix A for the management controls assessed.
Management could improve the management control program relating to:

o accounting for the Stockpile Materials account which was overstated by
$29 million on the FY 1995 financial statements (Finding A);

o collecting $13.4 million in delinquent accounts receivable and related interest
charges (Finding B); and

o recording and reporting $1.3 million in interest revenue due to the
U.S. Treasury (Finding C).

Compliance with Laws and Regulations. Management generally complied with the
selected provision of laws and regulations pertaining to the accuracy of the financial
statements. However, the Defense National Stockpile Center was not in compliance
with guidance set forth in the DoD 7000.14-R, "DoD Financial Management
Regulation," volumes 1 and 4, as it relates to recognizing revenue, using appropriate
U.S. Treasury interest receivable accounts, establishing appropriate allowances for
uncollectible accounts, and classifying inventory in appropriate categories. Defense
National Stockpile Center handling of revenue recognition was also not in compliance
with Office of Management Budget Statement of Federal Financial Accounting
Standards and Concepts, Number 3, "Accounting for Inventory and Related Property,"
October 27, 1993. In addition, Defense National Stockpile Center financial statement
preparation was not fully in compliance Office of Management Budget Bulletin No. 94-
01, "Form and Content of Agency Financial Statements," November 16, 1993, and
"DoD Guidance on Form and Content of Financial Statements for FY 1994/1995
Financial Activity," October 20, 1994, (Finding D). Additional regulations that were
not complied with as they relate to the internal control weaknesses were addressed in
Part I.A. Compliance issues identified during our review did not have a material
impact on the financial statements. See Part I.B. for the noncompliance issues
identified. With respect to items not tested, nothing came to our attention that caused
us to believe management had not complied, in all material respects, with those
provisions previously identified.

Summary of Recommendations. We recommend the Director, Defense Logistics
Agency strengthen procedures over preparing the financial statements. The Director,
Defense Finance and Accounting Service Columbus Center should establish accounts to
record interest charges receivable and interest revenue. The Administrator, Defense
National Stockpile Center should strengthen internal controls over reconciling inventory
records, developing a cut-off date for including transactions in the financial statements,
and classifying stockpile material categories; attempt to collect the $12.2 million in
delinquent accounts receivable and $1.2 million in delinquent interest charges; establish
standard debt collection procedures; and properly disclose interest revenue due to the
U.S. Treasury. In addition, the Administrator, Defense National Stockpile Center, in
coordination with the Director, Defense Finance and Accounting Service Columbus
Center, should implement procedures to ensure that all corrections made after the end
of the fiscal year are included in the related financial statements.

Management Comments. The Deputy Chief Financial Officer recommended adding
to the Executive Summary and Part I of the report the reason as to why the disclaimer
of opinion was issued on the financial statements. The concern was that having the
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reason addressed only in Appendix F could lead the reader to mistakingly conclude that
the disclaimer was caused by the issues addressed in this report. The Principal Deputy
Director, Defense Logistics Agency stated that a Business Process Review team will be
established to determine how to improve existing reconciliation and inventory
procedures. In addition, management agreed to: ensure that all corrections made after
fiscal yearend are included in the financial statements; establish a task force to review
all delinquent accounts receivable; develop standard operating procedures for
monitoring and collecting delinquent accounts receivable and interest charges; assign
primary responsibility for pursuit of collecting delinquent accounts receivable and
related charges; forward all debts greater than $600 to the Defense Finance and
Accounting Service (DFAS); implement the Standard General Ledger and make proper
disclosure of interest revenue; properly train personnel in the preparation of financial
statements; and review and reconcile financial statements prior to submission. The
Deputy Director for Accounting, Defense Finance and Accounting Service stated
DFAS Columbus Center will coordinate with Defense National Stockpile Center
personnel on implementing procedures to ensure all corrections made after the end-of-
year trial balance are included in the financial statements and will provide assistance
and guidance in the preparation of financial statements. In addition, DFAS Columbus
Center will establish appropriate accounts to record interest charges receivable and the
interest collected and deposited into the U.S. Treasury. See Part I for discussion of
management comments, and Part III for complete text of management comments.

Audit Response. We revised our report to include the additional references to the
disclaimer of opinion. Management comments were responsive to the
recommendations. However, we request a copy of the results from the Business
Process Review that the Principal Deputy Director, Defense Logistics Agency
addressed in response to Recommendation A.1.
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Audit Results

Audit Background

The Chief Financial Officers (CFO) Act of 1990, as amended by the Federal
Financial Management Act of 1994, requires annual audits of funds such as the
National Defense Stockpile Transaction Fund (the Fund). Our responsibility
under the CFO Act is to express an opinion on the Fund's FY 1995 financial
statements based on our audit, determine whether internal controls are adequate
and whether the Fund complied with applicable laws and regulations. For
background information on the audited entity, see Part II, Appendix F which
includes an Overview of the Principal Statements.

Disclaimer of Opinion. We attempted to audit the FY 1995 Financial
Statements for the National Defense Stockpile Transaction Fund. The financial
statements included the Statement of Financial Position and the Statement of
Operations and Changes in Net Position. Also included are the Footnotes and
the Overview to the Principal Statements. We issued a disclaimer of opinion on
the financial statements on February 29, 1996. The reason for the disclaimer of
opinion was that the documentation that supports the inventory account value
was not available. Our opinion letter was included in the published financial
statements transmitted by the Under Secretary of Defense (Comptroller) to the
Office of Management and Budget (OMB). See Appendix F for the financial
statements and audit opinion.

Change in Accounting Functions. In June 1994, the Fund accounting
functions performed by Defense Finance and Accounting Service (DFAS)
located at Cameron Station, Virginia, were consolidated into the DFAS
Columbus Center. Currently the Defense National Stockpile Center (DNSC)
and the DFAS Columbus Center jointly perform finance and accounting
functions for the Fund. A Concept of Operations Agreement, dated July 16,
1994, and amended in FY 1996, specifies each entity's financial and accounting
responsibilities. The amended Concept of Operations had no effect on our audit
results. As of September 30, 1995, the Fund reported assets of $4.3 billion and
liabilities of $77.4 million.

Audit Objectives

The primary audit objective was to determine whether the FY 1995 financial
statements for the Fund were presented fairly in accordance with the other
comprehensive basis of accounting described in the OMB Bulletin No. 94-01,
"Form and Content of Agency Financial Statements," November 16, 1993.
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Audit Results

In addition, we reviewed the management control program and compliance with
laws and regulations, and followed up on corrective actions taken resulting from
previous audits of the Fund's financial statements. Part I.A. contains our report
on internal controls. Part I.B. contains our report on compliance with laws and
regulations.  Part II, Appendix A, provides discussion on the scope,
methodology, auditing standards, accounting principles and management control
program. Appendix B provides a summary of prior audit coverage.



Part I.A. - Review of Internal Control
Structure



Review of Internal Control Structure

Introduction

Audit Responsibilities. Our audit objective was to determine whether controls
over transactions supporting the accounts in the FY 1995 financial statements
were adequate to provide reasonable assurance that the accounts were free of
material misstatements. In planning and performing our audit of the Fund for
the fiscal year ended September 30, 1995, we evaluated the internal control
structure, including implementation of the DoD Management Control Program.
The purposes of this evaluation were to:

0 determine our auditing procedures for expressing an opinion on the
financial statements; and

o determine whether an internal control structure had been established.

DoD Directive 5010.38, "Internal Management Control Program," April 14,
1987, implements title 31, United States Code, section 3512 (31 U.S.C. 3512),
which requires management to establish and maintain a comprehensive
management control system, including an internal control structure, and monitor
and report on the system. The internal control structure consists of three
elements.

o Control Environment is the collective effort of various factors on
establishing, enhancing, or mitigating the effectiveness of specific policies and
procedures.

-0 Accounting and related systems are those methods and records
established to identify, assemble, analyze, classify, record, and report on the
entity's transactions and to maintain accountability for the related assets and
liabilities.

o Control procedures are the policies and procedures in addition to the
control environment and accounting and related systems which management has
established to provide reasonable assurance that specific entity objectives will be
achieved.

Management Responsibilities. Management of the Fund is responsible for
establishing and maintaining the internal control structure. That responsibility
requires management to make estimates and judgments to assess the expected
benefits and related costs of internal control policies and procedures. The
objectives of an internal control structure are to provide management with
reasonable but not absolute assurance that:

o transactions are properly recorded and accounted for in order to
prepare reliable financial statements and to maintain accountability over assets;

o funds, property, and other assets are safeguarded against waste, loss,
unauthorized use, and misappropriation; and
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Review of Internal Control Structure

o transactions, including those related to obligations and costs, are
executed in compliance with laws and regulations that could have a direct and
material effect on the financial statements, and in compliance with any other
laws and regulations that the OMB, entity management, or the Inspector
General, DoD, have identified as being significant for which compliance can be
objectively measured and evaluated.

Reportable Conditions

Our review of internal controls for the Fund identified conditions that we
considered to be reportable under OMB Bulletin No. 93-06, "Audit
Requirements for Federal Financial Statements," January 8, 1993. However,
the audit did not disclose any material weaknesses. Reportable conditions are
matters coming to the auditors' attention relating to significant deficiencies in
the design or operation of the internal control structure that, in their judgment,
could adversely affect the organization's ability to effectively control and
manage its resources and ensure reliable and accurate financial information for
use in managing and evaluating operational performance. A material weakness
is a reportable condition in which the design or operation of the internal control
structure does not reduce to a relatively low level the risk that errors or
irregularities could occur. Such errors or irregularities would be in amounts
that would be material to the statements being audited and not be detected
within a timely period by employees in the normal course of performing their
functions.

Although our review of internal controls for the Fund did not disclose any
material weaknesses, we noted internal control reportable conditions that
management should address to improve reconciling the Master Inventory File to
on-site records, recording and reporting stockpile material transactions,
collecting accounts receivable and interest revenue, and reporting interest
revenue due to the U.S. Treasury. See Part II, Appendix A, for management
controls assessed.



Finding A. Accuracy of Financial
Statements Stockpile Materials Account
Balance

The Stockpile Materials account balance shown on the FY 1995 financial
statements was overstated by $29 million. Specifically, the Master
Inventory File (MIF), which supported the inventory balances reported
in the financial statements, did not accurately show on-hand quantities,
59 Outbound Storage Reports (OSRs) were not posted to the MIF,
overstating the account balance by $41 million, and stockpile materials
sold but not shipped were inaccurately accounted for, understating the
account balance by $12 million. These conditions occurred because
DNSC did not have effective procedures for reconciling the MIF with
the on-site records, and MIF data was not regularly available to depot
personnel. In addition, management had not established a cut-off date
for processing all OSRs prior to the end of the fiscal year and a lack of
coordination existed between the DNSC and the DFAS Columbus Center
when corrections were made after the fiscal year end. Without effective
reconciliation procedures, the Stockpile Materials account could become
misstated by a material amount in future years and decisions could be
made to sell materials based on inaccurate data.

Reconciling of the MIF

Master Inventory File. The MIF is the DNSC official inventory record and is
maintained by the Systems Support and Inventory Accountability Division
(Systems Division) at DNSC. The MIF is used as the source for the Stockpile
Materials account balance shown on the Fund's trial balance maintained by
DFAS Columbus Center, and subsequently, the FY 1995 financial statements.
The DNSC systems personnel maintained the MIF data base that contained
summary line items for on-hand inventory, as well as supplemental tables with
stockpile materials in special categories. The summary line items did not
provide a history of the transactions that led to the current balance, but
contained the current balance, the date of the last transaction, and the last
posting document reference number. Receiving and shipping reports, received
from depot personnel, were used as the source documentation for changes to the
MIF. These documents provided the current balance of the commodity being
received or shipped.

Inventory Record Cards. The on-site inventory records, maintained at
stockpile materials storage locations, primarily consisted of manual or



Finding A. Accuracy of Financial Statements Stockpile Materials Account Balance

automated Defense Logistics Agency (DLA) Inventory Record Cards
(Form 46). The cards have been in use since before the MIF was designed and
are still relied upon by depot personnel. Depot personnel used the Form 46
cards for maintaining a "running balance" of the inventory. The Form 46 cards
displayed the beginning balance and all subsequent transactions which resulted
in the current inventory balance. Depot personnel were responsible for
recording and reporting inventory changes to DNSC.

Reconciliation Efforts. Since 1992, neither DNSC nor its depots have
attempted a comprehensive reconciliation between the MIF and the on-site

- records. DNSC systems personnel reconciled the MIF with depot inventory
records only for commodities that were currently offered for sale. According to
the systems personnel, the balances for the other commodities were not
reconciled because the Systems Division did not have the time or resources
available. Therefore, systems personnel attempted to reconcile the commodities
advertised for sale prior to advertising, and again when the depots submitted
notices of shipment. Although this was the practice, the audit identified
inventory balances maintained at the depots that differed from those in the MIF
even for actively sold commodities. For example, the MIF balance for on-hand
cobalt at the Scotia Depot showed 86,000 pounds more than the depot records.
The depot records indicated that the cobalt was actively being shipped in June
and September 1995.

Depot personnel were not reconciling their inventory records to the MIF
because they rarely received a MIF listing, did not have access to the MIF via
on-line access or were not using the access, and considered the MIF to be
inaccurate and unnecessary and chose to rely on their own local records. In one
case in which a reconciliation was attempted as a result of our FY 1992 audit,
the DNSC Fort Worth Zone Office reconciled the MIF to all Form 46 cards in
its depots. A report was prepared and forwarded to DNSC Directorate of
Stockpile Operations in 1992.  Although the report identified numerous
discrepancies found during the reconciliation, it was never provided to the
systems personnel and the discrepancies remained unresolved. In addition,
although depot quality assurance personnel performed periodic inventories, any
noted discrepancies were usually not updated into the MIF because the
discrepancies did not meet the percentage-of-change criteria required for
adjusting the inventory balances in the MIF. Since the zone offices and depots
did not reconcile their inventory records to the MIF in FY 1995, the commodity
balances continue to differ and DNSC has misstated the balance of stockpile
‘materials.

During the audit we attempted to reconcile the MIF and the depot Form 46
cards at the zone offices and depots visited. Problems occurred because the
MIF listed individual line items while the Form 46 card summarized a particular
commodity. To facilitate our reconciliation we totaled the MIF line items by
commodity and compared the total to the Form 46 cards. The initial results



Finding A. Accuracy of Financial Statements Stockpile Materials Account Balance

showed 135 (37 percent) out of 356 commodity balances that differed between
the MIF and on-site records. We provided DNSC a listing of 83 of these
imbalances from our first audit locations to determine if DNSC could reconcile
the differences and provide causes of the out-of-balance conditions. The DNSC
systems personnel corrected 40 of these based on discrepancies they identified
between DNSC and depot records. Included in the 40 imbalances corrected
were results from the 1992 Fort Worth Zone Office reconciliation. Systems
personnel stated they could have corrected the MIF in 1992 had they received
the report. There were no systematic problems that could be identified on what
caused the differences between the MIF and the Form 46 cards. Delays in
processing OSRs and other documents was the largest single reason for the
differences.

Accounting for Stockpile Materials Contracted for Sale and
Shipped

Depot managers maintained and monitored the stockpile materials located at
their respective depots. As part of their responsibility, they prepared and
forwarded to DNSC all OSRs, indicating stockpile materials sold and shipped.
The DNSC input each OSR into a computerized log and posted it to the MIF to
reduce the on-hand inventory balance. The DNSC summarized the information
each month and provided it to DFAS Columbus Center for updating the general
ledger accounts. The general ledger accounts were the basis for DFAS
Columbus Center preparing the monthly trial balance.

In September 1995, systems personnel did not post by the end FY 1995, 51
(35 percent) of the 147 OSRs received during the month. Systems personnel
also had 8 (2 percent) of 448 OSRs from July and August 1995 that had not
been processed. The audit did not review documents earlier than July due to the
low error rate for July and August. Because the 59 OSRs reflected inventory
reductions that were not posted to the MIF, the Stockpile Materials account
balance shown on the FY 1995 financial statements was overstated by their
value, $41 million. Because the OSR processing procedures did not specify
time requirements for posting OSRs, to include posting OSRs within the same
accounting period received, or require that the monthly inventory summary
reports include all OSRs received during a month, procedures to ensure that
inventory transactions were reported in the proper period were insufficient.
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Finding A. Accuracy of Financial Statements Stockpile Materials Account Balance

Accounting for Stockpile Materials Contracted for Sale But
Not Shipped

In December 1994, the DNSC Office of Financial Management began using the
"Inventory Sold Pending Shipment" account, as an inventory subaccount, to
separate stockpile materials that were contracted for sale but not shipped from
the remainder of the stockpile materials on-hand inventory. On the December
1994 inventory summary report, systems personnel began providing the account
totals and transactions to DFAS Columbus Center accountants. Based on these
inventory summary reports, the DFAS Columbus Center accountants posted
transactions to this subaccount until May 1995. The DNSC Office of Financial
Management, at that time, determined that 2 of the 6 journal entries posted
during December 1994 through May 1995 were incorrect. Both errors occurred
during months when a negative change to the account balance occurred. The
May 1995 inventory summary report and attached memorandum instructed
DFAS Columbus Center to transfer the current balance of $78.6 million for the
"Inventory Sold Pending Shipment" account back into the total on-hand
inventory. The subaccount and any applicable journal entries were not to be
used during the remainder of the fiscal year. However, the incorrect journal
entries for $12 million were not corrected until October 1995 and the
corrections were not reflected in the FY 1995 financial statements issued in
March 1996. The financial statements were not updated because DNSC, the
preparer of the statements, used the September 1995 trial balance provided by
DFAS Columbus Center as the basis for reporting account balances. The DFAS
Columbus Center accountants stated that since the correction was made in
October, the correction would be shown on the October trial balance, because
their policy is not to update previous months' trial balances. Not updating the
September trial balance should not have kept the DNSC financial statement
preparers from correcting an account balance they knew was incorrect.

Recommendations, Management Comments, and Audit
Response

A.1. We recommend that the Administrator, Defense National Stockpile
Center:

a. Reconcile the Master Inventory File and the Defense Logistics
Agency Inventory Record Cards and correct discrepancies to ensure that
the balance of stockpile materials reported on the FY 1996 financial
statements and the stockpile material values shown on the Master Inventory
File as available for sale are accurate.
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Finding A. Accuracy of Financial Statements Stockpile Materials Account Balance

b. Improve procedures for accomplishing periodic reconciliations
that would provide depot personnel periodic copies of the Master Inventory
File, require periodic reconciliation of the Master Inventory File to the
Defense Logistics Agency Inventory Record Cards, and provide results to
the Defense National Stockpile Center Systems Support and Inventory
Accountability Division for updating the Master Inventory File.

c. Develop procedures requiring the posting of all inventory
transactions during the fiscal year in which the transactions occur.

Management Comments. Management concurred, stating the Defense
National Stockpile Center (DNSC) will set up a Business Process Review team
to determine how current procedures can be modified to improve existing
reconciliation and inventory procedures. The team will address periodic
reconciliation of the Master Inventory File (MIF) and DLA Inventory Record
Cards, including how often the MIF should be provided to the depots and in
what format. The team is expected to develop a plan of action and milestones
by July 26, 1996. The plan will include procedures for posting inventory
transactions during the fiscal year in which the transactions occur. At that time,
DNSC will develop a final target completion date.

Audit Response. Management comments were responsive to the
recommendations. However, we request a copy of the Business Process Review
final plan for improving existing procedures.

A.2. We recommend that the Administrator, Defense National Stockpile
Center, in coordination with the Director, Defense Finance and Accounting
Service Columbus Center, implement procedures to ensure that all
corrections made after the end-of-fiscal-year trial balance is prepared are
included in the fiscal year financial statements affected by the corrections.

Management Comments. Management concurred, stating DNSC will work
with DFAS to ensure that all corrections made after the end of the fiscal year
are included in the appropriate financial statements. Although not required to
comment, the Deputy Director for Accounting, DFAS stated that DFAS would
work with DNSC to help develop procedures to ensure that timely corrections
are included in the financial statements. Planned completion date is
September 30, 1996.

12



Finding B. Collection Procedures

The DNSC did not effectively pursue the collection of $13.4 million in
delinquent accounts receivable and related interest charges. For
example, $4.5 million in accounts receivable have been delinquent since
FYs 1991 through 1994, and $1.2 million of interest charges are over
120 days old. Ineffective collections occurred because standard
operating instructions did not exist for monitoring and collecting
delinquent accounts receivable and related interest charges.
Additionally, coordination and communication between the three DNSC
offices involved in handling delinquent accounts receivable were
inadequate. As a result, DNSC could not adequately identify and collect
delinquent accounts receivable and related interest charges. Unless these
problems are corrected, valid amounts due to the Federal Government
will continue to go uncollected.

Accounts Receivable and Related Interest Charges

As of September 1995, DNSC had a total of $13.4 million in accounts
receivable and interest charges delinquent for at least 60 days. Specifically, the
Accounts Receivable Age Report dated September 1995 showed DNSC had
approximately $12.2 million in accounts receivable delinquent for over 60 days.
Of the $12.2 million, $5.3 million (43 percent) was delinquent for over 120
days, $4.5 million of which has been delinquent since FYs 1991, 1993, and
1994. In addition, the September 1995 Interest Age Report showed that DNSC
had approximately $1.2 million in interest charges due for over 120 days.

Current DNSC Collection Procedures

Responsible Offices. The DFAS Columbus Center personnel provide the
DNSC Office of Financial Management with monthly accounts receivable and
interest age reports. Three offices within DNSC -- the Office of Financial
Management (finance), the Directorate of Stockpile Contracts (contracting), and
the Office of Counsel (legal) -- are responsible for the collection of delinquent
accounts receivable and related interest charges.

Written Collection Procedures. The DNSC did not have written standard
operating instructions for the collection of delinquent accounts receivable and
interest charges. Contracting stated that contracting officers are required to
follow the Federal Acquisition Regulation (FAR) and its Defense supplement
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Finding B. Collection Procedures

for all contracting matters. Finance had written standard operating procedures
effective December 1994 for the processing of delinquent bill letters (also
known as demand letters). The procedures consisted of six steps that outlined
the progression of responsibility from finance to contracting to legal for demand
letter processing. However, the written procedures were not provided to
contracting or legal for implementation.

These written procedures for processing demand letters were not comprehensive
enough to address the three offices' collection procedures. Instead the
procedures mainly outlined the steps for issuing demand letters, which are only
part of the collection process. For example, the demand letter procedures did
not specify the:

o office with the final responsibility for determining whether a
delinquent account receivable or related interest charge was uncollectible,

o dollar threshold that DNSC used to determine whether it is cost
beneficial to pursue the collection of an amount outstanding,

o steps necessary to inform DNSC finance personnel or the accountants
at the DFAS Columbus Center that an amount was determined to be
uncollectible, or

o procedures necessary for remanding delinquent accounts to DFAS
Columbus Center Debt Management Division for collection.

Actual Collection Practices. The DNSC actual process for issuing demand
letters differed from finance management's written procedures. The DNSC
finance, contracting, and legal personnel gave varying descriptions of the DNSC
actual collection practices concerning the:

o total number of demand letters finance and contracting personnel
process,

o when the demand letters were to be issued,

o the length of time allowed a contractor to respond to demand letters,
and

o the office or agency responsible for collecting delinquent accounts
receivable or related interest charges after finance issued demand letters.

The varying descriptions confirmed the need for written procedures. Finally,

according to contracting personnel, no delinquent amounts in FY 1995 had been
referred to the DFAS Columbus Center Debt Management Division because all
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amounts were considered collectible. See Part I.B. for a discussion explaining
how the uncollectible accounts receivable policy does not comply with DoD
established guidance.

Collection Process Coordination

The lack of coordination and communication between the three offices involved
in the collection process caused unnecessary errors and delays in collecting
debts. This is evident in the following examples.

o When DNSC moved to Fort Belvoir, Virginia, in July 1995, finance
provided a list of 35 contracts, which it had designated as closed, to the DFAS
Columbus Center. However, according to the Accounts Receivable Age Report
and the Interest Age Report, dated September 1995, approximately $206,000,
included in the $13.4 million in delinquent accounts receivable and interest
charges, was still outstanding on 21 (60 percent) of those contracts. The DNSC
finance personnel erroneously categorized the 21 contracts as closed even
though they did not know whether contracting officers or legal personnel were
actively pursuing collections. Finance attributed the error to the general
confusion that existed as a result of trying to get all the documents from one
place to another. See Appendix D for listing of 21 contracts and the related
amounts outstanding.

o Listed on the FY 1995 yearend trial balance and financial statements
was approximately $120,600 in accounts receivable. According to the
September 1995, Accounts Receivable Age Report, the $120,600 accounts
receivable was listed as being with DNSC legal for resolution. However, legal
was not familiar with the contracts that made up this amount nor did they realize
they were supposed to be pursuing the collection. Further research determined
that the three contracts involved were actually referred to the General Services
Administration Legal Counsel prior to 1988, when the General Services
Administration still controlled the Stockpile. = The accounts receivable were
carried over when the Stockpile function was transferred from the General
Services Administration to DoD in 1988, and 7 years later were still reflected in
the financial statements. According to public law, the $120,600 can no longer
be pursued except in the case of an administrative offset. See Appendix C for a
discussion on the public law and other regulatory guidance on accounts
receivable and interest charges. See Appendix D for the listing of the three
contracts and related amounts outstanding.

o Finance acknowledged that when a DNSC contracting officer

considered a contract closed, and decided that outstanding amounts were
uncollectible, then stopped further collection procedures, contracting officers
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did not always inform DNSC finance or the accountants at the DFAS Columbus
Center. Due to this lack of communication, the DFAS Columbus Center would
continue to include the uncollectible accounts receivable on the Fund's trial
balance, and DNSC would then report them as legitimate accounts receivable on
the financial statements. The practice of reporting delinquent accounts
receivable as valid DNSC assets on the financial statements, even though no
further actions are being taken to pursue the collection, resulted in an inaccurate
financial picture for DNSC operations.

Recommendations, Management Comments, and Audit
Response

B. We recommend that the Administrator, Defense National Stockpile
Center:

1. Research and actively pursue collection of the $12.2 million in
delinquent accounts receivable; $1.2 million in delinquent interest charges;
and for the approximately $120,600 in accounts receivable delinquent since
1988, determine whether administrative offsets can be pursued or write-off
the accounts.

Management Comments. Management concurred, stating DNSC is
establishing a task force to review all delinquent accounts receivable. Any
accounts receivable that cannot be collected or written off will be referred to
DFAS for appropriate action. Planned completion date is September 30, 1996.

2. Establish written standard operating instruction for monitoring
and collecting delinquent accounts receivable and interest charges that
implement the requirements prescribed in the applicable regulations.
These procedures should include requirements for documentation retention,
a mechanism for tracking the status of collection actions, and
communication of the uncollectible status of accounts receivable and
interest charges to the Defense Finance and Accounting Service Columbus
Center so that the accounts receivable can be written off and prevent the
inaccurate reporting of assets.

Management Comments. Management concurred, stating DNSC has revised
the delinquent bill letter to conform with the DoD Financial Management
Regulation. DNSC will also develop standard operating procedures for
monitoring and collecting delinquent accounts receivable and interest charges.
Planned completion date is September 30, 1996.
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3. Assign primary collection responsibility to one Defense National
Stockpile Center office. The office should have designated officials
responsible for administering the actions necessary to pursue the collection
of delinquent accounts receivable and related interest charges. The
responsible official should establish a control record for each contract debt
as required by the Federal Acquisition Regulation.

Management Comments. Management concurred, stating DNSC has assigned
primary responsibility for pursuit of collection of delinquent accounts
receivables and related charges to the DNSC Office of Financial Management.
A control record for each contract debt will be established. Planned completion
date is September 30, 1996.

4. Forward all debts greater than $600, not determined to be
uncollectible, to the Defense Finance and Accounting Service Columbus
Center Debt Management Division for collection.

Management Comments. Management concurred, stating in accordance with
the DoD Financial Management Regulation, if no response is received to the
second demand letter, DNSC will forward all debts greater than $600, not
deemed uncollectible, to DFAS. Management considers their actions complete.
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The DFAS Columbus Center and DNSC did not record or report
$1.3 million in interest revenue due to the U.S. Treasury. Specifically,
during FY 1995, the DFAS Columbus Center did not use standard
general ledger accounts for recording interest charges billed and
collected on delinquent accounts receivable and did not report the
interest revenue due to the U.S. Treasury on the fiscal yearend trial
balance. In addition, even though DNSC 