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Mr. Chairman and Members of the Committee: 

We are pleased to be here today to discuss inventory management in 

the Department of Defense. Today, effective management is more 

important than ever because of the gr.owth in DOD inventories. 

In this overview today, and in a series of more detailed reports, 

we address the problems DOD has in assessing how well its 

inventories are managed. 

' RESULTS IN BRIEF 

In the last several years, we and DOD audit agencies have issued 

numerous reports addressing serious inventory management 

deficiencies, such as inaccurate inventory records, poor physical 

inventory controls, and inadequate controls and accountability over 

government property furnished to contractors. 

Last year; DOD revised its 1982 S-year improvement plan to address 

many specific inventory-management problems. Also, after we issued 

our overview report on supply system problems in May 1986, DOD 

identified, for the first time, inventory controls as a DOD-wide 

concern in its annual Federal Managers Financial Integrity Act 

report to the President and the Congress. However, our current 

work shows that DOD does not hav-e accurate data on which to base 



management decisions. Therefore, DOD needs to place increased 

emphasis on inventory management, particulqrly because of inventory 

growth over the past few years, which has added to previks 

problems. 

The value of DOD's inventory of secondary items, such as repair 

parts and supplies, is estimated at over $90 billion, almost twice 

as large as it was just 5 years ago. This inventory may be more 

than DOD needs or can efficiently manage. For example: 

1. There has been a significant increase in the amount of 

secondary-item inventories excess to requirements. At the 

beginning of fiscal year 1987, these excesses were valued 

at $29.5 billion, up from $10.2 billion in 1981. 

2. DOD has bought large amounts of repair parts, in 'support 

of newly fielded systems, that are not needed to support 

the systems in the first few years of their operations. 

3. DOD warehouses are being filled to capacity, resulting in 

DOD relaxing its policy of not disposing of any item 

supporting a weapon system still being used. 

We are completing reviews on a number of inventory management 

issues, which we will be reporting on over the next few months. 

This overview statement concentrates on three areas: (1) the 

accuracy of inventory records, (2) the effectiveness of research to 

identify the causes of inventory discrepancies, and (3) the 

physical protection of DOD assets. 
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Concerning the accuracy of inventory records, we found several 

problems with DOD's current reporting system, including POD 

policies that allow some data to be incomplete, and examples where 

the services' practices merely make the accuracy indicators look 

better without contributing to improved management. Overall, we 

found that inventory accuracy is much less than DOD's reported 

accuracy indicates. We also found a growing trend for DOD to do 

more unscheduled inventory counts directed at investigating known 

inventory discrepancies. In itself, this is an indicator of a 

growing management problem. 

Because of the problems we found, management cannot rely on 

reported inventory accuracy as a basis for identifying potential 

problems and taking corrective actions. To get a representative 

view of inventory accuracy, we conducted our own statistically- 

valid inventory counts. Our results show that inventory accuracy 

can range much lower than the accuracy reported by DOD. Also, we 

developed data on quantity accuracy--something DOD does not 

currently do, but should. 

Turning to the issue of research --which is supposed to identify the 

causes of inventory discrepancies so management can take corrective 

action, we found that the services' and DLA'S research is not 

effective because it (1) sometimes is done just to make inventory 

accuracy reports look better, and (2) generally does not identify 



the causes of inventory variances. $ome DOD officials are now 

questioning whether such research shguld be done at all, especially 

in light of continuing reports by us and others that much of the I 
research that is performed is ineffective. 

. 

Finally, turning to the area of good physical security--a 

prerequisite of good inventory management --we testified last year 

that we had made undetected entries into Army and Air Force supply 

warehouses in Europe. In our current work, we again found 

inadequate security at some of the areas we visited. In all casesl 

the services and DLA are taking corrective actions in response to 

the security shortcomings we noted. 

BACKGROUND 

Last year, we reported to the Chairman of the Senate Armed Services 

Committee's Task Force on DOD Inventory Management that there was a 

wide range of DOD inventory management problems.1 At that time, 

the scope of our work was to look at the entire supply system. Our 

report and later testimony before the Task Force provided a 

snapshot of supply system problems. Because we found problems at 

all 30 locations we visited, we considered our findings 

representative of DOD inventory management problems. What we could 

not do within the scope of that effort was to identify the 

1Inventory Management: Problems in Accountability and Security of 
DOD Supply Inventories, NSIAD/GAO-86-106BR, May 23, 1986. 
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magnitude of the problems, the causes, and the corrective actions 

needed. As a result, the Task Force and this Committee asked us to 

take a more detailed look at several aspects of DOD inventory 

'management. Today, we are providing an overview of our assessment 

of DOD inventory accuracy. We recently issued our report on the 

Army's inventory accuracy; and we will issue reports on the Defense 

Logistics.Agency (DLA), the Navy and the Air Force shortly. In the 

next few months, we will also be reporting on the other areas we 

are reviewing, such as contractor access to DOD's supply system and 

the management of government material furnished to them. 

Inventory management in DOD is an extremely large, complex task in 

which one can never expect 1000percent accuracy. It is an area 

with a long history of problems, and DOD is taking many corrective 

actions. It is an area where financial management reform could 

produce significant improvement. 

. 

Mr. Chairman, in my recent testimony on your proposed legislation-- 

the Federal Financial Management Reform Act of $1987 (S.1529)--1 

reiterated my strong belief that a legislative underpinning is 

crucial for success of the reform efforts. The Act would provide 

many of the essential elements for successful financial management 

reform, including centralized leadership to plan and dir'ect the 

improvement efforts and corresponding leadership in executive 

departments and agencies to implement the plan. Your proposed 

legislation may be the impetus needed to correct the management and 
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accountability problems, such as those we will discuss today and 

others that are being increasingly highlighted in a wide range of 

areas throughout the government. 

MAGNITUDE OF DOD SUPPLY SYSTEM 

To support its weapon systems, base operations, and other 

activities, DOD's supply system contains an estimated 4.5 million 

different items. There is no comparable supply system anywhere. 

while the sheer magnitude makes it a challenge to manage, the 

magnitude also makes it imperative to have good management to 

promote efficient and effective operations, support military 

missions, and protect the inventories from fraud, waste, and abuse. 

LONG-STANDING PROBLEMS PERSIST 

When we started our work last year, we identified and reviewed 347 

reports, issued between 1981 and 1985 by us and DOD audit agencies, 

which reported on various DOD supply system problems. Over the 

years, such reports have led to congressional concern and DOD 

actions. For example: 

-- In 1981, the Congress investigated large increases in the 

value of inventory adjustments at naval supply centers- 

from $67 million in fiscal year 1978 to $504 million in 

fiscal year 1981. The investigation and later hearings in 

February 1982 established that the large increases were 

symptomatic of serious inventory management deficiencies, 
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e.g., lack of management concern and accountability, and 

ineffective physical inventory controls.2 

-- In April 1983, follow-up hearings were held on the military 

supply systems inventory-control problems.3 At that time, 

we reported that the Navy had 73 initiatives, completed or 

ongoing, designed to improve physical inventory controls 

and records accuracy. However, we also reported that the 

magnitude and impact of the inventory accuracy problems in 

the Army, Air Force, and DLA were much greater than DOD 

previously recognized.4 DOD, at that time, was developing 

a physical inventory improvement plan that called for a 

series of actions through fiscal year 1985 intended to 

identify improvements needed in policies, procedures, and 

standards for upgrading inventory record accuracy.' 

2House Armed Services Committee, Subcommittee on Readiness (1) 
Staff Report on Investigation of Losses at Naval Supply Centers, 
Feb. 10, 1982, and (2) hearing on Inventory Management Control 
Policies and Practices: Resource Accountability and Losses at 
the Norfolk Naval Supply Center, Feb. 19, 1982,. 

3House Armed Services Committee, Subcommittee on Readiness, 
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-- Du r i ng  th e  pe r i od  f rom A u g u s t 1 9 8 3  th r o u g h  S e p te m b e r  1 9 8 4 , , 
th e  D O D  In spec to r  G e n e r a l  a n d  th e  serv ice  aud i t g r oups  

pe r f o rmed  a  d e fense -w ide  aud i t to  r e s p o n d  to  supp l y  sys tem 

p rob l ems  i den tifie d  by  th e  Congress .  In  A u g u s t 1 9 8 5 , th e  

D O D  In spec to r  G e n e r a l  repo r ted  th a t D O D  a n d  its c o m p o n e n ts 

we re  r e spond i ng  to  th e  cong ress iona l  crit icism ; howeve r , 

s o m e  p rocedu res  n e e d e d  to  b e  re f ined  o r  rev ised , .and  th e  

e xecu tio n  o f o the rs  was  still ser ious ly  d e ficient. Fo r  

e x a m p l e , m e th o d s  u s e d  to  se lect  ite m s  to  b e  inven to r ied  d i d  

n o t m e e t D O D  pol icy,  a n d  causa tive resea rch  was  n o t 

i d en ti fying a n d  cor rec t ing  causes  o f inventory  

d i sc repanc ies .5  

In  Janua r y  1 9 8 6 , D O D  rev ised  its 1 9 8 2  S -year  i m p r o v e m e n t p l an  to  

add ress  speci f ic  i n ven t o r y -managemen t p rob lems .  A fte r  w e  i ssued  

ou r  repor t  in  M a y  1 9 8 6 , D O D  i den tifie d , fo r  th e  first tim e , 

inventory  c o n trols as  a  D O D - w i d e  conce rn  in  its a n n u a l  Fede ra l  

M a n a g e r s  F inanc ia l  In tegr i ty  A c t repor t  to  th e  P res iden t  a n d  th e  

Cong ress .6  

A s  w e  wi l l  d iscuss  to d a y , w e  be l i eve  th a t c o n tin u e d  i m p r o v e m e n ts in  

D O D 's inventory  m a n a g e m e n t requ i re  h igh - leve l  m a n a g e m e n t emphas i s  

a n d  exp lo ra t ion  o f n e w  ways  to  add ress  th e  l ong -s tand ing  p rob lems .  

5 D e fense -w ide  A u d i t o f Phys ica l  In v e n to ry  Ad j u s tm e n ts, O ffice o f 
th e  In spec to r  G e n e r a l , D e p a r tm e n t o f D e fe n s e , A u g . 1 6 , 1 9 8 5 . 

6 D e p a r tm e n t o f D e fe n s e  A n n u a l  S ta te m e n t o f Assu rance  fo r  F isca l  
Y e a r  1 9 8 6 , Dec . 3 0 , 1 9 8 6 . 
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INVENTORY GROWTH HAS 
INCREASED PROBLEMS 

DOD's supply-system problems and congressional concerns are not 

unique to the 1980s--rather, their roots go back to the 1960s and 

1970s. The recen$ large-scale military build-up, however, has 

added to previous problems. For example, DOD's inventory of 

secondary items --such as repair parts, supplies, and clothing--have 

grown substantially-- from $48 billion in fiscal year 1981 to over 

$90 billion today. According to DOD, this growth primarily 

resulted from increased costs and the need to support its large 

weapon systems modernization program. However, the growth can also 

be attributed in part to other reasons. For example, the lead 

times necessary to procure inventories have lengthened for several 

reasons. Administrative lead time has increased to compensate for 

DOD initiatives and congressional legislation to expand 

competition. Longer lead times result in larger inventory 

investment to support systems during this time. DOD estimates that 

each day of lead time may add up to $40 million to the budget. 

While DOD's readiness and sustainability missions and goals require 

it to maintain a certain level of inventory, there are indicators 

that DOD's inventory growth may be resulting in substantial 

investment beyond that needed to meet its'missions. These 

indicators are 
\ -- a significant increase in the amount of inventory items 

excess to requirements; 
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-- DOD may be buying too much too early to support the newer, 

more sophisticated weapon systems; and 

-- DOD's admission that its warehouses are filled to capacity, 

resulting in its relaxing its policy of not disposing of 

any item supporting a system still being used. 

It is important to note that these are only indicators of over- 

investment. We have not yet compiled sufficient data on which to 

reach a firm conclusion. 

Excess items 

In January 1987, we reported that excess inventory levels in the 

Air Force were growing.7 For the l-year period ending March 31, 

1986, the Air Force's on-hand and on-order-excess aircraft spare 

parts had increased from $3.4 billion to $9.4 billion. As a 

percentage of total inventory, the excesses grew from 9.6 percent 

to 25.1 percent. 

In our current analysis, we found that for all ,of DOD the amount of 

secondary items identified as excess has grown almost 200 percent 

between fiscal years 1981 and 1987.8 In dollar figures, these 

7Air Force Budget: Potential for Reducing Requirements and Funding 
for Aircraft Spares, GAO/NSIAD-87-48BR, Jan. 13, 1987. 

8Excesses are identified when analysis shows that they are in 
"long-supply," i.e., that they exceed known requirements. Dollar 
figures are as of the beginning of the fiscal year. 
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excesses are valued at $29.5 billion, up from $10.2 billion in 

1981. 

While excesses can develop as items become obsolete because new 

weapon systems are fielded, there are indications that too much was 

bought to support new weapon systems. This is a difficult area to 

manage and needs continuing attention. 

Support of new systems 

There is uncertainty about what is needed to support the newer, 

more sophisticated weapon systems being fielded today. As a 

result; DOD may be buying too much too early, which contributes to 

inventory growth. Initially, the amount of repair parts needed are 

estimated and usually provided with the systems when they 'are 

fielded. Last year, we reported that repair parts inventories in 

Europe became too large for Army units to manage effectively--most 

parts were not needed to support the weapon systems in their first 

2 years of fielding. Army units in Europe later returned 70 to 80 

percent of these repair parts as excess to Army depots in the 

United States. Army officials told us that they bought too much 

because they did not have the engineers needed to adequately assess 

what the contractors said was needed to support the systems. 

We also found early buys of large quantities of parts for the B-1B 

aircraft. The cost of spares purchased through fiscal year 1986 

for the B-1B totaled about $2.3 billion. The Air Force acquired 
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the spares under a concept called "expanded advance buy," which * 

involves procuring combined initial and replenishment spares in 

quantities anticipated to be needed to support the aircraft for 4 

years. The Air Force expected cost savings of about 8150 m illion 

by enabling contractors to reduce production and administrative 

costs. 

However, because of the high degree of concurrent development and 

production on the B-lB, an increased risk of unstable systems and 

obsolete parts existed. The B-1B defensive avionics system is 

unstable and will require extensive modification over the next 

several years. As a result, some portion of the spare parts 

procured for this system (over $800 m illion as of July 1987) will 

likely become obsolete and require either modification or disposal. 

The extensive system development planned over the next,several 

years precludes a current determ ination as to the cost of such 

modifications or the extent of disposals. 

For those items  that the services ask DLA to stock in support of 

new weapon systems, DLA data shows. that on average there is no 

demand for 56 percent of these items  during the first 2 years after 

a system is fielded and no demand for 44 percent during the first 3 

years. In the 4-to 6-year range, there is still no demand for 

about 35 percent of the items. 
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Warehouses filled to capacity 

In December 1986, DOD notified the services, and DLA that:warehouses 

were almost filled to capacity. Data showed that DOD warehouses 

were filled at the 88 percent level, with several large depots 

filled much higher. According to DOD, when warehouses are filled 

above 85 percent, depot efficiency and productivity suffer. As a 

result, DOD relaxed its requirement to retain all items held to 

support weapon systems currently in the inventory. This would 

allow some of these inventories to be disposed of. The original 

retention policy was required because DOD found that it was 

disposing of spare parts for some systems, and then buying them 

later, often at much higher prices. 

The initial requirement to hold all such support items resulted in 

inventory disposals of excess items decreasing from a peak of 

almost 5 percent of inventory in fiscal years 1978 and 1979 to less 

than 0.5 percent in fiscal years 1985 and 1986. As a result, DLA 

estimates that $1 billion of its inventory growth from 1981 to 1986 

was because of this requirement. 

Our observations confirm that DOD warehouses are filled near 

capacity. While large inventories should enable the supply systems 

to provide military units with what they need, the question is 

whether this can be done more economically and efficiently. 
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Overcrowded warehouses can make it mofe difficult to properly store 

and locate inventories. 

DOD statistics in the following chart show that with the large- 

scale inventory increases since 1981,'the Army's and Navy's 

wholesale level stock availability (how often qemands for iteins are 

filled with stock on-hand) improved somewhat, while DLA's stayed 

the same. 
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The above chart also shows that stock availability in the Air Force 

and Marines decreased. According to DOD, this was because (1) the 

Air Force has moved a lot of items to the user level and (2) the 

Marines have transferred most consumable items to DLA and now 

manage mostly reparables. 

IMPORTANCE OF GOOD CRITERIA FOR 
MEASURING AND REPORTING INVENTORY ACCURACY 

Because of the large volume of transactions--such as receipts and 

issues and other adjustments to inventory records--DOD inventory 

records are constantly changed and the inventories also experience 

significant "gains" and "losses". If you have more inventory than 

you think you have, improper management decisions are made because 

new stocks are ordered before they are needed. If you have less 

inventory on hand than your records show, you may not be a'ble to 

adequately accomplish your mission. In addition, inventories are 

susceptible to waste or fraud without detection when recmords do not 

accurately reflect what is in the warehouse. Therefore, management 

needs an effective way of identifying inventory accuracy problems, 

measuring their severity, and determining reasons for the inventory 

inaccuracies and the corrective actions needed. 

REPORTED INVENTORY ACCURACY 
DATA IS INACCURATE 

Reported inventory accuracy data does not reflect actual inventory 

accuracy for several reasons. 
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1. 

2. 

3. 

DOD policies allow some inaacuracies to not be reported 

and/or not included in calculating' inventory accuracy. 

The services sometime take actions which .just make 

reported inventory accuracy look better without 

contributing to improved management. 

On the other hand, the basis for DOD inventory accuracy 

reporting tends'to make accuracy look worse than it 

actually is because of a trend for DOD to do more 

inventories directed at investigating a known problem, 

rather than the inventories being representative of 

overall inventory condition. 

To get an independent, representative assessment of inventory 

accuracy, we conducted our own statistically-valid sample 

inventories and calculated three indexes of accuracy. Because we 

used a projectable sample we were also able to analyze our sample 

results by categories such as dollar value or item type. 

Reported inventory 
accuracy data 

DOD's Inventory Control Effectiveness (ICE) Report is prepared 

quarterly and annually and contains data on the services' and DLA's 

inventories, including inventory value and measures of inventory 

accuracy. One measure, the "gross monetary adjustment rate", shows 

the relationship of the value of gross inventory adjustments (gains 

and losses) to both average inventory value and the value of 

material inventoried. In fiscal year 1986, DOD's overal, inventory 

accuracy was reported as 97.4 percent based on total average 
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inventory value and 94.8 percent based on the value of items 

inventoried. (In fiscal year 1986, DOD inventoried 50 percent of 

its inventory value, down slightly from 57 percent in fiscal year 

1985.) 

As shown in the following chart, the reported inaccuracy rate based 

on the value of items inventoried has gotten worse over the last 2 

years, going from 3.3 percent in fiscal year 1984 to 5.2 percent in 

fiscal year 1986. 
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The increasing adjustment rate reflects the growing numbsrs'of 

unscheduled inventories--inventories done to investigate known 

problems. While a large number of unscheduled inventories are, by 

themselves, indicators *of inventory problems, such inventories 

would tend to show lower accuracy rates. 

The monetary adjustment rates can be inaccurate indicators of 

inventory accuracy for several other reasons. In 'addition to 

normal updates for receipts and issues, inventory records also 

experience a lot of changes as the services and DLA adjust them on %- 

the basis of physical inventories. In addition, DOD allows 

adjustments to inventory records to be "reversed" when prior 

adjustments can be used to explain the variances. Although the 

dollar value of reversals is reported to DOD, it is excluded in the 

computation of gross monetary adjustment rates and, therefore, 

management is not using all available data to identify potential 

inventory management problems. Including reported reversals in - 

total inventory adjustments lowers the overall DOD monetary 

accuracy rate from 94.8 to 86.9 percent based on value of items 

inventoried. Further, as I will discuss later, reversals are often 

made to make the accuracy rate look better rather than to identify b 

real errors so they can be corrected. 

Another measure of inventory accuracy required to be reported in 

the ICE report is "inventory records accuracy". The accuracy of 

inventory records-- how often a record and a physical count agree-- 
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are reported by the services and DLA to be in the.80 to 95 percent 

range. 

Although records accuracy rates are an important me.asure of 

inventory accuracy, they do not by themselves show the extent to 

which the records are inaccurate. For example, although a record 

showing 100 units in stock is inaccurate if the 'actual stock on 

hand is anything less than 100 units, it is important to know 

whether the on-hand stock is 1 unit or 99 units. To g,et this type 

of evaluative information quantity accuracy has to be measured. 

DOD does not currently measure quantity accuracy but it is moving 

in that direction. 

In addition, DOD requires that only records with major adj'ustments 

(those with a dollar value over $800) be reported and, therefore, 

considered in computing record accuracy rates. Since record 

accuracy rates provide a prel,iminary management indicator on which 

decisions are being made, we believe all adjustments should be 

considered as a basis for management action. * 

For example, in its fiscal year 1986 ICE report, the Air Force 

reported that 56,510 of the items inventoried had major inventory 

adjustments and, therefore, that its inventory accuracy rate was 

82.5 percent. However, the Air Force also had an additional 

137,977 minor adjustments that were not reported. Considering all 

adjustments reduces the Air Force's record accuracy rate to only 40 
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percent. While it is appropriate for DOD to concentrate first on 

the higher-value items, it should also be concerned about the 

significant amount of inventory adjustments on the lesser-valued 

items. In the Defense supply system, even a low-value item may be 

critical to weapon system operations. We think that a positive 

first step addressing the need to measure and evaluate all 

inventory variances is that DOD is now changing its regulations to 

require its components to include both major and minor.adjustments 

in computing record accuracy rates. 

This change should be especially helpful to DLA management because 

DLA is in the business of managing low-value, consumable items 

common to all ,of DOD. For example, during fiscal years 1985 and 

1986, 87 percent of DLA depots' inventory adjustments were. under 

the $800 criterion and, therefore, were not considered in computing 

record accuracy rates. Included in these minor adjustments would 

be sensitive and pilferable items --such as medical supplies--and a 

wide range of consumer items--such as clothing, film, and garden 

hoses. 

Reported accuracy data 
'is questionable 

In addition to the above concerns on reported inventory accuracy 

data, we found several service practices that are further 

inhibiting the reporting of correct inventory accur,acy data. 
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At the Army's Tank Automotive Command, some inventory adjustments 

are not being reported. Army personnel sometimes conclude that a 

current inventory adjustment is not a problem, and therefore not 

reportable , by going back several years in the inventory records to 

"reverse" prior transactions or adjustments. This is contrary to ' 

DOD policy and to good management practice. For example, our 

review of 15 adjustments each valued at over $20,000 that the 

Command processed in October 1986 showed that 8 were improperly 

resolved by reversing old transactions. As an example, an October 

1986 physical inventory at the Army's New Cumberland depot revealed 

a shortage of 11 truck axle assemblies, each costing $11,066. 

Rather than recording this as an inventory loss of $121,726, the 

Command ostensibly resolved the loss by partially reversing a June 

1980 gain of 25 axles. This action assumed that the 1980 'gain 

transaction and later inventories were erroneous, even though such 

a gain would not have been posted to the records unless it had been 

verified by three counts. Such resolutions were not even reported 

by the Command as "reversals". Rather, they were treated as 

"accounting errors" and were never considered in assessing 

inventory accuracy. More importantly, no emphasis was given to 

determining why the inventory was short 11 axle assemblies. 

At the Norfolk Naval Supply Center, in addition to usingmold 

transactions to resolve current discrepancies, the Center also 

overstated the value of items physically inventoried, which made 

its inventory accuracy look better than it was. Specifically, 
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. Supply Center officials included the results of quarterly routine 

maintenance checks on a small number of high-value items--F-l4 

engines-- as though they were physical inventories. Since such 

items are closely controlled, their inventory records are highly 

accurate. However, by counting these engines four times in a 

single year in the value of the items inventoried (the denominator 

of the inventory accuracy 'statistic), the inventory accuracy rate 

was artificially increased during the reporting period. For 

example, in fiscal year 1986, engine maintenance checks accounted 

for $1.06 billion, or 27 percent of the total value of items 

inventoried. Not including these in calculating inventory accuracy 

would have raised the reported adjustment rate from 3.2 percent to 

4.4 percent, a significant increase. 

Scheduled versus unscheduled 
inventories 

Scheduled inventories are routinely done as an internal control. 

In addition, unscheduled inventories are done to investigate a 

suspected or known problem. A growing trend of unscheduled 

inventories is, in itself, an indication of inventory accuracy 

problems. For example, at the Army's New Cumberland Depot 

unscheduled inventories have grown from 60 percent of all 

inventories in fiscal year 1984 to over 90 percent in fiscal year 

1986. At the Norfolk Naval Supply Center they grew from 63 percent 

to 75 percent during this same period. . 
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GAO STATISTICA& SAMPLES 
OF INVENTORY ACCURACY 

Because of reporting and accuracy problems and the growing trend 

for the services and DLA to do more unscheduled inventories 

directed at examining a  problem, the reported. inventory accuracy 

data is not representative of actual conditions. Therefore, to get 

an independent assessment of inventory accuracy, we physically. 

inventoried statistically sampled items at one major depot or 

supply center in the Army, Navy, and DLA. Since the Air Force, to 

their credit, already performs an annual sample inventory at each 

of its Air Logistics Centers, we did not duplicate its effort. W e  

do, however, have some concerns on its methodology and subsequent  

reported results. The Navy has also begun implementing a  

statistical-sample methodology, but it is too soon to evaluate its 

results. Also, in response to our reports, the Army and DLA will 

now require an inventory sample to provide management  a  more 

representative view of inventory accuracy. 

Results of GAO sample 

W e  used the results of our sample to calculate three measures of 

inventory accuracy: (1) records accuracy-- how often the inventory 

records and a  physical count agree, (2) quantity accuracy--the 

quantity of units counted as a  percent of the quantity shown on the 

record, and (3) dollar value accuracy--the dollar values counted as 
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a percent of the dollar values shown on the records.9 No one 

measure alone is adequate for evaluating inventory accuriacy. 

Rather, they need to be considered together. The follow'ing chart 

shows records, quantity, and dollar accuracy rates for the services 

and DLA. 

INDICATORS OF INVENTORY ACCURACY 

Accuracy As A Percentage Of 

Recorded 

Activity 
Records Quantity Dollar Value 
Overall From To From To 

Army Tank and Automotive 
Command 44 64 99 60 99 

Navy Supply Center,, 
Norfolk 69 80 100 72 100 

Air Force Logistics Command 68 37 93 76 93 

Defense Logistics Agency 63 85 99 82 98 

Note: The "records overall" column demonstrates the percentage of 
times the inventory records showed the number of items on hand that 
were actually on hand. The ranges shown for quantity and dollar 
percentages for the Army and Navy were determined by grouping items 
by dollar value, determining their average accuracy by groups, and 
arraying them from lowest to highest accuracy. Ranges for DLA were 
computed and arrayed by commodity types, such as medical or 
construction items. Ranges for the Air Force were based on what 
they computed by Air Logistics Center. 

We found that inventory record accuracy, that is, how many 

individual item records agree with a physical count of the assets 

90ur sample results are projectable to Tank-Automotive Command 
managed items at the Army's New Cumberland Depot, items stored at 
the Navy's Norfolk Supply Center most of which were managed by the 
Ships Parts Control Center, and DLA managed items at DLA's 
Mechanicsburg Depot. 
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was between 44 percent and 69 percent; Air Force sample data, when 

corrected for what we believe are methodological flaws, showed 

records accuracy results consistent with the range of our sample 

results. Overall, our records accuracy rate was higher than what 

DOD's inventories initially find because many of its inventories 

are unscheduled. 

The lower end of our sample range for dollar value accuracy is 

below the services' and DLA's reported monetary accuracy rates 

because of the reporting issues and service practices previously 

I discussed, which make the reported rates inaccurate. Only the Air 

/ Force currently calculates a quantity-accuracy rate; therefore, 

there are no other DOD comparisons to our sample results. 

Because our samples were stratified by value of items, or by types 

of commodities for DLA, we identified areas of specific concern 

that would not be visible in DOD's inventory accuracy reporting. 

We were surprised by some of our sample results--especially on the 

lower accuracy rates for controlled items at DLA and for high- 

dollar value items at the Tank Automotive Command. 

In our sample inventory of DLA items, record accuracy rates for 

controlled items stored in vault and caged areas we're about the 

same as the 63 percent records accuracy rate for all items in our 

DLA sample. While records were inaccurate for vault-stored items, 

the monetary and quantity accuracies--'of 98.8 percent and 98.6 
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percent, respectively --were near the 100 percent accuracy one would 

expect for this type of controlled storage. The caged items, 

however, had much lower accuracy levels--90.9 percent for dollar 

value and only 69.5 percent for quantity accuracy. Medical items 

accounted for 11 of the 14 losses that occurred in vault storage 

and 17 of 24 losses in caged storage. 

Record accuracy variances for our Army-sampled items were fairly 

well distributed among the various price ranges. However, when we 

analyzed gross adjustments and inventory values by unit price and 

looked at their relationship, we found that inventory accuracy was 

lower for high-dollar value items --over $50,000 unit price. 

Subsequently, the Army is investigating this situation and' 

initially told us that part of the problem is that some items were 

incorrectly shown as being at the Army depot where we did our 

analysis when, in fact,.they had been sent to contractors for 

repair. 

Since no one indicator is the best measure of inventory management 

effectiveness, several indicators should be evaluated to get a good 

picture of inventory accuracy. In fact, measuring inventory 

effectiveness in terms of the relationship of variances to 

inventory values identifies only the dollar magnitude of inventory 

management problems. Management must then take effective action to 

research the cause of the variance and correct the problems that 

gave rise to the variances in the first place. 
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CAUSATIVE RESEARCH DOES NOT 
EFFECTIVELY IDENTIFY AND HELP TO 
CORRECT RECURRING CAUSES OF 
INVENTORY ERROR 

Causative research within the services and DLA is not effective 

because it (1) sometimes is done just to make inventory accuracy 

reports look better, and (2) generally does not identify the causes 

of inventory variances. Some DOD officials are now questioning 

whether such research should be done at all, especially in light of 

continuous reports by us and others that much of the research that 

is performed is ineffective. 

While eliminating causative research may be an outcome of such 

questioning, there is currently no substitute for it as a tool to 

improving inventory management. What is needed is for DOD to 

direct its research efforts at identifying the causes of inventory 

problems. Currently, some of the research done is directed at 

eliminating a physical inventory variance that would have to be 

reported, rather than at determining the cause of the inventory 

discrepancy in the first place. We identified numerous instances 

of this during our field work. 

For example, during fiscal year 1986, the Army's New Cumberland 

Depot reported that it resolved inventory variances for 82 of the 

114 causative research requests that the Tank Automotive Command 

asked it to do. However, the depot considers resolved to mean that 

it was able to reconcile the inventory variance, not to identify 

the cause for the variance. Actually, the depot identified causes 
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for only 16 of the 114, or about 14 percent of the inventory 

variances examined. The causes for the remaining 98 variances were 

not detsrmined. 

An example of what the depot considers a “resolved” variance 

illustrates the ineffectiveness of its causative research. On 

January 29, 1986, the depot reported that research showed that the 

loss of two TOW missile vehicle support assemblies (valued at 

$15,730) was due to an erroneous gain of four assemblies on 

April 15, 1985. However, in previously explaining the April 15, 

1985, transaction, the depot said that the gain was partially due 

to an erroneous loss of three assemblies on August 18, 1984. In 

both cases, the research process was terminated without further 

investigation to determine the reasons for the gain or loss. The 

inventory turbulence for this item *will likely continue unless the 

cause can be determined. 
. 

At the Norfolk Naval Supply Center, we found that research often 

merely resulted in an adjustment or reversal. It is interesting to 

compare the Supply Center’s reported inventory accuracy rate with 

the growing trend of reversals since 1981 when the Congress 

severely criticized the Supply Center for its accuracy problems. 

As shown in the following chart, in 1981 the Supply Center reported 

a gross inventory adjustment rate of 21.3 percent and a reversal 

rate of 9.7 percent. In 1986, the Supply Center reported its gross 

inventory adjustment rate at 3.2 percent-- just over the Wavy’s 3.0 
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percent goal. However, at the same time reversals, which improve 

the reported inventory accuracy rate$, had increased fro? 9.7 to 

62.5 percent. Although not conclusive, this pattern suggests that 

a primary purpose of causative research and reversals is to make 

inventory accuracy look better. 

. 

Our concern over the routine use of reversals is demonstrated by 

what happened at the Supply Center on a trainer aircraft radar set 

valued at over $1.2 million. A physical inventory in July 1985 

found the Supply Center one radar set short. After causative 

research failed to determine why the denter was short, the 
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researcliex concluded that the.radar s&t was ‘probably never received 

and that a receipt for one set delivered 5 years earlier should be 

reversed. This is not adequate accountability for an item valued 

at over $1 million. 

In another case, different items with gains and losses were treated 

as though they were identical, thereby offsetting the gains with 

the losses and resolving the variances. In the January 1986 

physical inventory, a loss of one compressor worth $244,920 was 

recorded and an adjustment posted to the records. Later, the 

Supply Center offset this loss with a gain of another unrelated 

compressor worth,$l04,360 and reversed the ear-lier adjusmtment. 

Technical experts with the Navy state that these two line items are 

not interchangeable. In this example, the Navy created tw.o 

problems by trying to solve one. 

Paralleling good causative research should be the ability to 

identify and analyze trends. For example, overall inventory 

accuracy data DLA reported to DOD showed a $23.,5 million net gain 

during fiscal year 1986. However, our analysis showed that this 

net gain included DLA items stored at other service facilities. 

When we analyzed only the DLA-managed items stored at its own 

depots, we found that it was experiencing a net loss. For two 

types of items highly susceptible to theft or diversion--medical 

and clothing and textile items-- DLA had a trend of losses totalLing 

$30 million during fiscal years 1985 and 1986. 
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At DLA, because it is in the business'of managing low-value; 

consumable items, we are concerned because 87 percent ofmits 

inventory variancedl are under $800 and, therefore, usual&y not 

researched. DLA should evaluate whether it should be researching 

more of these variances to (1) provide a cop-on-the-beat 

atmosphere and (2) provide management more information on the- 

causes of all inventory variances. 

Starting in June 1986, the Air Force began implementing a new 

causative research policy that DOD had not yet approved. DOD 

policy is that research must be done on a sample of item variances 

between $800 and $16,000 and on all variances for controlled items 

or those over $16,000. Under the Air Force's new policy, potential 

variances of less than 10 percent in quantity or less than $5,000 

in value will not be adjusted or researched, and only monetary 

variances greater than $16,000 will require complete causative 

research. The Air Force adopted this policy to, in its opinion, 

lessen the amount of records' adjustments that it considered 

unnecessary and to reduce'the amount of research. 

While it is too soon to evaluate this new policy, we believe that 

' when a physical count shows that the number of items on hand 

differs from what the records show, the records should be changed. 

Otherwise, procurement or other decisions may be made on erroneous 

information. 
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Concerning the Air Force’s new policy on causative research, the 

revised criteria seem high, considerilng that a signif icant amount 

of inventory discrepancies are under the $800 criteria. #However, 

we can understand what may have driven the Air Force to its change 

--a declining efficiency of causative research. For example, for 

’ fiscal years 1984 through 1986, the San Antonio Air LogirOtics 

Center’s ability to identify the causes of variances had steadily 

declined. Research findings were reported to be inconclusive 45 

percent of the time in 1984; 61 percent in 1985; and 76 percent in 

1986. In fiscal year 1986, San Antonio’s experience was generally 

in line with the other Air Logistics Centers. 

IMPORTANCE OF GOOD 
PHYSICAL SECURITY 

Good physical security is a prerequisite of good inventory 

management. When accountability over inventories is a problem, 

good physical security is necessary to prevent theft and diversion 

occurring without detection. For example, in 1986 the Air Force 

Inspector General reported on Air Force supply system vulnerability 

and concluded that Air Force physical security *practices at both 

wholesale and retail maintenance and supply activities provided 

numerous opportunities for theft.1° The Inspector General also 

found that weaknesses in inventory procedures and adjustment 

practices could have resulted in inaccurate records at wholesale 

10Special Inspection of Supply System Vulnerability. Office of Air 
Force Inspector General, Feb. 26, 1986. (Details of this report 
are not releasable without permission of the Secretary of the Air 
Force). 
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and retail activities and, therefore, could have resulted in theft 

or diversion of property. We testifipd last year that we made 

undetected entries into Army and Air Force supply warehouses in 

Europe and could easily have removed items, including spare parts 

for F-15 and F-16 aircraft. 

While the thrust of our current work was directed at inventory 

accuracy rather than security, we did review security at some 

locations and found problems. For example: 

-- In the Army, we found numerous instances where physical 

security was inadequate. The physical deficiencies we- 

noted applied not only to repair parts, but also to 

sensitive missiles that could be targets for theft by 

terrorists. The range of security deficiencies included 

inadequate and improper storage facilities, inoperative 

detection devices, poorly equipped and poorly trained 

guards, and poor'accountability for and control over 

sensitive items. 

-- In the Navy, we reviewed security, starting at base 

perimeters and working towards storage and maintenance 

facilities. We found problems in several areas: 

(1) protection of restricted areas, (2) control of 

commercial vehicles, (3) provision for waterfront security, 

(4) compliance with fencing requirements, and (5) control 

over private boats and airplanes on Navy bases. 

33 



-- At DLA, we observed inadequate storage and protebtion over 

pilferable items and noted that other security cbncerns 

were identified in security reviews but did not iesult in 

adequate management attention. 

In all of the above cases, the services and DLA are already taking 

corrective actions in response to our findings. 

INTERNAL CONTROLS AND 
ACCOUNTING SYSTEMS 

What is obvious from what I have discussed so far is the absence 

of, or a breakdown in, inventory management internal controls. 

What is less obvious is the role financial controls should play in 

good inventory management. 

Congress has long recognized the importance of having adequate 

internal controls and accounting systems. In response to 

continuing disclosures of fraud, waste, and abuse across a wide 

spectrum of government operations, the Congress passed theFederal 

Managers Financial Integrity.Act of 1982. The Act requires federal 

managers to identify internal control and accounting system 

weaknesses that can lead to fraud, waste, and abuse in government 

operations. The Act also requires federal managers to correct the 

weaknesses and to report annually to the President and the Congress 

on their progress to improve controls and accounting systems. 

In his December 30, 1986, report, the Secretary of Defense said 

that due to the scope of reported weaknesses and the magnitude of 
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individual problems , the inventory control and security aspect of 

supply operations was a DOD-wide materiaL weakness. 

While DOD is concentrating first on improving its property and 

physical controls over inventories, it should also be implementing 

good internal financial controls and accounting systems to assist 

management. 

The need for better controls and reporting was clearly shown when 

the Navy lost accountability over reparable items that are with 

commercial contractors and other services for repair. Navy supply 

centers notify the Navy’s Ships Parts Control Center (SPCC)--an 

inventory control point --when they send an item out for repair, and 

the contractor or service repair facility is supposed to notify 

SPCC of receipt of the item. 

We found that subsequent to a Navy audit of the Aviation Supply 

Office --the Navy’s other inventory control point--in 1984, SPCC 

reviewed its controls over reparable assets at contractors and 

service repair facilities. SPCC realized that it had lost 

visibility over these items and, in 1985, wrote a letter to 

contractors, explaining 

n . ..We have a problem in that our computer files 

have no visibility of our repairable components 

in your [the contractor’s] facility: Due to this 

lack of information, we have great difficulty in 
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making accurate supply decisions as to when and how much 

to buy or repair”. 

SPCC told the contractors that it needed their help to identify the 

dollar amount of reparable items that they we&working 'on for the 

Navy. 

Responses from the contractors and the Navy's own internal 

reconciliation efforts showed that the Navy's records for these 

items were either overstated or understated in total by over $621 

million, with a net loss of $464 million. In 1985 and 1986, the 

SPCC wrote this $464 million off its financial records, without 

attempting to research the validity of the contractor-reported 

data. However, the Navy did implement what it considered .a 

solution-- the Commercial Asset Visibility Program. 

Our current work in the Navy has shown that recently the SPCC again 

lost visibility over more than $200 million in reparable items at 

the contractors previously queried, and intends to send another 

inquiry to the contractors. This situation obviously requires 

immediate management attention. 

This example is also indicative of the larger issue of improving 

financial controls and establishing accurate financial statements 

at the agency level. As stated in our report Managing the Cost of 

Government,ll strengthened accounting and reporting are key 

1lManaging the Cost of Government, GAO/AFMD-85-35, Feb. 1985. 
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elements in improving the shortcomings in present financial 

management systems. However, we stated that effective financial 

management must start with complete, reliable, consistent, and 

timely information; and that government financial systems must be 

designed to produce reports which are timely, useful, and readily 

Lnderstandable. 

DOD WORKING ON IMPROVING ITS POLICY 
FOR MEASURING INVENTORY EFFECTIVENESS 
AND MONITORING PERFORMANCE 

In 1982, the Defense Council on Integrity and Management 

Improvement designated physical inventory control as an issue that 

required immediate management attention and corrective action. The 

Council established a plan of action for improving physical 

inventory controls. Under this plan, the Joint Physical Inventory 

Working Group developed a physical inventory control improvement 

program*plan in June 1982, which called for a series of actions 

from fiscal years 1982 to 1985 to identify and implement 

improvements for upgrading physical inventory performance and 

inventory records accuracy. The plan was revised in January, 1986 

and proposed actions through fiscal year 1990. ' One of the specific 

provisions of the plan tias to validate existing performance 

standards and to develop new or revised standards. Also, the Air 

Force and the Navy, dissatisfied with the current inventory 

accuracy indicators, have developed methodologies to statistically 

sample and analyze inventory accuracy. The Navy, at one of its 

smaller supply centers, has complemented its sample with a host of 

improved security measures. Navy management acknowledges that the 
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success of these actions at the one supply center only demonstrates 

where the Navy is headed in improving inventory management, and 

that overall, it still has a way to go to effect systemic 

improvements. 

DOD has continually taken some actions to improve inventory 
P 

management throughout the supply system, but more needs to be done. 

We pointed out significant management problems in our 1986 report 

and congressional testimony. At the July 1986 Task Force hearings, 

DOD said that it was aware of the problems we reported on and that 

solutions to these problems remain among the highest management 

priorities within DOD. Subsequently, for the first time, DOD 

identified supply system problems as a material DOD-wide weakness 

in its fiscal year 1986 Federal Managers Financial Integrity Act 

report. DOD has major projects underway\ to correct control and 

system weaknesses. Although these projects are planned for 

completion by the early 19909, we anticipate some slippage in the 

estimated completion dates. 

FURTHER ACTIONS NEEDED 

DOD is supposed to evaluate how the services and DLA manage 

inventories in their custody. Yet, DOD does not have accurate 

data on which to do this. Therefore, if DOD is to tackle the 

problem of inventory accuracy, we believe that it has to go beyond 

what it has been doing .or trying to do for several years+-refining 
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current policies and procedures and attempting to monitor 

compliance. 

DOD needs to place emphasis on identifying the systemic causes of 

inventory accuracy problems. However, because of the causative 

research problems I have mentioned, DOD does not have the data it 

needs to assess where the basic problems are. We believe that 

there is too much emphasis on making adjustments which are then 

researched primarily to determine whether the adjustments can be 

reversed --the goal apparently being to report higher inventory 

accuracy rates. The new Air Force policy of not making adjustments 

if the quantity discrepancy is less than 10 percent and $5,000 

recognizes, in part, the problems of adjustments and subsequent 

reversals. However, we are concerned that the Air Force i’s not, at' 

a minimum, correcting its records to reflect what inventories are 

actually on hand. Item managers need such information to make day- 

to-day supply management decisions. 

We will be recommending that the Secretary of Defense improve 

inventory management and inventory accuracy reporting by 

1. Requiring adjustments to inventory records as soon as they are 

identified by physical inventories or other methods. 

2. Developing a comprehensive policy on inventory management and 

measuring inventory accuracy which addresses such areas as 

(1) the adequacy of the Inventory Control Effectiveness report 
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for management oversight, and (2) eliminating the practice of 

reversing prior inventory adjustments. 

3. Re-emphasizing the need for effective causative research that 

identifies inventory variances and analyzes them to identify 

systemic problems. Variances currently under the monetary 

criteria for causative research should be sampled as further 

input to identifying systemic problems. 

Further systemic and lasting improvements are possible within the 

framework of financial management and accounting controls--areas 

that we have to strive to improve throughout the federal 

government. 

- - - - - 

Mr. Chairman, that concludes my prepared statement. We wi‘ll be 

happy to respond to questions. 

40 




