DEPARTMENT OF HEALTH & HUMAN SERVICES Office of Inspector General

28 1990 Memorandum

Date

From \;1 ard P. Kusserow
| nspector Gener al

Subject  Review of Uni %ue Sugglies, A Wrking Capital Fund
Activity (A-12-91-00010)

To Kevin E Mley
Assi st ant Secretarg for
Managenment and Budget

The attached final report presents the results of our
Eevg ew of Unique Supplies, A Wrking Capital Fund (WCF)
ctivity.

W found that Unique Supplies is having and wll continue
to have problems in recovering costs unless significant
changes in operations are insfituted. The activity has
shown |osses of $51,308, $205,428, and $94,744 in Fiscal
Years (FY) 1989, 1990 and mid-year 1991 respectively.

Uni que Supplies becanme a part of the WCF in FY 1989.
The WCF charter mandates that each activity operate in a
manner that all costs are recovered. Qur ‘review focused
on the conditions that are causing the continuous |osses
in Unique Supplies operations. W determned the |osses
were caused by selling the majority of products at or
bel ow cost thereby failing to recover costs and overhead.
Ve also found inventory control was inadequate because
val uations of itens were not current and internal con-
trols should be strengthened.

In response to our draft report, the Assistant Secretary
for Managenent and Budget (ASMB) agreed with the con-
clusions "and recommendations. The ASMB has directed
efforts to reduce Unique Supplies' costs and inplenent
corrective actions in line wth our reconmendations.

The response is attached to the report as Appendix A

Pl ease advise us regarding the status of corrective
actions on our findings and recomendations within the
next 60 days. If you have any questions, please call
me.or have your staff contact John A Ferris, Assistant
| nspector General for Human, Famly and Departmental
Services Audits, at (202) 619-1175.

Att achnment
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From . Xusser ow
| nspect or Gener al

Subiect  Revi ew of Uni que Sugglies, A Working Capital Fund
Activity (A-12-91-00010)

To Kevin E. Ml ey
Assi stant Secretary for
Managenent and Budget

This final report presents the results of our review of
Uni que Supﬁlies, A Wrking Capital Fund (WCF) activity.
e ?ound that Unique Supplies is having and wi |l continue
to have problenms in recovering costs unlﬁss si gni ficant
changes In operations are instituted. The Unigue
Supplies operations for Fiscal Year (FY) 1990 showed a

| oss of $205,428: with total revenue of  only_$241, 246.

A loss of $51,308 was reported in FY 1989. ~ The current
m d-year operations as of March 31, 1991 reflect a

$94, 744 loss; a trend that could match the FY 1990 Ioss
In preparing WCF financial statenents, |osses of Unique
Supplies are offset against profits of other activities.

Uni que Supplies is selling approximately one-third of
its inventory items at less than what it pays for them
The markup on the remaining produc%@ |a not . sufficient
to recover operational expenses. V€ identified several
factors that contributed to this situation. First

Uni que Supplies lacked an adequate systemto val ue

and manage inventory. Further, due to the requirenent
t hat Unigue Supplies staff obtain approval fromthe
WCF Board of Covernors before increasing prices, the
staff is restricted from operating Unlqye Suppll%ﬁ =
a business-like manner designed to break even. €
managenent has reviewed the Unlgue Supplies operations
and proposed changes which could inprove Unvgge Sup-
plies financial position if aﬂopted by the Board

of CGovernors. For exanple, the WCF nanagenent's price
changes woul d significantly increase prices associ ated
with some products.

The WCF staff was able to determ ne costs of itens,
overhead rates, and prices for many products sold by
Uni que SUEP[ies t hrough an extensive review effort;
however, Unique Supplies lacks a real tine financia
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managenment s?/stemthat woul d provide ne_cessar% managenment
data to enable it to operate on a continuous-basis, as a
going concern. W Dbelieve the Departnent needs to: (1)
al low Unique Supplies management to adjust prices to
cover direct costs, and ( strengthen internal controls
and ensure that Unique Supplies has an adequate inventory
control system

| NTRODUCTI ON

Background

Uni que Supplies became part of the WOF in FY 1989. The
WCF manager is responsible for fund managenment rel ated
to the activity, however, the Ofice of Mnagenent

and Acquisition, Dvision of Admnistrative rvices
(pas) , Material Managenent Branch provi des day-to-day.
operational managenent. Unique Supplies has the mssion
of purchasing, storing and distributing customzed itens
for the Department including |etterhead, envelopes,

enbl ens, plaques, and nonstandard Government fornmns.

Appr oxi matel)(h_one full-time equivalent position is
devoted to I que Supplies operations.

Qur followup review of the WCF in FY 1990 disclosed that
since Unique Supplies entered the WCF, it has not been
able to provide routine financial data for devel opnent of
tinmely financial statements. During our followup,
we noted that Unique Supplies was unable to accurately
control the inventory on hand or provide timely valuation
for that inventory. "As a result, the W manager had
difficulty determning Unique Supplies' cost of goods
sold and the results of operations in order to prepare
the WCF annual financial statenents.

Obijective, Scope, and Methodoloqgy

The objective of this review was to determ ne why Uni que
Supplies continues to lose noney. W also assesSed the
causes for untinmely devel opment of financial managenent
data. The review was conducted in accordance wt
generally accepted Covernment auditing standards.

Qur work was performed in \Washington, D.C. and
observations were nmade at warehouse facilities in
Landover, Maryland, between February and May 1991.
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To acconplish our objective we assessed relevant internal
controls,-collected and analyzed docunments related to
the inventory control process, inventory valuation
procedures, and item pricing techniques. Additionally,
we assessed the effectiveness of Unique SupBIies manage-
ment systems to develop information needed by managenent
within the organization and the WOF. In addition, we

I ntervi ened , Unique Supplies, and DAS staff. For the
itens we tested, we tound no instances of nonconpliance
with applicable laws and regulations. Wth respect to
those items not tested, nothing came to our attention

to cause us to believe that untested items were not in
conpliance with applicable laws and regul ations.

RESULTS orF THE REVI EW

Uni que Supplies should break even over time or be on a
schedule to recover costs as they are incurred. Since
joining the WCF, it has consistently |ost money each
Year. V¢ determned the |osses were caused by selling
he majority of products at or below cost, thereby
failing to recover costs and overhead. Inventory " con-
trol was i nadequate because val uations of itemswere
not current and internal controls needed strengthening.

|tem Pricin

Many of Uni que SuEpIies' products are being sold at

| ess than cost. or exanple, we identified 59 of 163
(36 percent) items froma listing of fornms that were
priced below their purchased cost. Unique Supplies is
currently using pre-FY 1989 prices. These prices are
outdated and do not reflect costs of the items in the
i nventory.

In a menmorandum dated August 24, 1990, Unique Supplies
requested the WCF Board of Governors' approval of a 20
percent across-the-board price increase. Price changes
need to be approved by the WCF Board of Covernors in
accordance with the WCF charter. The Board directed
Uni que Supplies to better tJust|ffy_ the individual price
increases. At the close of our field work, Unique
Supf)ll_es had not presented an inproved request wth an
anal ysis of the costs. W determ ned several areas that
hanpered Unique Supplies' analysis: 1) the staff was
unabl e to extract necessary data as a direct result

of late billings from vendors (contracted printers,
Governnent Printing Ofice (GPQ and Reprographics),

2) no physical inventories had been taken at the
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war ehouse facility, 3) cost of goods sold was unknown
and 4) there was no basis for costing inventory.

Qur analysis of new price proposals shows that the 20
ercent 1ncrease requested by Unique Supplies would

ave fallen far short of recovering costs based on FY
1990 operations. Revenue generated totaled $241,246
whi | e %gerat|qﬁ costs totaled $446,675 for a |oss of
$205, 429. Had the 20 percent across-the-board increase
been in effect, revenues would have totaled $289,495 and
the resulting loss would have been reduced to $157, 180
for the year. These annual |osses are absorbed by the
retained "earnings account of the WCF which is set aside
for accrued annual |eave, replacement costs of equi pment
and other designated itens.

Additionally, the prices do not recover the total costs
of operations of Unique Supplies as mandated in the WCF
charter because the current price list does not include
admnistrative or indirect operating costs. W traced
an order for Form 564s (Admnistrative Time and Leave
Record). These forms are routinely used by the Cperatlng
Divisions (illustrated in the graph on Page 5). he GPO
recently produced and sold this form to the Departnent
for $7.03 per hundred. Additional Reprographics (REPRO
costs before Unique Supplies received the forns anount-
ed to $2.58 per hundred; for a total cost of $9.61 per
hundred. W noted that Unique Sﬂ§§||e$ was selling Form
564s in accordance with the FY 1989 price list for $3.60
per hundr ed.

Ve found the WCF staff performed an extensive analysis in
1990 that determned the actual cost of resale itens and
devel oped a price change proposal that would reflect both
admnistrative and indirect costs. For exanple, the WCF
staff estimated that to recover direct admnistrative,

and indirect operating costs related to Form 564, the
should be sold for $14.60 per hundred. Based on the
staff analysis, Unique Supplies is losing $11.00 on every
hundred Form 564s it sells. The WCF price change propos-
al's, however, had not at the time of our field work been
accepted by Unique Supplies or DAS and forwarded for
presentation to the Board of Covernors for approval
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ANALYSIS OF HHS FORM 564
COST vs SELLING PRICE PER HUNDRED
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| nventory Val uation

Uni que Supplies had not included the value of inventory
itens received from vendors but not yet billed. W found
Uni que Supplies routinely received vendor invoices from
GP0 6 nmonths to a year after receipt of merchandise

Wiile the quantity received was added into the inven-
tory, the cost of the nerchandi se was not added to the
inventory valuation at that time. As a result, the value
of inventory on hand was understated and, accordingly,

the per unit cost was understated.

The WCF staff went through the process of assenbling
the cost of inventory data for Unique Supplies; however,
the task should actual |y have been perforned by the
activity operational manhagenent group. The sane data

t hat management used for ana g3|s is al so avail abl e
to DAS and this data shoul d have been assenbl ed by DAS.
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Internal Controls

Ve found controls over authorization of purchase
orders were sufficient and safeguarding of assets was
adequate. However, [little attention was being paid to
the separation of duties in receiving, recording and
distributing stock. Al though we found no instances of
material weaknesses, any enployee assigned to Unique
Supplies can routinely pull from stock itens, distrib-
ute items to the customer and record the transaction.
Separation of duties is needed to provide a bhetter check
and bal ance system over daily operations. Additional-
|y, Unique Supplies has been using a Departnent of
Agriculture (USDA) controlled warehouse in Maryland

to store inventory. The USDA generated distribution
or sales data from the warehouse, and receipt of new
inventory data was invariably late. W found that the
sales data for the nonths of August and Septenber 1990
were not received by the Unique SquI|es staff wuntil
February 1991. ThiS is a problem beyond the control of
the Unique SUfglies or DAS. Accordingly, accurate sales
data for FY 1990 financial statenent purposes was not
available for inclusion in the income statenent.

The Unique Supplies' inability to accurately value
inventory, coupled with delayed reporting by the
war ehouse, and outdated price lists are synptons of
weak internal controls. A lack of strong controls
coul d subject Unique SUﬁpIies resources to waste
or abuse. W believe this area requires continued
managenent oversight to mnimze the potential for
| oss or abuse.

Uni que Supplies' managenent is presently undertaking a
feasibility study regarding switching to distribution of
bulk forns from the GPO or printing contractors directly
to customers. Under the proposed systemthe custoner
woul d be charged when placing the order or shipment.
This nmethod would also elimnate the need for a $25,000
annual warehousing rental fee and nmay create nmajor .
changes in the operations of Unique Supplies. nique
Supplies notified the USDA by nenorandum dated March 29,
1991 of their intention to discontinue using the ware-
house facilities as of Septenber 30, 1991.

I AND RE NDATI

Unique Supplies is not operating as an effective going
concern because it is not enploying adequate inventory



Page 7 - Kevin E. Ml ey

val uation techniques and is selling approximtely one-
third of its inventory below cost. =~ The use of pre-FY
1989 prices and the lack of an adequate process for
appropriately valuing inventory contribute to the

| osses Unique Supplies is encountering. |n order to
perform routine analysis necessary to assess economc
alternatives, financial managenent data nust be sound;
and Uni que Suprﬁlies' i nventory valuation methods should
be current. e managenent of Unique Supplies has not
applied sufficient effort to provide for recording the
val ue of supplies received, controlling and handling of
inventory and recording of shipnents and sales for tinely
inclusion into the financial statenents.

Ve reconmend that the Assistant Secretary for Managenent
and Budget (ASMB) direct the managenent of Unique
Supplies in coordination with the WOF manager to:

o Inmplenent a price [ist which wll cover
operational costs and result in Unique
Supplies breaking even in FY 1992.

o Operate an inventory system which provides
timely recording of the valuation of all
items. Unique Supplies should contact
vendors to determne costs. |f obtaining
accurate cost data is inpractical, then the
inventory received by Unique Supplies wthout
an invoice should be entered at estimated cost.

VW recommend that ASMB have DAS:

o Strengthen internal controls and include Unique
Supplres as a part of its internal control
reviews under the Federal Managers' Financi al
Integrity Act (FMFIA) program

We further recommend that the ASMB as Chairnman of the
Board of Covernors:

o Authorize Unique Supplies to adjust prices based
on costs to purchase inventory items, but retain
control of the dpercentage of "overhead Unique
Supplies can add to prices.
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MB RESPONSES AND NT

The ASMB concurred with the findings_in our draft report
and initiated corrective measures. These included having
Uni que Supplies submt a new price list to the WF Board.
The new price list has been approved. Presently, Unique
Supplies is nmaking changes in i1ts nmethod of handling
inventory. The new system will track stock on hand,
prepare conputerized reorder notices, show the current
value of the inventory and provide other inventory
control and financial " information. The ASMB believes
these changes should make a nore economcal and effective
operation. ~ The ASMB staff are also planning for Unique
Supplies to inplement in FY 1992 organizational and
procedural changes to strengthen internal controls. The
ASMB is considering our recomrendation to include Unique
Supplies under the FMFIA program and perform necessary
revi ews.

Pl ease advise us of the status of corrective actions on
our findings and recomendations within the next 60 days.
If you have any questions, please call me or have your
staff contact John A Ferris, Assistant Inspector GCeneral
for Human, Famly and Departnental Services Audits, at
(202) 619-1175.
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MEMORANDUM  TO : Richard p. Kusserow
| nspector Cener al

FROM :, Kevin E. Ml ey
Assi st ant Ssecre or
Managenment and get
SUBJECT :  Review of Unigue Supplies, A Wrkin
Capital Fund Activity (A-12-91-00010)

We have reviewed your draft report on Unique Supplies and agree
with its conclusions and recommendations. In fact, we have
al ready taken neasures to respond to your reconmendations.

Regarding cost concerns, on July 18, 1991, the Wrking Capital
Fund ( ) Board-of Governors approved a new price list for
Unique Supplies. W are confident these revised prices, based
upon an earlier analysis by the WCF Manager's staff, wll nake
Uni que Supplies nore self sustaining and we will continue to
nDn%tor our prices to ensure that they are sufficient to recover
costs.

In addition, we are taking steps to reduce costs. W notified
the Departnent of Agriculture that we intend to term nate our
participation in the Consolidated Forms and Publication Warehouse
In Landover, Maryland, effective Septenber 30, 1991. W are
currently inventorying the forns which were returned fromthe
Landover war ehouse and entering the data into a mcroconputer
based inventory system This new system will provi de stock on
hand, conputerized reorder notices, the current val ue of the
inventory and other inventory control and financial information;
all of these factors should permt us to operate in a nore cost
effective manner. |Inplenentation of this newinventory systemis
receiving top priority.

Early in FY 1992, we plan to inplenment organizational and
procedural changes to strengthen internal controls, and we are
currently review ng your recomrendation to include Unique ‘
Supplies under the Federal Manager's Financial Integrity Act
program W are also analyzing new alternative service delivery
met hods, and ﬁr|C|ng policies to determne the nost efficient and
effective nethod of delivering and pricing the products of Unique
Supplies. We will present to the WCF Board of Governors, for
approval, any changes which result from this analysis.
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we bel i eve that progress has been madeto alleviate problem areas
detailed in your draft report and we wll continue to strive to
provide efficient and cost effective service to our custoners.



