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

April 7, 1998

MEMORANDUM FOR UNDER SECRETARY OF DEFENSE (COMPTROLLER)
AND CHIEF FINANCIAL OFFICER
DIl;EgT OR, DEFENSE FINANCE AND ACCOUNTING
ERVICE

SUBJECT: Inspector General, DoD, Oversight of the Air Force Audit Agency
Audit of the FY 1997 Air Force Working Capital Fund Financial
Statements (Report No. 98-108)

We are providing this audit report for your information and use and for transmittal
to the Director, Office of Management and Budget. It includes our endorsement of the
Air Force Audit Agency (AFAA) disclaimer of opinion on the FY 1997 Air Force
Working Capital Fund Financial Statements, along with the AFAA “Report of Audit:
“Opinion on Fiscal Year 1997 Air Force Working Capital Fund Financial Statements.”
An audit of the Air Force Working Capital Fund Financial Statements is required by the
“Chief Financial Officers Act of 1990,” as amended by the “Federal Financial
Management Act of 1994.” Because this report contains no findings or recommendations,
written comments are not required.

We appreciate the courtesies extended to the audit staff. Questions on the audit
should be directed to Mr. Richard B. Bird, Audit Program Director, at (703) 604-9175
(DSN 664-9175, e-mail rbird@dodig.osd.mil) or Mr. Byron B. Harbert, Audit Project
Manager, at (303) 676-7405 (DSN 926-7405, e-mail bharbert@dodig.osd.mil). See
Appendix D for the report distribution. The audit team members are listed inside the

David K. Steensma
Deputy Assistant Inspector General
for Auditing
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Office of the Inspector General, DoD

Report No. 98-108 April 7, 1998
(Project No. 7FD-2041)

Inspector General, DoD, Oversight of the Air Force
Audit Agency Audit of the FY 1997 Air Force
Working Capital Fund Financial Statements

Executive Summary

Introduction. An audit of the Air Force Working Capital Fund Financial Statements
is required by Public Law 101-576, the “Chief Financial Officers Act of 1990,
November 15, 1990, as amended by Public Law 103-356, the “Federal Financial
Management Act of 1994,” October 13, 1994. We delegated the audit of the FY 1997
Air Force Working Capital Fund Financial Statements to the Air Force Audit Agency.
This report provides our endorsement of the Air Force Audit Agency disclaimer of
opinion on the FY 1997 Air Force Working Capital Fund Financial Statements, along
with the Air Force Audit Agency “Report of Audit: Opinion on Fiscal Year 1997

Air Force Working Capital Fund Financial Statements.”

Audit Objectives. Our objective was to determine the accuracy and completeness of
the Air Force Audit Agency audit of the FY 1997 Air Force Working Capital Fund
Financial Statements. See Appendix C for a discussion of the audit process.

Audit Results. The Air Force Audit Agency “Report of Audit: Opinion on Fiscal
Year 1997 Air Force Working Capital Fund Financial Statements,” February 27, 1998,
stated that the Air Force Audit Agency was unable to express an opinion on the
reliability of the FY 1997 Air Force Working Capital Fund Financial Statements. We
concur with the Air Force Audit Agency disclaimer of opinion; our endorsement of that
disclaimer is at Appendix A. The Air Force Audit Agency report is at Appendix B.

Internal Control Structure and Compliance With Laws and Regulations. The
Air Force Audit Agency issued reports on internal controls and compliance with laws
and regulations in the Air Force. Those reports are included in the Air Force Audit
Agency report.
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INSPECTOR GENERAL
DEPARTMENT OF DEFENSE
400 ARMY NAVY DRIVE
ARLINGTON, VIRGINIA 22202

February 27, 1998

MEMORANDUM FOR UNDER SECRETARY OF DEFENSE (COMPTROLLER)
AND CHIEF FINANCIAL OFFICER

DIRECTOR, DEFENSE FINANCE AND ACCOUNTING
SERVICE

SUBJECT: Endorsement of the Disclaimer of Opinion on the FY 1997 Department of
the Air Force Working Capital Fund Financial Statements
(Project No. 7FD-2041)

The Chief Financial Officers Act of 1990, as amended by the Federal Financial
Management Act of 1994, requires financial statement audits by the Inspectors General.
Before FY 1992, DoD operated a significant number of its commercial and industrial
facilities under a revolving fund concept. In FY 1992, the revolving funds were
consolidated to form the Defense Business Operations Fund (DBOF). On
December 11, 1996, the Under Secretary of Defense (Comptroller) restructured DBOF
into separate working capital funds. The Inspector General (IG), DoD, was responsible
for auditing both the DBOF financial statements and working capital fund financial
statements. On January 16, 1997, we delegated to the Air Force Audit Agency
(AFAA) the audits of the Air Force Working Capital Fund financial statements.

. Summarized are the AFAA disclaimer of opinion on the FY 1997 financial
statements and the results of our review of the work conducted by the AFAA. We
endorse the disclaimer of opinion expressed by AFAA (see the Enclosure).

Disclaimer of Opinion. The AFAA disclaimer of opinion on the FY 1997
Air Force Working Capital Fund financial statements, dated February 27, 1998, states
that the AFAA was unable to express an opinion on the statements. We concur with
the AFAA disclaimer of opinion for the reasons summarized below.

o Financial information was unreliable, and financial systems and processes, as
well as associated internal control structures, were inadequate to produce reliable
financial information.

o Account balances, such as $24.5 billion in inventories and $1.4 billion of
property, plant, and equipment, could not be verified because Air Force supply systems
were unable to account for those items at cost.

o Air Force Depot Maintenance system general ledgers were not transaction
driven.

o The Air Force Depot Maintenance business area did not implement
percentage-of-completion accounting for revenues.

In addition, the AFAA did not render an opinion on the FY 1996 financial
information included in the FY 1997 Air Force Working Capital financial statements
for comparative purposes. The AFAA reviewed the Air Force portion of the FY 1996



DBOF financial statements in support of the IG, DoD, work on the FY 1996 DBOF
consolidated financial statements. The IG, DoD, was unable to render an opinion on
the FY 1996 DBOF consolidated financial statements because of significant deficiencies
in the accounting systems and the lack of a sound internal control structure.

Internal Controls. Internal controls did not ensure that the Air Force Working
Capital Fund financial statements contained no material misstatements. For example,
the Defense Finance and Accounting Service did not have sufficient internal controls
over abnormal balances, and the Depot Maintenance Activity Group did not have
sufficient information to properly record $467.8 million of incremental revenue.
Further, accounting systems did not ensure that transactions were processed accurately
and systems processed only valid transactions. Details on these matters and on
compliance with laws and regulations will be discussed in a separate report.

Compliance With Laws and Regulations. The AFAA also identified areas of
noncompliance with laws and regulations. Under the Federal Financial Management
Improvement Act of 1996 and OMB Bulletin No. 93-06, Addendum 1, “Audit
Requirements for Federal Financial Statements,” January 16, 1998, the AFAA work
disclosed that financial management systems did not comply with Federal financial
management system requirements; applicable Federal accounting standards; and the
United States Government Standard General Ledger at the transaction level.

Review of Air Force Audit Agency Work. To fulfill our responsibilities for
determining the accuracy and completeness of the independent work conducted by the
AFAA, we reviewed the approach and planning, and monitored the progress at the key
points. We also performed other procedures to satisfy ourselves as to the fairness and
accuracy of the approach and conclusions.

. 'We conducted our review of the AFAA work on the FY 1997 Air Force
Working Capital Fund financial statements from August 28, 1997, to February 27,
1998, in accordance with generally accepted Government auditing standards. We
found no indication that we could not rely on the AFAA opinion or its related
evaluations of internal controls and compliance with laws and regulations.

Same X Hgnamea

David K. Steensma
Deputy Assistant Inspector General
for Auditing

Enclosure
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DEPARTMENT OF THE AIR FORCE
WASHINGTON DC 20330-1000

27 February 1998

OFFICE OF THE SECRETARY

MEMORANDUM FOR SECRETARY OF THE AIR FORCE
CHIEF OF STAFF, USAF

FROM: SAF/AG

SUBJECT: Report of Audit, Opinion on Fiscal Year 1997 Air Force Working
Capital Fund Financial Statements (Project 97068043)

This report presents our opinion on the principal Fiscal Year 1997 financial
statements, our evaluation of the underlying internal control system, and our
assessment of compliance with laws and regulations.

Similar to the past 5 years, we were not able to obtain sufficient evidential
matter, or to apply other auditing procedures, to satisfy ourselves as to the fairness
of the Working Capital Fund financial statements. As a result, we are unable to
express an opinion on the reliability of these statements. However, the Air Force,
DoD, and the Defense Finance and Accounting Service (DFAS) continue taking
actions to improve Air Force financial data accuracy and reporting.

Assistant Secretary of the Air Force, Financial Management and
Comptroller (SAF/FM) comments indicated agreement with our basis for
disclaiming an opinion, and Air Force and DFAS have planned actions that
address recurring issues related to noncompliance with existing policy or
regulations. We consider SAF/FM comments responsive. Although DFAS
comments indicated some concern with supporting data presented in the report,
these disagreements do not change our disclaimer of opinion. We will meet with
DFAS and discuss their concerns and resolve any disagreements.

JACKIE R. CRAWFORD
The Auditor General
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DEPARTMENT OF THE AIR FORCE
WASHINGTON DC 20330-1000

QFFICE OF THE SECRETARY

27 February 1998

To the Secretary of the Air Force
Chief of Staff, USAF

1. Before Fiscal Year (FY) 1991, the DoD operated a significant number of
commercial and industrial facilities under a revolving fund concept. In FY 1991,
the revolving funds were consolidated to form the Defense Business Operations
Fund (DBOF). The Inspector General, DoD, was responsible for auditing and
rendering opinions on DBOF consolidated financial statements. In December
1996, The Under Secretary of Defense (Comptroller) restructured the DBOF into
separate working capital funds. The Inspector General, DoD is responsible for
auditing and rendering opinions on the financial statements, for FY 1997 and
subsequent years, of the nine working capital fund reporting entities formerly
reported under the DBOF. On 16 January 1997, the Inspector General, DoD
delegated us the responsibility for auditing and rendering opinion on the FY 1997
Air Force Working Capital Fund financial statements. Therefore, we audited the
Air Force Working Capital Fund financial statements for the fiscal year ended
30 September 1997. The Defense Finance and Accounting Service (DFAS) and
Air Force management prepared the accompanying financial statements in
accordance with the Government Management Reform Act (GMRA) of 1994. Our
audits of the principal financial statements resulted in six reports containing
recommendations for improving Air Force financial management, internal
controls, and compliance with laws and regulations. This report presents our
opinion on the principal financial statements, our evaluation of the underlying
internal controls system, and our assessment of compliance with laws and
regulations.

OPINION ON FINANCIAL STATEMENTS

2. We were not able to obtain sufficient evidential matter, or to apply other
auditing procedures, to satisfy ourselves as to the fairness of the Air Force
Working Capital Fund financial statements. As a result, we are unable to express
an opinion on the reliability of the Air Force Working Capital Fund financial
statements for the fiscal year ended 30 September 1997. Financial information
supporting these statements was not reliable and financial systems and processes,



as well as the associated internal control structure, were not adequate to produce
reliable financial information. During FYs 1993 through 1996, the Office of the
Under Secretary of Defense (Comptroller) did not identify the Air Force Working
Capital Fund as a separate reporting entity requiring audit in accordance with the
Chief Financial Officers Act of 1990. Therefore, we did not render an opinion on
the accompanying financial statements for the fiscal year ended 30 September
1996.

3. The FY 1997 Air Force Working Capital Fund financial report presented
figures from portions of the FY 1996 DBOF Consolidated Financial Statements for
comparative purposes. We conducted audit work on the Air Force portion of the
FY 1996 DBOF financial statements in support of the IG, DoD audit of the
FY 1996 DBOF Consolidated Financial Statements. As a result, we did not render
an opinion on the FY 1996 financial information used in the Air Force Working
Capital Fund financial statements. The IG, DoD was unable to render an opinion
on the FY 1996 DBOF Consolidated Financial Statements as a whole because of
significant deficiencies in the accounting systems and the lack of a sound internal
control structure. Our audit of the FY 1997 financial statements found, as in prior
years, we could not verify account balances such as $24.5 billion in inventories
and $1.4 billion of property, plant and equipment because Air Force supply
systems are unable to account for inventories at cost and the Air Force depot
maintenance system general ledgers are not transaction-driven. In addition, depot
maintenance accounting policies do not follow percentage-of-completion
accounting for revenues. However, our audits of depot maintenance found
reported balances were materially accurate for the following: organic
exchangeable item and engine overhaul revenues, organic direct material, and
civilian payroll including related accruals.

REPORT ON INTERNAL CONTROLS

4. The internal control structure for financial reporting did not provide reasonable
assurance of achieving the internal control objectives described in Office of
Management and Budget (OMB) Bulletin 93-06, Audit Requirements for Federal
Financial Statements, 8 January 1993 (as amended on 16 January 1998). We also
determined that existing internal controls did not provide a reasonable basis for
determining material compliance with certain laws and regulations or for
preventing material misstatements in the financial statements. Further, accounting
systems contained significant design and internal control deficiencies that preclude
assurance all transactions are processed accurately and systems only process valid
transactions.



REPORT ON COMPLIANCE WITH LAWS AND REGULATIONS

5. Existing systems and controls did not enable the Air Force and DFAS to fully
comply with laws and regulations that materially affect the financial statements.
Accounting and non-accounting systems used to support the Air Force financial
statements did not meet the requirements of the Federal Financial Management
Improvement Act of 1996. Specifically, Air Force financial systems did not
comply with federal requirements for financial management systems and
applicable federal accounting standards, and the US Government Standard General
Ledger at the transaction level. Additionally, inventories and advances and
prepayments are not valued, classified, or disclosed in accordance with Statements
of Federal Financial Accounting Standards. Also, accounting practices did not
ensure revenues and expenses were recorded in the appropriate vear based on
accrual accounting practices.

INITIATIVES TO IMPROVE FINANCIAL DATA

6. The Air Force, DoD, and DFAS continue taking actions to improve Air Force
financial data accuracy and reporting. The Air Force plans to implement the
Defense Industrial Fund Financial Management System (DIFMS) as the core
financial accounting system for depot maintenance. A business process review at
the Ogden Air Logistics Center started in February 1997 and implementation is
scheduled for April 1999. The DIFMS provides a complete transaction-driven
accounting system, including required subsidiary ledgers and registers and a fully
automated general ledger. Supply management plans to implement the Integrated
Logistics System-Supply (ILS-S) during FY 2000. Requirements for the base-
level portion of ILS-S were completed in January 1998 and management is
developing the operational requirements document to integrate the base and depot
systems. In addition, DFAS has current initiatives to redesign the Standard
Materiel Accounting System and the Financial Inventory Accounting and Billing
System to implement Federal Financial Managers Improvement Act system
requirements.

OBJECTIVES, SCOPE, AND METHODOLOGY
7. Management is responsible for
a. preparing annual financial statements in accordance with generally accepted
accounting principles; OMB Bulletins 94-01, Form and Content of Agency

Financial Statements, 16 November 1993; and 97-01, Form and Content of
Agency Financial Statements, 16 October 1996;



b. establishing and maintaining internal controls to provide reasonable
assurance that the internal control objectives in OMB Bulletin 93-06 are met; and

c. complying with applicable laws and regulations.

8. We are responsible for obtaining reasonable assurance about whether (a) the
financial statements are reliable (free of material misstatement and presented fairly
in conformity with generally accepted accounting principles), and (b) relevant
internal controls are in place and operating effectively. We are also responsible for
testing compliance with selected provisions of laws and regulations.

9. To fulfill these responsibilities, we

a. examined, on a test basis, evidence supporting the amounts and disclosures
in the financial statements;

b. assessed the accounting principles used and significant estimates made by
management;

c. evaluated the overall presentation of the financial statements;
d. evaluated and tested relevant internal controls; and

e. tested compliance with significant provisions of applicable laws and
regulations.

10. We limited our work to accounting and other controls necessary to achieve the
objectives outlined in our report on internal controls. Because of inherent
limitations in any system of internal control, losses, noncompliance, or
misstatements may nevertheless occur and not be detected.

I1. We performed our work in accordance with generally accepted government
auditing standards and the provisions of OMB Bulletin 93-06.

Sk R Ui

The Auditor General

iv
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TAB A

ACCURACY OF ACCOUNT BALANCES

BACKGROUND

1. As of 30 September 1997, the Air Force Working Capital Fund Statement of
Financial Position reported total assets of $28.7 billion, liabilities of $3 billion, and
net position totaling $25.7 billion. The Statement of Operations reported total
revenues and financing sources of $13 billion and expenses of $18 billion.

2. We performed an audit of the accompanying statement of financial position of
the Air Force Working Capital Fund as of 30 September 1997 and the related
statement of operations and changes in net position for the year then ended to
determine if the financial statements fairly presented the Air Force Working
Capital Fund financial position as of 30 September 1997. Our opinion is based on
draft financial statements Assistant Secretary of the Air Force, Financial Manage-
ment and Comptroller (SAF/FM) provided on 24 February 1998. (Appendix V)
We evaluated the financial statement balance based on generally accepted
government auditing standards and management’s financial statement assertions.
(Appendix 1, paragraph 3)

CONCLUSION

3. Material uncertainties exist regarding the reasonableness of amounts reported
in the FY 1997 Air Force Working Capital Fund financial statements. Amounts
reported on the statements are unauditable, such as $24.5 billion in inventories and
$1.4 billion of property, plant, and equipment, because Air Force supply systems
are unable to account for inventory at cost and the Air Force depot maintenance
systems general ledgers are not transaction-driven. Because of the unverifiable
account balances and accounting system inadequacies, we do not express an
opinion on the Working Capital Fund financial statements and caution users that
these statements may not be totally reliable.
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TAB A Accuracy of Account Balances

MANAGEMENT ACTIONS

4. In response to this and prior audits,! as well as continuing congressional and
public concerns, the Air Force, DoD, and DFAS have initiated actions to address
the problems discussed in this report. Once management corrects the reported
problems, the Air Force should achieve more effective financial control over assets
and provide reliable financial information to Air Force senior managers, Congress,
and other interested parties. Specifically:

a. Supply Systems. The Air Force is currently designing new base-level and
depot-level supply systems. Air Force plans to implement the Integrated Logistics
System-Supply at all Air Force bases by FY 1999 and the Seamless Supply System
at all air logistics centers by FY 2000. When implemented, these systems will
provide the data needed for accounting systems to account for inventory at cost.

b. Depot Maintenance Systems. During FY 1999, the Air Force Materiel
Command (AFMC) will implement the Defense Industrial Financial Management
System (DIFMS). DIFMS will provide a standard, transaction-driven, financial
and cost accounting system for the Depot Maintenance Activity Group.

5. While awaiting the completion of system development efforts, DFAS-Denver
Center (DE) and Air Force management should begin addressing several signifi-
cant issues to improve financial operations and reporting. These issues include
accounting for and valuing Air Force inventories and contractor-held Air Force
property, and improving internal controls by properly classifying, recording,
supporting, and reporting financial transactions. The following paragraphs
summarize the significant issues, which preclude an opinion on the Air Force
financial statements for the fiscal year ended 30 September 1997.

I Reference Appendix Il for a summary of prior audits.

2
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Accuracy of Account Balances TAB A

AUDIT RESULTS
Summary

6. Our audit work on depot maintenance organic exchangeable item and organic
engine overhaul revenues; organic direct material; and civilian payroll including
related accruals found these reported balances were materially accurate. However,
conditions reported in past audits that precluded us from expressing an opinion on
the reliability of the financial statements for FY 1992 and internal control
conditions reported in our Air Force supply management and depot maintenance
audits during FYs 1993 through 1996 still exist. Also, we found significant
conditions that adversely impacted four of the five management assertions
embodied in the financial statement components. Consequently, sufficient
uncertainties regarding other amounts reported precluded us from expressing an
opinion on the consolidated statements.

Management Assertions

7. Significant conditions adversely impacted four of the five management
assertions defined by generally accepted government auditing standards? and
embodied in the financial statements. Specifically, we found significant conditions
concerning management assertions related to valuation or allocation, existence or
occurrence, completeness, and presentation and disclosure. Nothing came to our
attention indicating significant conditions related to the management assertion of
rights and obligations. We covered the significant conditions in more detail in
separate FY 1997 internal control reports provided to Air Force and DFAS
management for comment (Appendix VII and reports published in prior fiscal
years [Appendix III]). The following paragraphs address management assertions,
an example of the significant conditions we identified for each assertion, and the
report that summarizes the conditions.

a. Valuation or Allocation. We identified significant conditions related to the
valuation and allocation of amounts reported in Supply Management Activity

2 Generally accepted government auditing standards incorporate financial statement assertions defined by
the American Institute of Certified Public Accountants in the Codification of Statements on Auditing
Standards, AU Section 326.
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TAB A Accuracy of Account Balances

Group inventories and cost of goods sold. To illustrate, Air Force systems and
accounting practices did not allow full compliance with Statement of Federal
Financial Accounting Standards (SFFAS) Number 3 inventory valuation
requirements. Specifically, the systems did not maintain supporting subsidiary
records for inventory shipments to and from contractor repair facilities and
inventory intransit between contractors and Air Force installations. In addition,
DFAS-DE’s practice of netting inventory transfer accounts did not provide
accurate balances for valuation. As a result, we could not validate $11 billion of
inventories at contractor repair facilities and intransit between contractors and Air
Force installations. Consequently, the Air Force does not know the accurate value
of inventory balances included in the FY 1997 financial statements. (Draft Report
of Audit 97068017, Compliance with Federal Financial Accounting Standards)

b. Existence or Occurrence. We identified significant conditions related to
whether all assets and liabilities included in the year-end Working Capital Fund
financial statements existed at that date and whether all recorded transactions had
occurred within the fiscal year ending on that date. To illustrate, the depot
accounting and logistics systems did not have adequate edit controls to exclude
receipt transactions for goods not purchased with supply management funds from
the Purchases at Standard Price account. Also, information interfaced from depot
logistics systems did not contain sufficient contract information to correctly
classify receipt transactions. Consequently, during 1996 we determined the depot
accounting system recorded nonpurchase receipt transactions as purchases and
overstated the supply management Purchases at Standard Price account
approximately $763.6 million. Management’s corrective action was scheduled for
completion by 27 February 1998. (Report of Audit 96068002, Expenses and
Accounts Payable, Supply Management Business Area, Fiscal Year 1996,
28 November 1997)

¢. Completeness. We identified significant conditions concerning the
completeness of data included in the year-end Air Force Working Capital Fund
financial statements. To illustrate, AFMC depot maintenance accounting entries
for recording the $467.8 million incremental revenue generally were made in
accordance with the DoD Financial Management Regulation. However, the
accounting procedures did not provide for accurate offsets to revenue amounts in
the Accounts Receivable, Progress Billings, and Unearned Revenue accounts. As
a result, the depot maintenance 31 March 1997 Trial Balance overstated Accounts
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Accuracy of Account Balances TAB A

Receivable $96.7 million, understated Progress Billings $91.2 million, and under-
stated Unearned Revenue $3.1 million. The Accounts Receivable overstatement
implies a future cash receipt that does not exist because the depot maintenance
advance billed and collected the funds. (Draft Report of Audit 97068041,
Incremental Revenue Recognition, Depot Maintenance Activity Group, Air Force
Working Capital Fund, Fiscal Year 1997)

d. Presentation and Disclosure. We identified significant conditions related to
the way the year-end financial statement amounts were classified, described, and
disclosed. To illustrate, progress billings to others totaling about $534 million
were presented in the FY 1997 financial statements as a liability instead of a contra
to the ‘work in process’ account. As a result, the assets and liabilities are over-
stated by $534 million. (Air Force Audit Agency Memorandum for AFMC/LG,
AFAA Response: Air Force Working Capital Fund, Depot Maintenance Activity
Group Footnotes to the Principle Statements, 28 January 1998)
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TAB B

REPORT ON INTERNAL CONTROLS

BACKGROUND

1. Management is responsible for establishing and maintaining an internal control
structure to provide reasonable but not absolute assurance that inventory,
equipment, and other assets are safeguarded against waste, loss, unauthorized use,
or misappropriation, and financial resources and expenditures applicable to the
business operations are accounted for and properly recorded. A sound internal
control structure helps management prepare reliable financial reports in accord-
ance with applicable accounting standards and maintain accountability over assets.
In fulfilling this responsibility, management estimates and judgments are required
to assess the expected benefits and related costs of internal control structure
policies and procedures.

AUDIT RESULTS
Summary

2. We determined that the internal control structure did not provide reasonable
assurance of achieving the internal control objectives? described in OMB
Bulletin 93-06. We identified reportable conditions in the areas of accounting
systems and adequate safeguards. We believe these reportable conditions, in
combination, result in material weaknesses.

Reportable Conditions

3. Reportable conditions involve significant deficiencies in the design or opera-
tion of the internal control structure. Specifically, we identified internal control
weaknesses related to accounting systems, reconciliations, cash controls, audit
trails, and supporting documentation. These deficiencies could adversely affect
achieving the objectives of the internal control structure.

a. Accounting Systems. Due to significant accounting system internal control
weaknesses, neither DFAS nor the Air Force can ensure they properly record,

3 Reference Appendix I, paragraph 5.
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TAB B Report on Internal Controls

process, and summarize only valid transactions and provide accurate financial
information? (Schedule B-1). DFAS and the Air Force do not have a transaction-
driven general ledger to provide a single source for compiling and reporting
financial information for use in preparing the Air Force Working Capital Fund
financial statements. Air Force and DFAS-DE accounting personnel must extract
data from multiple automated systems, as well as some manual systems, to prepare
the annual Air Force Working Capital Fund financial statements. Some of the
information used in the financial statements comes from Air Force sources that are
not part of the financial community. Accounting personnel do not have the means
to verify the validity of much of this data. This cumbersome compilation process
contributes to control problems in presenting accurate financial statements.

b. Reconciliations. DFAS-DE did not establish an internal control to match
and reconcile receipt transactions with invoice payments. Consequently, we could
not reconcile supply management receipt transactions with payments or validate
that disbursements were for inventory actually received. Specifically, as of
29 February 1996, we identified $540 million in inventory receipts against
1,140 contracts without recorded payments and $58 million in contract payments
against 411 contracts without recorded receipts. Without adequate controls to
match and reconcile receipt and payment transactions, DFAS could make duplicate
payments. Management’s plan for corrective action is scheduled for March 1999
with implementation of the Defense Procurement Payment System. (Report of
Audit 96068002)

c. Cash Controls. The Air Force did not possess adequate internal accounting
controls over Working Capital Fund cash transactions made through other
authorized Air Force and DoD activities. As a result, cash managers could not
(1) record cash collections and disbursements in the period these transactions
occurred, (2) prevent unauthorized and erroneous cash transactions, and
(3) comply with public law to validate cash availability before disbursement.
(Report of Audit 96068011, Air Force Defense Business Operations Fund Cash
Management and Property, Plant, and Equipment, 30 July 1997) Air Force, Army,

4 The Air Force Audit Agency, in conjunction with SAF/FM, has planned and is executing a 3-year plan to
review application controls in all critical Air Force Working Capital Fund accounting and feeder systems.
As of January 1998, we have completed 12 of 24 planned reviews. The results of our reviews are
summarized in Schedule B-1.
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Report on Internal Controls TAB B

and Navy personnel are currently working with DFAS on initiatives to determine
changes needed to improve DoD cash systems.

d. Audit Trails. HQ AFMC did not establish adequate audit trails over Supply
Management Activity Group employee assignments and personnel expenses. As a
result, we could not determine whether the $111 million of reported employee
expenses accurately reflected the cost of managing the Supply Management
Activity Group. The lack of adequate audit trails could lead to supply manage-
ment reimbursing non-supply management employee expenses. Management's
plan for corrective action is planned for 1999 when the personnel system is
scheduled for upgrade. (Report of Audit 96068002)

e. Supporting Documentation. AFMC personnel did not possess comprehen-
sive control listings (subsidiary ledgers) that accurately summarized and
reconciled to the Depot Maintenance Activity group property, plant, and
equipment balances of the general ledger control accounts. As a result, the depot
maintenance control account balances were either unsupported or varied
substantially from existing subsidiary records. Further, without adequate
subsidiary ledgers for property, plant, and equipment, the Inspector General, DoD,
could not substantiate the balance on the DoD Working Capital Fund financial
statement. (Report of Audit 96068011) AFMC is currently implementing the
Defense Property Accounting System.
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TABB Report on internal Controls
APPLICATION CONTROL WEAKNESSES
APPLICATION
CONTROLS D035A GO004H DO3SJ GO17 HI117 GO004B GO37G HI03 GO072A GO072D DO3SK D200
Transaction Histories X X X X X X X X X
Audit Trails X X X X X X X X
Double Entry Accounting
Electronic Interface X X X X X X X
Transaction Controls
Access Controls X X X X X X X X X X
Separation of Duties X X X X X X
System Edits X X
Query Languages X X X X
Transaction Processing X X X X X X X
Support for Transactions X X X
Error Correction X X X X X
Data Verification X X
Data Reconciliation X X X X X
System Change Controls X X X
System Testing X X
System Documentation X X X X X X X X
Computational Accuracy X
Usefulness of Data X X X X X
System Reviews X X X X X X X X X X X

DO035SA
GO004H
D035}
GOo17
HI117
G004B
G037G
H103
GO72A
G072D
DO35K
D200

Item Manager Wholesale and Retail Requisition Process
Actual Material Cost System

Financial Inventory and Billing System

Depot Maintenance Equipment Program

Time and Attendance Reporting System

Project Order Control System

Maintenance Labor Distribution and Cost System
Central Procurement Accounting System

Depot Maintenance Production and Cost System
Contract Depot Maintenance Production and Cost System
Wholesale and Retail Receiving and Shipping System
Requirements Data Bank
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TABC

REPORT ON COMPLIANCE WITH
LAWS AND REGULATIONS

BACKGROUND

1. Air Force Working Capital Fund management is responsible for establishing an
internal control structure to assure compliance with applicable laws and regula-
tions. Issues that should concern management include:

a. Resources. Compliance with laws and regulations that could significantly
affect the acquisition, protection, and use of Air Force Working Capital Fund
resources, and the quantity, quality, timeliness, and cost of the products and
services it produces and delivers.

b. Programs. Compliance with laws and regulations pertaining to the objec-
tives of Air Force Working Capital Fund programs, activities, and functions; the
manner in which programs and services are to be delivered; the population a
program or service is to serve; and whether the programs, activities, and functions
are being carried out in conformity with these laws and regulations.

2. Material instances of noncompliance are failures to follow requirements or
violations of prohibitions contained in laws or regulations that cause us to
conclude that the aggregation of the misstatements resulting from those failures or
violations is material to the financial statements, or the sensitivity of the matter
would cause others to perceive the misstatements as significant. (Appendix VI
lists the laws and regulations reviewed during this audit.)

3. The Secretary of the Treasury, Director of the Office of Management and
Budget, and Comptroller General of the United States established the Federal
Accounting Standards Advisory Board (FASAB) in October 1990 to develop
Federal Government accounting standards to improve the usefulness of federal
financial reports. The board developed and published eight standards with initial
implementation dates between FYs 1994 through 1998. During FY 1997, we
determined whether DFAS and the Air Force effectively implemented the provi-
sions of Standard 1, Selected Assets and Liabilities, and Standard 3, Inventory and
Related Property, because these standards became effective in FY 1994. In
addition, we determined the Air Force’s ability to comply with Standard 7,
Revenue and Other Financing Sources, when it becomes effective in FY 1998.

1
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TABC Report on Compliance With Laws and Regulations

AUDIT RESULTS

Compliance With Laws and Regulations

4. Existing systems and controls did not enable the Air Force and DFAS to fully
comply with laws and regulations that could have a direct and material effect on
the FY 1997 Air Force Working Capital Fund financial statements. We identified
instances of noncompliance with the Statements of Federal Financial Accounting
Standards (SFFAS) and Public Law, Title 31, Money and Finance. Examples are
provided below:

a. Statements of Federal Financial Accounting Standards.

(1) DFAS-DE did not comply with SFFAS Number 1, Accounting for
Selected Assets and Liabilities, to report progress payments separately from
Advances and Prepayments in the year-end financial statements. Consequently,
the Air Force Supply Management Activity Group included $125 million of
progress payments with Advances and Prepayments in the financial statements.
Consequently, financial statement users lack information necessary to distinguish
between payments for work completed and work not yet performed. (Draft Report
of Audit 97068017)

(2) Air Force systems and accounting practices did not allow full
compliance with SFFAS Number 3 inventory valuation requirements. Specifi-
cally, the systems did not maintain supporting subsidiary records for inventory
shipments to and from contractor repair facilities and inventory intransit between
contractors or Air Force installations. In addition, the DFAS-DE practice of
netting inventory transfer accounts did not provide accurate balances for valuation.
As a result, we could not validate $11 billion of inventory at contractor repair
facilities or intransit between contractors or Air Force installations included in Air
Force trial balances. Consequently, the Air Force does not know the accurate
value of inventory balances at contractor facilities or intransit included in the
FY 1997 financial statements. (Draft Report of Audit 97068017)

(3) DoD and AFMC depot maintenance revenue recognition policies did
not comply with percentage-of-completion requirements in SFFAS Number 7. If
AFMC implemented the DoD policy, the Depot Maintenance Activity Group
(DMAG) would not properly match revenue of $1.8 billion and cost of $1.9 billion

12
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Report on Compliance With Laws and Regulations TABC

in the fiscal year incurred. Also, the AFMC Incremental Revenue Recognition
policy increased the risk of improperly matching revenues and related costs in the
fiscal year incurred. (Draft Report of Audit 97068001, Selected Revenue
Accounts, Depot Maintenance Activity Group, Air Force Working Capital Fund,
Fiscal Year 1997)

b. Public Law, Title 31. Money and Finance. During FY 1997, Air Force and
other DoD disbursing officers disbursed Air Force Working Capital Funds totaling
$16.4 billion without determining the availability of cash at the United States
Treasury, as public law requires. For example, in September 1997, disbursing
officers worldwide disbursed Air Force Working Capital Fund cash totaling
$1.4 billion without determining whether sufficient cash existed. The Air Force
Working Capital Fund maintained an average monthly cash balance of
$441 million (ranging from a high of $904 million in December 1996 to a low of
$89.6 million in November 1996). Monthly disbursements averaged $1.37 billion,
and collections averaged $1.36 billion. = Consequently, disbursing officer
compliance with the public law becomes critical to avoid violations of the
Antideficiency Act. (Report of Audit 96068011) Report of Audit 96068011
disclosed disbursement information in FY 1996. We updated the dollar amounts
in this report to disclose FY 1997 amounts.

13
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BACKGROUND INFORMATION
GENERAL

1. Statutory Requirements. Not later than 1 March 1998, and each year
thereafter, the Government Management Reform Act (GMRA) requires the head
of DoD to prepare and submit to the Director of OMB an audited financial
statement for the preceding fiscal year for each office, bureau, and activity of the
department. Not later than 31 March 1998, and each year thereafier, the GMRA
requires the Secretary of the Treasury, in coordination with the Director of OMB,
to prepare and submit to the President and Congress an audited financial statement
for the preceding fiscal year, covering all accounts and associated activities of the
executive branch of the government. DoD has published timeframes to be used
within the department for financial statement preparation and audit.

2. FY 1997 Financial Statement Balances. As of 30 September 1997, the
Air Force Working Capital Fund Statement of Financial Position reported total
assets valued at about $28.7 billion, liabilities of $3 billion, and net position
totaling $25.7 billion. The Statement of Operations reported total revenues and
financing sources of $13 billion and expenses of $18 billion.

3. Financial Statement Assertions. Included in the financial statements are
implied assertions of correctness related to the information presented. The five
financial statement assertions implied by management are:

a. Existence or Occurrence. Assets and liabilities of the Working Capital
Fund exist at a given date, and recorded transactions occurred during the reporting
period.

b. Completeness. All Working Capital Fund transactions that should be
presented in the financial statements are included.

c. Rights and Obligations. The reporting Working Capital Fund has rights to
assets or obligations for liabilities at a given date.

d. Valuation or Allocation. Working Capital Fund asset, liability, revenue,
and expense components have been included in the financial statements at the
appropriate amount.
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e. Presentation and Disclosure. Components of the Working Capital Fund
financial statements are properly classified, described, and disclosed.

INTERNAL CONTROLS

4. Purpose of Internal Controls. The DoD Financial Management Regula-
tion, Volume 1, states that the objectives of internal controls are to reasonably
assure that

a. obligations and costs comply with applicable laws;

b. all assets are safeguarded against waste, loss, unauthorized use, and
misappropriation; and

¢. revenues and expenditures are recorded and accounted for properly so that
accounts and reliable financial reports may be prepared and accountability of
assets may be maintained.

5. Internal Control Structure. “Internal control structure,” as it relates to the
financial statements required by the Chief Financial Officers Act and as discussed
in OMB Bulletin 93-06, means the plan of organization and policies and
procedures adopted by management to provide reasonable assurance that the
following objectives are met:

a. Transactions are properly recorded and accounted for to permit the
preparation of reliable financial statements and to maintain accountability over
assets.

b. Funds, property, and other assets are safeguarded against loss from
unauthorized use or disposition.

c. Transactions, including those related to obligations and costs, are executed
in compliance with (1) laws and regulations that could have a direct and material
effect on the principal statements and, where applicable, combining statements and
(2) any other laws and regulations that OMB, entity management, or the Inspectors
General have identified as being significant for which compliance can be
objectively measured and evaluated.
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AUDIT SCOPE AND PRIOR AUDIT COVERAGE

AUDIT SCOPE

1. Management is responsible for

a. preparing the annual financial statements in conformity with applicable
accounting principles,

b. establishing and maintaining internal controls and systems to provide
reasonable assurance that the broad control objectives of the Federal Managers’
Financial Integrity Act are met, and

c. complying with applicable laws and regulations.

2. The Air Force Audit Agency must plan and perform an audit to obtain
reasonable assurance that (a) the financial statements are reliable (free of material
misstatement and presented fairly in conformity with OMB Bulletins 94-01 and
94-07, and applicable accounting principles) and (b) relevant internal controls are
in place and operating effectively. The Air Force Audit Agency must also test
compliance with selected provisions of laws and regulations and perform limited
audit procedures with respect to testing the consistency of other information
presented in the annual financial statement with the consolidated financial
statements.

3. To fulfill these responsibilities, we

a. examined, on a test basis, evidence supporting the amounts and disclosures
in the financial statements;

b. assessed the accounting principles used and significant estimates made by
management;

c. evaluated the overall presentation of the financial statements;

d. tested compliance with selected provisions of laws and regulations listed at
Appendix VI, and

e. evaluated and tested relevant internal controls.
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4. We did not evaluate all internal controls relevant to operating objectives as
broadly defined by the Federal Managers’ Financial Integrity Act, such as those
controls relevant to preparing statistical reports and ensuring efficient operations.
We limited our work to accounting and other controls necessary to achieve the
objectives outlined in our opinion on internal controls. Because of inherent
limitations in any system of internal control, losses, noncompliance, or misstate-
ments may nevertheless occur and not be detected. During the audit, we relied on
computer-based data from major supply management and depot maintenance
accounting and feeder systems. Although the scope of our audits did not always
include a comprehensive test of system general and application controls to confirm
the reliability of data, our prior audit coverage of most of these systems disclosed
application control weaknesses. We also caution that projecting our evaluation to
future periods is subject to the risk that controls may become inadequate because
of changes in conditions or that the degree of compliance with controls may
increase or deteriorate.

5. We conducted our audit in accordance with generally accepted government
auditing standards and the provisions of OMB Bulletin 93-06. We accomplished
the audit from January to December 1997 at SAF/FM; DFAS locations
(HQ DFAS, DFAS centers, and DFAS operating locations); HQ AFMC; and Air
Force active duty units. Specific locations are listed in the individual audit reports
identified at Appendix VII. A draft of this report was provided to management in
February 1998.

PRIOR AUDIT COVERAGE

6. We identified the following General Accounting Office (GAO) and Air Force
Audit Agency reports that included objectives similar to those included in this
review.

a. GAO also performed an audit of the Defense Business Operations Fund in
Fiscal Year 1995 and issued Report to Congressional Committees (GAO/
AIMD-95-79), Management Issues Challenge Fund Implementation, March 1995.
This report addressed the DoD revenue recognition policy for depot maintenance
operations. The report concluded that unless depot maintenance completed work
within the same fiscal year DMAG accepted an order, DMAG should account for
its revenue under the percentage-of-completion method.

b. GAO AFMC-90-23, Air Force Does Not Effectively Account for Billions
of Dollars of Resources, February 1990, reported that air logistics centers and
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bases made significant adjustments to accounting records that appeared incorrect,
were of questionable purpose, and were not documented. Further, GAO stated
accounting personnel made some adjustments to force control accounts and
subsidiary records to agree.

c. The Air Force Audit Agency audited the Air Force supply management and
depot maintenance financial management operations and procedures for preparing
consolidated Defense Business Operations Fund financial statements and reports
for Fiscal Years 1992 through 1996. As a result of these reviews, the Air Force
Audit Agency issued the reports listed in Appendix III. These reports contain -
internal control and regulation compliance issues similar to those discussed in this
report.
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AIR FORCE AUDIT AGENCY PRIOR-YEAR REPORTS

Report Number

Report Title Date Issued

Preliminary Report - Air Force Supply Operations, Fuels 92068014
Division, Fiscal Year 1992 Financial Statement (Project 9 Oct 92
92068013)
Review of General and Application Controls Within the 92066010
Contract Depot Maintenance Production and Cost System 1 Apr 93
Opinion on Air Force Depot Maintenance Service, Defense 92068002
Business Operations Fund, Fiscal Year 1992 30 Jun 93
Financial Statements
Opinion on Air Force Supply Management, Defense Business 93068011
Operations Fund, Fiscal Year 1992 Financial Statements 30 Jun 93
Opinion on Air Force Distribution Depot, Defense Business 93068012
Operations Fund, Fiscal Year 1992 30 Jun 93
Opinion on Air Force Consolidating Statements, Defense 93068024
Business Operations Fund, Fiscal Year 1992 Financial 30 Jun 93
Statements
Internal Control and Management Issues Related to Air Force 92068040
Supply Management, Systems Support Division, Fiscal 16 Nov 93
Year 1992 Financial Statements
Internal Control and Management Issues Related to Air Force 92068004
Supply Management, Cost of Operations Division, Fiscal 3 Dec 93
Year 1992 Financial Statements
Compliance with Laws and Regulations and Management Issues 93068001
Related to Air Force Supply Management and Distribution 15 Dec 93
Depot, Fiscal Year 1992 Financial Statements
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Report Number

Report Title Date Issued

Internal Control and Management Issues Related to Air Force 92068013
Supply Management, Fuels Division, Fiscal Year 1992 Financial 16 Dec 93
Statements
Internal Control and Management Issues Related to Air Force 92068010
Supply Management, General Support Division, Fiscal 12 Jan 94
Year 1992 Financial Statements
Management of Depot Maintenance Project Orders 92062005
25 Jan 94
Internal Control and Management Issues Related to Air Force 92068012
Supply Management, Reparable Support Division, Fiscal 28 Jan 94
Year 1992 Financial Statements
Air Force Depot Maintenance Service, Fiscal Year 1993 94068025
Materiel In-Transit Balances 1 Apr 94
Internal Control and Management Issues Related to 93068007
Disbursements for Supplies and Services, Fiscal Year 1993 15 Apr 94
Financial Statements
Review of Application Controls Within the Depot Maintenance 93066023
Actual Material Cost System 10 Jun 94
Financial Reporting of Fiscal Year 1993 Accrued Liabilities 93068009
Within the Depot Maintenance Service Business Area 21 Jun 94
Opinion on Air Force Defense Business Operations Fund, Fiscal 94068017
Year 1993 Inventories Held For Sale Balances 30 Jun 94
Opinion on Air Force Defense Business Operations Fund, Fiscal 94068018
Year 1993 Inventories Not Held For Sale Balances 30 Jun 94
Opinion on Air Force Defense Business Operations Fund, Fiscal 94068019
Year 1993 Property, Plant, and Equipment Balances 30 Jun 94
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Report Number

Report Title Date Issued

Opinion on Air Force Defense Business Operations Fund, Fiscal 94068020
Year 1993 Fund Balance With Treasury 30 Jun 94
Financial Reporting of Fiscal Year 1993 Revenue, Accounts 93068008
Receivable, and Progress Billing Within the Depot Maintenance 1 Jul 94
Service Business Area
Financial Reporting of Fiscal Year 1993 Property, Plant, and 93068010
Equipment Within the Depot Maintenance Service and Supply 1 Jul 94
Management Business Areas
Financial Reporting of Fiscal Year 1993 Revenues and Expenses 93068031
Within the Supply Management Business Area (Consolidates 1 Jul 94
Projects 93068014 and 93068015)
Financial Reporting of Fiscal Year 1993 Medical/Dental 93068002
Division Inventories Within the Supply Management Business 11 Jul 94
Area
Financial Reporting of Fiscal Year 1993 Inventories Not 93068006
Held for Sale Within the Depot Maintenance Service 8 Aug 94
Business Area
Financial Reporting of Fiscal Year 1993 Disbursements and 94068026
Collections Within the Air Force Defense Business Operations 8 Aug 94
Fund
Financial Reporting of Fiscal Year 1993 Inventories Within the 93068016
Supply Management Business Area 26 Aug 94
Review of Application Controls Within the Financial Inventory 93066024
Accounting and Billing System 3 Oct 94
Review of Application Controls Over Time and Attendance 94066012
Reporting in Air Force Materiel Command Depot Maintenance 4 Nov %4
Organizations
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Report Number

Report Title Date Issued

Review of Application Controls Within the Depot Maintenance 94066011
Equipment Program 16 Nov 94
Review of Selected Accounts, Supply Management Business 94068041
Area, Fiscal Year 1994 27 Jun 95
Review of the Air Force Defense Business Materiel Accounting 94068038
System, Reparable Support Division 28 Jun 95

Review of Selected Accounts, Depot Maintenance Service 94068039
Business Area, Fiscal Year 1994 28 Jul 95

Follow-up Audit--Review of Prior Year Defense Business 94068042
Operations Fund Recommendations 18 Aug 95
Follow-up Audit--Review of Prior Year Defense Business 94068027
Operations Fund Recommendations 25 0Oct 95
Selected Accounts, Supply Management Business Area, Fiscal 95068020
Year 1995 20 Aug 96
Review of Selected Accounts, Depot Maintenance Service 95068021

Business Area, Fiscal Year 1995 13 Sep 96
Government-Furnished Material and End Item Transaction 96068009
Reporting System (G009) 12 Nov 96
Sales and Accounts Receivable, Supply Management Business 96068013
Area, Fiscal Year 1996 27 May 97
Inventory Accounts, Supply Management Activity Group, Fiscal 96068012
Year 1996 18 Jun 97
Air Force Defense Business Operations Fund Cash Management 96068011

and Property, Plant, and Equipment, Fiscal Year 1996 30 Jul 97
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Report Title

Controls Over Stock Control and Distribution System Data

Modification

25

Report Number
Date Issued

96068016
21 Aug 97

APPENDIX 1lI



This Page Intentionally Left Blank



Project 97068043

VERBATIM MANAGEMENT COMMENTS

DEPARTMENT OF THE AIR FORCE . AIR FORCS
WASHINGTON, DC

Office Of The Assistant Secretary

MEMORANDUM FOR SAF/AG
FROM: SAF/FM

SUBJECT: Management Comments to the Air Force Audit Agency (AFAA) Draft Report of
Audit. Opinion on the Fiscal Year 1997 Air Force Working Capital Fund Financial
Statements (Project 970630435)

We appreciate the opportuniry o review and comment on this report. These comments
are limited to this consolidated report. Specific comments will be provided to the underlying
reports when vou provide them for our review.

We acknowledge that you are unable 10 express an opinion on the reliability of these
financial statements for fiscal vear 1997. and we recognize that vou will be unable to issue an
unqualified audit opinion on our statements until the Air Forcs and the Defense Finance and
Accounting Service (DFAS) improve a large number of accounting systems and resolve other
accounting related issues. Even though the systems issues will take a number of vears to resolve.
we believe that we are making steady progress and will continue to do so in the future.

As vou summarized in paragraph 6 of vour opinion and detailed in paragraph 4 of Tab A.
the Air Force, DoD. and DFAS are aggressively working a number of management initiatives to
correct the problems and improve the accounting processes. We all remain firmly committed 1o
producing auditable financial statements. We will continue to work with the AFAA, DFAS, and
other groups to improve the accounting systems and resolve the related accounting issues as
quickly as possible in order to bring about these results.

oy *4

Ngmies <1 Py
L s el < e 2o ‘w.

Golden Legacy, Boundless Future... Your Nation's Air Force
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DEFENSE FINANCE AND ACCOUNTING SERVICE

193t JEFFERSON DAVIS HIGHWAY
ARLINGTON, VA 22240-3291

DFAS-HQ/ASR FE3 27

cc8

MEMORANDUM FOR AUDITOR GENERAL OF THE AIR FORCZE

SUBJECT: ir Force Audi: Agency Draft Regerz of Audic,
on Fiscal Year 1997 Air Force Werking Capital F
Financial Statesments” (Project Nc. 97068043)

We received an advance copy of the subject draft reccr:
This repor: is based on the supporting audiss pericrmed crn the
FY 1297 Air Force Working Capital Fund financial statemernts.
Specific ccmments will ke provided on the individual rezcr:s
afzer we have had an opgor-unity to review the reports. Cux
general comments on this advance copy of the draft repecr: ars
attached.

My points of contact are Mr. Ronal Becothe, (703) 607-1377, oxr
Mrs. Adrienne Ferguscn, (703) 607-1581.

gdward A??;Erris

Director for Accounting

Attachment:
As stated

ccC:

DCDIG
DCFO
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Air Force Audit Agency Draft Report of Audit, "Opinion
on Fiscal Year 1957 Air Porce Working Capital Pund
Financial Statements” (Project No. 37068043)

This advance draftc report is based on the supporting audits
performed on the FY 1997 Air Force Working Capital Fund financial
statements. We have not had the oprortunity to review those
rerorts. We will be providing specific comments on the individual
reports under separate memoranda after we have had an apprceoriate
crportunity to review the reports.

We have the follcwing comments on this drafc report.

1. Page S5, Tab A, Secticn 7.d: Tc illustrate, progress
billings to others totaling akout $334 million was presenced
in the FY 1937 financial statements as a liability inst=sacd
of a contra o the ‘werk in process’ account. As a resulcg,
the assets and liabilities ares overstatad by $534 millicn.

DFAS Comments: Guidance in DoD Financial Management
Regulation (FMR) Volume 6, Chapter 6, pages 6-29 and 5§-43
indicates that DoD account 2994, Progress Billings to
Others, are included on line 4.a.(4), Other
Intragovernmental Liabilities.

Progress billings to others are made on the basis of the
terms of agreement of the applicable order, not based urcn
when work is performed. Therefore, all the progress
billings must be recorded as a liability rather than a
contra-asset to comply with FASAB Standard S, Accounting for
Liabilities ¢f the Federal Government.

2. Page 8, Tab B, Section 3.b: DFAS-DE did not establish an
internal contrcl to match and reconcile receipt transac:ticns
with invoice payments. Consequently, we could not reconcile
Supply Management receipt transactions with payments or
validate that disbursements were for inventory actually
received. Specifically, as of February 29, 1996, we
identified $340 million in inventory receipts against
1,140 contracts without recorded payments and $58 million in
contract payments against 411 contracts without recorded
receipts. Without adequate controls to match and reconcile
receipt and payment transactions, DFAS could make duplicate
payments.

Attachment
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DFAS Comments: The DFAS entitlement process matches

- °  receipts to invoices before payment. This section implies
that this requirement is not being met and states that DFAS
could make duplicate payments as a result. We believe that
the auditors are not reviewing the socurce entitlement
officials’ records to determine if the required match is
occurring before payment. Rather, the auditors are using
files of receipts and disbursements obtained from various
sources that may or may not be complete and timely. Unless
the auditors are using the sourze entitlement officials’
records to conduct their reviews, the findings and
assertions will nct be based urcn relevant data.

3. Pages 8 arnd 9, Tab B, Secticn 3.c: The Air Force did ncc
possess acdeguats intermal accounting controls over Werking
Capital Fund cash transacticns made through other authorized
Air Force and DcD activities. As a result, cash managers
could not (1) record cash ccllections and disbursemesnts in
the period these transactions occurred, (2) prevent
unauthorized and erroneous cash transactions, and (3) ccmply
with public law to validate cash availability before

disbursement.

DFAS Comments: The first sentence of this assertion implies
that the entire DoD financial network processes for
transacticns for others, cross disbursing and interfund
processing are without adequate internal controls. This
assertion is not valid. Disbursing ofiicers throughout the
DoD finance network ensure that there is adequate suppor:
before making disbursements for others.

It is true that collections and disbursements are not always
recorded in the activity level records in the pericd made.
However, we do not agree that the collections and
disbursements are not included in the cash balances for the
period in which they occurred, since these amounts are
included in the trial balances in the month in which they
occurred. The DoD process of valuing, recording and
reporting undistributed collections and undistributed
disbursements is in place to ensure that the monthly and
yearly trial balances and financial reports reflect this
activity in the proper accounting peried.

We are unaware of any public law which requires validation

of cash availability before disbursement. A vioclation of
the Antideficiency Act would occur if Air Force management
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allowed the total Treasury balance to become negative.
There are management opticns available to the Air Force
other than specific validation of each disbursement to
preclude an overall negative balance. In addition, the
Department of the Treasury only maintains an official cash
balance as of the end of each month based upen mentialy
reports submitted by DcD and other Federal agencies.
Therefore, there is no existing Treasury balance available
to validace cash availability on a current basis.

4. Pages 11 and 12, Tab C, Secticns 3 and 4.a: This discussion
identifies the Faderal Accounting Standards Advisory Beard
(FASAB) standards thac have been implementad by the Air
Force and the DFAS.

DFAS Comments: It should ke noted that FASAB Standaxd 3,
Accounting for Liabilities of the Federal Government, was
alsc implemented in the FY 1997 Air Force Working Carital
Fund financial statements and notes. This standard regquires
that imputaed revenue and expenses for pensions and other
retirement benefits (CSRS, FERS, Health Insurance, and
FEGLI) to ke reported on the CFO financial statements. The
DFAS obtained data from varicus sources for the total numbexr
and salaries of DoD civilian personnel and the expense data
were reportad by the DFAS Denver Center on the FY 1997 CFO

.2

statement and notes.

S. Page 13, Tab C, Section 4.b: During FY 1997, Air Force and
other DoD disbursing officers disbursed Air Force Working
Capital Funds totaling $16.4 billion without determining the
availability of cash at the United States Treasury, as
public law requires. For example, in September 1997,
disbursing cofficers worldwide disbursed Air Force Working
Capital Fund cash totaling $1.4 billion without determining
whether sufficient cash existed. The Air Force Working
Capital Fund maintained an average monthly cash balance of
$451 million (ranging from a high of $%04 million in
November 1996 to a low of $89.6 million in October 1396).
Monthly disbursements averaged $1.37 billion, and
collections averaged $1.36 billion. Consegquently,
disbursing officer compliance with the public law beccmes
critical to avoid violations of the Antideficiency Act.

DFAS Comments: See comments in item three above.

Attachment
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DEPARTMENT OF THE AIR FORCE
HEADQUARTERS AIR FORCE MATEMIEL COMMAND
WRIGHT-PATTERSCON AJR FORCE BASE, OHIO 454335001

Februan 1998
Message from the Commander of the Air Force Materie! Command

Landmark legislation. such as the 1990 Chief Financial Officers (CFO) Act. the 1993 Government
Performance and Results Act (GPRA), and the 1996 Federal Financial Management Improvement Ac:
(FFMIA), require goverrunent agencies to produce accurate, compiete. and timelv financial statements for
better performance measurement and strategic pianning. Indesd, within the Defensc Working Capital Fund
{(DWCF) in general. and the Air Force Working Capital Fund (AFWCF) in particular. tremendous stndes are
being made toward mecting these requirements. While Air Force Materie]l Command (AFMC) does not have
respansibility for the entire AFWCF, T would like to tell you what we are doing in the three areas we do
manage. We manage the majonty of the Supply Management Activity Group (SMAG). the Depor
Maintenance Activity Group (DMAG), and the Information Scrvices Activity Group (ISAG) Togesther. they
rcpresent about 95 percent of the AFWCE in FY97. We are a combat support command. 50 the mussion
must come first  But we continually seek wavs to improve our support to the warfighters while reducing
costs  Onc or the other is not an optien in today s environment: we can be both effective and efficient at the
same ume. Nowhere is this morz cssential than in the DWCF arena

Accordingly. 1997 has been a transiticnal vear for AFMC as we have made signifizant philosophscal
changes in our approach to business As Chief Executive Officer (CEO) of AFMC. | have sstablished a
business structurc within the command. AFMC is now an enterprise with eight business areas. each of which
is managcd by a responsible Chief Operations Officer (CO0) SMAG. DMAG and ISAG are thres of these
eight arcas. By applying proven business tools and practices to these business areas. we will ensure
accountability, set performancs goals, measurc progress, and produce results. including responsible cost
management as required by the CFO Act. Our ultimatc goal is to reducs the cost of support AFMC provides
to the warfighter while satisfving all customer contracts in a timely manner and with a quality product  This
will require a shift 1n opcrational focus to an outpur driven approach. Understanding the underlying cost of
our output is essential to seting performance improvement goals, and mcasuning our progruss towards
achicving them as required by the GPRA. In 1997, each of our air logistics center (ALC) commanders and
thc Commander. Electronic Systemn Center designated their own COOs for each business at their center and
initiated basic performance “contracts™ thar made themn accountable for achieving certain levels of readiness
and managernial effcetivencss and cfficiency  While we have not achieved all of the desired performance
levels thus far. the groundwork is now in placc for continual performancs measurement--and improvement

In fact. in [998 [ have issued a challenge to each of our AFWCF businesses to not just briak-even,
but to reduce ¢xpenscs in their respective activities through emphasis on cost reduction. They will
accomplish this by improving the responsivencss and qualitv of depot maintenance. supply management and
information svstems development. and by reducing cycle tm in thewr repair. contracting. and distnibution
activines In 1998, each of the business COOs will dzvelop a business plan and the eenters will build
supporting execution plans to scrve as baselines from which we will measure cur operational and financial
success. FY98 unit costs for cach business will be the baseline against which outvear cost reduction
commitments will be made in the FY2000-2005 program objective memorandum.
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We realize the standardized, annual CFO reports, like this one, provide valuable information. Yer
the annual reports to date have oaly captured data at the departmental level. It 1s essential we conunually
stnve to provide data in more meaningful and timely ways. For this rcason, we will work with DFAS 1n
FY98 t0 build CFO reports by center and product divisions and I have tasked the AFMC CFO to develop
usablc. managcrial financial reports monthly for each business area

Finally. several financial system improvement initiatives are underway or under study for our
AFWCF businesses. Soon. the Definse Industrial Funds Management System (DLFMS) will enhancc the
DMAG financial management business processes and provide improved financial accounability  This will
be a significant step in improving our ability to track and control costs in accordance with CFO Act
requirements. We are also currently awaiting a HQ DFAS decision on an alternative analysis to redesign or
replace the Industrial Fund Accounting Svstem for better visibility of financial data in the ISAG. And we
will soon look at options to roplace the automated financial management information and accounting svstems
for the Matenal Support Division of the SMAG for AFMC. This will be anothcr significant enhancement i
our ability to track and control costs in accordance with the CFO Act.

Yes. 1998 is a vear of challenges—and opportunitics. By responding to these challenges. we have the
opportunity to contribute significantly to the war fighter's continued readiness in these dynamuc tmes of

<elltt-

GEORGE T/RABBITT
General, U
Commandcr
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DEPARTMENT OF THE AIR FORCE
WASHINGTON DC 20330-1000

February 1998

OFFICE OF THE ASSHSTANT SECRETARY

Message from the Assistant Secretary of the Air Force
Financial Management and Comptroller

T am pleased to present the Air Force statement for our Working Capital Funds for
FY 1997. This statement fulfills the requirements of the Chief Financial Officers (CFO)
Act and the Government Management Reform Act (GMRA).

This statement documents the FY 1997 revenues and costs associated with Air
Force activities related to supply. depot maintenance, and information systems. In
addition, the overview material provides descriptive information and selected measures of
performance. Our intent is to provide Air Force commanders, the Congress. and the
public with helpful information and the ability to assess our financial stewardship of thesc
activities.

Within our working capital funds, we are taking a first step toward compliance
with the Government Performance and Results Act (GPRA). Starting in FY 1997, the Air
Force established performance plans {or each of the centers that carry out supply and
depot muintenance activities. These plans specified finuncial results including revenues,
costs. and net operating results. They also specificd measures of output such as on-time
performance of depot maintenance and timeliness of supply actions. These financial and
performance measures, many of which are documented in the overview section of this
statement, provide the basis for regular reviews of the performance of our supply and
depot maintenance activities. Our working capital funds are examples of GPRA in action
in the Air Force.

The Air Force takes its responsibility for stewardship of our working capital funds
seriously. We are commiited to continued improvement in their financial and operational
performance.

Robert F. Hale

37 APPENDIX V



Project 97068043 , Financial Statements and Notes

38 APPENDIX V



Financial Statements and Notes Project 97068043

Overview

DEPARTMENT OF THE
AIR FORCE

AIR FORCE WORKING CAPITAL
FUNDS

OVERVIEW
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AFWCF MISSION

In December 1996, the Under Secretary of Defense (Comptroller) restructured the Defense
Business Operations Fund (DBOF) into individual Service and Agency Defense Working Capital
Funds (DWCF). Air Force Working Capital Funds (AFWCF) retain many of the benefits of
DBOF, such as:

o Establishing a unified financial management framework with standardized, updated
policies.

¢ Building on the advantages of revolving fund management to customers, for example,
year-to-year cost stability and continuity of support over annual appropriation cycles.

* Identifying clearly the total costs of providing support to the operating forces.

e Improving customer resource management through greater latitude and better information
for economic decision making.

* Enhancing the effectiveness of revolving fund management through cost per output and
performance measures.

MISSION RESULTS

The impact of AFWCF support on mission capability may be gauged by the trends reflected in
key readiness indicators, such as:

e Supply Stockage and Issue Effectiveness - measures of the ability of supply management to
satisfy demands.
Supply Inventory Turn Rates - the ratio of sales to the value of inventory.
Depot Maintenance Aircraft Delivery Performance - the percent of aircraft delivered from
depot maintenance on or before negotiated delivery dates.

Air Force Mission Capable (MC) rates have continued a gradual decline in recent years, and
Total Not Mission Capable for Supply (TNMCS) rates are rising. Status of Resources and
Training (SORTS) indicators are up 2.5 % over the last year for flying units reporting C3 or C4
in the Equipment and Supplies on hand category, however over 90 percent of reporting units
report C1 or C2 overall capability ratings. This indicates the Air Force still possesses the
resources and training to undertake all or most of the wartime mission, but the downward trend is
a concern to our combat commanders. AFWCF business areas are not the only determinants of
these metrics, but the fact that overall wartime capability ratings have remained fairly stable is a
clear indication that AFWCF support effectiveness has remained relatively consistent despite the
budget and personnel reductions of recent years. SMAG overall issue and stockage effectiveness
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rates are right at goal levels, however, due to unique contingency requirements, inventory turn
rates remain below the manufacturing industry standard.

The Depot Maintenance Activity Group (DMAG) customer support effectiveness measures show
improved performance. While due date performance declined slightly in FY97, flow day
performance (the number of days needed to complete work on aircraft) improved by 31% during
FY97. Quality defect rate dropped significantly--giving the customer a better quality product in
less time than in FY96.

The ISAG began the FY with two separate Central Design Activities (CDAs) under the auspices
of Electronic Systems Center (ESC). In order to reduce overhead and streamline operations the
two CDAs were combined to provide one face to the customer. In spite of growing pains, goals
of moving toward modern logistics systems remain on track. The CDA continues to improve the
caliber of its work by upgrading to Level III Software Institute/Capability Maturity Model
certification; final centification should be completed in FY 98.

The management performance displayed by these indicators is remarkable in light of the major
force structure and mission changes, base realignments and closures, and personnel reductions
experienced over the last several years.

FINANCIAL RESULTS

Key indicators measure the effectiveness of AFWCF management in managing the resources
needed to provide that support. Typical measures are:

o Net Operating Results - a bottom-line profit and loss indicator.
e Organic Expenses per Direct Product Standard Hour - a measure of cost per output.

The Vet Operating Result (NOR) represents the profit or loss from operations. The objective for
each Supply Management Activity Group (SMAG) budget is to break even, accomplished by
establishing prices to off-set the previous budget year's profit or loss. The Unit Cost Ratio
represents the ratio of costs to sales. The Supply Management unit cost ratio goal was set at
$.959; actual end of year unit cost ratio was $.96.

The depot maintenance environment is changing to better respond to the new force structure and
technology. One of the primary impacts to the depot structure is the on-going Base Realignment
and Closure (BRAC) implementation. The realignment/closure of the San Antonio and
Sacramento Air Logistics Centers (ALCs) represent the largest depots to be closed by the BRAC
processes. It is recognized that during the period of transition these BRAC actions will result in
reduced productivity and other losses that are inherent in any downsizing effort, especially
reductions of this magnitude. The impact of workforce realignment due to Reduction-in-Force
(RIF) and early-out authority is significant. Workforce reductions cause loss of production and
skill imbalances that require additional training. This lower level of productivity negatively
impacted our financial effectiveness measures. For FY98 and FY99 we have programmed
realistic productivity assumptions during this period of transition. The AFMC Commander has

4
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established performance contracts with each center commander on key financial effectiveness
measures for FY98.

The Information Systems Activity Group (ISAG) is a new working capital fund and is
consequently suffering some growing pains. The Air Force anticipated a loss of $10M in FY 97;
however, due to some delivery orders being billed as fixed price contracts, the FY 97 NOR was a
positive 34M. The disbursements associated with this contract will occur in FY 98, balancing
FY 97 and FY 98 to the Air Force plan.

REMAINING CHALLENGES

The next few years will present even greater
challenges. Two Air Logistics Centers will complete
closure and realignment. Further downsizing and
restructuring of Air Force wholesale support
activities is planned under the DoD’s ongoing
outsourcing and privatization initiatives. In addition,
Central Design Activities are being studied for
potential outsourcing. Effective change
implementation will require full participation of
AFWCF management in simultaneously shifting a
large part of the organic workload among depots and to contractors, seeking innovative and cost
saving process improvements. and ensuring no degradation of support to the Air Force mission.
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UNITED STATES AR FORCE
-MISSION

To defend the United States through control and exploitation of Air and Space.

Air Force people building the world’s most respected Air and Space force - - global power &
reach for America.

-CORE VALUES

It’s not technology that makes the Air Force successful. It’s the people operating the
technology - - their dedication, their skill, and most importantly, the core values they live and

work by:
Integrity First Everyone must know_ the right thing to do - - and have the
moral courage to do it
Service Before Self One purpose rises above all others - - to serve your
country
Excellence In All We Do Everyone neec?s to .a!v'vays perform their critical duties to
the best of their abilities

<CORE COMPETENCIES

QOur Nation’s Air Force develops, trains, sustains, and integrates the element of air and space

power to produce:
Air & Space Superiority Establishing control over the entire vertical dimension
Global Attack Project power rapidly, precisely, and globally

Ability to rapidly and flexibly respond to the full spectrum

Rapid Global Mobility of contingencies

Ability to reliably and selectively apply the full range of
Precision Engagement precision capabilities to achieve the desired effect with
minimal risk and collateral damage

The ability to collect. control, exploit, and defend

Information Superiority information. while denving the adversary the same

Time-definite resupply and total asset visibility, while

Agile Combat Support reducing the mobility “footprint”

Space, flexibility, and the global nature of its reach and perspective distinguished the Air
Force’s execution of its core competencies.
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GENERAL STATEMENT

The Air Force logistics community, with its development, acquisition, test, and operational
support core competencies, is an important player in this advance into the future. One of the
principal means by which the Air Force is proceeding, is through a comprehensive set of actions
to foster the core competency of Agile Combat Support:

PROCESS IMPROVEMENTS

Wholesale logistics initiatives implemented to enhance both the customer support effectiveness
and operational efficiency of Air Force wholesale logistics activities include: Lean Logistics and
the Depot and Contract Repair Enhancement Programs. Overall, the initiatives are reducing
pipeline times for maintenance and supply processing, reducing inventory and manpower
requirements, reducing the “footprint™ of in-theater logistics support for deployed units, and--
most importantly--improving the timeliness and quality of logistics support to operating unit
customers.

IMPROVED LOGISTICS INFORMATION SYSTEMS

These improvements are integral to improving customer support. The ISAG created the vehicle
to control costs and improve technology with greater customer involvement in the system
development process. In FY96, the DoD made a decision to begin transitioning all business
systems toward the new DoD Defense Information Infrastructure/Common Operating
Environment (DI/COE) standard called Global Combat Support System (GCSS). This approach
leverages recent technological improvements to provide real-time logistics information that is
transparent to the end users at all levels. Air Force depot maintenance activities are actively
engaged in seeking both a new accounting system and a new production control system
consistent with this new architecture. The SMAG is also transitioning toward an FY0O objective
of active GCSS compliance.

COST VISIBILITY AND ACCOUNTABILITY

These areas have been significantly improved for all business areas through designation of Major
Command and Air Logistics Center Chief Executive Officers (CEOs), Chief Financial Officers
(CFOs), and Chief Operating Officers (COOs); initiatives to improve and modemnize financial
systems; and joint actions with the Defense Finance and Accounting Service (DFAS) to improve
the quality of accounting support provided to the Air Force.

The most significant initiative to enhance accountability and management effectiveness within
the Air Force Working Capital Funds (AFWCF) is “performance contracts”. At the direction
of the Chief of Staff of the Air Force (CSAF), contracts have been established between each of
the Air Logistics Center commanders and the Commander of the Air Force Materiel Command
(AFMC), as well as between the AFMC Commander and the CSAF. Each contract specifies a
set of required performance targets which AFWCF managers undertake to meet or exceed. In
addition, a number of management indicators provide further information on management
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effectiveness and business volume. AFWCF performance measures reflected herein are key
indicators from these performance contracts.

COMPETITION

Competition of workloads (other than those that must remain organic to ensure the ability to
support mobilization and comply with the outsourcing restriction of Title 10, United States
Code) will provide the Air Force with the best value. In FY96, AFMC closed the Air Force
Guidance and Metrology Center (AGMC) at Newark, Ohio and privatized in place the majority
of the Center’s workload through contracts with the Boeing. In FY97, the Wamer Robins ALC
won a major public-private workload competition for C-5 depot maintenance. Other actions to
downsize were: (a) continued preparations to close and realign two principal Air Logistics
Centers at Sacramento, California and San Antonio, Texas and (b) a continued drawdown of
depot maintenance manpower, with a decrease from approximately 28,000 positions in FY96 to
approximately 27,000 in FY97.
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The Air Force Working Capital Fund (AFWCF) consists of activity groups that were
previously managed using industrial or stock funds, as well as several additional Defense Agency
activities that also lend themselves to a business management mechanism. The AFWCF
encompasses three activity groups:

ACTIVITY GROUPS

Supply Management

Established to finance inventories of supplies. Provides
an extensive array of goods to a wide range of Air Force,
other DoD. and non-DoD customers. Acquires
inventories and repair of those inventories with funds
received from prior sales to customers. Pays operating
costs from the revenue of sales.

Established to provide economical and responsive repair,
overhaul, and modification of aircraft, missiles, other
major end items, and their associated components.
Provides a wide range of specialized services to DoD. as
well as to other U.S. and foreign agencies. Work is
generated by the acceptance of customer orders.

Information Services

Established to provide for the maintenance and
development of automated information systems for
specific Air Force customers. The Central Design
Activities (CDAs) develop and implement new
application programs, maintain and modify existing
programs, provide training and documentation in support
of the applications, and customize off-the-shelf software
based on customers’ specific needs.

(Note: The U.S. Transporration Command (USTRANSCOM) transfers from the Defense-wide
working capital fund to the Air Force working capital fund in FY98. The USTRANSCOM
transfer will not affect the existing command and control structure for its activiries. )
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POLICY AND PROCEDURES

Operations of the activity groups are based on policies and procedures that continue in effect
from the stock and industrial funds, as well as on important changes instituted in conjunction

with implementation of the AFWCF:

Funding Authority

Activity groups continue to receive their annual
obligation authority in a document from the USD(C),
through the Assistant Secretary of Air Force (Financial
Management & Comptroller)

Unit cost targets have been established to provide
standards for managing cost per unit of output

Rates continue to be established to recoup full costs and
adjust for prior year gains or losses. Rates are stabilized
(do not change) during the year of execution. New
financial policy in FY 98 will allow quarterly depot
maintenance rate changes to incentivize depot managers
to rectify cost increases within each business area

The scope of costs paid by AFWCF activities (and passed
to customers in rates and prices) has been refined to more
accurately represent the full costs of goods and services
provided to customers

Capital Budgeting

Activity group budgets continue to be segregated into
operating and capital programs

The capital asset threshold has been increased to
3100,000. Assets of lesser value acquired prior to the
threshold change continue to be managed as capital
assets. The thresholds for minor construction projects
have been increased to at least $100,000 and no more
than $500,000

Depreciation/ Vimortization

Consumption of capital assets continues to be recognized
by including depreciation or amortization costs in the
prices charged to customers

Depreciation schedules have been standardized across the
DoD

Acerual Basis of Accounting

The accrual basis of accounting continues to be used for
recording revenue and expenses

Cash

The Department continues to have an Anti-Deficiency
Act limitation on fund cost authority, capital, and cash
The Air Force is working closely with the Defense
Finance and Accounting Service (DFAS) to improve the
timeliness and accuracy of cash accounting data and to
develop improved cash forecasting tools

10
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SOPP AT 08

+ The Air Force Supply Management Activity Group (SMAG) is a
businesslike activity composed of al! the resources and financial
operations of the former Air Force stock fund, with the exception of
the Commissary Division (now a part of the Defense Commissary
Agency). The mission of SMAG is to provide policy, guidance,
and resources to fulfill the United States Air Force spare parts needs
in war and peace. There are eight divisions in the SMAG:
Reparable Support Division (RSD), Systems Support Division
(SSD), Cost of Operations Division (COD), General Support
Division (GSD), Fuels Division, Medical/Dental Division, the
Academy Cadet Store Division, and the Troop Support Division.

:} Within these divisions, AF SMAG manages approximately 2
million items, including weapons system spare parts, fuels,
medical-dental supplies and equipment, food items for troop
support, and items used for non-weapons system applications. Material is procured from vendors
and held in inventory for sale to authorized customers. The Cost of Operations Division is the
only non-inventory, non-revenue generating division. It includes the inventory control points,
which manage and purchase designated national stock numbered items for all Department of
Defense.

MATERIEL SUPPORT DIVISION

In response to USD(C) direction to move from an aggregate surcharge to a more customer-
specific surcharge, the Air Force decided to consolidation three of its divisions. The
consolidation included the RSD, SSD, and COD into a single division called the Materiel
Support Division (MSD). Consolidation of the Stock Fund Wholesale Divisions of the Air Force
Supply Management Activity Group was a sound and logical streamlining initiative due to the
reductions in COD; because COD is the division that supports the overhead of the SSD and the
RSD, it is included in the consolidated process. The completion of the Consumable Itemn
Transfer (CIT) of SSD items to Defense Logistics Agency (DLA) planned for FY99 further
supports the consolidation into one system. The consolidation was implemented 1 Oct 97.

Business practice improvements with the implementation of MSD include: the creation of one
budget for the division; creation of one set of financial statements; establishment of a single
requirements system; creation of a multiple pricing mechanism; establishment of one budget
code/accounting appropriation; development of a single obligation authority document: systems
interface with other billing/budgeting systems at division/customer level; and an assurance that
credit policies are consistent with billing policies.

MSD also drove changes to surcharge methodology. Formerly, the aggregate surcharge was

applied uniformly to the Air Logistics Centers (ALCs) with a “peanut butter spread” concept for
cost recovery. Under MSD, the concept of “variable™ cost recovery is institutionalized. This

11
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concept takes the cost to a lower level with the Material Cost Recovery (MCR), that portion of
each exchange price sale that will pay for condemnations, computed at the National Stock
Number (NSN) level. Benefits from the new approach for costing and pricing methodology will
be: greater visibility of how costs are embedded in the various prices; the ability to correlate price
and cost to perform effective price/cost analyses; an in-depth visibility as to how costs are related
to operations; and the establishment of a direct relationship between sales and credit, which will
be based on actual sales price and cost recovery information in the Trial Balance.

For consumables, MSD has established three costs and one price. The cost recovery definition is
based on the concept of Latest Acquisition Cost (LAC), the price paid for an item when procured
from a supplier; the Direct Allocable Cost Recovery (DACR) at LAC, which are those expenses
applied to costs controlled by each Inventory Control Point (ICP); and the Business Overhead
Cost Recovery (BOCR) at LAC, which are directed expenses applied to costs not controlled by
the ICP and are prorated based on sales history and projections. Both the DACR and the BOCR
are computed to the Inventory Control Point (ICP) level.

For reparables, MSD has established eight costs and four prices. The cost recovery is based both
on acquisition cost - at LAC and Repair Cost - Latest Repair Cost (LRC) dependent on type of
customer. Reparables have cost recovery elements of DACR at LAC and LRC; BOCR at LAC
and LRC; Material Cost Recovery (MCR); and carcass cost. MCR is a portion of each sale at
exchange price, which will pay for condemnation replacement. These combinations of costs
form the basis for the four prices for reparables: standard, exchange, mark-up, and unserviceable
asset.

The overall effect of the costs included in MSD was transparent. MSD raised prices for some
items and lowered prices for other items, to achieve a net zero affect.

GENERAL SUPPORT DIVISION (GSD)

Within the SMAG, the General Support Division (GSD) in FY97 achieved the approved unit cost
ratio of 1.00. However, sales continue to decline due to the less than expected customer funding
and the increased usage of the Intemational Merchant Purchase Authorization Card (IMPAC).
Many bases are closing their Base Service Stores. Total expenses are in step with revenue when
looking at the statement of operations in the AR(M) 1307 Report. The operating results for
FY97 were slightly negative. Beginning in FY98, the surcharge will be applied to the total sales
base. In the past, GSD only collected surcharge on local purchase sales.

LEAN LOGISTICS

Lean Logistics buy reductions have been made to FY97 ($336M), FY98 ($289M), and projected
for FY99 ($323M). At the end of FY99, lean pipeline times will be the norm throughout Air
Force Materiel Command (AFMC). The pipelines that are being reduced are Order and Ship
Time, Reparable Intransit Time. and Shop Flow Time. In addition. Base Repair Time and Base
Processing Time are being reduced by SMAG customers and are contributing to leaner pipelines.

12
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ACQUISITION LEAD TIME

A related effort centers on reducing acquisition lead times. AQLT is defined as the combination
of administrative lead-time (ALT) and production lead-time (PLT). Citing General Accounting
Office findings, the Office of the Secretary of Defense directed the AFMC to reduce acquisition
lead-times (AQLT) by 25 percent. A recent decision from the Quadrennial Defense Review
states that all Services must reduce lead-time by an additional 25 percent by March 2003. From a
baseline established in March 1994 of 834 days, AQLT was reduced to 660 days in FY 97, just
short of the 625-day goal. A plan has been established to reduce AQLT 5% per year in order to
reach the goal of a 417-day AQLT by FY 03.

SMAG PERFORMANCE MEASURES

For the last two years, the Air Force has made a concerted effort to institutionalize the use of
performance metrics and performance based management techniques in this business area in
order to meet the requirements of the Government Performance and Results Act (GPRA). The
Air Force has a strong foundation for a comprehensive performance based management system in
place. At the corporate level, the Air Force is developing budgets and allocating resources to
meet specified performance targets; implementing performance contracts to improve visibility
and accountability at all levels of management; and is tracking results. The metrics portrayed in
this report are a result of senior leadership’s efforts to date.

A number of new efforts are underway to improve the Air Force SMAG performance
management system. The Air Force is participating with the USD(L) staff in the development of
a DoD Corporate Logistics Plan, which will define some common performance objectives and
metrics for all the Services to incorporate into the DoD’s overall GPRA implementation. The
Air Force is developing a new supply pipeline measurement and tracking tool which will provide
management unprecedented visibility into daily supply operations and ultimately better metrics.
This tool is expected to be operational in FY 99. AFMC is developing a Supply Strategic
Business Plan to translate the overall DoD and Air Force planning into definable, quantifiable
business objectives. This AFMC business plan would be a major step forward in the
management of this business. In addition, in FY 98 AFMC has begun the process of establishing
targets, allocating targets, and driving measurements and accountability down to the individual
program managers within the Air Logistics Centers. This is the next major step in linking GPRA
from corporate decision making to the lowest operational level. As a consequence of these
actions, the Air Force expects to evolve its basic performance management system to a much
more robust implementation.

The following SMAG activity areas were measured for FY97. Other possible performance
measures are currently being reviewed for implementation.

51 APPENDIX V



Project 97068043 Financial Statements and Notes

Overview

FINANCIAL EFFECTIVENESS MEASURES

The SMAG Financial Effectiveness Measures are: (a) Net Operating Results, which compares
revenue to associated expenses, and (b) Unit Cost, which compares obligations to gross sales.

NET OPERATING RESULTS

2,1626

$ Millions

FYSS FY96 FY97
FY95 FY% FY97
NOR -12.873.1 2.162.6 -4.756.8
Cost 26.937.4 10.626.1 16.725.5
Revenue 14.064.3 12.788.7 11.986.7

Net Operating Results (NOR) is the difference between annual revenue and associated expenses.
In business terms, NOR represents the profit or loss from operations--therefore, a principal
measure of performance. The objective for each Supply Management budget is to break even.
This is accomplished by setting customer prices to offset the net prior-year profit or loss during
the budget year. The AR(M) 1307 Accounting Report treats disposals as a loss, and does not
discount them to salvage value. Approximately $4B of assets were disposed of in FY 97, and
represent a majority of the AR(M) 1307 computed NOR loss. RSD prior period adjustments,
approximately $665M for Foreign Military Sales (FMS); and the methods used to process
shipments to contractors, which overstate the Cost of Goods Sold, also contributed to the FY97
negative NOR. The figures shown above are from the AR(M) 1307 Accounting Report;
budgerary computations of the NOR exclude non-recoverable costs and will, therefore, reflect a

different NOR.
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Unit Cost represents the ratio of obligations (plus credit returns and depreciation expense) to
gross sales. It is the primary means of cost control for supply management. Based on a theoretic
goal of 1:1, unit cost represents the ratio of costs to sales. For FY97, the unit cost goal was
established at $0.959. By the end of the fiscal year, the actual unit cost was $.96.

There continues to be major shortcomings within the accounting systems. Efforts underway to
improve the Air Force's ability to manage SMAG budget formulation and cost visibility include:
installation of the Automated Budget Analysis/Centralized User System (ABACUS) at ALCs and
MAJCOMs; enhanced Keystone system to increase customer visibility of financial management
data; and improved cash forecasting and tracking systems. A team comprised of SAF/FMB,
AF/IL, DFAS, AFMC/FM/LG, and the Air Force Audit Agency was established to research the
following areas concerning depot level reparables (DLRs):
* Review specific accounting transactions and process changes that accurately capture the DLR

business process

Investigate other accounting “data mining” options

Review and eliminate all transaction disconnects

Examine commercial inventory accounting procedures for ideas and make necessary

proposals for revising DLR accounting procedures

Some headway was made in the reconciliation of the AR(M)1307 Report--in revising GLA
crosswalks, which have aligned the Air Force with the DoD Standard Chart of Accounts. Work
will continue on improving inventory valuation and the Cost of Goods Sold methodology as it
pertains to the AR(M) 1307 Report. A long-standing problem with accounting for intransit SSD
inventory was resolved this year, with the implementation of the MSD.
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PERFORMANCE EFFECTIVENESS MEASURES

The SMAG Performance Effectiveness Measures are: (a) Stockage Effectiveness, (b) Issue
Effectiveness, (c) Mission Capable Rate, (d) Total Not Mission Capable Supply. (e) Inventory
Turn Rates, and (f) Secondary Item Inventory.

AIR FORCE SMAG
STOCKAGE & ISSUE EFFECTIVENESS
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OC = Oklahoma Ciry: OO = Ogden; SA = Suan Antonio: SM = Sacramento; WR = Wamer-Robins. AFMC = Air Force Mureriel Command

Stockage Effectiveness measures how well anticipated customer demands are satisfied through
immediate off-the-shelf issues. Issue Effectiveness is the percentage of time reparable items that
are issued “upon request”. While each of these measures serves as a gauge of customer support,
the Stockage Effectiveness metric is generally accepted as a better indicator of support
performance because this measure deals with items that have an established demand level at base
supply. The goal for Stockage Effectiveness is 72 percent, while the goal for Issue Effectiveness
is 66 percent. These goals represent judgments about the approximate levels needed to support
readiness requirernents. Both goals were met in FY 97; Stockage Effectiveness was 72 percent,
while Issue Effectiveness was 66 percent.
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MISSION CAPABLE RATE
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The Mission Capable (MC) Rate is the percentage of key Air Force weapons systems capable of
doing all their assigned missions. Given the unique profile of each weapon system comprising
the AF aggregate MC rate, the rate is not measured against a defined Air Force goal. Instead, the
MC rate is viewed from a readiness context in terms of the availability of aircraft to meet
peacetime training needs and war mobilization requirements. Overall, MC rates have declined
since peak rates of FY 91. While the MC rate is lower than desired, current rates are sufficient to
meet minimum programmed operational requirements. MC rates are expected to begin
recovering in FY 98, based on improved FY 98 (95%) and FY 99 (100%) spare parts funding and
implementation of Engine Life Management Planning.
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The Total Not Mission Capable Supply (TNMCS) rate is the percentage of key Air Force
weapon systems which cannot do any assigned mission because of a supply related cause. Again,
due to the unique profile of each weapon systemn comprising the Air Force aggregate TNMCS
rate, it is not measured against an Air Force goal. Instead, the TNMCS rate is viewed from a
trend context. Although TNMCS rates are rising, overall spares inventory is sufficient to support
readiness and war mobilization requirements--but it is beginning to reflect strain. In the Status of
Resources and Training System (SORTS), the number of combat coded aviation units reporting
C3 or C4 in the Equipment and Supplies on Hand category increased 2.5% over the last year due
to shortages in readiness spares packages--spare engines and support equipment.
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INVENTORY TURN RATES
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Inventory Turn Rates represent the nurmnber of times inventory is sold and replaced during the
year. While the manufacturing industry standard for turn rate is 2.0, our FY97 and FY98 tum
rate remains below the industry standard because it is part of the Air Force mission to hold
inventory for contingencies. The Air Force is investigating process improvement for turn rate
based in implementation of several initiatives designed to reduce the amount of inventory stored
on the shelf. These initiatives include: expanded use of direct vendor delivery, cost effective use
of express transportation, and the anticipated benefits derived from reductions driven by

acquisition lead times.

SECONDARY ITEM INVENTORY

{NOTE. The FY 96 secondary inventory total has been updaied from $31.48 reported in the FY96 CFO statement, 10 $29.38.
The figure reported in FY 96 CFO siatement was an estimate based on the FY 98/99 Budge: Estimarte Submission (BES); actual
figures were not available at the time of publicazion. Both the FY 96 and FY 97 figures in this report are actual inventory rotals:
the FY 98 figure is a projection based on the FY 98 PB.)

Secondary Item Inventory includes aircraft, missile, and equipment components and parts
(reparable): general and minor materiel and supplies (consumable); and other consumables, such
as Medical/Dental and Fuels. The FY97 DoD inventory goal was $29.1B in then-year dollars.
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The FY98 goal is $28.4B in then-year dollars. The goals are based on the theory that inventory
should decrease at the same rate as the flying hour program. Flying hours decreased significantly
from FY92 through FY36. The Air Force also significantly decreased inventory to support the
flying hours in these years. However, the flying hour program for FY 97-03 remains relatively
flat; therefore, the Air Force anticipates the amount of inventory it requires to support those
flying hours will not decrease as dramatically as in previous years. The Air Force holds
inventory over and above the amount necessary to support flying hours; it is held for
contingencies and because it is more economical to retain some inventory than to dispose of it.
The Air Force has reevaluated its policies for determining how much inventory to hold for these
purposes. It concluded that it could safely reduce the amount of inventory held in these two
categories (more economical to retain than to dispose and for contingencies) in order to meet the
DoD inventory goals. The Air Force believes it will meet the FY98 goals.
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The Air Force Depot Maintenance Activity Group
(DMAG) provides over 34 billion per year of repair
and other services to customers throughout the Air
Force, as well as to other Services, US government
agencies, and foreign governments. The DMAG
repairs a wide range of customer assets including
aircraft, missiles, aircraft engines and engine
modules, landing gear, electronics, avionics.
composites, and computer hardware and software.
When supply sources are no longer available, the
depots are capable of remanufacturing parts that meet or exceed the original specifications. In
FY97, the DMAG performed programmed depot maintenance (major overhauls) on
approximately 500 aircraft, overhauled approximately 150 engines, and repaired over 300,000
depot-reparable spare parts. In addition, maintenance for more than 700 engines, formerly
performed at the intermediate level, has been moved to the depot under Lean Logistics tenants.

FY98 GOALS AND OBJECTIVES

The goal of DMAG is to provide customers the items they need, when they need them, at the best
possible price, with quality workmanship. Together, the organic and contract elements of the
DMAG provide the solid industrial base needed to effectively maintain combat and support
forces. Management of the DMAG involves the development of realistic budget estimates that
include productivity improvements, performance measures, and continuous review and analysis
of depot maintenance operations to ensure timely production of quality products at the lowest
possible cost.

SOURCES OF MAINTENANCE

The depot maintenance environment is rapidly changing in response to a decreasing force
structure and technology advances. Weapon systems embodying new materials and technologies
require new maintenance processes, while improving reliability and reducing the frequency of
maintenance for many items have become a priority. The net result is a requirement for greater
flexibility in addressing both wartime and peacetime workload changes. This flexibility is
achieved by employing both organic and contractor repair sources.

DMAG Organic Services are provided by five principal Air Logistics Centers (ALCs) and the
Aerospace Maintenance and Regeneration Center at Davis-Monthan Air Force Base (AFB),
Arizona. As aresult of action under the Base Realignment and Closure (BRAC) process. a
seventh facility, the Aerospace Guidance and Metrology Center at Newark AFB, Ohio closed at
the end of FY96, with the majority of its work transitioning to the Boeing Corporation. In
addition, BRAC 95 identified the ALCs at Sacramento. California (SM-ALC) and San Antonio.
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Texas (SA-ALC) for closure/realignment by 2001. Workload begins transitioning from these
centers in FY98.

DMAG Contract Services include depot maintenance performed by approximately 650
commercial firms worldwide. Contract sources often have advanced technologies or specialized
capabilities and facilities not available at organic depots. Contractors are also used when they are
more economical than organic maintenance.

Interservice Support (which, for financial purposes, is managed as a part of the DMAG contract
program) is used for assets common to two or more Services or when common repair
technologies apply.

DMAG ORGANIC SERVICES

% ARMY, NAVY, MARINE CORPS.

OTHER GOV'T AGENCIES,
FOREIGN GOV'TS

Locations & Specialties

SACRAMENTO ALC
McClellan AFB

HQ AFMC
Wright-Patterson AFB

OGDEN ALC
Hill AFB

F/EF-111. A-10,
F-15. KC -135 ¢

Prmany:

L 3 Has management comnd of all ALCx i
Secomdary: Minuteman & Peacckeeper ICBMs «

F14.C- 10

AEROSPACE
MAINTENANCE
AND
REGENERATION
CENTER (AMARC)

Davis-Moathas AFB. AZ
Swrage Reclamation

WARNER-ROBINS ALC
Robins AFB

€.5. F-15, C-130. C- 131, Helicupeers.
) a0 Iy,

SAN ANTONIO ALC
Kelly AFB

OKLAHOMA CITY ALC
Tinker AFB

Enpines Engincs
-2, B-1. B-S2. A- 1D, F-18. KC- 128 CI17.CH.T37. 1.8
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DEPOT WORKLOAD STRATEGY

As a result of BRAC 95 decisions two organic depots, SA-ALC and SM-ALC are currently
planned for closure/realignment. Non-core workload that does not breach Title 10, United States
Code 50/50 legislation (essentially, not more than 50% of the dollar value of the depot
maintenance workload can be performed by non-DoD personnel) is being competed under
public/private competition and remaining workload is being transitioned and consolidated at the
remaining depots. The initial plan to support these efforts was developed in June 1995 with site
selection determined by the Technology Repair Center (TRC) Study, AFMC 21, site surveys, and
the Command Senior Business Planners (SBPs). This overall plan has been refined several times
to achieve better balancing. Three major competition packages are planned for award: the SA-
ALC C-5 in FY97, the SM-ALC workload composite, and the SA-ALC propulsion workloads in
FY98. The C-5 competition is completed with WR-ALC : i
winning the competition with savings of approximately
$190M over seven years.

The SM-ALC workload composite package is made up of a
variety of workloads: instruments/electronics, electrical
accessories, hydraulics, aircraft (A-10 and KC-135), and
manufacturing to support these workloads. SA-ALC
propulsion workloads to be completed include the TF-39, | s
T-56, and F-100 (non-core). If a public depot wins the SM-ALC consolidated packagc thc SA-
ALC propulsion package will then be expanded to include more non-core engine workload.

Major assumptions used during the development of the move strategy were: current
competitions are awarded to the private sector, all moves must be completed by 13 Jul 2001,
50/50 is a limitation to the strategy, the gaining ALCs could accept workload in timeframes
identified, and the transition will maintain a level of employment at two sites that was projected
at the time of the BRAC 95 announcement.

The ALCs will be working detailed workload transition plans during FY98. These plans will
provide the detail on manpower moves, workload values, capacity requirements. and funding.

DOWNSIZING AND COMPETITION

Defense downsizing and competition have continued to impact the Air Force DMAG through
reductions in force (RIFs), “early outs™ of experienced personnel, and BRAC-driven facility
closures and realignments. As is the case with any downsizing effort, productivity has been
affected. Projected closures caused turbulence as qualified personnel departed for alternate
employment and hiring of interim replacements became more difficult. RIFs and early outs
resulted in wholesale personnel reassignments and retraining requirements. The next several
years will witness even greater changes as the closure of two ALCs is implemented. For the
managers of DMAG operations, downsizing and competition will continue to present major
chalienges for the foresecable future.

60 APPENDIX V



Financial Statements and Notes Project 97068043

Overview

DMAG PERFORMANCE MEASURES

Performance effectiveness of the DMAG is represented by seven metrics. Four are Financial
Effectiveness Measures and three are Performance Effectiveness Measures.

FINANCIAL EFFECTIVENESS MEASURES

The Financial Effecriveness Measures are: (a) Net Operating Results, a measure of actual versus
planned profitability of total, organic, and contract operations; (b) Revenue Earned compared to
that projected; (c) the Cost of Goods Sold associated with revenue earned; and (d) Organic
Expenses Per Direct Product Standard Hour (DPSH), which measures actual versus planned
cost effectiveness. :

Revenue and costs are booked based on completed work. Net Operating Results is revenue less

cost and includes other non-operating adjustments, such as prior period corrections. Targets for
financial effectiveness measures are based on the FY 98 President’s Budget (PB).
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Net Operating Results (NOR) is the difference between revenue and associated costs, in business
terms, amounts to the profit or loss from annual operations. Accordingly, the variance of actual
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from target NOR is one of the most important indicators of the effectiveness of business
operations. For FY97, Organic NOR losses were predominantly driven by the large losses at the
two engine ALCs, as well as equipment write-off costs and prior year losses. Contract NOR loss
was driven by a $32M Request for Equitable Adjustment (REA) for work performed by a
contractor (PEMCO) and a $46M write-off of non-credit material intransit from the previous
PEMCO C-135 Programmed Depot Maintenance (PDM) contract.

ORGANIC NET OPERATING RESULTS - BY CENTER

ey SR =
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BTARGET
DACTUAL

QC-ALC Q0-ALC SA-ALC SM-ALC WR:ALC AMARC

Organic losses were predominantly driven by the large losses at the two engine ALCs (OC-ALC
and SA-ALC), primarily due to parts shortages and lower than planned production. In addition,
losses resulted from lower than planned productivity, particularly at the two closing centers (SA-
ALC and SM-ALC). Material Costs were higher than planned due to higher than planned
material prices and higher usage of material than planned.

The Air Force will continue to modernize depot maintenance systems no longer supported or
upgraded by the Joint Logistics Systems Center. Funds were made available to initiate necessary
functional and technical changes that will ensure Air Force systems are Chief Financial Officer
(CFO) Act compliant. However, all existing depot maintenance accounting systems are under
review for process improvement. Commercial-off-the-shelf (COTS) software is being evaluated
as a possible alternative to redesigning current legacy
systems. The need for improved/expanded financial
capability has also led the Air Force to the decision
to implement the Defense Industrial Financial
Management Systern (DIFMS). This will improve
the ability to track and control costs. It also supports
the Defense Finance and Accounting Service’s
(DFAS) efforts to standardize depot maintenance
budget/cost management systems throughout the
Department of Defense.
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REVENUE EARNED - CONTRACT
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Revenue Earned measures the income received from customers versus planned earnings
identified in the President’s Budget (PB). For FY97, the Contract Revenue variance was driven
by exchangeables being over target due to increased requirements and funding. Software revenue
was higher than planned due to the acceleration of B-1 and B-2 workload. Engine revenue was
higher than planned due to an accelerated workload move from the organic activity to contract.
Aircraft revenue was lower than planned due to the C-135 production being less than planned
because of a lengthy strike at the contractor’s plant (PEMCO).
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The Organic Revenue variance was driven by engine revenue being under plan at both the
engine centers. This was primarily due to critical material parts shortages, and lower than
planned production as a result of workload moving from organic to contract. Exchangeable
revenue was also under plan. driven by parts shortages associated with engine workload.
Software revenue was under plan primarily due to workload not generating and the shortage of
qualified software engineers. These negative variances were offset by a positive variance in the
aircraft revenue. Aircraft revenue was higher than planned due to increased production on the B-

52s and C-135s.
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COST OF GOODS SOLD - ORGANIC
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Cost of Goods Sold (COGS) measures the resources consumed in filling customers’ orders versus
those planned. Organic Cost of Goods Sold - was higher than planned due to increased labor
costs, resulting from greater usage of overtime and decreased productivity, which led to higher
than planned organic costs of goods sold. Material costs were higher than planned due to the
workload mix changing to a more material intensive workload. Cost of goods sold also includes
equipment write-offs, due to downsizing of $32M, and prior year losses of 525.1M.
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Contract Cost of Goods Sold was lower than the PB because privatization assumptions used in
planning did not materialize.
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Organic Expenses per Direct Product Standard Hour (DPSH) measures cost per unit of output
for organic depot maintenance. Since the depot maintenance activity group completes many
thousands of dissimilar maintenance and manufacturing jobs, the most feasible output metric is
"earned" direct product standard hours, (i.e., the total work completed as measured in the
standard hours attributed to each job). Variances in cost per standard hour are a primary
indicator of the effectiveness of cost control. For FY97, the rate variance was $2.90 per hour, or
2.6% higher than planned. The labor portion of the rate was higher than planned due to
increased usage of overtime and decreased productivity. The material portion of the rate was
higher than planned due to increased usage of material due to higher than expected failure rates
on some engine workload. The “other” portion of the rate was lower than planned due to
concentrated efforts of the Air Logistics Centers to keep down costs.

PERFORMANCE EFFECTIVENESS MEASURES

Performance Effectiveness Measures are (a) Aircraft Delivery Performance, which portrays
schedule effectiveness; (b) Organic Production Hours, which depicts how well DMAG
supported its planned production output; and (c) Quality Defect Rates which measures the
quality of the completed work, as measured by the operating unit which possess the aircraft.

AIRCRAFT DELIVERY PERFORMANCE

OAdj. Due Date
| Binit. Due Date

FYS7

27

65 APPENDIX V



Project 97068043 Financial Statements and Notes

Overview

Aircraft Delivery Performance is an indicator of the ability of Air Force depots to complete
aircraft overhauls (programmed depot maintenance) and return the aircraft to operating unit
customers by an estimated delivery date. Two
measures are used, an Initial Due Date, representing
the estimate of work required before an aircraft arrives
at the depot, and an Adjusted Due Date, a more refined
estimate based on an actual on-site inspection of the
aircraft. Successful performance is delivery on or
before the established date. Since the adjusted due
dates are based on much more information on specific
maintenance tasks required, performance rates are
typically much higher. Although the delivery : -
performance has decreased somewhat. the actual flowday performance actually improved 31 %
during FY97. Flowdays are the number of days needed to complete work on an aircraft.
Reduced flowdays result in MAJCOMs having less aircraft in the depot and more available for
operational requirements.
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Organic Production Hours is an important metric of the productive output of organic depot
maintenance. Essentially, this indicator measures output (in standard hours “earmned”) of
completed work. Variations from the target result from changes in requirements (for example, an
increase in customer orders) or, more importantly. from changes in direct labor productivity. For
FY 95 10 FY 97, the decrease of 13 percent in forecasted production hours is a clear reflection of
the continuing drawdown of organic facilities and the transfer of workload to commercial
contractors. FY 97 production was slightly lower than the PB: however, the PB projected
privatization that did not occur. A more meaningful comparison is that actual production hours
were 1.2 million hours less than initial ALC plans. Primary variances were found in engines and
exchangeables due to parts shortages at both engine centers. Software production was under
center plans primarily due to less workload and manpower than planned being on board.
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QUALITY DEFECT RATE
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Quality Defect Rate measures the quality of completed work. The quality of organically
performed aircraft programmed depot maintenance is assessed by the trend in quality defects per
aircraft delivered, as reported by the operating units that possess the aircraft. Measurable defects
are those which are critical or major in nature and constitute failures in workmanship.

MAJOR DMAG INITIATIVES

COMPETITION: Once minimum core capability has been established, the remaining non-
core workloads will be accomplished to attain the best value to the customer and the public
sector within 50/50 legislation. This will be accomplished in large part by the use of
public/private competition. The remaining two major competition packages planned (SM-
ALC composite package and SA-ALC Propulsion) are projected to produce a significant cost
reduction or savings of 16%. This savings has been incorporated into the FY98 budget
submission.

WORKLOAD CONSOLIDATIONS: Core workloads from the closing depots will be
transitioned to the remaining depots beginning in FY98. This will draw the AFMC
infrastructure down from five to three depots. With these consolidations, General and
Administrative (G&A) costs will be spread over larger workloads. Improved yields are
projected which will equate to less manpower required to accomplish the workloads. A cost
reduction of 10% beginning one year after workload consolidation has been projected and is
reflected in the FY98 budget submission.

MATERIAL EXPENSE: In an attempt to more closely align the FY99 amended BES with
the FY98 President’s Budget, HQ AFMC has constrained the ALC budgets to only those

material costs that represent an increase in price growth (inflation) or correspond with an
increase in production.
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OTHER EXPENSES: Other reductions to initial ALC budgets include $27M in FY98. The
Air Force projected a $15M cost avoidance in real property maintenance due to the initial
efforts in closing the two ALCs. A reduction in travel of $2M has also been included to more
closely align costs with the inflation rate. $1M in cost avoidance was included due to
reduced costs for shop realignment at the closing ALCs. The closing ALCs have delayed or
canceled shop realignment efforts due to the pending closures. As workloads are
consolidated to the remaining ALCs, equipment will be excessed and depreciation expenses
will decrease. A $7M cost avoidance was included in the budget to account for this decrease
in depreciation. Also, equipment maintenance costs have been reduced by $2M due to the
closures. A $20M cost avoidance was projected for FY99. For the same reasons mentioned
above, real property maintenance cost reductions of $9M, travel cost reductions of S10M, and
equipment maintenance cost reductions of $1M have been included in the budget.

CAPACITY UTILIZATION: Increased utilization is targeted for the remaining depots as a
result of the implementation of the workload consolidation efforts. Excess capacity will be
reduced due to the closure of SM-ALC and SA-ALC. Additional capacity reduction will be
achieved based on more efficient production processes and more economical use of
production resources. The goal is to have 80-85% utilization at the remaining depots.

FIRST STRIKES: Motivated by an increasing need to see immediate improvement in the
DMAG process, AFMC initiated the “First Strike” program.: The program identifies tasks
that are important to achieving a high quality depot maintenance program and that can be
completed within a short period of time to gain quick results. Yet, accomplishment of these
tasks must still have long-term economic benefits. The First Strikes include policy,
resources, training, and metrics initiatives. The establishment of the current CEO as manager
of DMAG concept was one of these efforts. Other initiatives call for the review of equipment
depreciation and labor standard policies, clarification of the Reduction-In-Force (RIF)/early
out process, proper application of manpower and manpower constraints, simple updates to
automnated data tools, training at all levels, and ensuring proper performance measures are in
place. Policy and guidance have been issued in many of these areas and efforts will continue
to complete all initiatives, as well as work new issues identified. Indications are that the
attention given to the First Strikes is producing intended results.

LEAN LOGISTICS: The tenets of lean logistics, converting the current logistics process
from a “push™ to a “pull” system, will continue to be implemented in the maintenance depots
via the Depot Repair Enhancement Program (DREP) program. This program puts the
ultimate authority for repair of an item into the hands of the maintainer. Under this concept,
the maintainer exerts influence over functions including item management, financial
management, and supply, to prioritize and expeditiously repair what is really needed. This
fundamental redesign of the process will yield a demand-based environment that is both cost
efficient and responsive to customer needs. The process has been streamlined and will also
result in the turn-in of excess equipment and reduction of current capacity levels. In addition
to these savings, the Aircraft Repair Enhancement Program (AREP) being implemented
across several Programmed Depot Maintenance (PDM) lines has shown promise to
substantially reduce future aircraft depot flow days. The goal is a significant (up to 50%)
reduction in PDM flow time with equal or reduced cost.
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The Information Services Activity Group (ISAG) is a
fairly new WCF activity that began cost-reimbursement
operations in FY96. During the startup year, the funding for
Central Design Activity (CDA} operations was centrally
managed. Full operations, including direct billing of
customers began in FY97 with the implementation of the
Industrial Fund Accounting System (IFAS).

The Air Force operated two large CDAs. Through a
combination of contract and organic services, the CDAs provide hardware and software support
for the Air Force computer business areas. Specific services provided include acquisition,
maintenance, modification, modernization, development, and consulting services supporting
automated data systems. Further, the CDAs develop procedures for implementing Air Force
logistics policy, provide maintenance and publication of documentation, and provide direct
support to field users. The two CDAs are the Materiel Support Group (MSG) and the Standard
Systems Group (SSG). MSG is located at Wright-Patterson AFB, Ohio and concentrates
primarily on wholesale logistics and depot systems. SSG focuses primarily on base-level
standard systems and is located at Gunter AFB-Maxwell Annex, Alabama.

The mission of the ISAG is to provide a financial and management vehicle to support Air Force
software and hardware development. Through system Logistic Program Directives/Service Level
Agreements (LPDs/SLAs), the customer is able to determine system requirements and provide
the financial means to accomplish the work required. The customers and providers together
develop the LPDs/SLAs, thus making the customer an integral part of the requirements process.

GOALS AND OBJECTIVES

The CDAs will provide mission support services to the Air Force in a multitude of functional
areas (e.g., Supply, Maintenance, Transportation, Munitions, Logistics Plans, Contracting, and
Military Justice). To do so, the following goals have been established:

e Provide a more effective means for controlling the costs of goods and services required to be
produced or furnished by WCF activities, and a more effective and flexible means for

financing, budgeting, and accounting for those costs.

* Provide managers of WCF activities the financial authority and flexibility required to procure
and use manpower, materials, and other resources effectively.

¢ Facilitate budgets for, and reports of, the costs of end-products, underlining the cost
consequences of choosing among alternatives.
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Strategy Initiatives for FY98:

s To generate a Net Operating Result (NOR) equal to zero, whereby ISAG total revenue equals
the ISAG total expenditures.

e To reduce the ISAG General and Administrative function by an amount consistent with
established guidelines, directives, and sound business practices.

In FY98, The Logistics Information System Program Office (IL. SPO) was established as a result
of the Electronic Systems Center (ESC) reorganization. The IL SPO implements asset tracking
and commander visibility for Air Force logistics systems in accordance with the Chief Financial
Officers Act. The mission is to provide the right information at the right time and place to help
AF/IL and AFMC/LG succeed, enabling agile combat support. The two key objectives are focus
on the customer and enable integration among the different logistics information systems. The
SPO modemizes and sustains base and depot-level information systems with the Supply.,
Maintenance, Munitions, Logistics Plans, and Transportation functional areas. Tradeoffs
between legacy systems sustainment and the modernization of the legacy systems are identified
to the logistics community. The IL SPO is the single manager for all logistics information
systems under ESC.

ISAG PERFORMANCE MEASURES

Performance effectiveness of the ISAG is represented by eleven metrics. Seven are Financial
Effectiveness Measures and four are Performance Effectiveness Measures.

FINANCIAL EFFECTIVENESS MEASURES

In FY97, ISAG used seven financial effectiveness measures. These are: (a) Total Revenue; (b)
Total Cost of Goods Sold, (c) Total Net Operating Results; (d) Collections; (e)
Disbursements; (f) Change in Cash; and (g) Capital Obligations. Since FY97 was the first year
of full operations for ISAG, comparative data is not available.

32

70 APPENDIX V



Financial Statements and Notes Project 97068043

Overview

TOTAL REVENUE
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Total Revenue measures the income received from customers versus planned income. End of
FY97 revenue was within 1 % of planned. Revenue is earned from two main methods, the sales
of direct billable labor hours at the composite rate and the accrual and receipt of contract dollars

as they pass-through the CDAs.

TOTAL COST OF GOODS SOLD
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Total Cost of Goods Sold measures the resources consumed in filling customers’ orders versus
planned. These costs include labor, materials, supplies, depreciation, contracted engineering
services, lease costs, purchased communications, equipment maintenance, base operating
support, and other expenses. End of FY97 resulted in 3.8 % less than planned.

TOTAL NET OPERATING RESULTS

4 '~ ft‘:’?, BRI -
g 3 ;—"‘-) «ﬁ '
o D
g Pt s
s e
- | & q

]

PB ACTUAL

Total Net Operating Results measures the profivloss versus planned. The $4M profit is result of
Revenue from Firm Fixed Price billing that was not considered when the revenue pian was
developed.
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The Air Force is actively engaged in improving AFWCF accounting systems and ISAG will
benefit from the ongoing improvements to the overall accounting systems. Upon entering the
WCF, ISAG implemented the Industrial Fund Accounting System (IFAS) as its WCF accounting
system. HQ DFAS is considering whether to redesign or replace IFAS. Should this occur, the
Air Force will be an active participant with DFAS in changing I[FAS to more closely meet our
needs. Actions to improve ISAG specific systems, such as IFAS, will be taken as deficiencies

are discovered.

COLLECTIONS
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Collections measures the dollar value of planned collections versus actual collections. FY97 was
$72M higher than planned because the plan was not adjusted for the effect of “biiling to
obligations™ effective in May 1997. Also, the receipt of a new Annual Operating Budget (AOB)
in September was not included in the plan at that late date.

DISBURSEMENTS

$ Millions

Disbursements measures the planned versus actual disbursements. FY97 resulted in
disbursements being $51M higher than planned. This is due to receipt of a new AOB in
September and planned disbursements were not adjusted at that late date.
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CHANGE IN CASH
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Change in Cash measures the difference between collections (cash in) and disbursements (cash
out). FY97 resulted in $51M change in cash.

CAPITAL OBLIGATIONS
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oA COMMIT  OBLIG
OA COMMIT OBLIG %OBLIG
_EQUIPMENT 1.100 0.082 0.939 85%
MINOR CONST 0.000 0.000 0.000 0%
ADPE 6.165 2.950 2.589 42%
SOFTWARE 2.300 2.000 0.319 14%
TOTAL 9.563 5.032 3.847 40%

Capital Obligations reflects the amount of capital obligation authority obligated and the balance.
FY97 reflects only 40% of the capital authority obligated. This is due to coding errors and will

be corrected for FY98 reporting.
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ISAG will include four