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AB STRA CT

Since 1 July 1975, Public Works Centers (PWC ’s)

have t i l led their  in dustrial  fun d customers on the
basis of stabilized rates. The effectiveness of this

rate stabilizat ion is addressed using PWC San Diego as

the model activity.

The thesis (1) explores the policy of rate

stabilization with its adva ntages and disadvantages ,

(2) attempts to determine whether budgeting is more

ef fec tive using ra te stabilization ra th er t han
previous methods and (3) assesses the impact of rate

stabilization on PWC management. The authors conc lude

that the tenefits of rate stabilizatio n far outweigh

its shortcomin gs by providin g significant management

incentives and a better syste m for budgeting. Sources

of i n f o r m ation inclu de officia l correspon dence an d
reports and interviews at DoD , NAVC O~PT , NAVF A C , PWC

San Diego and its customer activities.
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I. RESEARCH PROBLEM

A. INTRODUCTION

Within the Navy ’s industria l complex lies control of t:ie

readiness of fleet operating and support units. In the

Navy ’s budget each yea r, fun d s are program m ed to overhaul ,
maintain and repair ships , aircraf t an d real proper ty, as
well as provide normal day—to—da y services such as

t r a n s p o r t a t i o n, heat , l igh t  and w a t e r .  All of these

m a i n ten a n c e  and d a y — t o — d a y  services are provided b y  the
Navy ’s industrial complex. The ultima te objective of this

system is to maint ain a predetermined level of materia l

readiness. This level of raadiness is greatly a f f e c t e d  by
the ability of the iadustrial complex to achieve its mission H,
of acco m~ 1ishing required work on all progra~ med anits

within the funds provide d by Congress. [Ref 7]

This thesis addresses t h e  issue of the ‘stabilized ra.e ’

concept , a method of billing and reimbursement , as utilized

by the the Public Works Center (PWC) , San Die go, fcr the
Navy communi ty it serves. The San Diego community is of a

size adequate to be analyzed by this thesis an~ PWC San

Diego is representative enough of all Public Works Centers

to be a surrogat e for the entire PVC community.

B. DESCRIPTION OF THE PROBLEM

- 

-
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In the past years , in a clima te of sta bili zed economic
conditions, it was a relatively simple ma tter to determine
that a certain number of ships required overhaul during a

given fiscal year and tha.t a specific amount of work needed

to be done. By applyin g the rates for services of the

industrial activity that would accomplish the work , the

total cost cf each overhaul was determined and aopropriate

fun ds were budgeted and approved by Congress.

As the economic world began to exper ience ra pid

inflation aided by various shortages in petroleum and other

ma terials, the industrial activities attempted to keep pace

by adjusting their rates upward to cover increased costs.

The natural outcome of all this was that app ropriated

dollars were used up faster than expected and the end result

was fewer ships than programmed could be overhauled. This

directly affected fleet readiness and proved to be

embarrassing to the Navy when dealing with Congress.

Wh ile increased costs were not the only reasons for
f ailure to mee t overhaul, repa ir and maintenance program
schedules, this problem provided both the Na vy Industrial

Fun d (NIP) activities and customers a simp le arid

understandable excuse that masked other management faults.

[Ref 8 ]

R e a l i z i n g  the fu t i li ty  of a c h i e v i n g  any  c h a n g e  in the
f u n d i n g  s y s tem  t h r o u g h Congress and  t h e  t r e m e n d o u s  loss in
m a n a g e m e n t  c o n t r o l  of a n y  a t t e m p t  to m ove  the  i n d ust r ia l
ac tivities away from the industrial funding conc ept ,

D e p a r t m e n t  cf D e f e n s e  (DoD )  m a n a g e r s  -d e t e rmined  t h a t  on ly
two rea l i st i c  a l t e r n a t i v e s  were  ava i l ab le , as f o l l ow s :

1. Continue to accept cost fLictijations tc the

appropriated funds arid acknowledce that progran poals m iaht

not be met , or

9
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2. Use the NIF to absorb increases or decreases in

costs. [Ref 19J

As originally conceived , the NI? concept recovered all

costs of operations on an annual basis. As a start up

mechanis m, a working capital corpus (or pot of money) was

furnished each NIP activity. As the corpus was depleted by

payin g salaries a.nd other costs, it was replenished by

customer payments for purchased services. By using

traditional corporation accounting and management

technique s, the activity attempted to operate on a break

even or zero profit basis by adjusting the rates it charged

for services .

Rates changed v e r y  l i t t le  d u r i n g  per iods  of s tab le
eccno mic conditions as alluded to previously and by natur e,

the rates were ‘stabilized ’. From this came the concept for

the second alternative, Rat e Stabilization. under this

concept industrial activities establish their rates fa r
enough in advance to allow the customers to budget for the

nex t fiscal year ’s work and these rates are then frczen for

that entire fiscal year. Accordingly, an industrial

activity has to forecast rates as much as 19 months in the

future. If unanticipated cost increases occur , the

industrial activity must operate at a loss and t h i s  loss is

absorbed ~ y the  corpus .  F u r t h er m o r e , by t~~e t im e  a g a i n  or
loss is real ized , the next year ’s rates have already been

set. As a resul t , t he  i n i t i a l  yea r ’ s loss is r e c o v e r e d  in
the  e st ab l i shmen t  of the  t h i r d  year ’ s r a t e s .  In  e f f e c t ,
th i s  e x t e n d s  the i n d u s t r i a l  f u n d  ope ra t ion  f r o m  an a n n u a l to
a triennial basis. [Ref 7,83

O v e r a l l , t he  pol icy of s t ab i l i z ing  the  r a t e  t r i : o ig h ca t
the b udg e t i n g  and  e x e c u t i o n  phase  s h o u l d  e n s u r e  ~ he
fcllowin g :

10
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1. Custotiier activities obtain the number of units of

out put planned for in the btjdget. [Ref 7,8,19 ,21]

2. Industrial fund managers devote closer attention to

the ra te developm ent proces s an d managem ent of th e ov erhead
accounts. [Ref 19 ,21]

Given the inherent problems of continuing operations

durin g a pericd of double digit inflation , high level

support for ra te stab iliza t ion gre w . In 1975, DoD issued a

mandate that rates for all industrial funded activities

would be stabilized during FY 76 and th~it all customers

would be tilled on the basis of predetermined rates.

The rate stabilization program was implemented in the

~ilitary Sealift Command in 1973 , at the Naval ~ir Rework

Facilities (NARF’ s) on 1 July 1975, and at the Public Works

Center (except for direct labor charge) on 1 July 1975.

PWC’ S stabilized direct labor charges on 1 Januar y 1976.

All other industrial fund ac tivities implemented rate

s t ab i l i z a t i o n  cm 1 October 1976.

C. THESIS CEJECTIVE

The c b~~e c t i ve  of th i s  thes is  is to e v a lu a t e  t~~~~~~~

effectiveness of the rate s t a b i l i z a t i o n  pol icy  u p o n  z i e
P ubl ic  W o r k s  Center , S an Die go , and i t s  c u s t o m e r  a c t i v i t - - .~~.
Th is wi l l  b e done b y:

1. Determinat ion of the ob jectives of the stabilized

rate policy.

2. D€t er~~ina~ ion/evaluati-o n of the impa ct -~p c n  rie

p l a n n i n 3  a n d  b u d g e t i n g  process  a t  the  P W C a~~d ~~~t

11 
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customer activities.

3. Determination of the impact upon the manage ment and

ma nagement processes at the PWC and at the customer

act ivities.

D. THESIS APPROAC H

The approach was two—phased. First a subjective

evaluation of the advantages and disadvantages of ra te
stabilization to both the NIF manager and the customer

activity was made. Then , an obiective analysis of budget

data was undertaken to determine if better budget ing

performance— is being achieved from rate stabilization. To

accomolish this analysis, budget data from before and after

rate stabiUzat ion was collected and personal interviews

were conducted with representatives of the following

activities during the period of ?!ay—June 1977:

1. Department of D e f e n s e  (D O D)

2. CU ice of the Comptroller of the  Navy (NAVCOMPT)

3. N a v a l  Faci l i t ies  E n g i n e e r i n g  C o m m a n d  ( N A 7 F A C )
L~~• PWC San Diego .

5. Cus tomers  of the PW C San Diego , su ch as:

a. N a val  S t a t i o n , Sa n Diego
b . Naval Air Station , North Islana

c. N aval R e g i o n a l  ~edical  C e n t e r , San Diego
d. Naval Amphibious Base , Coronado

e. Naval Train ing Center , San Diego

f .  N a v a l  Ocean S y s te m s  C e n t e r , Sa n Diego .

12
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II. BACK GROUND

A. INTBCDUCTIO~

P u b l i c  Wor k s  C e n t e r , San Diego (PWCSD)  , has been used as
a surrogate for  all e ight  of the PWC ’s. P W C ’ s repor t  to the

Chief , Naval  Faci l i t ies  En g i n e e r i n g  C o m m a n d  ( N A V F A C ) ,  via
t h e  a p p r o p r i a t e  E n g i n e e r i n g  Field D i v i s i o n .  The i r  mission
includes the f u l l  r a n g e  of pub l i c  works  services:
ut i l i t i e s, f ac i l i t i e s  main t e nance , h o u s i n g ,  t r a n s p o r t a t i o n ,
e n g i n e e r i n g  services, shore f a c i l i t i e s  p l ann ing  s u3p or t  and
all o ther  pub lic  works  s u p p o r t  requi red  by o p e r a t i n g  forces ,
dependent activities and other  c o m m a n d s  located at and in
the  v i c i n i t y  of the  nava l  c o m p l ex  be ing  served by a PWC.
All the  ab cv e  s u p p o r t  is crov ided on a r e i m b u r s a b l e  basis
except  fc r  eng inee r ing  services , which  are funded  d i r e c t l y
b y N A V F A C .

The s t a ted  po l i cy  conce rn ing  PVC ’ s is t h a t  activities of
the  N a v a l  Shore E s t a b l i s hm e n t  will  not d u p l i c a t e  services
t h a t  a r e  ava i l ab l e  f rom ex is t ing  P WC ’ s and t h a t  all
a c t i v i t ies  will  m a x i m i z e  t h e  use of t h e  p W C located in the i r
gec~ raphical area. [Ref 1]

Customers , therefore , are a captive audience of the PWC

and it is incumbent on the ?WC managers to provide the most

service for the dolla r to insure m aximum readiness atd

performance of the Navy ’s shore establishment. To he lp
a c h i e v e  t h i s  qoal , t w o  ma jo r  ma n a g e m e n t  tools  h a i e  e v o l v e d ;
the Navy Indust rial Fund (N F) concept and Raze 
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Stabilization at NIP activities.

Sect icns B thr ough G of this cha pte r p rovi des a br ie f
out l ine  of the  NIP  and PWC h i s t o ry  and operational

procedures , whi le  Sections I , .3 and K p r o v i d e  a feeDer

exp lo ra t i on  of r a te  s t ab i l i z a t i on  w i t h  its a t t e n d a n 4

advan tages  and d i sadvan tages .

B. THE NAVY I N D O S T R I A L  FU~I D AN D -THE N A V Y  P U B L I C  W O R M S
C E N T E R

The h is tory  of NIF goes back  to the  N a t i o n a l  S e c ur ity
Act of 19q7 and direct ly to the TITL E IV a m e n d m e n t  t o  t h e
Act of 19L ~9 which  r e q u i r e d  t h e  S e c r e t ary  of D e f en s e  t o
es tab l i sh  w c r k i n g  capita l f un d s  in t h e  D e p a r t m e n t  of
Defen se . P u r s u a n t  to th i s , t h e  N a v y  I n d u st r i a  f u n d  was

F es tabl ished in 19!4 9 under  t he  p r o v i s i o n s  10 U . S .  C o d e  2 2 3 g .
[ Ref 5 1 This resu l ted  in token  establishment o~ a few ‘I!?

a ct i v i t i e s, pri.nci pa lly  the p r i n t i ng  s t a t i ons .  S u p p o r t e d  b y
the  success of these e a r l y  c o n v e r s i o n s  and t~ o : o ug ~ ly
s t reng thened  by t h e  r e c o m m e n d a t i o n  of the ~ccve: C o m m i s s i o n
of 1955 , many additiona l conversion s were underta ken .

T7p ical o ther  prospects fo r  convers ion w e r e  o r d n a n c e  p l a n t s ,
aircraft overhaul and repair facilities , public iorks

cen t e r s , nava l  w e a p o n s  f a c i lit i e s , the  ~i l it a ry  Se a l i f t
Ccmm and and shipyards.

From this meager beginning, NIP activities now do cver 6

billion dollars of business each year. The eight Navy

Publ ic  W o r k s  C e n t e r s  account  fo r  ov ’ r L~0 3 mill ion dollars of

t h e  t o t a l .  It is i n t e r e s t in g  tu n o t e  t h a t  t h e  success of
th e P W C ’ S has  mo t i v a t ed  t h e  A r m y  and  A i r  Forcc  i n t o  a d c p t in g
t h e  in d u s t r i a l  f u n d e d  PWC concep t .  T h e i r  p ilo t  p r o g r a m  in
t h i s  a r ena  is a c o m b i n e d  e f f o r t  t h a t  e s t a b l i s h e s  t h e  S a n

-~



An tonio Real Eroperty ~ain tenan ce  Agency in the San A n tonio ,
Texas , area. This agency will provide real property

maintenanc e for four Air Force Bases and one Army Fort.

[Ref 331

Oper ations an d accoun tin g p roc ed ures of th e N IP
activities are governed initially by DOD Directive 71410.4.

( R e f  1 ] These regula tion s ar e fu r ther expan ded in th e Navy
Ccmp troller t~anual [Ref 2] with specific accounting

procedures for  PWC ’ s c o n t a i n e d  in the Navy Industrial Fund

T and b ook , NAVSO P — 1 7 18.  [ R e f  3 ]

The p r i n c i p l e  a d v an t a ; e s  of the  NI ? a c t i v i t y  h a v e  been
described as pr ovi d in g :

1. ~ore e f f e ct ive m e a n s  of d e t e r m i n i n g  costs for  goods
and services  as a basis f o r  b i l l i n g  c u s t om e r s .

2. ~cre e f f e c t i v e  a n d  f l e x i b l e  m e a n s  fo r  f i n a n c i n g ,
b u d g e t i n g  and acco u n t i n g  fo r  ope ra t i ons .

3. G r e a t e r  sense  of r e s p o n s i b i l i t y  and  r e s t ra in t  in the
o r d e r i n g  of goods and services based upon a v a i la b i l ity  of
f u n d s .

~ ~cr e  d i rec t  and r a p i d  con t ro l  of t he  qu a n t i t y  of
su~ po:t activities.

5. ~ m ore complete consumption type budget and

a c c o u n t i n g  s t r u c t u r e  by w h i c h  costs of goods a n d  services
furnished may be budgeted and accounted for under the

pro g ra m ~r function for which t hey have an end use. (Ref 4]

C. NI P C P ! R A T I C N A L  PP. C C E D U R E S

15 
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Each NIP organ ization is different dependin g on its

mission; however , each one is built aroun d the central

worki ng capital or revolving fund concept . In simple terms ,

this means that a centra l fund , i.e., ‘corpus ’ provides

workin g captial to an industrial activity in sufficient

an cun t to f inance opera tions un til such t ime tha t
reim bursements from customers are received . These

reimbursements then fund continued operations.

Theore t i ca l ly ,  once started , the N IP activ i ty shoul d be  self
generating, i.e., reim burse m e n ts cover the cost of
operations.

The NIP system utili zes the market system of accounting,

i . e . ,  accrua l  double ent ry bookkeep ing .  W i t h  the  use of

F this  s t a n d a r d  m e thod  of accoun tin g , the tried and proven

concepts of i ndus t r i a l  m a n a g e r i a l accoun ting are avai la ble
for  close control  of the sys t em.  The sy s t em makes classical
use of l edger  accounts , assets, l iabil i t ies and equ i t i e s
alcng w i t h  the resu l t ing  income s t a t e m e n t s  and ba lance
sheet . The real s t r e n g t h  of the NIP s y s t e m  lies in t h e  use
of these acccunting concepts due to t h e  w e a l t h  of management

tools that gc alon g with the system .

With any ind ustr ial organization , the supply of raw

m a t e r i a l s  t o  p e r f o r m  the  j o b  is critical to its success.

W i t h o u t  t i m e l y  s u p p l y  suppor t , bo th  cos t ly  d e l a y s  and
d i s s a t i s f i e d  cus tomers  are e n c o u n t e r e d .  To h e l p  i n s u r e  the
smoot h f l o w  of suppl ies , most NI ? a c t i v i t i e s  w i l l  have  a

~1ateria l D e p a r t m e n t  in t he i r  o r g a n i z a t i o n  t h a t  p e r f o r m s  b o t h
the required liaison with the Navy 1 s supply system and

direct procurement. The ~aterial Department also

a c c o m p l i s h e s  the inven to ry  f u n c t i o n , op e r a t e s  s h o p s  Stores

and  fo l l ow s  up on m a t e r i a l  r e~~i i s i t i o n .  T h e  n e c e s s i t y  fo r  a
gocd Materi al Department cannot be owe: emphasi ref b ecause

of t h e  d i f f e r e n t  ty p e  of m a t e r i a l  su p p c r t  r e q u i r e d  by a

16 
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activity as opposed to a more normal naval activity.

Paramoun t to the success of material support is the

supply/NI? organizat ion partnership that must occur.

Without this close working rela tionship,  chaos will result.

D. PW C O R G A N IZATION AND SERVICES

The PW C ’s are an essentially c iv i l i an  ope ra t i on  wi th
mi l i t a ry  l eadersh ip  organized  along s tandar d g u i de l i n e s
prov ided  by N A V F A C . This  means  the  success of day  to day
op era t ions  lies wi th  the c iv i l i an  m a n a g e r s  and t h e  success
of long r a n g e  goals and customer rela t ions lies w i t h  the
mi l i t a ry  m a n a g e r s .  Each PWC provides the followin g services

at cost:
1. Facility inspection

2. Facility planning

3. Engineer ing e s t i m a t i n g  or services
4. Ccntracting

5. Emergency  or service w o r k
6.  M a i n t e n a n c e
7. Repairs

8. Modernization

9. u t il i t y  services fo r  f leet  u n i t s
10. Utility generation or purchase

11. Utility distribution

12. Transportation services

13. Transportation repair

14. Housing operations or services

15. W a t e r  f r o n t  services .

E. PWC CCST COLLECTION

17 
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The success or failure of any NI? operation rests with

its ability to properly collect costs. If improper costs

are collected, then improper rates are charged with

resultant errors in cost reimburse ment. This becomes even

mor e cri tical un der ra te stabilization when poor cost
determination cannct be corrected by a rate change. Each

NIP activity has its own cost accounting system that employs

the accrual  basi s of accoun t in g , dou b le en try book k eepin g

an d a cost estimating system.

Two importan t managerial objectives are achieved by a

well i m p l e m e n ted cos t accoun t in g system:

1. The determination of the full cost of the product or

service and

2. Management con trol of cost cente r operations.

PWC’ s use a job order costing system wherein each

element of direct and indirect cost is collected and

increased by an amount of applied overhead. These costs are

collected separately for each job and are the basis for

billing the customer. Overhead costs are  d i v i d e d  into
p r o d u c t i o n  and genera l  and a dm i n i s t r a t i v e  costs to ass ist in
th e i r  c c n t ro l .  The PW C NIP handbook pro vides guidance on

collection and develcpment of the various elements of cost.

[ R e f  3 )

F. P W C  E U D G F T I N G

E v e r y  N I ?  a c t i v i t y  ~uist p r e p a r e  i n p u t  to  the  a n n u a l  A — l i
3udge t, which is the Do ) bu -1~ et for all industrial fund

a ct i v i t i e s .  Th is bu d ;e t  f u l f i l l s  the  r e q u i r e m e n t  of k e e p i n g
the  c h a i n  of c o m m a n d  a p p r i s e d  of N I F  o p e r a t i c r i s a n d  ~:cvi~~es

1 3
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a check tc all concern ed that the indu strial activities are

operating within targets.

Th e PW C ’ s also prepar e a f i nanc i a l  an d opera tin g  bu dg et
using the same data. It is a plan of expected expenses ,

income an d financial condition for anticipated levels of

pork . This budget is intended for use as a m a n a g e m e n t  tool
by the PWC . Besides serving as an ope rating guide to decide

on mix of operations , it also allows mana g em ent to e val u a te

performance through variance . N o  i n d u s t r i a l  a c t i v i t y  can
operate successfully unless it has a realistic operating

budget. Without one , difficulties would arise when

a tt emp ting to pro ject ra tes , manpo wer requirements ,

wonkloads and required physical resources.

The importanc e of the A—li 3udget cannot be over

emphasized. As RADM Travers , the Deputy Director of Budget

and Repcrts, Dep ar tmen t of the N a v y ,  stated to all ?WC

Ccmm anding Officer s during a recent corporat e management

workshop: major claimants receive funds for utilities -and

other ?WC services on the basis of the NI? A—li Budget which

is generated by Do) a~ proved stabilized rates established by

NI? activities . Customer activities should complain to

m a j o r  c l a i m an t s  if adequa te fun ds are n o~ received. [Ref

10]

0. PWC JO B ORDER P R O C E D U R E S

1. 
~~~~~~~~~~~~~~~~ ~~~~~~~~~~~

Em ergency/Service (E/S) author izations are issued to

cover jobs requiring up to sixteen. (1~~~) man—hours of labor.

There is no lim itation as to the amount of material whi ch

19
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can be used. Ho wever, un der NIP regula t ions, any material

over $5 will be direct costed against the customer.

2. Minor Work Authorization 

Munc r Work Authorizations (MWA ’s) are orders to the

prcduc tion shops to perform specific items of work requiring

no more than eight y (80) man—hours of labor. There is no

limit cii the amount of material which can be used on a job.

M WA ’ s an d E/S’s are both assigned pre—established customer

job order numbers and are serialized for individual

iden tification.

3. Stand E s t im a t e d  Job Orders

All work of a recurring nature such as janitorial ,

sno w re m cva i, street swe epin g , etc . will be authorized by

use of a Standing Estimated Job Order . These will be

p repared  by the M ain tenance Co ntrol De par tmen t an d w ill be
funded by the customer each quarter. Standing Estimated Job

Orders  are not l imi ted  as to the  a m o u n t  of labor and
m a t e r i a l  f o r  which t h e y  can be wr i t t e n .

4 .  Speci ~ 2b C der~

A n y  job of a one t ine  n a t u r e  (non  r e c u r r i n g )  w h i c h
exceeds the limits for either an E/S or MW A will be w r i t t en
as a Speci f ic  Job Crder .  3pec i f i c  Job O r d e r s  a l l o w  the
grea tes t  a m o u n t  of con t ro l  since each one is a s s i gn e d  a job
number and costs are accunilated on each job individually.

Specific Job C:ders may be accepted by the Public Worcs

C en t e r  a n d  cus tomer  as one of t i o  k i n d s :

20 
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a. Cost Reimbursable

When the scope of the job is difficult to define

and/or there are many variables , a Specific Job Order will

be written and accepted on a cost reimbursable basis. In

the se cases , the customer agr ees to pay the fu l l  costs of
the job even when they exceed the original estimate.

b . Fixed Price Agreements

Certain kinds of jobs can be so a c c u r a t e l y
estimated that the PWC and customers will accept the job on

a f i x e d  pr ice  basis. On these jobs , a s s u m i n g  t h e  job is
funded before the estimate has become outdated and that the

scope of the job does no t c h a n g e , the customer pays the

or ig ina l l y  agreed upon p r i ce .

Job orders are normally funded prior tc the

comm encement of work with the exception of the standing

estimated jcb order whic h is usually funded quarterly, in
advance. The only ex:eption to this occurs when the

Ccmm andiri g Officer of the PWC issues a Commander ’s Order to

perf orm the work. This happens under certain “ener genc7 ”
conditions whereby the customer provides a written promise

to forward funds to the PWC .

Billing of the customers occurs at r eg u l ar
i n t e r v a l s .  3il ling periods longer  t h a n  m o n t h l y  ar e  ra re
because th i s  requires  too much worki n~ capital to sus ta in
opera t ions  and t h e  cus tomer  needs c u r r e n t  i n f o r m a t i o n  as to
his financiai condition. Shorter than monthly billin gs a r e
also rare because additional billings require m ore ?WC

overhead , i.e. more clerks or overtime. Howeve r , shorter

-~~~~~T~~~~~~~~~TT 
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billing periods are allowable if the local corpus is

depleted and requires early reimbursement.

H. PWC CTJSTOMER RELATIONS

No matter how it is done , each NI? activity must

establish a system of customer liaison that will bridge the

gulf of mi sun ders tan ding surroun d ing ~IF operations. This - -

system cannot be solely a Commanding Officer ’s problem or as

in the case of a PWC , the Activity Civil Engineer ’s (ACE’s)

problem . For success, it w ill requi re  th e suppor t of ever y
NIF activity employee from laborer to the engineer. It is

no different than a private organization selling a product.

The PWC ACE is the  m iddlema n fo r  success fu l  l i as ion .  He is
normally a military officer who can relate to customer

prob lems  and is assigned a billet in the P W C o rg a n i z a t i o n .
Fro m this vantage poin t, he submits customers work requests,

in sures foll ow up, insures proper funding, provides materia l

status and does anything else required to keep the customer

satisfied.

I.  R A T E S T A 8 I L I Z A T I O N

As a resu l t  of f a v o r a b l e  to~ m a n a g e m e n t  a n a l y s i s ,
implewentaticn of rate stabilization commenced on 1 July

1975 for all DoD industrial funded activities. [Ref 9] The

justification for implementation of rate stabilization was

basically to gi7e customers of industrial fund activities a

firm price for goa ls and services that would not c h a r g e  in
t h e  c o u r s e  of a b u d g e t  y e a r , t h er e b y  a l l o w i n g  the c u s t o m e r
to a c h i e v e  his p l a n n e d  p r o g r a m .  The  essence  of t h i s  c c n cep t
was set forth by an Assista nt Secretary of Defense

22
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(Comptroller) memo to the Assistant Secretary of the Navy

( F M )  dated L~ Aug ust 1975 which said,

“Bate stabilization means that each activ it i will
establish a set of fixed rates based o~ its
apprcved budget. The rates will be used to b~ ll
all customers for the goods and services they
receive from July 1 , 1975 , thru September 30,
1976. The rates may be expresse d as c9sts per
manhour ; m anday; un;t of outou~.; unit of in put; or
any other manner which best su~ ts the nature of
the effort. An activity ~ay  ~.ave as many rates asis warran ted by its organizational structure ~ndby its diversity of workload. The rates will
encomp ass all overhead  costs , labor  acce lera t ion
direct labor and direct materials. . . A waiver
the requ i rem ent  to i n c l u d e  direct m a t e r i a l s  in th e
rate structure may be requested if material usaqe
is bcth unpre dictable and not - ada ptable to t~~et y p e  of s t a n d a r d  pric ing techni q ue s now ew o l oy e d
by Defense  stock f u n d s .  . . Fund activities ~houldbegin i m m e d i a t e l y  to set up such a sys-~em a n d  to
adj u s t  their charges  to customers acco rd ing ly.  If  Hconvers ion  of AD ? sy s tems is a d e l a y i n g  f a c t o r ,
bills should-  be p r e p a r e d  by hand u n t i l  the  new A D ?
p r o g r a m s  are p u t  into op e r a t i o n . ” [ R e f  9 ]

A w a i v e r  e x e m p t i n g  d i rect  ma t e r i a l  f rom the  r a t e
stabilization program was granted for PWC’s.

The mechanics of ra te  s t ab i l i za t ion  are  r e l a t i v e l y
s imple .  Seven  to n ine  m o n t h s  p r i o r  to the  c o m m e n c e m e n t of a
g iven  f i s ca l  year , the  i n d u s t r i a l  a c t i v i t y  pu b l i s h e s  a ra te
schedule for services it provides. Once established , this

ra te  schedu le  canno t  be changed  by t h e  i n d u s t r i a l  a c t i v it y
d u r i n g  t h e  course  of the  f isca l y e a r .  The  c u s t om e r
activities then use this schedule to prepare their b-jdqe:

for  the  fisca l y e a r .  If the  cu s t o m e r  receives au  t h e
dol la rs  he bud geted fo r , t h e n  he can b u y  all t h e  services
planned because the cost of these services is fixed. If the

customer does not receive all the dollars budgeted , as is

g e n e r a l ly  t h e  case , he can  e f f e c tiv e l y  m a n a g e  k n o w i n g  t h e
cost of va r ious  services w~ il not b e c h a n c e d  i u : i n c  t h e
cours e o f t h e  y e a r .

U n d e r  t h e  i n d u s t r i a l  f u n d i n g  concept  an a c t i vi t y  m a n a g e r
p r o v i d e s  a service  to his customer , then bills the cu st om ’~r .
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The ac tivi ty manag er use s h is corpus to p ay his ex pens es
incurred , an d the cus tomers ’ paymen ts reimburse the corpus.

Prior to rate stab ilization , the manager could control his

var ious  ra tes  t h r o u g h o u t  the  year so as to a d j u s t  his
r accounts to a zero year—end balance. A f t e r r a te

stabilization , the NIP manager must now absorb any cost

fluctuations within the corpus , establishing a break—even

planning horizon for three years in the future. Since -t he

customer rates established in the budget preparation phase

are the ones that mu st be used during the execution phase ,

the activity manager mus t closely scrutinize all factors anI

forces which may in any way affect his costs during this

fu ture phase.

J. ADVANTAGES OF RATE STABILIZAT ION

Advantages can be sumnarized from the points of view -of

the Navy (in general) , the customer activity and the

industrial activity.

1. 
~~!1 ~f l

The initial an-i overriding advantage of rate

s t a b i l i z a t i o n  is t h a t , wit h all o the r  f a c t o r s  he l d  con s t a n t ,
the Navy can plan and budget into t h e  f u t u r e , k n o w i n ~ t h a t
the services budgeted for can be accomplished if t h e  dc l lar s
are authorized by Congress for these services. This , then ,

allows achievements of advertised levels of readiness both

in fleet ships and aircraft and real property maintenance.

These two factors , program achievea’ent and fleet eadin ~.o5 ,

were expressed best by RAD ~ Tra vers when he said ,

2’4 
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“It pe rmi t s  t h e  cus tom er  to  achieve  his b u d g e t e d
p r o g r a m  w h i c h  was develop e d in lar2e measure  based
upon certain oper a t i ona l  co m m i t m en L s  levied on h i m
by National Authorities. ” ... . “The program
provides ‘the Navy ’ a management capabilit
ne re to fo re  una vailab le  to e f f e c t i v e ly  an
efficiently nlan the depot m a i n t e n a n c e  w o rk l o a d . ”
[Ref 7] -

As a result , rat e stabilization allows the Navy to

m a i n t a i n  an i n f i n i t e l y  im p r o v e d  imag e b e f o r e  C o n g r e s s .  t
is no longer necessary to justify cost increases and

inflati onary pressures to Congress in crder to explain

failures in achieving progra m objectives. (Ref 19]

2. Industrial F u n d  A ct i v i~~ Customers

The advantage to the customer is the san e as the

a d v an t a g e no t h e  N a v y .  On t h e  micro  level  each i n d i v i d u a l
a c t i v i ty  des i res  to a c h i e v e  its p l a n n e d  p r o g r a m .  It does
not desire to see orecious maintenance funds devoured by

rate increases in utilities. Addit ionally , know ing that

ra tes  ar e  s t ab i l i zed  re iaoves nuch of t h e  guess w o r k  f r o m
budgeting. ~Ref 27]

3. Industrial Funded Activities

Advantages t-~ ~IF activiti~ s are identif ied by

severa l  ~u o e s from RA~~ Tra vers as follows:

“ I n d u s t r i a l  a c t i v i t i e s  w i l l  now be c o m m i t t e d  to a
s t ab l e  f i n a n c i a l  p lan  fo r  t he  e n t i r e  yea: w i t hres~€ct to revenues and exoenses ... thei :
exe~~u t± on  can  be  m e a s u r e d  a ga in ~~t this stable
f i n a n c i a l  pla n to d e t e rm i n e  v a r i a n c e s  an d , m o r e
import antly, the reasons for those
vatiances ....Inc:eased p :oducnivini at our
industrial activities by virt ue of t~~e new p:ogra~stability. ” ~Ref 71

~±th rate staoiljzatjon the cost estim at ino :a~ e, in
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e f f ect, bEcomes the billing rate. Therefore, the best

financial management talent available will be concentrated

in the budget (rate estimating) branch. Under the previous

system the best personnel were collecting costs , which is

not very exciting a n d  did nothing to stimulate better

management. [Ref 21]

Under the previous system , customers were billed and

costs collected on actual work performance , i. e . ,  actual

hours worked and the only way to measure pro~ uctvity was to

laboriously determine variances of actual costs versus

planned costs. Now that t h e  estimating rate is the billing

ra te , p r o d u c t i v i t y  becomes a direct  m e a s u r e m e n t  and
det ermines whether gains or losses are generated. [Ref 21]

Rate stabilization will provide new management

incentives to the NIB’ managers. It will require additiona l

long range planning and adherenc e to planned operating

budgets. When faced with these facts, better management

thinkina and reduced overhead costs should result .

~anagement attention will also be directed to the market

place where the NIP manager will now analyze carefully both

the  s u p p l y  and demand  of h is  product . [ R e f  2 1]

~~~. ~:sA VAN TA G~ S OF R A T E  S T A 3 I L I Z A T I n N

Disadvantages can be summ arized from the same points of

view.

1. N av y  ifl General

-~~~~~ ~ program devised and s:Dnsore: ~~~‘

m anageme nt , no m a j o r  disa dvantages to the ~a i r ~:e ~~ l~~- ded
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to by any factions concerned with rate stabilization. In

depth  research  by  the  a u t h o r s  also fa i l ed  to identify any

disadvantages to overall Navy objectives . Caution must be

exce rcis ed , ho wev e r , by the Department of the Navy (DoN)

industrial fund managers to preclude the depletion of the

corpus Navy wide. Sufficient safeguards exist in the

re por ting s truc ture to aler t manag er s of danger ously low
corpus levels. ~iowev er , on a Navy wide basis, it is
expected that gains or losses from the aggregated NIP

activities will balance out. DoN managers must be able ,

nevertheless , to recognize adverse trends in the corpus and

be p repa red  to i m p l e m e n t  co r rec t ive  a c t i o n s .

2. d !

The disadvantage of rate stabilization to customers

results from NIP manager s inherent thinking that profit is

better than lOSS. As a result , NI? managers will p r c b ab l
tend to be conservative in developing future rates ,

r e s u l t i n g  in a possible d i s a d v a n t a g e  to t h e  cust oze :  of
opportunities foregone. In other words , dollars bud geted

for and received b y  t h e  cus tomers  could go i n t o  ~FIF a c t i v i t y
p r o f i t s  t h r o u g h  c o n s e r v a t i v e  ra tes , r a t h e r  than achieving

their intended purpose of overhaul , repair and ~aintenan c~ .

(Ref 23]

3. Industrial Fund Activities

One of the biggest -disadvantages ~f rat e

stabilization to the NI? activity is the :egui:enenz for the

NI? m ana get to rethink his corporate attitude. Th~ N1f

system was criginally estaolished to take aiv artaoe o-~ nine

tested or~ vate industry ~ianaoemen t ~:incipies . Since

adjustm ent of rates in response to cost inc~reases is b- he

2’
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standar d business approac h , rate stabilization goes against

the NI? manager ’s training . (Ref 21]

Because of the three year time cycle of rate

stabilization , any  posit i ve  managem en t actions tak e n b y a
NI? activity Comm anding Officer will not generally be

realized during his tour of duty. Therefore , the basic

psycholog ical i n c e n t i v e  of see ing the  f r u i t s  of  one ’s la bors
is removed. [Ref 21 ,23]

Another disadvantage that must be considered is the

r e t r a i n i n g  required of industrial fund financial managers to

t h i n k  in term s of long r a n g e  p l a n n i n g .  No longer can the

activ ity comptrollers think in te rm s of qua r t e r  to  q u a r t e r
p l a n n i n g  to achieve  zero p r o f i t , r a t h e r , t h e y  must lock  up
to three yea r s  in the future . [Ref 21 ]

A specific problem to the Public Works C en t - e r ( P W C )

NI? manacer is the extreme -difficulty of forecasting many

different custome r requirements. Shi p and aircraft

overhauls are determined at system comm an d headguarters

lev els we ll enough in advance to allow realistic mlannino .

Ccnversely, the PWC Commandin g Officer must dea l w in d many

different ty~ es of customers from air stations no

c omm i s s a r i e s , and s h i p — n o — s h o r e  u t i l i t i e s  no A r e a  Au - f i t
Service ligh t bills. As t h e  ?WC c u s t o m e r  a c t i v i t i e s  ch an- ; e ,
so does t h e  area of ma intena nce concentration , m a k i n g  lonc
range (three year) planning extremely difficul t. [Ref 23]
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III. B~~~G E T A R Y  I ? I PL I C A T I ON S  OF THE R A T E  S T A B I L I Z A T I O N
PROGRAM

A. INTROD (3C!ICN

— A p rinc ipal stated objective of the rate stabilization

prcgram was to improve the budgeting ability of both the

customers and the manager s of industrial funded activities.

[Ref 7] If the rate stabilization program is to accomplis h

this and enable the customer activities to budget more

e f f e c t i v e l y ,  it must be shown that the budget data is

developed with a firm knowledge of the number of units of

output required through the course of the year.

This C h a p t e r  wi l l  r e v i e w  t h e  dat a a v a i l a b l e  f r o m  t h e
PWC , San Die go, to evaluate the effectiveness of the

b u d g e t i n g  prccess. T h e  ?W C budget , in this respect , will be

c o ns id er e d  as a s u r r o g a t e  f o r  t h e  a g g r e g a t e d  cus tomer
activities of the PWC. Th i s  is a valid assumption , in that

the PWC must ccnsider the recuireme nts of all ins various

c u s t o m e r s  in its e v a l u a t i o n  of a n t i c i p a t e d  r e v e n u e s  and
developm ent Cf overhea d charges , and to ensure sufficient

resources  a re  a-i a i l a b l e  to  s u p p o r t  t h e  t o t a l  regu  i r em en t s .

[Ref 21]

3. iDENTI FICAT ION OP ‘1EASU ~ A3L E DATA

:n order to obiectiv-eli :evie~ the nud cen ing abilit y of

_ _ _ _ _ _  _  -
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an activi ty, a comparison must be made between the amount of

funds budgeted and the funds expended , as well as a
compariscn between the distinct goods and services planned

( b u d g e t e d )  and t h e  am o u n t  ac tua l ly  consumed  or u t i l i z e d .
The PWC San Ciego provides a myria d of services to its

customers. References 11 through 18 and 21 indicate that

many of these services are readily identified with a

discr et e m e a s u r e m e n t  of o u t p u t .  H o w e v e r , in m a n y  cases ,
ch~ :ges to customers are based upon input (resources

consumed ) , r a t h e r  t h a n  upon  o u t p u t  r e a l i z e d .  The f o l l ow i n g
is a review of each of the major service categories ~r -~vided
by the PWC , to dencnstrate whether or not it lends itself to

a discrete output analysis.

1. 
~~~~~~~~~ ~~~~~~ ~~~ ~~~~! 2 f l  Services

Although this category is a significant porti on of

the cus tcwers ’ budgeted dollars , it does not lend itself to

a discrete output measu rement. Costs are figure-f on the

number of direct labor hours required and charges are ma de

on the number of direct labor hours provided. Reviewing the

budgets and operating statements [Ref 11 through 1~~J and
through interviews [Ref 21], it has been determined that

there is no direct relationship between t h e  n u m b e r  of d i r ec t
labor hours provided in support of an activity and any

discre te  o u t p u t .  S i m i l a r  jobs  m ay  be f o u n d  to r e qu i r e
s i g n i f i c a n t l y  d i f f e r e n t  n u m b e r s  of d i rec t  l abo r  h o u r s
d e p e n d i n g  u p o n  m any  f act o r s , such as w o r k i n g  c o n d i t i o n s ,
distance frcm the center and o t h e r  r e l e v a n t  f a c t o r s .
T h e r e f o r e , i t ems  budge ted  in t h i s  c a t e g o ry  w i l l  not ~e
evaluate-I in the budgetary implications b-ut will be

addr essed  in  C h a p t e r  I V  as p a r t  of tne  ~a n - a g e m e n :  -:
implications.

~
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2. Ira~ sportation SeEvices

The PWC operat es all~~(avy motor transport in the San

Diego area and leases the vehicles to its customers. Lease

charges are compu ted on an aggrega te of time , milea ge,
main tenance required an-f type of vehicle. Since the PWC and

customer activities do not discretely identify the source -of

cos ts as to mil eage or o ther fac tors , d iscre te co m par iso n o f
budget to execution in this area cannot be made. [Ref 11

through 18]

3. 
~~~~~~ !~~~

The PWC acts as a central clearing house for all
l i g h t , heat , wate r  and  power  r e q u i r e m e n t s  to its customer
activities. The PWC either purchases or manufactures the

specif ic  u t i l i t y  and d i s t r i b u t e s  it to cus tomers .  I t  is in
this area that discrete units of output may be identified .

The budget of the PWC identifies certain requirements for

steam , elec trici ty, water , gas, etc. in discrete units Df

measurement and identifies a propose d total cost or revenue

for each catecory. rRe f 11 , 12 , 13 , 114] Reliable

deter m ination of the budget units is necessary in o r d e r  to
accurately reflect the overhead charges which are to be

levied for the utility provided. Further , en f—o f—7ear

operating reports of the ?WC reflect the number of units

actually delivered to , or consume d by, its customers during

the reporting period and the actua l charges male for those

quantities. [Ref 15 , 16 , 17 , 18]

Inasmuch as utilities is the only categcry w n i c h
p r o v i d e s  t h i s  di scre te  i n p u t / o u t p u t  m e a s u r e m e n t , u t i l i t i e s
will be used to analyze the bufgeta:7 jm;llcat :ons c~ the

ra te s:a~~~lizaticn pro -gr am.
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C. IMPACT UPO N CUSTOMER BUDGETING

Figure 1 ident ifies th e ma jor utili ty services provi ded
by the PWC to its customers. The data in Figure 1 ,

extracted frcm references 11 through 18 , has been an alyze d

for F! 75 , F! 76, and FY 7!. FY 75 represents the last full

year withou t rate stabilization. While F! 7T was only one

quar ter , the trends of imorovement should be noticeable .

The data presented are percentages by which the end—o f— year

to ta ls  d i f f e r e d  f r o m  the a m o u n t  b u d g e t e d , so as to re m ove
any prejudice which may be ascribed to end—of-year figures

being over or under the budgeted amount. The data are

presente d f o r  the  discrete un i t s  of u t l l it v  service as well
as the dollar amounts , so both requirements determination

and the costing of those requirements may be observed.

Appendix A provides a more detailed analysis and display

of data than presented in this chapter . The analysis in the

appendix , h c w e v er , is limited -due to the unavailability of

budgeted data for port ions of FY 77. The data is displayed

as t he  ac tua l  u n i t s  and ac tua l d o l l a r  r e q u i r em en t s , bo t h

budgeted and expended. ~he appendix then evaluates th~ data

in a unique fashion to dev elop an ov erall budget

e f f e c t i v e n e s s  ‘ind ex ’ for  each fiscal yea:. ~ he i n d e x
represents the percentage of deviation that :ie actual

end—of—yea: results were of the budgeted figures. This

concep t, as presented in Appe ndix A , should pro ve valuable

to compare FY 77 with the previous years , as well as using

the index to compare other future years . ~urthe:, i n  c h a t
the index considers all the various factors invo l ved with

budgeting and plannin~ effectiveness , it is prooosed as a

st andard to ~e used in com oaring the bu dg-etina efforts of

one year with thos e of another fear. The indices f-or F! 75 ,

33
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F! 76 and F! 7T are displayed below:

YEAR DEVIATION FROM BUDGET

F! 1975 6 . L& 7%
py 1976 10.94% ira te stabilized)

FY 197T 2.20% (rate stabilized)

The extreme change in water and sewage in F! 76 may be

somewha t attributed to a progra m of correcting water meters,

which led to an increase in measured volume. When combined

with an unexplained heavy demand , a significant deviation

f rom the planne d amoun t occurre d . [R ef 16 ]

The F! 7T deviation in compressed air reflected an

increased demand caused by a high volume of ships in port .

C Ref 17) Other than the above exceptions , the ranges of

v ariances w ere fair ly simila r during th e th ree y ear s
demonstrating no improvement in the ability to forecast

quantities.

However , an interesting observation may be made by

comparin g resources predicted to dollars budgeted. There is

no apparent direct relationship in the F! 75 quantity to

dollar varianc es , in that while AC electricity usage

deviated by e.2% , the c-~stomers ’ costs deviated by only 1.6~
and while steam usage deviated by 6.~~~, the c-istcme:s ’

costs deiiated by 13.4%. Comparing FY 76 and 7T ~uantities

to dollars , ~‘.owe ver , a direct relationship may be observed .

This d irec t rel at ions hip of usage to cos ts would appear to
permi t cus tc~ er activit y commanders to more ~f±~ ctively

manage rescurces during the execution of the budget.

Accordingly, whil e rate stabilization has not provi ded

customer activities a means to better predict resource

r eq uiremen ts , it has enabled them to more accurately predic t

th e financial impact of various course s f ac—ion.

3)4
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D. I~ PAC’I UPON PWC BU DGETING

By requiring th e NI? ac t ivi ty to es tab lish its ra te s a s
much as 19 months in advance of the beginning of the year ,

rate stabilization issues a significant challenge to the

predict ive abilities of the NI? activity managers . The

following demonstrates the difficulty of this predic tion

task.

In late 1975 and early 1976 , the PWC San Diego conferred

with the aanagement of the San Diego Gas and Electric

Company to deter mine what rate structure the ccmp any

anticipated during F! 77. In addition , federal government

representatives attended Californi a State Public Utilities

Commiss ion  I~earings on rate adjustment requests by the San

Diego Gas and Electric Company. Other relevant factors

considered while predicting rates included renovations

required to the ?WC electrical distribution system ,

anticipated wage scales for ?Y 77, overhead allocation rates

and the estimated amount of electricity that would be

bought. These factors and others were pieced together to

establis h an estimated cost to the PWC of £66.00 per million

kilowatt hour (mkwh) . However , as FY 77 began , m any p l a n n e d
rate adjustments were not approved by the PUC and rebates

for prior charges were made by the compar .y. As a result ,

the PWC , San Diego , has found its costs for AC electricity

to be considerably less than expected durin g FT 77 to date.

This variance is shown in Figure 2. [~~ef 23 , 2’-4 , 25]

35 
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In addition , Figur e 2 displays an analysis of costs to

the PWC for othe r utility services for FT 75, FT 76, FY 7T
and F! 77 thro ugh ~arch 1977. In that the amount of the

utility purchased or provided is a factor in determ ining

total costs, the cost to the PWC per unit of the utility is

displayed. Costs for each fiscal year ar~ analyzed as

budgeted or predicted cost per unit and actual cost per unit

and the percentage variance is shown. The data shown have

been comput ed from references 11 through 18.

In FY 7 5, prior to rate stabilization , any cost

adjustments could be passed on to the customers so as to

minimize the effect upon the Ni? corpus. During that year ,

cost variances ranged from 2.6% to 27.4~~. In all area s,

excep t fresh wat er and compressed air (or abo ut 10~ of the

total budget) , actual costs were less than predicted

resulting in savings passed on to the customers.

In F! 76 , with the implementation of rate stabilization ,

problems occurred in the cost structure. while tae

variances were less volatile than FT 75, ranging from 2. - %

to 17.2%, the directions were changed. Approxi m ately E~~ of
the budget experienced cost increases , re~~:csentinc

operating losses to the PWC of approximately cne and a

quarter million dollars which had to be absorbed by the

corpus. ERef 16]

FT 197T results , wit h the exception of comt-ress-ei air ,

differed frcm budgeted figures - by 2.7% to 22.-)~~. :~ afl
cases , except fres h -eater , actual costs were iCe-S ttan

pred icted. Under normal circumstances , ~h:~ ~~u1~ ~~~~
represe ntEd a cain to the corous. Howeve r , as ~art o~ the

i~ plementatior progra m of rate stabili zation , custome r

charges were levied at FY 76 rates. ~ Eef 12 ] Co~~paring F!

76 budgeted cost t o  FY 7 2  actual costs , i~ ma y be observed

37
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that in most cases significant increases were experienced .

.~c electricity increases alone were 23%. Thus, due to the

unusual situation , the PWC corpus experienced another loss.

[Ref 17]

FY 77 actual costs for the first six months of operation

dc not include adjustments charged the customer to offset

the losses of prior years, so that rates charged to the PWC ,

as sh own in Figur e 2 , are different from those charged the

customers. The variances are more volatile than the three

previous years , rang ing from L~.0% to 32.~~~. In almost all

cases , actual costs were less than ~redicted. This resulted

in a significant ga in to the corpus and resulted in an

unprecedented mid—year rate adjustment approved by DoD .

(Ref 214 ]

The purpose of F i g u r e  2 is to display a measure of the

success to date of the P~JC a~ predicting costs. While the

data are not sufficient to draw significant conclusions , a

conse rvative attitude m ay be noted whereb y the PWC

anticipates the costs to be greater than actually occur. Of

the 36 rates analyzed , 26 rates were ictually less tnan

predicte d , with 7 of 9 lower in FY 75 , ~ of 9 lower in F!

76, 7 of 9 lower in F? 7T and  ~ of 9 lower in FT ~7. This
atti tude toward conservatism is attributable to both the

stigma attached to financial reports which show a icss to

t h e  co r c u s  ar.d to the need to turn over the coroos

appro x~ m atel~ 3c- times a year. (Ref 21 , 23 , 2~~]

E. SU~ MA ~ Y

The ~nalvsis presented in this Chapter C-and in

A from J i~ ite-d data ava : ab .e) demor .str~~tes that th e rate

stanili zat~~or . oro~~:am nas net the cOal c-f eninl in: t - ~~c-

3,3 

—~—~~~ -~~~~~ :~~~~~~~~~~~
_

-
~~~~ 1~~~~~~~~~~~::~~ 

— -  — -
~~

- — - — ~~~~~~~~~~~~ ~~~~~~~~~~~~~~~~ __________



—- —--— —.- -•-~ ---,,.— --, 
~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~ 

—-
~~

-,-- ,-- ----- — ----- -- - -

customer activities to budget better for purchased services.

Ho w ever , it does have deleterious effects upon the NIF

cor p us , causing the corpus to fluctuate from year to year ,

absorbing the variances.
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IV. MANA GEMENT LMP~ CT FROM ~.ATE STABILIZATI ON

A. INTRCDU CTICN

The initial impact cf rate stabilization on NI?

management was traumatic due , in most part , to lack of

understandin g by all concerned . This initial trauma could

have been lessened , had time permitted the following of

p r cv e n gu ide l ines  f o r  n e w  sys t em des ign  a n d  i n s t a l l a t i o n .
These guidelines are set forth by Dr. Robert A nthony and

Regin a Herzlinger in chapter 13 of their text ~~~ a9emen t

Co~ tro1 In Ncn profit Or~~ nizationz. (Ref 6 1 These

guidelines are summarized below:

1. PLANNING. Develop a p l a n  for system design and

installation , iocluding a timetable and as careful a

s t a t e m e n t  of responsib ilities ~s is feasible.

2. ANALYSIS OF OBJECTIVES AND ORG N ZATION . Diagnose

the objectives of the organization , the exi.sting ccntrol

system and the existin; or~~anizatio ri structure. This

analysis nay reveal defects in the existing system and

organization structure , in par t reflecting differences

between the real cbjectives and the objectives as they are

percei-ied ny the oroan ization . It may lead to a

reorganiza t icn.

3. P J V E N T C - R !  OF C JFRF N T I~~~ RMATION. Exa~oine ic

exis ting sources of informa tion .

140
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L 4 •  DEVELOP THE CONTROL STRUCTURE.

5. DEVELCP PROCEDURES .

6. TEST. Test the proposed structure and procedures ,

preferably in one part of the organiza tion . This provides a

concrete example which is essential in educating people as

to what the new system is all about.

7. EDUCATiON. Develop and implement an educational

program. -

8. IMPLEMENTATION . If feasible , run all or p art of the

new system concurrently with the existing system. As soon

as feasible , eliminate all obsolete parts of the existing

system. (Ref 6)

Due to the severe impact of double -digit inflation , DOD

management chose to implement rate stabilizatio n quickly,

which resulted in insufficient preparation and lack of time

for proper testing an-i evaluation of users. Rather than

imp lementing rate stabilization across the broad spectrum -of

all NIF activities , it would have been better to provide for

a gradual build—up using valuable lessons learned along the

way.

A gcc -d topic for follow—on analysis would be tc compare

the way in which rate stabilization was implem ented with the

text-boo k method.

Ho we v er , in soite of its poor start , ;anv strong

m ana ceme nt tools afforded by rate stabiliz ation have now

taken hold. ~esearch interviews indicate strong accettance

by both the PWC and its customers. The followin g sections

of this chapter will exolore me n ac em en t inpact -
~~~~~

~rincpal :1-ayers of the rate stab ilization game . The ~i e t - i ~~-~.

14 1
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for evalua t ing mana gem ent impac t was d one in the for m of
person al interviews at the various levels of management f rom
DoD to P~ C San Diego customers. These interviews were

conducted jcintiy by the authors on two separate trips , one

to the Washington, D. C. area and one to the San Diego area.

All intervie ws used pre determ ined que st ion s, f o l l o w e d b y a
general discussion of the operating experiences to date. As

each management point is covered a reference will be cited

at the end of the paragraph to indicate what interview

produced that particula r point. No attempt is made to cite

specific quotes , hut rather to extract the critical

information contained in each interview.

B. IMPACT ON DOD

Rate stabilization has given DoD personnel an

interesting private industry management tool in the fcrm of

a pricing pclicy . In the formulation of each fiscal year ’s

~uidance to NI? activities , DoD can now make a survey of the

nation ’s major econom ic indicators and come up with a

pricing factor for eacn ~~? activiti to aoply to its :ates.

This is a danaerois evclu tion because of the many factors

toat affect any tine of econom ic ore dicting but the st:atecv

provides the cDco :tunity o include inflation and other cost

pressures in future bu d gets. r R e f 19] The chief m anace ment

tool afforded to DoD is, nowe ver , tha t rate stabili zation

assures the aporo7:n— ~ aithcri~ y that i f  they authorize a

spending prcg ram , it will get accomplished providing other

non—financial factors rem ain stamle. ~Ref 19’ ~e ca u s e  of
this zenefi~~, -Do D ’ s ~ealin;s wit h Congress are ma de

in finitely e~~s~~er .  DoD is no l~~r;~~r :l ace - d in the unt enanle

p o s i t  i o n  of either not actie vinc p lanned p::-o:ams or as~~in z
f o r  m o r e  ~cl ia:s because of i:’.crease - d cost of

L 

business.
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Under current DoD dictates , gains or losses will not be

recovered only by the activity incurring them , instea d the

gains or losses will be p rorated ~iniformly ov er the entire

NIF activity group, such as all PWC ’s, all Shipyards , all

NAB F’ s, etc. For example , if a ?WC losses 8 millon dollars

durin g a giv en fiscal year , this loss will be recovere d in.
— the third year by all eight PWC’s, not just that one PWC .

The fallacy is that :hi s po licy minimizes mana gem ent
incen tive tc improve its individual performance. [Ref 21]

Rational e by DoD in sunport of this uniform -distribution

of gains and losses is to avoid lower rates at one activity

that might attract customers from an activity attempting to

recoup prior losses. [Ref .19] ‘This is not a factor for ?~ C

customers since they are bound by regu lation to use their

gecgraph±.cal PWC for services. [Ref 1 ]

Physical restrictions , availability of skilled wcrke:s

and work force grievances preclud e any great redistribution

of the overall NAR~’ and shipyard workload.

C. IMPACT ON THE COMPTROLLE R OF THE NAVY

NAVCC M PT feel s that raze stabilization ’s most inocr:ant

impact is that it protects the customer ’s budget , wi th a n y
perturbations occurring during a fiscal yea: abso:oed by the

NIF corpus and not the customer ’s budget. [Ref 20]

Another benefit perceived by NAV CO~ PT is the inability

of a MI? activity to adjust its rates prior tc comm en cem ent

of a new fiscal year , t h e r e b y  taxino the customer

dollars he h-a d no char.ce ~o bud -get f-or. Ref 2~~

also felt ni  N X 7 C O M P T  t h a t  r a t e  szaoiliza::on

r~~~~ tt_ t~~_ 
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forces improve d planning within a NI? activity. This is

caused by the need to explain variances and take immediate

management action to bring them back into line. [Ref 20 J

With the NI? corpus now absorbing budget perturbations ,

NAV COMPT notes that increased attention is being focused on

NIP activity by Navy ’s top management which brings added

pressure on NIP ma nagers to do well. [Ref 20)

NAVCGMPT sees rate stabilization bringing about

increased efficiency in NIP operations throug h better

projecticns of future workload . In the past , a NI? activity

would plan for a certain level of production and. then se~
this level decrease berause of inf lation. The new workers

or machines obtained for the planned level would not b e used

with a resultant increase in overhead and added oressure to

increase rates even further. Under rate stabilization , a

NIP activity can be reasonably assured that the planned

level of productio n will be achieved because the customer

will have the funds to pay for all approv ed services.

NA7COMPT noted tha t no ship overhauls are being deferred

this fiscal year as evi-de~ ce of this benefit. (Ref 20

One nro~ lem that rate stabil ization has cenerated for

NAVC O~ PT is that adjustments to an activi zv—l~ vel cu-i-o~ t

continue s for several months at the Congressional an~ DoD

level , :esu~ tin-; in potentia l changes in pla nned pr o-~ra-ms .

Accor d in gly ,  close coordination is required betwe en 050,

NAVCO M PT , L~ajo: Claim-ants , NI? customers and NIP activities

during this period . ~Ref 23)

D. 11?AC T ON THE NAVAL FAC ILIT~~ S E ~~FERTNG C-JM.~A ND

-Of principal concern to NAV ?AC the pr -evzous l ’

__________ — - 
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men tioned unifcrm pay back of gains or losses. Under this

conce pt a gain generated by a particular PWC will not be

returned to the customers who provided the gain. It will be

returned to all PWC customers around the world. This is not

fair to the custctner who has realized a loss in the

purchasin g power of his budgeted dollars. The customer must
be allowed to recoup his loss by having the entire

contributed gain returned , not just one eight h Cf it.

Howe ver , the bigg est fault NAVFAC perceives in uniform

pay back is the detrimen tal im pact on managemen t incen tiv es
as previously discussed. [Ref 21)

NAVP AC is also concerned about the motivational impact

on its PWC managers. A feeling of hopelessness m ay be ‘he

result of being locked in for three years. In other words ,

a manage m ent decision now could wait three years before it
is oroved or disproved. The PWC manaqer perceives no

i mm e d i a t e  r e a l i z a b l e  b e n e f i t  f r o m  rate stabilization. [ 2ef
21~

Another distraction of rate stabilization is that if a

gain is generated during a yea r there is no immediate iay to

return that gain . That has to wait for two more years ,

whic h hampers rela tions with ?WC custo !~ers. [Ref 21]

:~A VPA C recogniz es ~he need to be conservative in rare

esti-maticn . The rapid turnover in  t h e  c o r p us  (20  t o  50

times a year) by the ?WC ’s requires that they m inimize the

possibility of a loss. [Ref 21 ,23]

NAVFAC also exoressed concern that rate stabilizatior.

might dest roy the eco nomics of the N I ?  w a y  of 1oin~
business. For many years the Navy has asked its NI?

managers to work toward zero profit and live w ith in their

small corpus. It is felt that rate stabilization mion t

erode the m anagem ent ?rin;iPlCS that have been so carefully

— 
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built up to achieve this goal.

On the positive side, NAVFAC feels rate stabilization

will im prove its mana gers by ma king them look muc h mor e
closely at the  m a r k e t  demand for their services. while this

was addressed prior to rate stabilization , it was among the

last factors considered when formulating budget estimates.

Now it must be of primary interest . By so doing, better

service should resul t  because the PWC will be more familiar

w i t h  cu s t cm er  needs.  ( R e f  2 1 , 2 4 ]

E. IMPACT CN PUBLIC WORKS CENTER , SAN D:EG 0

T o t h e  P WC , rate stabilization provides for improved

customer r e la t ions . The customer knows that with rates

c o n s t a n t , one  var iab le  is e l i m i n a t e d .  [R e f  23 ]

- 
All levels of PWC management believe rate stabilization

is a be t te r  way of doin g bus iness  b u t  t h e y  are e spec i a l l y
concerned w i t h  t h e  d i f f i c u l t i e s  in p r e d i c t i n g  u t i l i t y  ra tes ,
because  t h i s  is p red ica t ed  on a n u m b e r  of p r i m a r y  factors

over w h i c h  the  PWC has  no c o n t r o l .  [Ref 2 3 ]

On e di s t u r b i n g  aspect of o p e r at i n g  w i t h  s t ab i l i ze d  rates

an d  a s ma l l  corpus  is the a d v e n t  of u n p r e d i c t e d  r e cu i r e -m e n t s
a f t e r  r a t e s  have  been se t .  Almos t  a n y  r e q u i r e m e n t  a d d e d  or
su btracted from the planned operation will cause a ga in  or
loss to be gen erated. A loss means a strain on the corpus

while a -gain means bad publ !citi . This especially :-~~rts P4C

op e r a t i o n s  as opposed  t o  s h i p y a rd s  or N A R F ’ s , b e c a u s e  t h e
w o r k l o a d  is m u c h  less s t r u c t u r e d  a n d  t h e  n u m b e r  of c u s t o m er s
man y tim e s greater. (Ref 2 3 )

Rare stabilization has caused a definite c h a n g e  in

_L~ _~ 1 J~ ~~~~~~~
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way PWC San Diego does business. The necessity of better

long range plann in g is param ount . As a result, more ov era ll
PWC policy and guidance is imposed on department heads to

aid in planning and budgeting. Prior to rate stabilization ,

a departmental head did not have to consider -overall PWC

polic y un til it actually affected him since ne could adjust

his rates if the policy dictated this to be necessary. [Ref

24- ]

The Comptroller organization at PWCSD is strongly in

favor of rate stabilization and has already identif ied a

reduction in o v e r h e a d  costs of a b o u t  one h a l f  m i l l i o n
dollars for F! 77 as a result of more intensive mana gement

review of overhead expense accounts. This reduction is

directly attributable to the effects of rate stabili zation .

[Ref 24-]

~ven though the detrimental manage~ ent aspects f

uniforti paytack by the activity group did nor personally

bother the PWCSD Comptroller , a significant problem was

uncovered when discussing this subject. This evolved around

the administrative burden created by uniform payback.

NAVFAC will hav e to expedite its analysis of gains and

losses frcm all eight PWC ’s and effect prone: distribut ion

back to centers in rim e for them to cet their rates ~o tne

customers for use in budget preparation. [Ref 2~3i

P. PWC CUSTCMER IM PAC T

Extensive interviews at ma ny customer activities point

out the fact tha t for the most part the customer -does not

kncw what is the real benefit o~ rate stab ilization. They

do realize that budgetimg has been m ad e easier beoa use costs

ar e n-ow a constant. ~!hat is not -:om~ re~ ende- ~, is the

4-7
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op~ortunit~r to achieve full funding for PWC services, since
their ma jor claim ants receive these fun ds on the basis of
the NI ? A — l i  Budget .  T h e r e f o r e , if the customer inpu t to
the pWc is an accurate reflection of his needs and this

requi remen t is carried forward in the A —I l Budget , then upon

approva l  of the budget  t h e r e  should be no reason fo r  a
cus tomer  to be faced  wit h a f u n d  shor tage  f o r  PWC services.
This failure to comprehend the true benefit of rate

stabilization occurs b ecause the major claimants present an

image of level funding. As long as this image persists , the

customer uses rate stabilization only to determine how much

of a certain service he can hav e accomplished and not for

overall planning and budgeting. anless this image of level

fun ding is erased , the concept of rate stabilization will

not be fully utilized. [Ref 27 t h r o u g h  3 2 ]

Also a p p a r e n t  in the  course of the i n t e r v i ew s  was t h e
fact that the customers relied almost entirely on P~ C

historical records to prepare their own budgets. This

c o n f i r m s  t ha t  the PWC budget  is an exce l len t  s u r r o g a t e  in
this study for the customers budget.

L4~~~ 
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V. CONCLI3SIONS AND RECOMMENDATIONS

A. CONCLUSIONS IN GENERAL

1. The concern expressed by many of those interviewed

that the integrity of the NI? ma nagement is jeopardized by

ra te stabilization is unfounded. The principles of rate

stabiliza tion are sim ilar ~o those principles governing the
operations of a regulated utility or transportation ccmp any

which cannot adjust its rates without the approval of a

public commission. In time , it is expected that all NI?

managers will adjust to this concept and rate stabilization

will beccme the routine and acceQted m ethod of business.

B. CONCLUSICNS RELATED TO PWC’S

1. Rate stabilization is an effective m anag em ent and

budge ting tcci f o r  Publi c Works Centers and their customer

activities.

2. Fiscal planning emphasis with in PWC’s must adapt

from short term to a three year horizon.

3. ~ore emphasis in the form of st:on-o le?.ders,

kncwl eiganle neople an i ol-ose m anag em ent attention must ne

assigned to the fisca l Diann ing responsibil ities in

_  
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PWC’s.

4-. The costs the PWC ’s use in estimating rates for the

budget years are generally overestimated , l e a d i n g  to
conserva tive figures most likely to produc e a gain to the

corpus.

5. Under rate stabilization , end—of-yea : operatinc

gains will probably be viewed more favorably by higher

authorities than operating losses. Although understandable ,

this is contrary to the objectives of NIP management and

rate stabilizatio n and will result in loss of some

purchasing power by the over—charged customer.

C. CONCLUSIONS RELATED TO CUSTOMERS

1. Rate stabilization did not improve the customers ’

ability to estimate quantities of resources reçuired for ~a

given budget period. Figure 1 indicated that with r

without rate stamili-z ation , the ranges of cuantity plann ing

varian ces were similar.

2. Rate stabilization has accout~ lished tne objective of

enabling the activity to more effectively manage fund s by

establishing a constant , direct relati -onshin between

cuantiries of resources consumed and costs. Fio -~:e 1

i n d i c a t e d  t h a t  t h i s  direct relationship exist-e~ after rare

stabilization , but not before .

3. C~ stc~n er  a ct i v i t i e s  c o n t i nu e  t o  r e c e iv e  ~u~~-oet
gu idance in the ina~ e of tlevei fundino . ” pare

~ -D
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stabilization , to date, has t h e r e f o r e  not h e l p e d  t h e
c u s t o m e r  a c t i v i t i e s  to ob ta in  f u nd i n g  levels to meet
increased costs.

4. The imag e of level fun d ing viola tes the spir it of
the rate stabilization concept and  negates  any b u d g e t i n g
bene f i t s  a t t r i b u t a b l e  to ra te s t a b i l i z a t i o n .

D.  R E C O M M E N D A T IO N S

1. E l i m i n a t e  t h e  sys tem -of u n i f o r m  p a y b a c k  of ga ins  and
losse s and r equ i re  each N F  a c t i v i t y  to  s t a n d  on its own

m e r i t s .  This wil l  s t r e n g t h e n  the  i n c e n t i v e  of local  NI?

managers to more effectively manage toward their operating

p l a n .

2. I~~p1eatent str ict b u d g e t i n g  proced ures t h r o i g h  m a l o r
c l a i m a n t s  to  i n su re  tha t  f u n d s  i d e n t i f i e d  to  r a t e  st a b i l iz e d
f u n c t i o n s  ar e  passed c o r r e c t l y  to  the  ultimate customer so

that he is able to fun d his planned programs. -

51
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A P P E N D I X  A

B U D -  ~2 ‘~~~ ECTIV EN ESS I N D E X

A. INTRC~ TJCTION

Wh ile C h ap t e r  III addressed the  b u d g e t a r y  i mp l i c a t i on s
of t h e  r a t e  s tabi l iz a t i o n  pr oara m , i t  on ly  or es-e r~ted a

‘ m i c r o ’ v iew , or ca t egory  by -cat egory e v a l u a t i o n .  C h a p t e r
111 identifie d the purpose of rate stabilization as customer

oriented: to per mit the customer to execute the plan

-developed in the budgeting chase. It further point ed out

t h e  t w o — f o l d  d i l emma to t h a t  o r o b l e m :

1. The customer mist be able to accurately ~:edict :~:s

resource requ :rements. Included in this is the abt litv to

develop an effective pla n for execution.

2. The cus tomer  mus t be ab l e  to a c c u r a t e l y  cos t  o f t  h i s
predicted requiremen ts, to ensure procer funds are bud cet~ d.

This appendix draws the data together fo~ a ‘macro ’

a n s w e r  to t h e  q u e s t i o n :  Does  the  r a t e  s t a b i l i z a t i on  p r o g r a m

e n a b l e  t h e  c u s t o m e r  a c ti v i t i e s  to  b u d g e t  m o r e  e f f - ec t : v e l ’~?
The  a n s w e r  to  t h i s  q u e st i o n  is p r o v i d e l  in a s~ n~~le f i g ur e
which represents the percentage of deviaticn th at act-cal

results were of budg eted figures. 30th aspects ~‘f the

gu e st : o r .  a b o v e  ac e  c on s i d e r e d  in  t h e  dev ~~lc~ m e n t  of  - :~~~

‘effectiieness index ’ .

52
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2. UTIL ITIES AS A SURRO 3A TE

This a p p e n d i x , as does C h a p t e r  III , u ses t h e u t i l i t ies

por t ion  of the budget  f o r  its a n a l y s i s , as t h a t  po r t ion
exhibits a measurability in units and cost per unit , bcth in

the budgeting and in the execution phases. Further , the

generalization is made that the utilities is sufficiently

representative of the  overall PWC funds that the

effectiveness index developed represents the aacre-gated

c u s t o m e r s ’ budge t s  for ?WC related areas. Chapter :11

developed rationale supoorting this generalizatin :

additional ratiounale is provided below :

1.

Nct only are the utility regui :ements pr ooramm ed in

discrete , measurable units , but these requirements ma y be

estimated by ~ro ven techniques. A building of a certain type

construction and of a certain number of square feet will

require so much en ergy to heat -and cool i t .  5sirc factors

such as fleet size and programmed fleet operati ons , an

es t i m a t e  of p owe r r e q u i r em en t s  to sh ips  in po r t  ~a ’~ be
determ ined. Further , overa l l  b~ .se loading, a-c e f

buildings , etc. will pe rmit a sound estimate of all ctilitv

requirem ents.

2. Ccntrc llabi litv

3asically, the expe ndit u re of utilities is
relativel ; uncontrollable. B.’ cc.~~ras t , the oth-~r

c-arecories considered (overhaul , repa ir , re noiar:o — i and

53
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t r a n s p o r t a t i o n )  are more con t ro l l ab le  than  u t i l i t i e s .
Decisions may be m ade by a command that , in ord er to reduce

expenditures (or to sta y within b udget) , less planned

m a i n t e n a n c e  will be p e r f o r m e d  in a g i v e n  y e a r .  The
r e q u i r e m e n t  does not  d i s appea r , b u t  gets  backed  into
subsequen t  yea r s .  On t h e  o t h e r  hand , a r a t i ona l  decis ion
cannot be made to not use a kilowatt hour of electricity.

Numercus other factors affect the consumpticn of

utilities , but by and large , these are beyond the control of

the customer.

A. Weather

It m ay  be possible to pred ict  n a t u r e , b u -t  it
cannot yet be controll ed. ~he study of PWC San Diego almost

m i n im i z e s  t h i s  f a c to r , as its climate is o n e of the most

stable cf any area in the United Stat-es. ~oweve: ,

deviations from established weather patterns will directly

affect the consumpt ion of energy needed for heating or

cooling . The current west coast drought condition further

affects the need for fresh water . As these nat- iral

phenomena occur , there is little a customer can do but react 
- -

by h e an i n g  or coo l ing ,  or wa tering as conditiens

necessita te.

~~~. Costs

Utilities are state controlled mon opclies , -

prices are approved (dictated) by Public ~til!ties

Comm issicns. Energy costs (heat , electricity) di:ectl~
T

reflect the o:e~ en-dous increase ~n petroleum costs.

Custcn~~rs (and ?WC’ s) canncz control cos ts by shoooin-m

around. The only altern ative is sei~ oro-luction , as S an
D i e c o  d oes w i t h  Steam. ~-~-o~~e’fer , cos ts of raw m ater ia ls

still directly i~ oact t:~e p:ice -ci out~~u:. Sin ce t n C  ~~~~

5~4
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appropriations are a fixed amount , variances which occur in

u t i l i t y  costs must be absorbed by o ther  O&~i b u d g e t e d
categories.

C. Conservation

Conservation conscious commands have been able

to  reduce their  u t i l i t y  c o n s ump t i o n  r a t e .  3 o w e v e r , t he

direct results of conservation are not seen by the fellow

who adiusts the thermostat or turns the lights ‘off cc on ,

but by the fellow who pays the bill. Utility conservation

programs often grow old quickly as people become tired of

being cold or hot, or working in darkness. Further , any

reductions achieved by  c o n s e r v a t i o n  m e a s u r e s  a re  u l t im a t e ly
incorporated in the estimating formulas , so a few years

later , budget estimates directly incorporate them and any

‘ s a v i n g s ’ e f f e c t  is negated .

3. Percenta~~ of Overall Budge t

The utilities are a sigtificant portion of the

4 overa l l  PWC services  n o cus tomers . In t h e  : 1ears  ana iyZC-f ,

utilities comprised the following p:cøortior .s of o v e r a L l  ?WC
budget:

FISCAL
Y A ~ grIL rrIES 3~ DG~~T

1975 ~~
q ,732 ,600 352 ,7 1 3 ,0 0  2 7 .9~1g7~ 13 ,170,5 00 n~1 ,61O ,U1 31977 ~4- ,782 ,23~ 1*’ ,823 ,79~ 23.~~1977 L~5,262 ,353 98 ,8 15 ,509

:he s i gn i f i c a nt  increase in F! 77 was ~ue t o  the

radical cnaroe in AC el-~coricity rates.
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LIi. ~~
— - .  - t z  ~~~~~~~~~~~~  ~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~ ~~



— .— - - - - --- --—- - - - - - . .- - - - - - - - - -—,-- - - - - — --—.-—-. - ~~~~~,-~~~~~~~~~~~ _ ,
~~~~~~~

- - — --
~~

- - 
~
——--,-- -- --- - --- -

C. THE EFFECTIVENESS INDEX

The effect iveness index represents the percentage of

deviatio n that end-of—yea r results are of the

planned/budgeted figures. It reflects both -~uantity

planning estimates and budgeted dollars. In order to

develop one such f i g u r e, a r e l a t i o n s h i p  mus t  be deve loped
between budgeted and actual resu l t s, be twee n c u an t i t i e s  and

— costs and am o n g  the  var ious  ut i l i t y  services .

1. 
~~~~~~

While the objective of the rate stabili:at:cn

p rog ram is to p e r m i t  the  cus tomer  to e x e c u t e  h i s  m i a n , it

canno t  be done without adequate funding. Quantit y ci-inninc

ficures reccesen t an activity ’s best estimate of its

c on s u m p t i o n  do: t h e  year . The mount of dollars bu i~eet~ed ,

however, reflect s not only costs of the estimated

consumption , but dollar ceilings impos ed by ~i~ her

authorities . Further , while no direct ram ificati ons occur

if an activity consumes m o r e  t h a n  e s t i ma t e d , c v e : — o b l i ~ a t i o n
of f u n d s  r e s u l t s  in an  R .  S. 367 9  v i o l a t i o n .  ~it h  t h e s e
considerations in mind , an arbitrary we :ghtiog of ~‘Ji is

ass igned  to  the  qu a n t i t y  f a c t o r  a n d  50 % is a s s i g n e d  to o n e
funds analysis. After the a n al y si s is ~e r f c r m e - i  an ~ t h e
i n d e x  is g e n e r a t e d , an uncertain ty analysis is per fcr~ie-d to

tes t  t h e  v a l i d i t y  of the  a s s un p t i o n .

2. ~etween Bi~~~~ted a n d  Actua l ?esults

3cth the guantit i-e s and the funds are an alyze d is in

Ch apter ~~~~~~~~~ . ne factor develop- e d is a ratio of toe

-difference betwe en t ne bud geted an d actual no the bui ~~~~ed
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fi gures . As presented in Chapter III, this ratio does not

consider w hether the actual results are mor e or less than
the budgeted amount , but rather how closely the results

approximated the budget. Therefore , the smaller the ratio ,
— t h e  closer the  resu l t s  are to the budgeted figures. In the

e q u a t i o n  a ‘Q ’ r ep resen t s  the q u a n t i t y  fac tor , an ‘F ’
re pre sents the funding factor.

3. Arnonc th~ Various ~tilit~ Services

Since the final figure represents the entire

utilities budget , each utility service is weighted according

to i t s  r e l a t i v e  p r o p o r t i o n  of the  t o t a l  u t i l i t i e s  b u d q e o .
While Charter III displays the average percentage each

service was cf the total itiiities budgets for FT 75 , FT 75

a n d  F T  77 , th i s a ? p e n dj x  c o n s i d e r s  each year  s ep a r a te ly .
Further , since it is impossible to evaluate BTU ‘ s of steam

to kilowatt hours of electricity, or to  g a l lon s of water ,

the proportion that the bud geted dollars for each service

are to the total utilities budget will be used as the

weightin g factor. For example , in FT 75, the ancunt

budgeted for steam was £3 ,965,000 of a total budget of

$1~4 ,732 ,60O for a weight of .270. ~ ‘W’ reDresents the

weighting factor in the equa tion.

~~~
. Th~

usin g the foregoin g factors, a relationsriip for each

fiscal year is developed. The final sum multi p lied by

100 to ccnvert to a percenta ge ficu:e:

- 
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Effect iveness Index = 100 (.L~Q + .6F) W

Ib u d g e t e d  q u a n t i t y  
— a c t u a l  qu an t i tv ~where  Q = —______________________________________

budgeted quantity

~bud geted f u n d s  — actual funds expended~an d P =  ——
budge ted  f u n d s

In this  eq uat ion , t h e  lower  t h e  I n d e x , t h e  closer
the actual results are to the budgeted estimates.

5. 
~~~~~~~

Figures 3, ‘4 and  5 d i sp lay  all the pertinent data
fo r  FT 75, FY 76 and F! 7T respectively. Based upon that
data , the effectiveness index , computed for each year , is
d i s p l a y e d  below:

EFFECTIVENESS INDEX (Percentage of D e v i at i o n  T h a t
Ac tua l  R e su l t s  were  of B u d g e t )

FY 75 = 6.U7~
FY 76 = 10.9’4~ (rate stabilized)

FT 7T = 2.23~ (rate stabilized)

FY 77 was not analyzed , due to the inabilit y to

i l e n t i fy  s p e c i f i c  q ua n t i t ie s  p ro j ec t ed  t h r o u g h  t h e  f i r s t  s ix
m o n t h s .

As in C h a p t er  I I I , no so e ci f i c  c o n c lu s i o n  is
o r ese n te~~. Cons ide :~~ng t h a t  FT 76 was t h e  fi :s t  y~ ar of
i x p l e m e n n a t i c n  c! ra t -a  s t a b il i z a t i o n , t h e  r e su l t s  ar e
i n t e r p r e t e d  as b e i n g  n ot  e x t r em e l y  ou t  of line. From F? 77
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results, however , it appears that rate stabilization is
providin g an impr ovemen t in the customers ’ budget ing

abilities.

6.  U n c e r t a i n ti  ~~~~~

Draf ted with the proportions the way they are , the

Effectiveness Index slightly favors the non—rate stabilized

data , since the we ight ing factor ‘~~~~‘ is based on dollars -and

not output quan t i t i e s .  Fu r t h e r , the  p ropor t i on  be tween  ‘Q ’
and ‘F ’  f a v o rs the f u n d s  r a t i o , ‘F ’ , by 20%. To test the

stability cf the Index , it is computed using different

ra tios of Q to F, and is presented below :

0:F Q : F  0:?
rE AR L~0:60 80:20 100:0

1975 6 . ’4 0 %  8.01% 8.80%
1976 10.94% 11.03% 11.07%
197T 2.20% 2.24% 2.55%

The above  resul ts  show t h a t  by  v a r y i n g  t ae
importance of the output criteria , Q, the Index fo r  ra te
s t a b i l i z e d  y ea r s  shows o n l y  mini ma l inc reases , while the

n o n — s t a b i l i z e d  year j u m p s  by over o n e — t h i r d .  T h i s  is
i n t e r p r e t e d  tha t  r a t e  s t a b i l i z a ti o n , o r i e n t e d  at cu s t o m e r
prcg ram accomp lishment vice budget constraints , was

successfu l  t cw ar d  t h a t  en d .  This statement , however must be

cushioned as it is based on ?WC data 
•
as a substitute for

customer data . The problems identified in Chapt er IV

r e l a t e d  tc t h e  i n d i v i d u a l  c u s t o m e rs ’ i n a b i l i t y  t o  r e a l l y
predict requirem ents is still an uncertainty in this

a n a l y s i s .

59
-

~~~~~~~ - - -  ~~~~~~~~~~~~~~~~~~~~~~~~~~~



______________________________________ - - - -

D. SUMMA RY

The analysis of FY 75 performance predictably shows good
results, since the PWC has the experience of o p e r a t i n g  t h a t
way for many ye ars. The interesting aspect is that , in
F! 76, wi th the first try, not only did rate stabilization

show good results, but came close to F! 75 performance. As

an adde d in d icat ion that this  was no f lu ke , F! 7T’s results

were better that F! 75’s, albeit only for a three month

period. Analysis of the entire FY 77 d a t a  s h o u l d  prove
that , at wcrst, rate stabilization budgeting is as good as

pre—ra te  s t ab i l i za t ion. T h e r e f o r e , g iven  t h e  wide  spec t rum
of managem ent benefits accruing from rate stabilization , it

should be approved for continued use.
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