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ABSTRACT

Since 1 July 1975, Public Works Centers (PWC's)
have tilled their industrial fund customers on the
basis of stabilized rates. The effectiveness of this
rate stabilization is addressed using PWC San Diesgo as
the model activity.

The thesis (1) explores the policy of rate
stabilization with its advantages and disadvantages,
(2) attemrts to determine whether budgeting is mcre
effective using rate stabilization rather than
previous methods and (3) assesses the impact of rate
stabilization on PWC management. The authors conclude
that the tenefits of rate stabilization far outweigh
its <shortcomings by providing significant management
incentives and a better system for budgeting. Sources

of information 1include official correspondence and
reports and interviews at LoD, NAVCOMPT, NAVFAC, EWC
San Diego and its customer activities.
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I. RESEARCH PROBLEM

A. INTROCUCTION

Within the Navy's industrial complex lies control of the
readiness of fleet operating and support units. In the
Navy's budget each year, funds are programmed to overhaul,
maintain and repair ships, aircraft and real property, as
well as provide normal day-to-day services such as
transportation, heat, 1light and water. A1Y of ‘these
maintenance and day-to-day services are provided by the
Navy's industrial complex. The ultimate objective of this
system is to maintain a predetermined 1level of material
readiness. This 1level of readiness is greatly affected by
the ability of the industrial complex %o achieve its mission
of accomplishing =reguired work on all prograamed uni<s
within the funds provided by Congress. [Ref 7)

This thesis addressss the issue of the 'stabilized rate!
concept, a method of billing and reimbursement, as utilized
by the +the Public Works Center (PWC), San Diego, fcr the
Navy community it serves, The San Diego communi<y is of a
size adequate to Dbe analyzed by this thesis and PWC San
Diego is representative enough of all Public Works Centers
tc be a surrogate for the entire PWC community.

B. DESCRIPTION OF THE PROBLEM




In the past years, in a climate of stabilized economic
conditions, it was a relatively simple matter to dstermine
that a certain number of ships required overhaul during a
given fiscal year and that a specific amount of work needed
to be done. By applying the rates for services of the
industrial activity that would accomplish the werk, the

- total cost cf each overhaul was determined and appropriate }
funds were budgeted and approved by Congress. !

As the econcmic world began to experience rapid

inflation aided by various shortages in petrolsum and other
materials, the industrial activities attempted to ksep pace
by adjusting their rates upward to covaer increased costs.
The natural cutcome of all <this was that appropriat=zd
dollars were used up faster than expected and the end result
was fewer ships than programmed could be overhaulagd. This
directly affected fleet r2adiness and proved to Dbe
embarrassing to the Navy when dealing with Congress.

While 1increased «costs were not +the only reasons for
failure to meet overhaul, repair and wmaintenance progranm
schedules, this fproblem provided both the Navy Industrial
Fund (NIF) activities and customers a simgle and
understandable excuse that masked other managem=2nt faults.
[Ref 8]

Realizing the futility of achi=ving any change in the
funding system through Congress and the tremendous 1loss in
management control of any attempt to move the industrial
activities away from the industrial funding concept,
Department c¢f Defense (DoD) managers determined that only
two realistic alternatives were available, as follows:

1. Continue to0 accept cost fLluctuations ¢ the

appropriated funds and acknowledge that program 3oals aight
nct be met, or

9
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2. Use the NIF to absorb increases or dacreases 1in
costs. ([Ref 19)

As originally conceived, the NIF concept recovered all
costs of ogperations on an annual basis. As a start up
mechanisa, a working capital corpus (or pot of money) was
furnished each NIF activity. As the corpus was depleted by
paying salaries and other costs, it was replenished by
customer payments for purchased services. By using
traditional corporation accounting and management
techniques, the activity attempted to operate on a break
even or zero profit basis by adjusting the rates it charged

for services.

Rates changed very 1little during periods of stable
eccnomic conditions as alludsd to previously and by nature,
the rates were 'stabilized!. FZFrom this came the concept for
ths second alternative, Rate Stabilization. Under this
concept industrial activities establish +their rates far
enough in advance to allow the customers to budget for the
next 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 1in the
future. If unanticipated cost increases occur, +he
industrial activity must operatz at a loss and this loss is
absorbed by the corpus. PFurtharmor2, by the time a gain or
loss is realized, the next y=sar's rates havae already been
set. As a result, tha initial year's loss is rascovered in
the estatlishment c¢f the third year's rates. In effect,
this extsnds the industrial fund operation from an annual to
a triennial tasis. ([Ref 7,8]

Overall, the policy of stabilizing the rate throughout

the budgeting and ex=cution phase should ensure the

fcllowing:
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1. Customer activities obtain the number of units of
output planned for in the budget. [Ref 7,8,19,21]

2. Industrial fund managers devote closer attenticn *o
the rate development process and management of the overhead
accounts. [Ref 19,21]

Given +the 1inherent problems of continuing operations
during a pericd of double digi« inflation, high 1level
support for rate stabilization grew. In 1975, DoD issued a
mandate that rates for all industrial £funded activities
would be stabilized during FY 76 and that all customers
would be tilled on the basis of predetermined rates.

The rate stabilization program was implemented in the
Military Sealift Command in 1973, at the Naval Aair 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 1labor <charges on 1 January 197s5.
All other industrial fund activities implemented rate
stabilization cn 1 October 1976.

C. THESIS CEJECTIVE

The «cbiective of +this +thesis 1is to evaluate the
effectivensss of the rate stabilization policy upon tae
Public Works Center, San Diego, and its customer activit:es.

This will be done Ly:

1. Determination of the objectives of the stabilizad

rate policy.

2. Deterrination/evaluation of the impact uapon <he

planning and budgeting procass at +he PWC and at %he

L&




N S

T——

customer activities.

3 Determination of the impact upon the management and
management frocesses at the PWC and at the customer
activities.

D. THESIS APPROACH

The apprcach was two-phased. First a subjective
evaluation of the advantages and disadvantages of rate
stabilization to both the NIF manager and the customer
activity was made. Then, an objective analvsis of budget
data was wundertaXen to dstermine 1if ©better budgeting
performance- is being achieved from rate stabilization. To
accomplish this analysis, budget data from before and after
rate staktilization was <collected and personal interviews
were conducted with representatives of <the following
activitiss during the period of May-June 1977:

1. Department of Defense (DoD).
2. Cffice of the Comptroller of the Navy (NAVCOMPET).
3. Naval Facili*ties Engineering Command (NAVFACQ).
4, EWC San Diego.
5. Customers of the PWC San Diego, such as:
a. Naval Station, San Diego
E. Naval Air Station, North Island
c. Naval Regional #edical Center, San Diego
d. Naval Amphibious Base, Coronado
e. Naval Training Center, Sar Diego

f. Naval Ocean Systems Center, San Diego.

12



A. INTECDUCTION

Public Works Center, San Diesgo (PWCSD), has been used as
a surrogate for all eight of the PWC's. PWC's report to the
Chief, Naval Facilities Zngineering Command (NAVFAC), via
the approgriate Engineering Pi=1d4 Division. Their  mission
includes the full range of public works services:
ntilities, facilities maint=nance, housing, transportation,
enginesering services, shore facilities planning support and
all other public works support required by operating forces,
dependent activities and other commands located at and in
the vicinity of the naval complax being served by a PiuC.
All the akcve support is provided on a reimbursable basis
except for engineering services, which are fundsd directly
by NAVPAC.

The stated policy concerning PWC's is that activitias of
the Naval Shore Establishment will not duplicate servicsas
that are available from existing PWC's and that all
activitiss will maximize ths use of the PWC located in thai
gecgraphical area. [Ref 1]

Custcmers, therafore, ars a captive audience of the PWC
and i{ is incumbent on the PWC managers to provide the nost
service for the dollar to 1insure maximum r=ajiness and
performance of the VNavy's shore eastabtlishment. To help
achieve this goal, *two major managemen*t *ools hava 2volved;

the Navy Industrial fund (NIF) concapt and Rate

4T




Stabilization at NIF activities.

Secticns B through G of this chapter provides a brief
outline of the NIF and PWC history and operaticnal
procedures, while Sections I, J and K provide a daeper
exploration of rate stabilization with 1its attendant
advantages and disadvantages.

B. THE NAVY INDOUSTRIAL FUND AND THE NAVY PUBLIC WORKS
CENTER

The bhistory of ©NIF goes back to the National Securi<y
Act of 1947 and directly to the TITLE IV amendment %o +the
Act of 1949 which required the Secretary of Defense *o
establish wcrking capital funds in +the Departament of
Defense. Pursuant to this, the VNavy Industrial Fund was
established in 1949 under the provisions 10 U.S. Code 2203.
[ Ref 5] This resulted in token establishment of a few VIF
activities, principally the printing stations. Supportad by
the success of these early convarsions nd taoroughly
strengthened by the recommendation of the Hccver Commission
of 1955, many additional conversions wer2 under=aken.
Typical other prospects for conversion were ordnance plants,
aircratt overhaul and repair faciiities, public works
centers, naval weapons facilities, the Military S=alift
Ccnmand ané shipyards.

From this meager beginning, NIF activities now 3¢ cver

8
billion dollars of businass <each year. The eight Navy
£

h

v
Public Works Centers account for over 400 million dellars o
“he total. It 1is interasting tu note *hat “he success ©

n

the PWC's has motivated the Army and Air Force into adcpting

3

the industrial funded PWC concept. Their pilot program in

this arena is a combined effort +that =establishes ¢the 3a

=




Antonio Real Froperty Maintenance Agency in the San Antonio,
Texas, area. This agency will provide real property
maintenance for four Air Force Bases and one Army Fort.
[rRef 33]

Operations and accounting procedures of the NIF
activities are govarned initially by DOD Directive 7410.4.
{(Ref 1] These regqulations are further sxpanded in the Navy
Ccmptroller Manual ({Ref 2] with specific accounting
procedures for PWC's contained in the Navy Industrial Fund
Jandbook, NAVSO P-1718. [Ref 3]

The principle advantages of tha NIF ac*tivity have been
described as providing:

1. More effective means of detaraining costs for goods
and services as a rasis for billing customers.

2. Mcre effective and flexible wmeans for financing,
budgeting and accounting £or operations.

3. Greater sense of responsibility and restraint in the
crdering c£f gocds and services based wupon availabilit of
funds.

4. Mcre direct and rapid control of the quantity of
support activities.

Se A more complete consumption <+ype budget and
accounting structure by which costs of goods and services
furnished may ke budgeted and accounted £or under the
pregram or function for which they have an end use. [Ref 4)

€. NIF CPERATIONAL PROCEDURES

Mk B A A
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Each NIF organization is different depending on its
mission;‘ however, each one 1is built around the csntral
working capital or revolving fund concept. In simple teras,
this means that a central fund, i.2., ‘'corpus' provides
vorking captial to an industrial activity in sufficient
amcunt to finance operations until such time that
reimbursements from customers are received. These
reimbursements then fund continued operatioas.
Theoretically, once started, the NIP activity should bs self
generating, 1.4, reimbursements cover the cost of
operations.

The NIF system utilizes the market system of acccunting,
i.e., accrual double entry bookkeeping. With the use of
this standard =method of accounting, the *ried and croven
concepts of industrial managerial accounting are available
for close control of the system. The system makes classical
use of ledger accounts, assets, liabilities and equities
alcng with the resulting income statements and balance
sheet, The real strength of the NIF system lies in the use
0of these acccunting concepts due to the wealth of maracement
tools that gc along with the systenm.

With any industrial organization, +the supply of raw
materials to perform th=2 job is «critical *o 1its success.
Without timely supply support, both cos*ly delays and
dissatisfied customers are encountered. To help insur<s <+he
smooth flow of supplies, most NIPFP activities will have a
Material Department in their organization that performs bo*th
the required 1liaison with the ©Navy's supply systzm and

direct Erocurement, The Material Department also
0

t

-
-~

w
1]

accomplishes <the 1inventory function, operates shops s
and follows up on material reguisition. The necessity for a
gocd Material Department cannot te over =amphasizad bscause

of the differ=snt type Of material suppcert required by a NIT

16
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activity as opposed to a more normal naval activity.

Paramount to the success of material support is the
supply/NIF organization partnership that must cccur.
Without this close working relationship, chaos will result.

D. PWC ORGANIZATION AND SERVICES

The PWC's are an essentially civilian operation with
military 1leadership organized along standard guidszlines
provided by NAVFAC. This means the success of day *to day
operations lies with the civilian managers and the success
of 1long range goals and customer relations lies with the
military managsrs. 2ach PWC provides the following services
at cost:

1. PFacility inspection

2. Facility planning

3. Engineering estimating or services

4. Ccntracting

S. Emergancy or service work

6. Maintsnance

7. Repairs

8. Mcdernization

9. Jtility services for fleset units

10. Utility generation or puarchase

11. Utility distribution

12. Transportation services

13. Transportation repair

14. Housing operations or services

15. Water front servicss.

E. PWC CCST COLLECTION

17




The success or failure of any NIF operation rests with
its ability to properly collect costs. If improper costs
are collected, then improper rates are <charged with
resultant errors in cost reimbursement. This becomes even
more critical wunder rate stabiliza*tion when poor cost
dstermination cannct be correctad by a rate changs. Each
NIF activity has its own cost accounting system that employs
the accrual basis of accounting, double entry bockkeeping
and a cost estimating systen.

Two important managerial objectives ars achisved by a

-

well implemented cost accounting system:

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

2. Managemen* control of cost center operations.

PAC's use a 3job order costing system wh2rein each
element of direct and indirect cost is collected and
increased by an amount of appli2d overhead. These costs arce
collected separately for each job and are the obpasis f£for
billing the customer. Overhead costs are divided into
production and general and administrative ccsts to assist in
their centrol. The PWC JYIF handbook provides guidance on
collecticn and development of the various elements cf cost.
{Ref 3]

PWC EUDGETING

iy
-

Every NIT activity must prepar2 input to the annual A-11
Budget, which is the DoD Dbudgset for all industrial
activities., This tudget fulfills the raquirement of k=zeping
the chain of command apprisad of NIF operaticns and v

13




: a check tc all concerned that the industrial activities are
operating within targets.

The PWC's also prepare a financial and operating ‘tudget
using the <same data. It is a plan of expected expensses,
income and financial condition for anticipatsd levels of
work. This budget is intended for use as a management tool
by the PWC. Besides serving as an operating guide to decide
: on mix of operations, it also allows management to evaluate
performance through variance. No industrial activity can
operate successfully unless it has a realistic operatiag
budget. Without one, difficulties would arise when
attempting to proiject rates, manpower raguireamants,
workloads and reguired physical resources.

The iaportance of the A-11 3udget cannot te over
emphasized. As RADM Travers, the Deouty Director of Budget
and Repcrts, Departmsnt of the Navy, stated to all PWC
Ccmmanding Officsrs during a recent corporate management
workshop: major claimants receive funds for utilities and
other PWC services on the basis of the NIP a-11 Budget which
is gensrated by DoD approved stabilized rates established by
NIF activities. Custcmer activities should complain to
major claimants 1f adeguate funds are not raceived. [R2f
1073

G. PWC JCB CRDER PROCEDURES

1. Emergency/Service Authorization

Emarg

e
cover jots re

ncy/Service (E/S) authorizations arz issued %o
quiring up *to sixteen (16) man-hours of labor.
m

There is no limitation as to the amount of =@ma+erial which

19




can be used. However, under NIF regulations, any material

over $5 will be direct costed against the customer.

2. Minor Work Authorization

Mincr Work Authorizations (MWA's) are orders to ~he
prcduction shops to perform specific items of work requiring
no more than eighty (80) man-hours of labor. There 1is no
limit cn the amount of material which can be used on a job.
MAA's and E/S's are both assigned pre-established custcmar
jot ordser numbers and are serialized for individual

identification.

3. Standing Estimated Job QOrders

_——=

All work of a recurring nature such as Jjanitcrial,
snow remcval, street sweeping, stc. will be authorized by
use of a Standing Estimated Job Order. These will be
prepared by the Maintenance Ccntrol Department and will be
funded by the customer cach quarter. Standing Estimated Job
Orders are not limited as +*o +the amount of labor and
material for which they can be written.

4. Specific Job Qrders

Any job of a one time nature (ron —recurring) which
exceeds the limits for either an E/S or MWA will be writtan
as a Specific Job Crder. Specific Jocb Orders allow +he
greatest amount of control since each one is assigned a job
number and costs are accumalated on each job individually.

Specific Job COrders mav ©be accepted by the Public Works

Center and customer as on2 of “wo kinds:




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
these cases, the customer agrees to pay the full costs of
the job even when they exceed the original estimate.

t. Fixed Price Agrzaements

Certain kinds of jobs can be so accurately
estimated that the PWC and customers will accept the Jjob on
a fixed price tasis. On these jobs, assuming the Jjob is
he

scope of the jcb does not change, the customer pays the

ot

funded Lefore the estimates has become outdated and *that
originally agreed upon price.

Job orders are normally funded prior tc the
commencement of work with <the -exception of the standing
estimated jcb crder which is usually fundsd quartsrly, in
advance. The only exception to this occurs when the
Ccmmanding Cfficer of the PWC issues a Commander's Order to
perform <the work. This happens under certain "esnmergency"
conditions whereby the customer provides a written proaise
to forward funds tc the PWC.

Billing of the customers occurs at rzagular
intervals. 3illing periods 1longer <+han monthly
because this requires too much working capital to sustain
operations and the customer needs curren* information as %o
his financial condition. Shorter than monthly billings are
also rare because additional billings regquire @more 2WC

overhead, i.e. mors clerks or overtime. However, shor+er




billing ¢feriods are allowable if the 1local corpus is
depleted and requires early reimbursement,

H. PWC CUSTOMER RELATIONS

No matter how it 1is done, <each NIF activity must
establish a system of customer liaison that will bridge the
gulf of misunderstanding surrounding NIF operations. This
system canrot 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 will require the support of every
NIF activity employee from laborer to the engineer. It is
no different than a priva*=2 organization selling a producz.
The PWC ACE is the middleman for successful liasion. He is
normally a military officer who can rela*te to custcmar
problems and is assigned a billet in the PWC organization.
From this vantage point, he submits customers work requests,
insures follow up, insures proper funding, provides material
status and does anything 2lse requir=d to kesp the customer
satisfied.

I. RATE STABILIZATION

As a result c¢f favorable <top wmanagement analysis,
implementaticn of &rate stabilization commenced on 1 July
1975 for all DoD industrial funded activities. ([Ref 9] The
justification for 1implementation of rate stabilizaticn was
tasically to give customers of industrial fund activitias a
firm price for goods and services that would not charnge in
the course of a budget year, thereby allowing the custonmer
to achieve his planned program. The essence of this ccncapt

was set forth by an Assistant Secrsatary of Defense
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(Ccmptroller) memo to the Assistant Secretary of the Navy
(FM) dated 4 August 1975 which saig,

"Rate  stabilization means _that each activity will
estaklish a _set of fixed rates based_ on its
aE rcved budget. The rates will be used to bill
a customers for the goods and services they
receive from July 1, 1975, thru September 30,
19756. The rates may be expressed as _costs per
manhour; manday; unit of outout; unit of input; or
any cther manner which best suits the naturs of

the effort._ An activity may have_as many ratss as
is warranted by its organizational structure and
by its diversSity of  workload. The rates will
encompass all overhead costs, labor acceleration
direct labor and dirsct materials. . .A waiver of
the requirement to include direct materials in the
rate Structure mag be requested if material usag=
is betn unpredictable and” not ~adaptable *o_ t
type of standard pricing technigues now emplo
by Defense stock funds. . .Fund activities sho
begin 1mmediately to set up such a system_and
adjust their chargJes to customers accotdingly.
conversion of ADP systems i1s a delaying fact
bills should be prepared by hand until thé new
programs are put into ogeration." [Ref 9]

¢
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A waiver exempting direct material from the rate

stabilization program was granted for PWC's.

The meckanics of rate stabilization are relativaly
simple. Sevan to nine months prior to *the commancement of a
given fiscal year, the industrial activity gublishss a rate
schedule for services it provides. Once established, this
rate scheduls cannot be changed by the industrial activity
during the course of the fiscal year. The customar
activities then use this schedule to prepare their tudget
for the <fiscal year. If the <customer receives all the
dollars he budgeted for, then he can buy all the servicas
planned tecause the cost of these services is fixed. 1If the
customer does not receive all the dollars tudge=z2d, as 1is
generally the case, he can effectively manags knowing the
cost of various services will not be <changad during the

course of thes year.

Under the industrial funding concept an activity manag=ar
X

ides a service to his customer, then bills th2 custoaer.
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The activity manager uses his corpus to pay his exgenses
incurred, and the customers' payments reimburse the corpus.
Prior to rate stabilization, the manager could control his
various rates throughout the year so as to adjust his
accounts to a Zero year-end balance, After rate
stabilization, the NIF manager must now absorb anv cost
fluctuations within the corpus, establishing a break-even
planning horizon for three years in the future. Since *he
customer rates established in the budget ©preparation phas=
are the ones that must be used during the exscution phase,
the activity manager must clos=ly scrutinize all factors and
forces which may in any way affect his costs during this

future phase.
J. ADVANTAGES OF RATE STABILIZATION

Advantages <can be summarized from th= points of viaw of
the Navy (in general), the <customer activity and the

industrial activity.

The initial and overriding advantage of rate
stabilization is that, with all other factors held constant,
the Navy can plan and budget into the future, knowing thaz
the services budgeted for can be accomplished if the dcllars
are authorized by Congress for these services. This, then,
allows achievemants of advertised levels of resadiness bota
in fleet ships and aircraft and zeal property m t
These two factors, program achisvement and fleet readiness,

Wera expressed best by RADM Travers when he said,
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"It permits the customer to achieve his budgeted

program which was developed in large measure based

upon certain operational commitments levied on hinm

by Natiomnal u+hor1t1es." shstelts "The progran
tovides 'the Navy' a management capabilit
erstofore unavallable to effectively an

Fgf%c%%n+lv plan the dspot maintenance workload."
e

As a result, rate stabilizatioan allows the Navy <o
maintain an infinitely improvad image before Congress. It
is no 1longer necessary to Jjustify cost increasss and
inflationary pressures to Congress in crder to explain

failures in achieving program objectives. [Ref 19]

The advantage to ths customer is the same as the
advantage <o the Navy. On the micro level each individual
activity desirss to achiesve its planned prograa. It does
not desire +to see precious maintenance funds devoured by
rate increases in utilities, Additionally, knowing <hat
rates are stapilized —r=2moves much of the guess work from
budgeting. ([Ref 27]

3. Industrial Fanded Activities

Advantages *o W

H

F activities are identifs
Saveral guotes from RADM Travers as follows:

"Industrial activities will now be committed to a
stabls financial plan for_ the entire year with
respect to revanues and etoensas....taal
exacCution c¢an be_ measured against +his stable
financial plan to deteramine variances and, mor2
importantly, the r=2asons for those
variances....Increased productivity at our
in ustr;al 3Cth“‘=S by virtue of the new progran
stability."® [Reaf 1)

d#ith rate stabilization the cost a2stimatin

rate, i

«Q




effect, Leccmes the billing rate. Therefore, the best
financial management talent available will be concentratzad
in the budget (rate estimating) branch. Under the pravious
system the best personnel wsre collecting costs, which is
not very exciting and did nothing to stimulate Letter

management. [Ref 21]

OUnder the previous system, customers wers billed and
costs collected on actual work performance, i.=., actual
hours worked and the only way to measure productvity was %o
laboriously determins variancss of ac*tual <costs versus
planned costs. Now that th=2 estimating rate is the bpilling
rate, productivity becoames a dirsct measurement and

detectmines whether gains or losses ar2 generat=d. [Ref 21]

Rate stabilization will provide new @management
incentivss to the NI? managars. It will require addicional
long range gplanning and adherence +to planned operating
budgets. When faced with these facts, better management
thinking and reduced overhead costs should rsasulr.
Management attention will also be directe to the 1market
placa where the NIF manacg=r will now analyze carefully »oth

the supply and demand of his product. [R=2f 21]

K. DISACVANTAGZES OF RATE STABILIZATION

Disadvantages can be summarized from the same points of

view.

managem=nt, no major dis
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to by any factions concerned with rate stabilization. In

depth research by +the authors also failed to identify any
disadvantages to overall Navy objectives. <Caution must be
excercised, however, by the Department of the Navy (DoY)
industrial fund managers to preclude the depletion o0f <the
corpus V¥avy wide. Sufficient safeguards exist 1ia +the
reporting structure to alert managers of dangerously low
corpus levels. However, on a Navy wide basis, it is
expected that gains or losses from the aggregated NIF
activities will talance out. DoN managers must be abls,
nevertheless, to recognize adverse trands in the corpus 2and

be prepared to implament corrective actions.

2. Industrial Fund Activity Customers

The disadvantage of ra%e stabilization to custcmers
results from NIF managers inherant thinking that oprofit is
better than loss. As a result, YIF managers will prcbably
tend to be conservative 1in developing future rates,
resulting in a possible disadvantage to the customer of
opportunities foregone. In other words, dollars bhudgetad
for and received by the customers could go into NIF activity
profits through conservative rates, rather <+tharn achieving
their 1intended purpose of overhaul, repair ané maintznancas.
{Ref 23]

One of the bigges+ disa
stabilization to the NIP activity is the
NIF manager to rethink his corporats a
system was criginally ss*ablished to take ad

nc

tested oprivate industry management pri
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standard business approach, rate stabilizaticn goes against

the NIF manager's training., [Ref 21]

Because of the +three year time <cycle of rate
stabilization, any positive management actions taken by a
NIF activity Commanding Officer will not generally be
realized during his tour of duty. Therefore, the basic
psychkological incentive of seeing the fruits of ona2's labors
is removed. [Ref 21,23]

‘Another disadvantage that must be considered is the
retraining required of industrial fund financial managers *o
think in terms of long range planning. No 1longer <can the
activity ccmptrollers think in terms of guartsr to guartsr
P

=

planning to achieve zero profit, rather, they must lock
to thrse y=ars in the future. [Ref 21]

A specific problem to the Public Works Canter (BWC)
NIF manager 1is the extra2me difficulty of forecasting many
diffarent customer requirements. Ship and aircraft
overhauls are determined at system cosmand headguartsrs
levels we<ll enough in advance to allow —resalistic planning.

Ccnversely, the PWC Commanding Officer must deal with aany

different types of customers from air stations to
ccmmissaries, and ship-to-shore wutilities to Arsa Audit
Service ligkt bills. As the PWC customer activities change,

so does the area of maintenance concentration, making long

ion
range (three year) planning extremely difficult. [Ref 23]
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IIT. BUDGETARY IMPLICATIONS OF THE RATE STABILIZATION
PROGRAN

A. INTRQDUCTICN

A principal stated objective of ths rate stabilization
prcgram was to improve the budgeting ability of toth <he
customers and the managers of industrial funded ac*ivities.
[Ref 7] 1If the rate stabilization program is to accoaplish
this and enable the customer "activitiss to budget more
effectivaly, it must be shown that the ‘ftudget data is
developed with a firm knowledge of the number of units of
output rsquired through the course of the year.

This Cchapter will raview the data available frcam the
PWC, San TLiego, to =2valuate the effectiveness of <the
budgeting prccess. The PWC budget, in this respec*, will be
considerad as a surrogats for the aggregated custoa=r
activitiss of the PWC. This is a valid assumption, in that
the PWC nust censider the ¢

1]

guireaments ¢f all its various
n

customers in its evaluazion of anticipated revenuss and
development cf overhead charges, and to ensure sufficisnt
resources are available to support *he total requireaments.

[Ref 21]
B. IDENTIFICATION OF MEASURA3SLE DATA

In créer to objectively revisw the budgeting ability of




an activity, a comparison must be made between the amount of
funds budgeted and *the funds expendsd, as well as a
compariscn between the distinct goods and services plannad
(budgeted) and the amount actually consumed or utilized.
The PWC San LCiego provides a myriad of services +to its
customers. References 11 through 18 and 21 indicate that
many of +these services are readily identified with a
discrete measurement of output. However, in many cases,
chazges +to customers are based upon input (resourcss
consumed), rather than upon output realized. The followiag
is a review cf each of the major s=rvice catsgories providad
by the PW4C, to demcnstrate whether or not it lends itself to
a discre*te output analysis.

1. <Cverhaul, Repair and Renovation Services

Although this category is a significant portion of
the custcmers! budgeted dollars, it does not lend itself to
a discrete output measurement. Costs are figurad on tae
number of direct labor hours required and charges arz maie
on the number of direct labor hours provided. Raviawing the
budgets and operating statements [Ref 11 througa 1%5)] and
through intervizws [ Ref 21], it has been dJetermined +that
there is no direct relationship betwsen the num
labor hours provided in support of an activity and a
discrete output. Similar Jjobs =may be found to require
significantly different numbers of direct labor hours
depending upcn wmany factors, such as working condi:ions,
distance frcm th2 <center and other relevant factors.
Ther=for2, items budgeted in this category will a0*% he
evaluated in the Dbudgetary iaplications but will be

addressed in Chapter IV as part of +the management:

imglications.




2. Transportation Services

The PWC operates all Navy motor transport in the San
Diego area and leases the vehicles to its customers. Leasse
charges are computed on an aggregate of time, wmileage,
maintenance2 required and type of venicle. Since the P®C and
customer activities do not discretely identify the source of
costs as to mileage or other factors, discrete compariscn of
budget to execution in this area cannot be nade. [R2f 1N
through 18]

3. QUtility Services

The PWC acts as a central clsaring house for all
light, heat, water and power requirements +*to 1its custoamer
activities. The PWC either purchases or manufacturss the
specific utility and distributes it “o customers. It is in
this areca that discrete units of output may be identified.
The budget of the PWC identifiess certain requirements for
steam, electricity, water, gas, etc. in discrete units of
measuramant and identifies a proposed total cost or rCevenue
for 2ach catsgory. FReE L M2 sL ) Reli
determination of the budget units is necessary in ordsr to
accurately reflsct +the overhead charges which are to be
levied <for the  utility provided. Further, end-of-y=ar
operating repcrts of +he PWC reflect the number of units
actually delivered to, or consumed by, its customers during
the reporting period and th=2 actual chargas nads £for *hose
guantitiss. [Ref 15, %, 17, 18]

Irasmuch as u+tilitiss 1is the only categcry whict
provides this discrets input/cutput measurement, utilities

will be used to analyze the budgetary imglications ¢ <the

rate stabilization progranm.
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C. IMPACT UPON CUSTOMER BODGETING

Figure 1 identifies tha major utility services provided
by the EWC to 1its customers. The data in PFigure 1,
extracted frcm references 11 through 18, has been analyzed
for PY 75, FY 76, and FY 7T. FY 75 represents the last full
year without rate stabilization. While FY 7T was only one
gquarter, the +trends of improvement should be noticeabls.
The data presented ars percentages by which the end-of-y=2ar
totals dJdiffered from the amount budgeted, so as tc remove
any prejudice which may be ascrikbed to end-of-year figures
being over o¢r under the Dbudgeted amount. The Jata arce
presented for the discrete units of utility service as well
as the dollar amounts, so both requirsments determina+ion
and the costing of those requirements may be observad.

Appendix A provides a more detailsd analysis and display
of data than presented in this chapt2ar. The analysis in thae
appendix, hcwever, 1is limited due to the unavailability »f
budgeted 3data for portions of FY 77. The data is disrclayed
as the actual wunits and actual dollar requirements, both
budgeted 2and expernded. Th2 appandix then evaluatas the data
in a unigue fashion to develop an overall Ludgest
effectiveness 'index' for each fiscal year. The ind=x
represents the percentage of deviation that <the a2ctual
end-of-y<sar results were of the budgeted figures. This
concept, as presented in Appendix A, should provae valuable
tc compare FY 77 with the previous years, as well as using
the 1index +to compare other Zu*ure y=ars., Further, in that

the index considers all the various factors involvad wizh

n
[

budgeting and planning 2ffactivaness, it is proposed a

H,

standard to te used in comparing the budgeting =Zfor:s

a o
cne year with those of another year. Th2 indices for FY 75

-

33




F
i
|

R e s e 48 T AP AT AT ST S S s

FY 76 and FY 7T are displayed below:

YEAR DEVIATION FROM BUDGET

FY 1975 6.47%

FY 1976 10.94% (rate stabilized)
PY 197T 2.20% (rate stabilized)

The extreme change in water and sewage in 7Y 76 may be
somewhat attributed to a program of correcting water meters,
which led to an increass in measured volume. Whan combin=4
with an wunexplained heavy demand, a significan* deviation
from the planned amount occurred. (Ref 16]

The PY 7T deviation in compressed air reflected an
increased demand caused by a high volume of ships 1in port.
{Ref 17 ] Cther than the above exceptions, the ranges of
variances were fairly similar during the three years
demonstrating no improvement in the ability to forecast

quan+tities.

However, an interesting observation may be made b

<

comparing rescurces predicted to dollars budgeted. There i

0

no apparent direct —relationship in the FY 75 quantity to
dcllar variances, in that while AC elec*tricity usage
deviated by 8.2%, the customers' costs deviated by only 1.5%
and while stsam usage deviated by 6.1%, the custcmers'
costs deviated by 13.4%. Comparing FY 76 and 7T gJuantities
to dollars, however, a direct relationship may be observed.
This direct relationship of usage to costs would appsar *o
permit custcmer activity commanders *o more =stffectively
manage rescurces during the execution of <ths budget.
Accordingly, while rate stabilization has not previied
customar activities a means to better predict resource
reguiremsnts, it has enabled them <o more accuraéely predict

the financial impact of various courses of ac+ion.
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D. IMPACT UEON PWC BUDGETING

By requiring the NIF activity to establish its ratss as
much as 19 months in advance of the beginning of the yesar,
rate stabilization issues a significant challenge <to the
predictive altilities of the NIP activity managers. The
following demonstrates the difficulty of +this prediction

task.

In late 1975 and early 1976, the PWC San Diego confarrsd
with the ©@management of the San Diego Gas and Elsctric
Company to determine what rate structure the ccmpany
anticipated during PY 77. 1In addition, €federal governmeat
representatives attended California State Public Utilities
Commission hLearings on rate adjustment requests by the San
Diego Gas and Elsctric Company. Other relsvant factors
considered while ©predicting rates included r=snovaticns
required to the P#C elactrical distribu<tion syst=nm,
anticipated wage scales for PY 77, overhesad alloca*tion ratss
and the estimated anmount of electricity +hat would be
bought. These factors and others were pieced togethsr *o
establish an estimated cos%t to the PWC of $66.00 par aillion
kilowatt hour (mkwh). Howevar, as FY 77 began, many planned
rate adjustments were not approved by the PUC and rcekbatss
for prior charges were made by the company. As a rssuls%,
the PWC, San Diego, has found its costs for AC <electricity

to be considerably less than expected during FY 77 to date.

This variance is shown in Figure 2. ([Ref 23, 24, 25]
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In additicn, Figure 2 displays an analysis of costs +to
the DPWC for other utility services for ®?Y 75, FY 76, PY 7T
and FY 77 through March 1977. In that the amount of the
utility purchased or provided is a factor in determining

total costs, the cost to the PWC per unit of the utility is
displayed. Costs for each fiscal year are analyzed as
budgeted or predicted cost per unit and actual cost per unit
and +the percentage variance is shown. The data shown have
been computed from r=zferences 11 throuch 18.

In PY 75, prior to rate stabilization, =any cost
adjustments could be passed on to the customers so as +to
minimize the effect upoan the NIF corpus. During that year,
cost variances ranged from 2.6% to 27.4%. In all areas,
except fresh water and compressed air (or about 10% of the
total Dbudget), actual costs were less than predictad

resulting in savings passed on to the customers.

In FY 76, with the implementation of rate stabilization,
prcblems occurred in the cost structure. While +the
variances were less volatile than FY 75, ranging from 2.9%
£t 17.2%, t

the Dbudget experienced cost increasss, repressn+ing

he directions ware changed. Approximately €4% of

operating losses to the PWC of approximately cne and a
quarter million dollars which had to be absorbasd by <the
corpus. [Ref 16]

FY 1977 results, with the exception of compress=d air,
differed £rcm budgeted figures by 2.7% to 22.0%. In ali
cases, except fresh water, actual costs were less +han
predicted. Under normal circumstances, +this would have
represented a cain to the corpus. However, as part of the
irplementation program of rate stabilization, custoamer
charges were levied at FY 76 rates. [Ref 12] Compariang FY

76 Dbudgeted <cost to FY 7T actual costs, it may be observad

37

NI I oty e




T

that in most cases significan%t increases were experienced.
AC electricity increases alon2 were 23%. Thus, due to the
unusual situation, the PWC corpus experienced another 1loss.
[Ref 17]

FY 77 actual costs for the first six months of operation
dc not include adjustments charged the customer to offset
the losses c¢f prior y=ars, so that rates charged to the PWC,
as shown in Figure 2, are different from those chargsd the
customers. The variances are more volatile than <“he three
previous years, vrancing from 4.0% to 32.3%. 1In almost all
cases, actual costs were lass than predicted. This resul:t=d
in a significant gain to the corpus and resulted in an
unprecedzsnted mid-vear rat=2 adjustment approved by DoDd.
[Ref 247

The purpcse of Figure 2 is to display a measurs o
success to date of the PWC at predicting costs. Whi
data are not sufficient to draw significant conclusio
conservative attitude may bte noted whereby +h W
anticipatess the costs to be grszater zhan actually occur. 0OfF
the 36 rates analyzed, 26 rates were actually less thz2
predicted, with 7 of 9 lower in FY 75, 4 of 9 1lower in FY
76, T o©f 9 lower in FY 7T and 8 of 9 lower in PY 77. This
attitude toward conservatism is attributable +to both +the

stigma attached +to financial reports which show

W

less to
the corpus ard to the need to turn over the corpus
approximately 230 times a ysar. [Ref 21, 23, 24]

The analysis presented in this Chapter (and in Apgpendix
A from limited data available) demonstrates tha%t ths rate
stabilization program has met *the goal of enabliang the

A B AT ST AT
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customer activities to tudget better for purchased services.
.

Howevar, it does have deleterious effects wupon ths NIF
corpus, causing the corpus to fluctuate from year to year,

absorbing the variances.
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IV. MANAGEMENT IMPACT FROM RATE STABILIZATION

A. INTRCDUCTICN

The initial impact of rate stabilization on NIF
management was traumatic due, in most part, to lack of
understandirg by all concernsd. This initial trauma could
have been lessened, had +*ime permitted the following of
prcven guidelines for new system design and installation.
These guidelines are set forth by Dr. Robert A&nthony and
Regina Herzlinger in <chapter 13 of their *ext Yanagement
Control In Non Profit Organizations. [Ref 6] These

il =

guidelines are summarized below:

1. PBLANNING. Develop a plan <for system design and
installation, including a timetable and as careful a
statement of responsibilitiss as is feasible.

2s ANALYSIS OF OBJECTIVES AND ORGANIZATION. Diagnose

the objectives of the organization, the existing ccatrol

systen and the «existing organization structurs. This
analysis may reveal defects 1in the existing systam and
organization structure, 1in part <csflacting diffarences

between the real objectives and the objectives as +they are
perceived cy the organization. It may lsad to a

reorganizaticn,

. O INVENTORY OF COURRENT INFORMATION. Exaains thas
existing sources of information.
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4. DEVELOP THE CONTROL STRUCTURE.
5. DEVELCP PROCEDURES.

6 TEST, Test the proposed structure and procedures,
preferably in cne part of the organization. This provides a
concrete example which is essential in =sducating peoplz as
to what the new system is all about.

7 EDUCATION. Develop and implement an educational

program.

8. IMPLEMENTATION. If feasible, run all or part of the
nev system concurrently with the existing systenm. As soon
as feasibtle, eliminate all obsolete parts of the existing

system. [Ref €]

Due to the severe impact of double digit inflaticn, DoD
manageaent chose to implement rate stabilization quicklvy,
which —resultasd in insufficiant preparation and lack of time
for proper testing and evaluation of |users. Rather +than
implementing rate stabilization across the troad spectrum of
all NIF activities, it would have been better “o providz for
a gradual ruild-up using valuable lassons learn=d along the

way.

A goccd topic for follow-on analysis would be toc ccapare
the way in which rate stabilization was implementasd with the
text-boox method.

However, in spite of its poor start, asany stro
management tools atfforded by rate stabilization hkave n
taken hold. Research t & strong acceptan
by both the PWC and its customers. Th2 fcllowing sectio
of this cha ement Iimpact con <the

e
princpal rla tion game. The metaod
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for evaluating management impact was done in the form of
personal interviews a* the various levels of management £rom
DoD to PWC San Diego <custonmers. These interviews wsere
conductsd Jjcintly by the authors on two separate trips, one
to the Washirgton, D. C. area and one to the San Diego area.
All interviews used predetermined gquestions, followed by a
general discussion of the operating experiences to dats. As
each management ©point is covered a reference will be cited
at the end of the paragraph to indicate what intsrview

(]

produced +hat particular point. Yo attempt is made +o cite
specific gquotes, but rather to extract the ccitical

information contained in each interview.

B. IMPACT ON DOD

Rate stabilization has given DoD personn=21l an
interesting private industry management tool in the fcram of
a pricing pclicy. In the formulation of each fiscal year's
guidance to NIF activities, DoD can now make a survey of tae
nation's major =economic indicators and come up Wwith a
pricing factor for each NIFP activity to apply to its rates.
This is a dangeroias evclution becauss of the many <£factors
that affect any type of economic predicting but the strategy
provides the cpoortunity to includs inflation and other cost
Fressures in future budgets., [Ref 13] The chief management
tool afforded to DoD is, howevar, that rate stabilization
assures the approving authori+¢y that if they authorize a

spending pregram, it will get accomplished providing othasz

a]

non-financial factors remain stable. [Ref 19] Because of
this Dbenefit, DoC's dealings with Congress are

a
infiritely easier., DoD is no longar placed in th2 untenable
ki

3]
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business.
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Under current DoD dictates, gains or losses will not be
recovered only by the activity incurring them, instead the
gains or losses will be prorated uniformly over the sntire
NIF activity group, such as all PWC's, all Shipyards, all
NARF's, <etc. For example, if a PAC losses 8 millon dollars
during a given fiscal year, this loss will bts ra2coverzd irn
the third year by all eight PWC's, not just that ons PWC.
The <fallacy 1is that +%his ©policy minimizes management
incentive tc improve its individual performance. [Ref 21)]

Rationale by DoD in support of this uanpiferm distritution
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 49] ¢This is not a factor for PHC
customers since they are bound by regulation to wuse their

gecgraphical PWC for services. [Ref 1]

Physical restrictions, availability of skilled wc
and work force grievances preclude any grea* radistribution

of the overall NARF and shipyard workload.
C. IMPACT ON THE COMPTROLLER OF THE NAVY

NAVCCMET feels that rate stabilization's most im
impact is that it protects the custoasr's budget, with
perturbaticns occurring during a fiscal year absorbed b

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

Anotner Etenefit 9operceivad by NAVCOMPT is the inability
of a NIF activity to adjust its rates prior tc commencsaent
of a new fiscal y=ear, <thereby taxing the custom:zr €or

dollars ae nhad no chance to budget for. [Ref 24]

It 1is also felt by NAVCOMET that rate stabilization
43

RIEp e



forces improved planning within a NIF activity. This is
caused ty the need to explain variances and take immediate
management action to bring them back into line. [Ref 20]

With the NIF corpus now absorbing btudget perturbations,
NAVCOMPT no*es that increased attention is being focuszd on
NIF activity by Navy's +op managemsnt which brings added
pressure on NIF managers to do well. [R=2f 20]

NAVCOMPT saes rate stabilization bringing about
increased efficiency 1in NI? operations through tetter
projecticns ¢f future workload. 1In the past, a NIP activity
would plan for a certain level of production and then s=e
this 1level decrease because of inflation. The naw wocrkers
or machines cb*tained for the planned level would not be used

with a resultant increase in overhead and addesd prs

W

increase rates 2ven further. Under rate stabiliza
NIF activity can be reasonably assured that th= plan
level of production will be achieved ©becauss the custon=2
will have the funds +5 pay for all approved ser

NAVCOMPT noted that no ship overhauls arse being def

this fiscal year as evidence of this benefit. ([Ref 20]

One problem that rate stabilization has gen=arated for
v

NAVCOMPT 1is that adjustments to an activity-level tudget

continues for several months 3t the Congressional anil DJod
level, resulting in potential changes in plannzd prograas.
Accordingly, close coordination is required betwesn CSD,

NAVCOMPT, Major Claimants, NI? customers and NIF activizies
during this period. [Ref 20)

D. TIMPACT ON THE NAVAL FACILITI

(&5}

S ENGINEERING COMMAND

A% principal concern to MNAVPAC 1is the previously
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mentioned uniferm pay back of gains or losses. Under this
ccncept 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 custcmer who has realized a 1loss in the
purchasing power of his budget=d dollars. The customer must
be allowed to recoup his 1loss by having the entire
contributed gain returned, not Jjust one eighth <cf it.
However, the biggest fault NAVFAC perceives 1in uniform
payback is the detrimental impact on management incentives
as previously discussed. [Ref 21]

NAVFAC 1is also ccncerned about the motivational impact
on its PAC managers. A feeling of hopelessness may be <«he
result of beiag locked in for three ysars. In other words,

a management decision now could wait three years before it

is provad or disproved. Th2 PWC manager p=arceives no
immediats realizable benefit from rate stabilization. [ Raf
21}

rh

Anothar distraction of rate stabilization is that

‘<
ot
o ™

i
gain is generated ducing a year there is no immediate wa
return that gain. That has to wait £for +two more years,

which hampers relations with PWC customers. [Ref 21]

NAVFPAC recognizes the nea2d to be conservative in raze
es+timaticn. The rapid turnover in +the corpus (20 to 50
+imes a year) by the PWC's requires that they miniaizs <the
possibility ¢f a loss. [Ref 21,23)

YAVFAC also expressed concern that rate stabilization
might dastrcy the economics of the NIP way of doing
business. For =many y=ars the Navy has asked 1its NIF

managers to work toward zero profit and live within <thair
small corgpus. It is elt <that rate stabilization ai

b
erods2 the management principlses that have bean so carsfu

S,




built up to achieve this goal.

On the positive side, NAVFAC feels rate stabilization
will improve its managers by making them 1look much more
closaly at the market demand for their services. While this
: was addressed prior to rate stabilization, it was among +the
' last factors considered when formulating budget estinmates.
Now it must te of primary interest. By so doing, Etetter
; service should result because the PWC will be more familiar
with custcmer needs.' {Ref 21,24]

E. IMPACT CN PUBLIC WORKS CENTER, SAN DIEGO

To the PWC, rate stabilization provides for iamprovad §
P customer relations. The customer knows that with rat=s

constant, one variable is eliminated. (Ref 23]

All levels of PWC management believe rate stabilization
is a Dbetter way of doing business but they are especially
concerned with the difficulties in pradicting utility rates,
because +this is predicated on a number of primary factors
over which the PWC has no control. ([Raf 23]

One disturbing aspact of operating with stabilized ra%es

and a small corpus is the advent of unpradicted requiremen*s

V,.,.,.__...,

after rates have been set. Almost any requirement added or
suttracted from the planned operation will cause a gain or

loss to be generated. A loss means a strain on the corpus

while a gain means bad publicity. This especially hur<s PWC

operations as opposed to shipyards or NARF's, b2caus2 the

workload is much less structured and the number of custoners

many timas greater. [Ref 23]

Rate stakilization has caussd a definite chang2 ia the




way PWC San Diego does business. The necessity of tetter

long range planning is paramount. As a result, more overall
PWC policy and guidance is imposed on depar*men* heads zo
aid in planning and budgeting. Prior to rate stabilization,
a departmental head did not have to consider overall PWC
policy until it actually affscted him since he could adjust
his rates if the policy dictated this to be necessary. [Ref
241

The Comptroller organization at PWCSD is strongly in
favor of rate stabilization and has already identifi=d a
reduction in overhead costs of about one half million
dollars for FY 77 as a result of mors intensive @management
review <¢f overhead =expense accounts. This raduction is
directly attributable to the effects of rate stabiliza+ion.
[Ref 24]

Even though the detrimental management aspects of
uniform rpaytack by the activity group did not perscnally
bother the PWRCSD Comptroller, a significant problem was
uncovered when discussing this subject This avolvad arouad
the administrative burden «created by uniform Fayback.
NAVFAC will have to expedite 1its analysis of gains and
losses frcm all eight PWC's and effect proper distribution
back to centers in time for them to get their rates to the

customers for use in budget preparation. [Ref 24]
Be PWAC CUSTOMER IMPACT

Exteasive interviews at many customer activities point
out the fact that for the most part the customer does

not
kncw what is ¢the real benefit of rate stabilization. Tha

t

- 4
® o0

do realize that budgeting has b=een mads easier because co

n

are now a constant. what is not coaprehendasd, is ¢!

u7
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opporturnity to achieve full funding for PWC services, since
their major claimants receive these funds on the basis of
the NIF A-11 Budget. Therefore, if the customer input to
the PWC 1is an accurate reflection of his needs and this
requirement is carried forward in the A-11 Budget, then upon
approval of the budg2t there should be no resason for a
customer to be faced with a fund shortage for PWC services.
This failure tc comprehend the +“rue benefit of rate
stabilization occurs because the major claimants present an
image of level funding. As long as this image persists, the
customer uses rate stabilization only +o determine how much
of a «certain service he can have accomplishad and nct for
overall planning and budgeting. Unless this image of level
funding 1is erased, the concept of rate stabiliza+ion will
not be fully utilized. (Ref 27 through 32]

Also apparent 3in the course of the interviews was *he
fact that the customers relisd almost entirely on PS%C
historical «records to prepare their own budgets. This
confirms that the PWC budget is an excellent surctoga*s in
this study for the customers budget.

u8




RECOMMENDATIONS

A. CONCLUSICNS IN GENERAL

1. The cecncern expressad by many of those intesrviswed
that the 1integrity of the NIF management is jesopardized by
rate stabilization is unfounded. The principles of rate
stabilization are similar tc those principles governing the
operations of a regulated utility or transportation ccampany
which cannot adjust its rates without the approval of a
public commission. 1In time, it is expected +that all NIF
managers will adjust to this concept and rate stabiliza+ion

will beccme the routine and acceptad method of business.

B. CONCLOUOSICNS RELATED TO PWC'S

jel)

i Rate stabilization is an =2ffective management an
budgeting tccl for Public Works Centers and th2ir customer
activities.

2. Fiscal planning emphasis within PWC's must a

(21

W
"

ot

from short term to a three year horizon.

3. More -emphasis in the form of strong leaders,
kncwledgable people and close management attention must b

assigned to the £fiscal planning responsibilitiss in +he

49




i PWC's.

4. The costs the PAC's use in estimating ratess for +he
budget years are generally overestimated, 1l=ading *o
, conservative figures most likely to produce a gain to the

corpus.

TS ——

i OUnder rate stabilization, end-of-year operating
gains will probably be viewed more favorably by higher
authorities than operating losses. Although understandable,
this 1is contrary to the objectives of NIF management and
rate stabilization and will —result in 1loss of sonme
purchasing pcwer by the over-charged customer.

C. CONCLUSIONS RELATED TO CUSTOMERS

8
®
"

1. Rate stabilization did not iamprove the customers
24

rh

nr
(o

ability to estimate guantities of resnources rsquir

o
o

given budget period. Figure 1 indica*=d that o

«Q L B )

wi
without rate stapilization, the ranges of cuantity plaanin

variances were similar.

2. Rate stabilization has accomplished the objective of

2
enatling the activity to mors =2ffsctively manage fuads by

O

establishing a constant, direct relationship betwean {
gquantities of resources consumed and costs. Pigure 1 | ]
indicated that this direc+t relationship existed af+tar rate 1

stabilization, but not before. ]

ivities continue to —<receive Ludgst

ct

S Cus*tsomer ac
n the

@

[on

v
guidance i mags 3t "lavel funding." Ra*
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stabilization, to date, has therefore not helped <the
customer activities to obtain funding 1levels tc meet

increased costs.

4. The image of level funding violates the spirit of
the rate stabilization «concept and negates any budgeting
benefits attritutable to rate stabilization.

D. KECOMMENDATIONS

1. ©®Bliminate the systea of uniforam payback of gains and
losses and require each NIF activity to stand on its own
merits. This will streagthen <the incentive of local NIF
managers to more effec*ively manage toward +their opera*ting

plan.

2. Implement strict budgeting procedures through major »
claimants *o insure that funds identified to rate stabdilized

functions are passed correctly to the ultimate custiomar 30

that he is able to fund his planned prograns.
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APPENDIX A

BUDGET EFFECTIVENESS INDEX

A. INTRCDUCTION

While Chapter III addressed the Dbudgetary iamplicatioas
of tha2 rats stabilization program, it only pras=nted a
'micro' view, or cateqgory by category evaluation. Chapter
III identified the purposs of rate s*tabilization as custcmer
oriented: to permit the <customer to executs the plan
developed in the Dbudgeting phase. It further pointed out

the two-fold dilemma tc that oproblem:

1. The customer must be able to accurataly p
resource requirements. Included in this is the

develop an effective plan for execution.

2. The customer aust be able to accurately cos%t oat his

predicted reguirements, to ensure proper funds ars budgeted.

This appendix draws the data *ogether for a 'macro!
ansWer to the guestion: Does the rate stabilization progran

enable the customer activities to budget @more eoffactively?
2

The answer to this guestion is providsed in a single Zigure
which represents the percaentage of deviation that actual
£ the

results were of budgeted £figures. Both aspects ¢
n

question acove ars considered i

the develcpment 0f <=he

'effectiveness indax!.




B. UTILITIES AS A SURROGATE

This appendix, as does Chapter III, uses *the utilitiss
portion of the budget for its analysis, as that portion
2xhibits a measurability in units and cost per unit, becth in
the budgeting and in +the execution phases. Further, the
generalization is made that the wutilities is sufficiently
representative o £ the overall PWC funds that the
effectivzness index developed —represents the aggrzgatad
customers' Ltudgets for PWC relatad areas. Cha
developed rationale supporting this generalization;

ow:

additional ratiounale is provided jel
1. |JMeasurability

Nct only are the utility reguirsments progra
discrete, measurable units, but these resquirements
estimated by proven techniques. A building of a cert
constructicn and of a certain number of squars fe
require so wmuch erergy to heat and cool it. Using factors
such as fleet size and programmed fleet operations, an
estimate O power —requirements to ships in port pay ba
determined. Further, ovarall base loading, ags of
buildings, <ctc. will permit a sound estimate of all a%tili+y

requirements.

2. Cgntrecllability

3asically, ¥

relatively uncontro

bla, By coutrast, the other
( 2

93
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transportation) are more controllable than wutilities.
Decisions may be made by a command *that, in order to reduce
expenditures (or to stay within budget), 1less ©planned
maintenance will be performed in a given year. The
requirement does not disappear, but gets backed into
suktsequent years. On the other hand, a rational decision
cannot be made to not use a kilowatt hour of electricity.

Numercus other factors affect <%the consumgticn of
utilities, but by and large, these are beyond the control of
the custcmer.

A. Weather

It may be possible to predict nature, but it
cannot yet be controlled. The study of PWC San Diego almost
minimizes this factor, as its climate is one o0f the gmos*
stable cf any area in the United States. However,
deviations from established weather patterns will direc=ly
affect the consumption of energy needed <for heating or
cooling. The current west coast drought condition £further
affects the need for fresh water. As these natural
pahenomena occur, there is little a customer can do but resact
by heating oL cooling, or watering as conditions

necessizate.
B Costs

Utilities are state controlled monopclies,

prices are approved (dictated) by ©Public UOtilitiss
Commissicns. Energy costs (heat, =electricity) dirac=iv
reflect tha tremendous increase in petrolsum cos=ts.

I pping

Customers (and PWC's) cannct control costs by sho
around. The only alternative is self production, as 2W

Diego doss with stean. Howaver, costs of =raw matsrials
hd

still directly 4igpact the price of output. Siace the 08!
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appropriations are a fixed amount, variances which occur 1in
utility costs must be absorbed by other 0&M budgetad
categoriss.

C. Conservation
\

Conservation conscious commands have bz2en able
to reduce their utility consumption rate. However, the
direct results of conservation are not seen by the fellow
whc adjusts the thermostat or turns the lights off cr on,
but by the

f2llow who pays the pill. Utility conservation
programs often grow old guickly as people become +ired of
being cold or hot, or working in darkness. Further, any
reductions achieved by conservation measures ar=s ultimately
incorporated in the estimating formulas, so a few y=ars
later, ©Dbudget estimates directly incorporate them and any
'savings' affect is negated.

3. PRercgentage of Qverall Budget

The utilities are a significant portion
overall EFWC services to customers. In the v=s

a
utilities comprised the follcwing proportions of over

11 2WcC
budget:
FISCAL TOTAL
fzZaz JZILITIZES BUDGET PZRCENTAGE
1S15 $14,732,600 352, 1 13: 090 27.9%
1975 13,170,500 61,610,813 29653
19 7T 4,782,23% 16,823,195 28.4%
1977 45,262,850 98,815,509 45.8%

he significant iacrease in PY 77 was due to the

=]

radical change in AC eleckricity rates.
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C. THE EFFECTIVENESS INDZX

The cffectiveness index represents the percentage of

daviation that end-of-year results re cf +he
planned/budgeted figures. 3 reflects both quantity
planning estimates and budgeted dollars. In order to

develop cne such figure, a relationship must be developed
between udgeted and actual r2sults, between guantities and

costs and among the varicus utility services.

1. guantity to Dollars

While the objective of <the rate stabilization
program is to peramit the customer %to execute ais olan, it
cannot b2 done without adeguate funding. Quantity planning
figures represent an activity's best estimate of 1its
censumption for the year. The amount of dollars budget=1i,
however, reflects not only costs of <the -es+timat=d
consumption, but dollar ceilings imposed by higker
authorities. Purther, while no dirsct ramifications oc
if an activity consumes more than estimated, over-obli
of funds =results 4din an R. S. 3679 violation. W
considerations in mind, an arbitrary weighting of

assigned +to the quantity factor and 5C% is assigned ¢

rh

unds aralysis. After ths analysis 1is performed and <=h

ndex 1is generated, ar uncertainty analysis is performed ¢

(=

test the validity of the assumption.

ct
[+ o
t
o

e gquantities and the funds are analyzed as in

. The factor Adeve
a

u
£ loped 1s a ratie of =k
difference Lbectween tiae buda n c

0
@®
[N

tual to the budgeted

o




figures. As presented in Chapter III, this ratio does not

consider whether the actual results ars2 more or less than

the budgeted amount, but rather how closely the rasults
approximated the budget. Therefore, the smaller the ratio,
the <clcser the results are to the budgeted figures. 1In the
equation a 'Q' represents the quantity factor, an 'F!
rapresents the funding factor.

3. Among the Various Jtility Services

Since the final <Zfigure represents the entirce
utilities budget, =ach utility service is weighted according
to its relative proportion of the total utilities budgetz.
While Chapter 1III displays the avsrage percentage each
service was c¢f the total utilities budgets for PY 75, PY 76
and FY 77, this appendix <considers each year separately.
Further, since it is impossible tc evaluate BTU's of stean
to kilowatt hours of electricity, or to gallons of water,
the proportion <that the budgeted dollars for each ssrvice
are to tke total wutilities budget willi be wused as the
weighting factor. For sexample, in FY 75, the amount
budgeted for steam was 3$3,965,000 of a total budgst Of
$14,732,600 for a weight of .270. A 'W' represents the

w2ighting factor in ths s=guation.

4. The Indasx Eguation

Using the foregoing factors, a relationship for =ach
fiscal year 1is developed. The £final sum is mul*iplied by
100 to ccnvert to a percentage figure:




Effsctiveness Index = 100 (.4Q + .6F) W

| budgeted quantity - actual guantity|

where ¢

budgeted guantity

| budgeted funds - actual funds expendszd|
and F =

budgeted funds

In this equation, the lower the 1Index, the <closar
the actual results are to the budgeted estimates.

Figures 3, 4 and 5 display all the pertinent daz:a
for FY 75, FY 76 and FY 7T respectively. Based upon that
data, the effectiveness index, computed for each year, is

displayed belcw:

EFFECTIVENESS INDEX (Percsntage of Deviation That
Actual Résults were of Budgst)

FEY 715 = '6.U7%
FY 76 = 10.94% (rate stabilized)
FY 7T = 2.20% (rate stabilized)

FY 77 was not analyzed, due to the inability to
X

[N

identify specific quantitiss projected through the first s

months.

As in Chapter III, no specific conclusion is
present=ai. Censidering that PFY 76 was the firs*% yzar of
izplementaticn c¢Z rats stabilization, +the results arcs

+3

interpreted as b2ing not extremely ou* of line. From FY 7
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results, however, it appears that rate stabilization is
providing an improvement in the customers' budgeting

abilities.

6. Uncertainty Analysis

Drafted with the proportions the way they are, the
Effectiveness 1Index slightly favors the non-rate stabilized
data, since the weighting factor '%¥' is based on dollars and
not output gquantities. Further, the proportion between 'Q!
and 'F!' favors the funds ratio, 'F', by 20%. To test the
stability c¢f the 1Index, it 1is computed using differ=nt

ratios of Q to F, and is presented below:

IE SF :F
YEAR u8:60 88:20 180:0
1975 6.40Q0% 8.01% 8.80%
1576 10.94% 11.03% 11.07%
197T 2.20% 2.24% 2.55%

The atove results show that by wvarying the
importance of the output criteria, Q, +*the 1Index for rate
stabilized years shows only minimal increases, while the
non-stabilized year Jjumps by over one-third. This IS
interprete that rate stabilization, orientsd at customar
prcgram accoaplishment vice budget constraints, Was
successful tcward that end. This statement, howsver must be
cushioned as it is based on PWC data as a substituts for
customer data. The problems identified 1in Chapter IV
related tc the individual customers' inability <o «really
predice recuirements is still an ancertainty in this

analysis.




D. SUMMARY

The analysis of PY 75 performance predictably shows good
results, since the PWC has the experience of operating that
way for nmany years. The interesting aspect is that, in
FY 76, with the first try, not only did rate stabilization
show good results, but came close to FY 75 performance. As
an added indication that %this was no fluke, FY 7T's results
were better that PY 75's, albeit only for a three month
period. Analysis of the entire FY 77 data should prove
that, at wcrst, rate stabilization budgeting is as good as
pre-rate stabilization. Therefore, given the wide spectrun
of management benefits accruing from rate stabilization, it

should b= apgrovad for continued use.

60
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