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Message from the Deputy Secretary of
Defense

I am pleased to present the Department of Defense fiscal year 2003 Performance and
Accountability Report.

The Department has made significant progress in transforming America’s defense posture
to enable decisive plans to address future security challenges. We have demonstrated our
superior warfighting capabilities in Iraq and Afghanistan. The price of democracy is not
cheap. We see continual pressures on the Department’s resources in the years ahead. We
will focus relentlessly on efficient and careful use of these resources as we continue
fighting the global war on terror.

[ am very proud of the improvements the Department has made in its personnel
management practices and we will continue to drive towards a performance-based rating
of our workforce. The quality of life of our military members, who risk their lives for all
of us to enjoy the freedoms of democracy, has been enhanced by upgrading facilities and
advancing private-public partnerships in military housing. We have also seen increased
efficiencies due to practicing more realistic budgeting, increasing our focus on core
support functions, and reforming our annual review of programs and funding.

I have seen impressive advancements throughout the past year in the Department’s efforts
to improve financial reporting and management processes. Specifically, through the
Department’s Business Management Modernization Program, the financial management
processes and controls are being integrated into the business processes to ensure
accountability and auditability of the Department’s business transactions. This program
is enabling the transformation of the Department’s business areas and is way overdue.
This effort will eliminate the reporting and accountability deficiencies in the current
systems and processes.

The Department now has a report card that identifies how well we did towards achieving
the strategic plan, objectives, and goals. This is a very effective management tool that is
allowing us to keep fine tuning our implementation of the strategic plan. Looking at our
report card results this year, the Department met several of its performance goals, but still
has work to do in other areas.

The Department is committed to effective internal controls, full compliance with
established guidelines and standards, and proper stewardship of the resources entrusted to
it. During fiscal year 2003 we corrected 25 management control weaknesses, and except
for the unresolved weaknesses noted in the Management Discussion and Analysis section
(Part 1) of this report, the Department has reasonable assurance that its management
controls are effective. The Department will continue its efforts to resolve the remaining
issues and I am confident that the Department will continue to fulfill its mission
responsibilities.
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Looking ahead, the Department continues the transformation of its support structure and
management practices. While the Department has made progress in many areas, we must
continue to upgrade performance and accountability, streamline and strengthen
management, and ensure that every defense dollar is expended as wisely as possible.

7 2l

Paul Wolfowitz
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Report Overview

The Department of Defense fiscal year 2003
Performance and Accountability Report is
designed to provide useful information for
American citizens, the President, Congress,
other federal organizations, and Department
of Defense military members, civilians and
contractors.

Our report encompasses the Department’s
operations for fiscal year 2003, which
occurred from October 1, 2002 through
September 30, 2003. It contains five parts.
Combined, they provide a thorough
accounting of the Department’s stewardship
of our critical resources and services to the
American people.

The pressures on the Department’s resources
have never been greater and will continue to
grow in the years ahead. Our response must
be to focus relentlessly on efficient and
careful use and management of these
resources. Only by effectively measuring the
results we achieve, as documented in this
report, can we adjust the tactics and strategies
we use to meet our goal of mission
excellence, and deliver the best possible
performance for our customers, the American
people.

Part 1: Management Discussion and
Analysis is a high-level overview of the
Department’s performance and financial
information for fiscal year 2003. It is
designed for citizens, members of the public,
and officials from federal, state, and local
government. Part 1 starts with a discussion
of the Department of Defense (DoD) mission,
organization and resources. It highlights the
Department’s performance—covered in more
detail in Part 2—by summarizing the
strategic plan and goals and the fiscal

year 2003 annual performance goals and

results. Next, it provides financial
highlights—covered in more detail in

Part 3—for fiscal year 2003. The
Department’s compliance with legal and
regulatory requirements are also discussed
in this section. Part 1 concludes with a
summary of the Department’s status on
meeting the President’s Management
Agenda objectives.

Part 2: Performance Information presents
the Department’s strategic plan, strategic
objectives, annual performance goals, and
annual performance results for fiscal

year 2003 in accordance with the
Government Performance and Results Act.
It displays key performance indicators—and
their fiscal year 2003 goals and results—that
the Department uses to manage certain risk
areas and to accomplish its strategic
objectives.

Part 3: Financial Information is composed
of the Department’s principal financial
statements, notes to these statements,
consolidating and combining statements,
and other required information for fiscal
year 2003. This section includes the DoD
Inspector General Auditors’ Report on the
Department’s fiscal year 2003 financial
statements. The Auditors’ Report provides
the Inspector General’s assessment of
whether the Department’s financial
statements are fairly presented, in all
material respects, and in conformity with
generally accepted accounting principles.

Part 4: Inspector General Summary of
Management Challenges presents a
summary of the most serious management
challenges facing the Department. This
assessment was prepared by the DoD’s
Office of Inspector General.
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Part 5: Appendices presents detailed DoD
performance indicators and a list of internet
links for further information referred to in
this report.

We are interested in your feedback regarding
the content of this report. Please feel free to
email your comments to DODPAR@osd.mil
or write to:

U.S. Department of Defense

Office of the Under Secretary of Defense
(Comptroller)

1100 Defense Pentagon

Washington, DC 20301-1100

Additional copies of this report can be
obtained by sending a written request to the
e-mail or mailing address listed above.

You may also view this document at
www.dod.mil/comptroller/par.

DoD Performance and Accountability Report
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Part 1:
Management Discussion and
Analysis
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Mission, Organization, and Resources

Mission

The mission of the United States Armed Forces is to protect and advance the security and
national interests of the United States, to deter aggressors and, if deterrence fails, to defeat any
adversary.

Photos courtesy of Military Department webmasters
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Organization

The Department of Defense (DoD) is a
Cabinet-level organization that receives
orders directly from the President of the
United States. The Secretary of Defense is
appointed by the President and is
responsible for the formulation and
execution of defense policy.

The Office of the Secretary of Defense
carries out the Secretary’s policies by
tasking the Military Departments, the
Chairman of the Joint Chiefs of Staff (JCS),
the Combatant Commands, and the Defense
Agencies and DoD Field Activities.

Military Departments. The Military
Departments consist of the Army, Navy—of
which the Marine Corps is a component—
and the Air Force. The U.S. Coast Guard is
also special component of the Navy in
wartime, but is otherwise a bureau of the
Department of Homeland Security.

These Departments recruit, train, and equip
military forces. When the President and
Secretary of Defense determine that military
action is required, these trained and ready
forces are assigned to a combatant command
that is responsible for conducting the
military operations.

The Military Departments are composed of
Active Duty, Guard, and Reserve Forces.
The National Guard and Reserve
Components represent approximately half of
America’s total uniformed force. These
forces provide additional support during
military operations. They also perform
critical humanitarian, peacekeeping, law
enforcement, and disaster assistance
missions for the Department of Defense, all
of which are important to protecting the
national security of the United States.

National

Command

e President
o Secretary of Defense

Authority

[ Office of the Secretary of Defense ]

|
[ Military Departments ]

¢ Organize, train & equip

1
[ St ismman @i JCS ]

e Plan & coordinate

1
[ Combatant Commands ]

e Conduct operations

Defense Agencies &
DoD Field Activities

¢ Provide support & services
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Chairman of the Joint Chiefs of Staff.
The Chairman of the Joint Chiefs of Staff
plans and coordinates troop deployments
and DoD operations that are conducted by
the Combatant Commands.

Combatant Commands. The nine
Combatant Commands have responsibility
for conducting DoD missions in specific
geographical areas of the world. The Army,
Navy and Marines, and Air Force supply
forces to these commands.

Five of these commands have specific
mission objectives for their geographic area
of responsibility:

U.S. European Command (EUCOM)
U.S. Central Command (CENTCOM)
U.S. Pacific Command (PACOM)

U.S. Southern Command (SOUTHCOM)
U.S. Northern Command (NORTHCOM)

For example, CENTCOM was primarily
responsible for conducting Operation Iraqi
Freedom.

The other four commands have worldwide
mission objectives for their area of
responsibility:

U.S. Strategic Command

U.S. Special Operations Command
U.S. Transportation Command
U.S. Joint Forces Command

For example, the U.S. Transportation
Command is responsible for moving
military equipment, supplies and personnel
around the world for peacekeeping and
military missions.

Defense Agencies and DoD Field
Activities. Defense Agencies and DoD
Field Activities provide support services that
are commonly used throughout the
Department. For instance, the Defense
Finance and Accounting Service provides
accounting services, contractor and vendor
payments, and payroll services, and the
Defense Logistics Agency provides logistics
support and supplies to all DoD activities.

Combatant Commands with Geographic Responsibilities

DoD Performance and Accountability Report
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Resources

People. To provide the citizens of the
United States with the highest level of
national security, the Department of Defense
employs 1.4 million men and women in
Active Duty, another 1.2 million in the
Reserve and Guard Components, and
approximately 680 thousand civilians.
Together, these men and women work daily
to protect American interests in numerous
countries.

Physical Assets. The Department maintains
a robust infrastructure, operating more than
600,000 individual buildings and structures
located at more than 6,000 different
locations, and using more than 30 million
acres. To protect the security of the United
States, the Department uses about 250,000
vehicles, more than 15,000 aircraft, more
than 1,000 oceangoing vessels, and some
550 public utility systems.

Budget. The Department’s budget for fiscal
year 2003 was $435.7 billion.

Fiscal Year 2003 DoD Budget
($ in Billions)

$63.2

$125.8
B Navy/ Marine Corps B Air Force 0 Army B DoD-wide

Total = $435.7 billion
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Performance Highlights

Key Performance results are summarized in
this section; detailed performance
information provided in Part 2 and Part 5 of
this report.

Strategic Plan

The attacks of September 11, 2001 ushered
the United States into a new and dangerous
period. Enemies will seek to strike the
United States and its forces in novel and
surprising ways. As a result, the United
States must fight and win the present war
against terrorism while preparing for future
wars that will be notably different from
those of the past century and even from the
current conflict.

Some believe that, with the United States in
the midst of a difficult and dangerous war on
terrorism, now is not the time to transform
our Armed Forces. The opposite is true.
Now is precisely the time to make changes.
The attacks of September 11, 2001 lent
urgency to this endeavor.

Transforming the United States Armed
Forces is necessary because the challenges
presented by this new century are vastly
different from those of the last century or
even the last 10 years. During the Cold
War, America faced a relatively stable and
predictable threat. The challenges of the 21*
century are much less predictable. Future
attacks could grow vastly more deadly than
those on September 11, 2001. Surprise and
uncertainty thus define the challenge the
Department of Defense faces in this new
century—to defend the nation against the
unknown, the unseen, and the unexpected.

Transforming the United States Armed
Forces is the underlying theme in the
Department’s Quadrennial Defense Review
report from 2001, which serves as our
strategic plan. The Department is required
by law to reevaluate defense missions and
priorities every 4 years, immediately
following the presidential election. These
major assessments cover all facets of the
Department’s operations and result in the
issuance of the Quadrennial Defense Review
report (http://www.defenselink.mil/pubs/

qdr2001.pdf).

Strategic Goals

The Quadrennial Defense Review, which
serves as the Department’s strategic plan,
has four strategic defense policy goals.

Strategic Goals

1. Assuring allies and friends

2. Dissuading future military
competition

3. Deterring threats and coercion
against U.S. interests

4. If deterrence fails, decisively
defeating any adversary

Assuring Allies and Friends. The presence
of American forces overseas is one of the
most profound symbols of the U.S.
commitment to allies and friends. Through
its willingness to use force in its own
defense and that of others and to advance
common goals, the United States
demonstrates its resolve and the credibility

DoD Performance and Accountability Report
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of the U.S. military. The Department helps
allies and friends create favorable balances
of military power in critical areas of the
world to deter aggression or coercion. The
Department’s strategic direction is
inevitably linked with that of U.S. allies and
friends.

Dissuading Future Military Competition.
United States strategy and actions influence
the nature of future military threats, guide
threats in certain directions, and complicate
military planning for potential adversaries.
The U.S. also exerts influence by conducting
research, development, test, and
demonstration programs, and maintaining or
enhancing advantages in key areas of
military capability. Well targeted strategy
and policy can therefore dissuade other
countries from initiating future military
competitions.

Deterring Threats and Coercion Against
U.S. Interests. The Department provides
forces and capabilities to the President that
give him a wide range of military options to
discourage aggression and coercion. The
Department is enhancing future military
capability by using global intelligence and
information. The Department also requires
forces that can strike with precision at fixed
and mobile targets and that can be rapidly
deployed and easily sustained to decisively
defeat any adversary.

If Deterrence Fails, Decisively Defeating
Any Adversary. U.S. forces must maintain
the capability at the direction of the
President to decisively defeat any
adversaries of the United States and its allies
and friends. Such a decisive defeat could
include changing the regime of an adversary
state or occupation of foreign territory until
U.S. strategic objectives are met.

Annual Performance Goals

and Results

The Department cannot achieve the goals of
the defense strategy without a disciplined
approach to managing risk. The previous
emphasis on near-term operational risk
minimized critically needed investments in
people, in modernizing equipment, and in
maintaining the defense infrastructure. The
defense strategy attempts to balance various
risks by establishing a framework composed
of four risk categories.

1. Force management risk — This risk
stems from issues affecting the ability to
recruit, retain, train, and equip sufficient
numbers of quality personnel and sustain the
readiness of the force while accomplishing
our many operational tasks.

2. Operational risk — This risk results from
factors shaping the ability to achieve
military objectives in a near-term conflict or
other contingency.

3. Future challenges risk — This risk
derives from issues affecting the ability to
invest in new capabilities and develop new
operational concepts needed to dissuade or
defeat mid- to long-term military challenges.

4. Institutional risk — This risk stems from
the management practices and controls that
affect the efficiency with which resources
are used and that shape the effectiveness of
the Defense establishment.

This risk management framework guides the
Secretary and his senior military and civilian
advisors in making strategic trades in how
we set management priorities and allocate
resources.

DoD Performance and Accountability Report
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The following paragraphs summarize the
annual performance goals established to
reduce risk in these four areas and
summarize the Department’s fiscal

year 2003 results.

Reducing Force Management Risk

Force management risks steadily mounted
during the past decade. The Department
under-invested in its people, both in terms of
compensation and quality of life factors such
as housing. At the same time, the increase
in deployments led to excessive operational
tempo for units and excessive personnel
tempo for service members. Together, these
trends took a toll on military families,
reduced morale, and contributed to the
reduced ability to retain military personnel
with key skills and leadership abilities. This
negative cycle illustrates the kind of force
management risk that the Department must
monitor and control.

Just as the Department invests resources to
maintain the operational readiness of its
forces, it will now also consciously invest
dollars to mitigate force management risks.
These actions are indispensable in terms of
sustaining the nation’s commitment to an

all-volunteer force, and to keeping faith with
the men and women who serve in the
uniform.

The Department met several of its fiscal
year 2003 performance goals related to the
force management risk area. These include
maintaining military manning levels,
meeting military recruiting goals, and
meeting military retention goals. The
Department continues to work toward
improving the quality of military health care
and other force management related goals
because obtaining these goals is critical for
ensuring effective civilian recruitment,
training, and retention.

Reducing Operational Risk

During the past decade, near-term
operational risks have been the dominant
concern of the Department, crowding out
attention given to other sources of risk. This
was the result of the primacy in the
Department’s thinking of the two major
theater war construct for sizing and planning
United States forces. Under this construct,
operational risk was measured almost
exclusively in terms of the ability of the
Armed Forces to wage two major theater
wars simultaneously in Northeast Asia and
Southwest Asia.

In 2001, the Department adopted a new
approach to managing operational risk,
moving away from the two major theater
war construct and adopting a new construct
that more realistically captures the demands
facing the Armed Forces.

In 2003, the Department met several of its
performance goals related to the operational
risk area. The Department developed a

DoD Performance and Accountability Report
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building-block approach to aligning and
packaging forces consistent with that new
construct. In addition, the Department
examined how to reshape the “global
footprint” of forces stationed permanently or
on rotation overseas, as well as their
associated base infrastructure. It also
established a formal feedback loop to
ongoing operations by creating an
integrated, Department-wide protocol for
collecting and assessing lessons learned
from recent or current operations, so as to
quickly adjust how the United States
allocates, equips, employs, and sustains
capabilities in the field.

Reducing Future Challenges Risk

In light of the dynamic changes in the
security environment, a premium has been
placed on the need to manage future
challenges risk. While many elements of the
existing force will continue to contribute to
the United States Armed Forces capabilities,
defense managers acknowledge the need to
develop new, leading-edge capabilities.

The Department met several fiscal year 2003
goals pertaining to the future challenges risk
area. The Department completed a Joint
Experimentation Campaign Plan to explore
concepts developed both inside and outside
of the Department—any new idea that could
improve how we command and control joint
forces across the battle space in cities,
jungles, mountains, or forests. In March, the
Department completed its evaluation of the
lessons learned from Millenium Challenge
2000, the first joint exercise conducted by
U.S. Joint Forces Command. In June, the
Chairman of the Joint Chiefs of Staff
published joint experiment performance

goals for fiscal years 2004 and 2005. The
Department also developed a prototype and
defined standard operating procedures for
the Standing Joint Force Headquarters.

In addition, an independent peer review
panel rated 96% of the Department’s
Defense Technology Objectives—
technologies such as radar, jet engines,
nuclear weapons, night vision and smart
weapons—as progressing satisfactorily for
fiscal year 2003.

Reducing Institutional Risk

As the Department transforms its military
capabilities to meet changing threats, it must
do more to ensure that its people can focus
their immense talents to defend America,
and that they have the resources,
information, and freedom to perform.

Mitigating institutional risk necessitates
changing the way the Department conducts
its daily business. It is a matter of urgency,
because left alone, the current organizational
arrangements, processes, and systems will
continue to drain scarce resources from
training, infrastructure, operations, and
housing. In addition, if left unattended,
institutional risks over time will increase
risks in other areas like force management,
operational, and risks related to future
challenges.

The Department met several fiscal year 2003
goals related to the institutional risk area.
For example, the Department reduced the
percentage of its budget spent on
infrastructure and reduced the number of
inadequate military family housing units.
The Department did not meet its
performance goals for reducing major
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defense acquisition program cycle times,
decreasing the recapitalization rate for
funding DoD facilities and buildings, and
reducing customer wait time in the supplies
and materials ordering process.

DoD Performance and Accountability Report
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Financial Highlights

Key Financial information is summarized in
this section with detailed financial
information provided in Part 3 of this
report.

Financial Overview

The Department is continuing to improve its
business management practices. To remain
as the world’s premier military power, it can
do no less. The Department is currently
teaming with IBM to transform our business
processes and systems through the
Department’s Business Management
Modernization Program (http://www.dod.
mil/comptroller/bmmp/pages/index.html).
This transformation effort is designed to
better support the Department’s combat
forces and help achieve the Department’s
strategic goals.

Through this program, the Department
developed the initial version of a new
business enterprise architecture in

April 2003—on schedule and under budget.
The architecture helps describe how the
Department’s business processes and
systems will integrate to ensure that accurate
and timely financial information is readily
available for decision makers. The
architecture provides a foundation for
breaking down inefficient stovepipe
processes and systems and effecting

streamlined, integrated business processes
and systems.

The Department also developed a transition
plan to help describe the transformation
from the current business management
structure to the future business enterprise
architecture. The Department also initiated
a corporate governance process to help
implement the architecture.

During the next phase of business
transformation, the Department will focus
on business process reengineering by using
the architecture as the starting point for
changing business processes. Concurrent
with maintaining and extending the
architecture, the Department will implement
the transition plan and ensure cross-
functional management of business systems
and processes.

When the architecture is fully implemented,
the Department will more effectively and
efficiently manage and account for
resources. Architecture implementation will
also help enable the Department to obtain a
favorable audit opinion on its financial
statements.

A summary of the Department’s business
enterprise architecture implementation plan
follows, identifying key actions, the status,
milestones, and costs.

DoD Performance and Accountability Report
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Defense Business Modernization Program Summary

Action Status Milestone Cost
(thousands)

Business Enterprise Version 1.0 delivered on | April 30, 2003 $65,793
Architecture schedule.
Business Enterprise Version 1.0 delivered on | April 30, 2003 $9,559
Architecture Transition | schedule.
Plan
Business Process Developing initial April 30, 2004 — Business $63,269
Reengineering information exchanges, Enterprise Architecture

data process models, and | and Transition Plan

business rules. version 2.0

Overhauling the Department’s business and
financial management processes and
systems represents a major management
challenge that goes far beyond financial
accounting. The Secretary and his senior
leaders are committed to changing the
Department’s business culture, thus
improving the Department’s combat support
infrastructure.

Nearly 50 percent of the
Department’s liabilities
received favorable audit
results

The Department has already made progress
in transforming its business and financial
processes and systems. A number of the
Department’s subordinate agencies
including the Military Retirement Trust
Fund, the Defense Commissary Agency, the
Defense Contract Audit Agency, and the
Defense Finance and Accounting Service
received favorable audit opinions on their
financial statements this year. Nearly 50
percent of the Department’s liabilities
received favorable audit results.

The Department created detailed financial
improvement plans this year to obtain a
favorable audit opinion on the fiscal

year 2007 DoD-wide financial statements.
These improvement plans will be used to
provide disciplined leadership, identify
corrective actions, implement solutions, and
plan for audits commensurate with
management’s representations. Achieving
this goal is critical because a favorable
opinion provides independent assurance to
the public and other external users that the
Department’s financial information is
reliable and accurate.

The Department’s Financial Indicators
Program is aligned with the President’s
Management Agenda (discussed later) and
the risk management framework established
in the Department’s strategic plan. The
Financial Indicators Program provides the
framework for establishing executive-level
performance goals and tracking results;
designates key performance outcomes,
measures, and indicators; and assigns
responsibility for cascading performance
metrics to the individual component levels
within the Department.
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Financial Statement total cash seized as of September 30, 2003
¢ Stateme was $2.5 billion and $2.1 billion was spent

AnalySiS to support the Iraqi people and Iraq
reconstruction effort.

Investments increased $24.8 billion

Types of Assets primarily due to the receipt of funds for the
Department’s newly established Medicare
Inventory - Other Assets Eligible Retiree Health Care Fund for retired
and Related 39,

Property military members and their dependents.

17%

Property, Assets
Plant &
Equipment Fiscal Fiscal
o O I I R
Investments Billions
18% Property, Plant, $446.3 $122.6 | $323.7
and Equipment
Inventory and $194.2 $146.2 $48.0
Related Property
Fund Balance Fund Balance with | $252.0 | $205.8 | $46.2
with Treasury Treasury
22% Investments $205.6 | $180.8 |  $24.8
Other Assets $31.8 $26.5 $5.3
Total $1,129.9 $681.9 $448.0

Assets. The Consolidated Balance Sheet
shows that DoD assets as of
September 30, 2003, were $1,129.9 billion,

a net increase of $448.0 billion (66%) from Types of Liabilities

fiscal year 2002.
Accounts

A new federal accounting standard requiring N Pa;/;?k Other Llabiliie
military equipment (tanks, planes, ships, Liabilities Military
etc.) and missiles to be included on the 4% Retirement
balance sheet caused Property, Plant, and Bengfgzrand
Equipment to increase $323.7 billion, and Employment
Inventory and Related Property to increase Related
$48.0 billion. el

91%
Increased funding to fight the Global War
on Terrorism and to conduct Operation Iraqi
Freedom and Enduring Freedom in
Afghanistan caused the Fund Balance with
Treasury to increase $46.2 billion. In Liabilities. The Consolidated Balance
addition, a small portion ($387 million) of Sheet shows that DoD liabilities as of
the Fund Balance with Treasury increase is September 30, 2003, were $1,558.6 billion,
due to cash seized both inside and outside of an increase of $107.3 billion (7%) from

Iraq during Operation Iraqi Freedom. The fiscal year 2002.
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Military Retirement Benefits and Other
Employment Related Actuarial Liabilities
increased $100.8 billion due to expected
changes in liabilities related to interest and
accrual costs, and the net effect of other
actuarial gains and losses such as: changes
in actuarial assumptions including medical
trend and salary increase, revised
methodology for the projection of reservists,
and a new military pay table.

Accounts Payable increased $3.7 billion
which is primarily attributable to increased
spending due to fighting the Global War on
Terrorism, such as conducting Operation
Iraqi Freedom and Operation Enduring
Freedom.

Environmental Liabilities increased

$2.1 billion primarily due to the Department
of the Army’s ongoing efforts to improve
their estimating for closed ranges requiring
environmental restoration.

due to fighting the Global War on
Terrorism. As indicated by the table below,
increases occurred in several major military
programs to support this effort. Most
notably, costs to pay military personnel
increased by $22.2 billion and costs to
operate, maintain, supply and transport
forces increased by $35.7 billion. In
addition, the Department’s military
retirement costs increased $34.3 billion due
to increased actuarial liabilities. The
Consolidating Statement of Net Cost
provides a more detailed breakout of the
Department’s costs.

Costs
Fiscal Fiscal
Year Year Change
Program Type 2003 2002
Billions

Military $108.9 $86.7 $22.2
Personnel
Operation & $176.2 $140.5 $35.7
Maintenance
Procurement $60.0 $57.8 $2.2
Research, $51.1 $42.6 $8.5
Development,
Test &
Evaluation
Military $48.8 $14.5 $34.3
Retirement
Other Program $67.3 $38.1 $29.2
Total $512.3 $380.2 $132.1

Liabilities
Fiscal Fiscal
- Year Year Change
Liability Type 2003 2002
Billions
Military $1,429.6 | $1,328.8 $100.8
Retirement
Benefits and
other
Employment
Related Actuarial
Liabilities
Accounts $28.0 $24.3 $3.7
Payable
Environmental $61.5 $59.4 $2.1
Liabilities
Other Liabilities $39.5 $38.8 $0.7
Total $1,558.6 | $1,451.3 $107.3

Costs. The Consolidated Statement of Net
Cost shows that the total cost of operations
for the Department of Defense for fiscal
year 2003 was $512.3 billion, an increase of
$132.1 billion (35%) from fiscal year 2002.
The increased costs were primarily incurred

Revenues. The Consolidated Statement of
Net Cost shows that the total revenues
received by the Department for fiscal

year 2003 were $25.7 billion. This is a
$3.7 billion (13%) decrease in revenues
received in fiscal year 2002.

The decrease in revenues occurred primarily
due to the amount of interest earned by the
Military Retirement Fund. Interest on
investments for this fund decreased from
$12.4 billion to $10.0 billion due to falling
interest rates on investments held in 2003.

DoD Performance and Accountability Report
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Revenues

($ in billions)
$30.0-
$2o.0—/
/ P $25.7
$10.0-

$0.0

Fiscal Year 2002 Fiscal Year 2003

Budget Authority. This is the authority
provided by law to incur financial
obligations that will result in outlays.
Specific forms of budget authority include
appropriations, borrowing authority,
contract authority, and spending authority
from offsetting collections. The Combined
Statement of Budgetary Resources shows
that the amount of budget authority the
Department had for fiscal year 2003 was
$626.4 billion. This is a $163.8 billion
(35%) increase from fiscal year 2002.
Increased funding to fight the Global War
on Terrorism caused this increase and the
corresponding increases to both obligations
and outlays, which are discussed next.

Obligations. An obligation is a binding
agreement that will result in outlays,
immediately or in the future. Budgetary
resources must be available before
obligations can be incurred legally. The
Combined Statement of Budgetary
Resources shows that obligations made
during fiscal year 2003 were $669.8 billion,
an increase of $121.4 billion (22%) from
fiscal year 2002.

Outlays. An outlay is a payment to
liquidate an obligation (other than the
repayment of debt principal). Outlays
generally are equal to cash disbursements,
but also are recorded for cash-equivalent
transactions, such as the subsidy cost of
direct loans and loan guarantees, and interest
accrued on public issues of public debt.
Outlays are the measure of Government
spending. The Combined Statement of
Budgetary Resources shows that outlays
made during fiscal year 2003 were

$468.6 billion, an increase of $77.0 billion
(20%) from fiscal year 2002.

Statement of Budgetary Resources
($ in billions)

$800.01
$600.0+
$400.0
$200.0

$0.0

Budget Obligations
Authority

Outlays

OFiscal Year 2002 [Fiscal Year 2003
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Compliance with Legal and Regulatory

Requirements

Each year the Department works
aggressively to comply with laws made by
Congress to ensure that the federal
government provides the best possible
service to the American people. Among
these laws are the:

e Chief Financial Officers Act of 1990

e Federal Managers’ Financial Integrity
Act of 1982

e Federal Financial Management
Improvement Act of 1996

e Inspector General Act Amendments of
1988

e Improper Payments Information Act of
2002

e Homeland Security Act of 2002

Chief Financial Officers

Act

The Chief Financial Officers Act requires
federal agencies to prepare auditable annual
financial statements. Each year, the
Department prepares annual financial
statements.

As discussed earlier, several of the
Department’s subordinate agencies have
received a favorable audit opinion on their
financial statements. However, to date, the
DoD-wide statements have received a
disclaimer of opinion from the auditors,

which means the statements are unauditable.

The Department created detailed financial
improvement plans to obtain a favorable
audit opinion on its fiscal year 2007
financial statements. These plans identify
specific corrective actions, costs, and key
milestones for improving the information
reported in the Department’s financial
statements.

During the fiscal year 2002 DoD-wide
financial statement audit, the auditors
highlighted 13 financial statement
weaknesses. The Department informed its
financial statement auditors that two of these
weaknesses relating to military retirement
health care liabilities and problem
disbursements were corrected in fiscal year
2003. A table summarizing the
Department’s remaining 11 financial
statement weaknesses follows:

DoD Performance and Accountability Report

15

Part 1: Management Discussion and Analysis



Financial Statement Description Status
Weakness
Financial DoD-wide systemic deficiencies in | The Department developed the

Management Systems

financial management systems and
business processes result in the
inability to collect and report
financial and performance
information that is accurate,
reliable, and timely.

initial version of a new business
enterprise architecture. The
architecture helps describe how
the Department’s business
processes and systems will
integrate to ensure that accurate
and timely financial information
is readily available for decision
makers. The Department
expects to implement the
financial management portion of
the business architecture and
correct this weakness by

4™ quarter, fiscal year 2006.

Intragovernmental
Eliminations

The inability to reconcile most
intragovernmental transactions
results in adjustments that cannot
be verified.

The Department is actively
working with other federal
agencies to help resolve this
issue. Many of the problems
will be corrected with the
implementation of the
government-wide
intragovernmental transactions
web-based portal and the
Department’s business enterprise
architecture over the next few
years. The Department expects
to resolve this weakness by

4™ quarter, fiscal year 2006.

Accounting Entries

The Department continues to enter
material amounts of unsupported
accounting entries.

The Department has
implemented a training program
to minimize unsupported
accounting entries. Total
elimination of these entries is
contingent upon full
implementation of the
Department’s business enterprise
architecture. The Department
expects to correct this weakness
4™ quarter, fiscal year 2006.
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Financial Statement
Weakness

Description

Status

Fund Balance with
Treasury

A significant amount of
disbursements are not accurately
reported. Uncleared differences
exist between cash transactions
reported by the DoD and Treasury
Department’s records.

The Department strengthened
internal controls for
disbursements through
reconciliation training and
metric tracking to more
accurately record disbursements.
The Department also obtained
legislation to clear old
unreconcilable suspense
accounts and check issue
differences. The Department has
a multi-phase program underway
to enhance system functionality
for improving expenditure
reconciliation and reporting.

The Department expects to clear
this weakness by 4" quarter,
fiscal year 2005.

Environmental
Liabilities

Guidance and audit trails are
insufficient. The inventory of
ranges and operational activities
(landfills, open burning pits, etc.) is
incomplete.

The Department issued guidance
in October 2002 and will issue
additional guidance for on-going
operations within the next few
months. An inventory of ranges
is 95 percent complete and the
operational ranges inventory will
be completed by August 2004.
The Department expects to
correct this weakness by

4™ quarter, fiscal year 2004.

General Property,
Plant and Equipment
(PP&E)

The cost and depreciation of PP&E
is not reliably reported due to (a) a
new accounting requirement that
went into effect in fiscal year 2003
that classifies military equipment as
General PP&E, (b) a lack of
supporting documentation for
PP&E with long useful lives, and
(c) most legacy property and
logistics systems are not

integrated with acquisition and
financial systems and were not
designed to capture the acquisition
cost, cost of modifications and
upgrades or to calculate
depreciation.

The Department implemented
guidance and training to improve
property accountability and
provide better financial
reporting. We developed an
estimation model in coordination
with the Bureau of Economic
Analysis to record a value for the
Department’s military equipment
in fiscal year 2003. We expect
complete and reliable PP&E
reporting by 4 quarter, fiscal
year 2005.
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Financial Statement Description Status
Weakness
Government The cost of DoD property and The Department is working on

Furnished Material
and Contractor

material in the possession of
contractors is not reliably reported

policy and processes to help
correct this weakness.

Acquired Material due to a lack of an integrated Implementation of new policy
reporting methodology with and the Department’s business
industry. enterprise architecture will

eliminate this problem. The
Department expects to correct
this weakness by 4™ quarter,
fiscal year 2005.

Inventory The existing inventory valuation We will publish and implement
method does not produce an policy that changes the
auditable approximation of Department’s inventory
historical cost because the valuation method to moving-
associated gains and losses cannot | average-cost in fiscal year 2004.
be accurately tracked to specific This new policy will allow the
items or purchases. Department to adequately

capture necessary costs, gains,
and losses. This policy and the
implementation of the
Department’s business enterprise
architecture will correct this
weakness by 4 quarter, fiscal
year 2005.

Operating Materials The Department’s systems were The implementation of the

and Supplies designed to expense materials when | Department’s business enterprise
purchased rather than when architecture will correct this
consumed. weakness by 4 quarter, fiscal

year 2005.
Statement of Net Cost | The Statement of Net Cost is not The implementation of the

presented by specific programs that
align with major goals and outputs
described in the Department’s
strategic and performance plans
required by the Government
Performance and Results Act.
Revenues and expenses are
reported by appropriation
categories because financial
processes and systems do not
collect costs in line with
performance measures.

Department’s business enterprise
architecture will correct this
weakness by 4™ quarter, fiscal
year 2006.
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Financial Statement Description Status

Weakness
Statement of The DoD cannot reconcile The implementation of the
Financing budgetary obligations to net cost Department’s business enterprise

adjustments.

without making unsupported architecture will correct this

weakness by 4 quarter, fiscal
year 2006.

Federal Managers’

Financial Integrity Act

The Federal Managers’ Financial Integrity
Act requires federal agencies to assess the
effectiveness of management, administrative
and accounting controls, and financial
management systems. Using self-
assessments as the basis, this Act requires
agency heads to provide an annual statement
of assurance on the effectiveness of the
management controls and to include
material weaknesses found in management
controls that warrant reporting to a higher
level. The Department’s fiscal year 2003
Annual Statement of Assurance is provided
in the Deputy Secretary’s Message at the
front of this report.

Maintaining integrity and accountability in
programs and operations:

(1) 1s critical for good government,

(2) demonstrates responsible stewardship
over assets and resources,

(3) promotes high-quality, responsible
leadership,

(4) enhances the sound delivery of services
to customers, and

(5) maximizes desired program outcomes.

The Department regularly monitors and
aggressively works to improve the
management control effectiveness of its
operations, programs and financial systems.

The Department uses periodic self-
assessments as the basis for the annual
statement of assurance and reports
management control weaknesses relating to
Sections 2 and 4 of this Act. Section 2
requires “internal accounting and
administrative controls that reasonably
ensure costs comply with applicable laws,
assets are safeguarded, and revenue and
expenses are recorded and accounted for
properly.” Section 4 requires that
“accounting systems conform to principles,
standards or related requirements prescribed
by the Comptroller General.”

The Department strongly encourages
forthright reporting of material weaknesses
in management controls on all operations
important to mission accomplishment of
defending our nation from adversaries,
foreign or domestic. As old weaknesses are
corrected, the same number or more may be
found and reported. Therefore, the
outstanding number of uncorrected
weaknesses may not change significantly
from one fiscal year to another. The
Department monitors corrective activities
and does not allow milestone slippage
without justification by senior leaders.

DoD Performance and Accountability Report 19

Part 1: Management Discussion and Analysis




The Department classifies management
control weaknesses into 3 categories:

. Section 2 Material Weaknesses:
Weaknesses in management controls
that warrant reporting to a higher level
and usually affect a single DoD
Component.

2. Section 2 Systemic Weaknesses:
Material Weaknesses that affect
management controls across
organizational and program lines and
usually affect multiple DoD
Components.

3. Section 4 System
Nonconformance Weaknesses:
Systems nonconformance with the
principles, standards or related
requirements prescribed by the
Comptroller General.

Last fiscal year, the Department had 70
uncorrected material weaknesses. In fiscal
year 2003, the Department reported 10 new
weaknesses, corrected 25 weaknesses, and
consolidated the reporting of 15 additional
weaknesses, leaving 40 uncorrected
weaknesses at the end of fiscal year 2003.
Of the 10 new weaknesses, 2 are systemic
and 8 are material weaknesses.

The Department identified nine areas that
affect numerous DoD Components as
systemic weaknesses. The Department
identified the remaining 31 weaknesses as
material weaknesses affecting the individual
component as indicated on the table below.

In fiscal years 2002 and 2003, the
Department reported one Section 4 System
Nonconformance Weakness which
encompasses the entire DoD financial
system noncompliance with control
requirements. The Department also
considers DoD financial system’s
noncompliance as a systemic weakness
affecting multiple DoD Components. In
addition, the auditors have identified DoD
financial systems as a material weakness
under the requirements of the Chief
Financial Officers Act in both

fiscal years 2002 and 2003.

The following table lists the systemic
weaknesses (9), material weaknesses (31),
and system nonconformance weakness (1).
The material weaknesses are further divided
into those adversely affecting the
Department’s financial operations, and those
that adversely affect operations critical to
the core mission of national defense or other
critical DoD function. The systemic
weakness correction dates reflect the
Department’s fiscal year 2003 position.

Section 2 Systemic Weaknesses

1. DoD Financial Management Systems and Processes: DoD financial and business
management systems and processes are not fully integrated and do not Erovide information
that is reliable, timely and accurate. The estimated correction date is 4" Qtr, fiscal

year (FY) 2006.

2. Management of Information Technology and Assurance: DoD needs to better manage
information technology and needs assurance that information technology is adequately
protected. The estimated correction date is 3™ Qtr, FY 2007.
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Section 2 Systemic Weaknesses (Continued)

3. Environmental Liabilities: The DoD has not developed the policies, procedures, and
methodologies needed to ensure that cleanup costs for all of its ongoing and inactive or closed
operations are identified, consistently estimated, and appropriately reported. Site inventories
and cost methodologies to identify budget requirements and financial liabilities continue to
need improvement. The estimated correction date is 1% Qtr, FY 2006.

4. Personnel Security Investigations Program: DoD hiring is adversely affected because
personnel security investigations are backlogged. The estimated correction date is 4" Qtr,
FY 2004.

5. Real Property Infrastructure: The Department has not adequately managed the real
property infrastructure to halt the deterioration or obsolescence of facilities on military
installations. The estimated correction date is 1% Qtr, FY 2006.

6. Contracting for Services: Acquisition oversight is not always adequate when contracting
for DoD services and can result in failure to obtain the best value on individual procurements.
The estimated correction date is 2™ Qtr, FY 2005.

7. Government Card Program Management: Instances of misuse, abuse, and fraud in
respect to purchase and travel card use have been attributed to inadequate DoD emphasis on
proper use of the cards, poorly enforced controls, and lax oversight. The estimated correction
date is 4™ Qtr, FY 2004.

8. Valuation of Plant, Property and Equipment on Financial Reports: The valuation of
general plant, property, and equipment is not always correctly reported. FY 2003 is the first
year DoD reported this as a systemic weakness. The estimated correction date is 4™ Qtr,

FY 2006.

9. Valuation of Inventory on Financial Reports: The valuation of inventory is not always
correctly reported. FY 2003 is the first year DoD reported this as a systemic weakness. The
estimated correction date is 2™ Qtr, FY 2006.

Section 2 Financial Material Weaknesses

Targeted Correction
FY Date
Material Weaknesses First As of As of
Reported | FY 2002 | FY 2003
(Qtr/ FY) | (Qtr/FY)
1. Adequate documentation does not always exist to
support adjustments used to reconcile general ledger st
data to budgetary data. (Defense Finance and 2003 N/A 17/2005
Accounting Service)
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Section 2 Financial Material Weaknesses (Continued)

Targeted Correction
Date

Material Weaknesses

FY
First
Reported

As of
FY 2002
(Qtr / FY)

As of
FY 2003
(Qtr / FY)

2. Policy for recording, reporting, collecting and
reconciling accounts receivable from public and
government sources is not always followed. (Defense
Finance and Accounting Service)

2003

N/A

4™ /2004

3. DoD components do not properly monitor the
estimation of accrued liabilities, when goods and
services are provided. (Defense Finance and
Accounting Service)

2003

N/A

27 /2004

4. Suspense account balances with the Treasury trial
balances are not fully resolved and reconciled. (Defense
Finance and Accounting Service)

1997

4™ /2003

4™ /2004

5. Appropriation balances in the accounting records do
not always balance with the Treasury’s balances and
transaction level reconciliations are not always
performed. (Defense Finance and Accounting Service)

1999

4™ /2003

4™ /2006

6. The actual loss of government funds could not
always be fully identified because of improper
disbursement transaction processing and inadequate
documentation. (Defense Finance and Accounting
Service)

2002

4™ /2003

1%/2004

7. Due to inadequate supporting documents, freight
supply payments are not properly pre-certified before
they are made. (Defense Finance and Accounting
Service)

1999

4™ /2003

4™ /2004

8. Telecommunication invoices are not always certified
and obligations are not pre-validated prior to payment.
(Defense Finance and Accounting Service)

2001

4™ /2003

1%/ 2004

9. Payments less than $2,500 are not always certified
and post payment audits are not always performed on
electronic vendor payments to verify that the supporting
documentation is correct. (Defense Finance and
Accounting Service)

2002

4™ /2003

4™ /2004
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Section 2 Financial Material Weaknesses (Continued)

Section 2 Non-Financial Material Weaknesses

Targeted Correction
FY Date
Material Weaknesses First As of As of
Reported | FY 2002 | FY 2003
(Qtr / FY) | (Qtr/ FY)
10. Accounts receivable and accounts payable need to
be actively managed and reduced to acceptable levels. 2002 4™ /2003 | 4™ /2004
(Defense Logistics Agency)
11. Adequate management controls were not in place to
detect or prevent disbursements in excess of obligations. th nd
(Office of the Under Secretary of Defense for 1994 47/2003 | 27/2004
Comptroller)
12. The military pay system has made invalid payments
resulting in members separating from service in debt. 2003 N/A 4™ /2004
(Defense Finance and Accounting Service)

Targeted Correction

FY Date
Material Weaknesses First As of As of
Reported | FY 2002 | FY 2003
(Qtr/FY) | (Qtr/FY)

13. DoD’s capital investment process for information
technology does not confirm that the best investments
are selected, that they deliver expected benefits, or that 2002 4™ /2004 | 4™ /2004
the final product or service delivers what DoD expects.
(Defense Information Systems Agency)
14. Procedures are not always adequate to ensure that
the prices paid for contracts are reasonable. (Defense 2001 39/2003 | 4™ /2004
Logistics Agency)
15. Payments for fuel charges incurred as part of the
DoD Fleet Card have been delinquent. (Defense 2002 4™ /2003 | 4™ /2004
Logistics Agency)
16. Controls for assessing which employees can receive
mass transit benefits are not always adequate. (Defense 2003 N/A 4™ /2004
Logistics Agency)
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Section 2 Non-Financial Material Weaknesses (Continued)

Targeted Correction
FY Date

Material Weaknesses First As of As of

Reported | Fy 2002 | FY 2003
(Qtr / FY) | (Qtr/FY)

17. Lack of oversight and guidance for cooperative
programs with other countries has placed DoD’s funds
at risk of being allocated unnecessarily. (Defense
Threat Reduction Agency)

2002 4™ /2003 | 4" /2004

18. Better controls are needed to properly account for
proceeds from submarine dismantlement scrap revenues. 2001 4™ /2003 | 4™ /2004
(Defense Threat Reduction Agency)

19. Not all DoD components have completed essential
continuity of operations plans. (Defense Threat 2002 4™ /2003 | 1%/2004
Reduction Agency)

20. Existing controls did not ensure that incidents of
sexual assault among the cadet population were 2003 N/A 4" /2005
prevented or reported. (Air Force)

21. Responsible DoD officials failed to secure host
nation telecommunications agreements necessary to
maximize the combat effectiveness of warfighters.
(Air Force)

1999 4™ /2004 | 41 /2004

22. Controls over management of spare parts were not
always adequate to meet the warfighter mission. 1999 4™ /2005 | 4™ /2005
(Air Force)

23. Better controls over efforts to provide safe areas
surrounding air installations are needed to minimize
public exposure from the hazards of aircraft operations.
(Air Force)

2000 4™ /2004 | 4% /2005

24. DoD has not established guidance or effective
controls for processing line of duty and incapacitation
pay, which adversely affects reservists who attempt to 2002 4" /2004 | 4%/ 2005
receive benefits after their duty obligation is met.
(Army)
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Section 2 Non-Financial Material Weaknesses (Continued)

Targeted Correction

FY Date

Material Weaknesses First
Reported

As of As of
FY 2002 | FY 2003
(Qtr / FY) | (Qtr/FY)

25. Current processes for managing workload, linking
workload to dollars required, or predicting future
manpower requirements have not been established.
(Army)

1997 4" 2005 | 4M/2005

26. Processes for reporting the readiness for going to " '
war are not always accurate and consistent. (Navy) 2002 4™ /2003 | 3%/2004

27. Some procedures for projecting training
requirements have not been adequate, causing inefficient
use of training resources and lost operational work
years. (Navy)

1999 4% /2005 | 4% /2006

28. Better management of Active and Reserve
recruiting functions is needed to maintain a ready force. 2001 4™ /2003 | 4™ /2004
(Navy)

29. Controls were not adequate to ensure that the
program manager of the Joint Chemical Agent
Detector—an Acquisition Category III program—
reported cost breaches to the acquisition program
baseline. (Office of the Under Secretary of Defense for
Acquisition, Technology, and Logistics)

2003 N/A 1%/2004

30. DoD risks improperly storing Privacy Act
information on systems. (DoD Counterintelligence 2003 N/A 4% /2004
Field Activity)

31. Automated management tools are needed to ensure
accountability of Reserve Component personnel from
home station to duty station and back home. (Army) 1988 4" 72003 | 41/ 2004
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Section 4 System Nonconformance Weakness

Targeted
FY Correction
Material Weakness First
Reported Date

(Qtr / FY)
1. DoD Financial Management Systems: “Convoluted”
business processes that include superfluous process steps—driven
by overlapping accounting, operational, and organizational 1998 4% 12006
structures; and further complicated by aged and disparate
systems—have caused an inability to consistently provide reliable
financial and managerial data for effective decision-making.

Federal Financial
Management Improvement

Act

The Federal Financial Management
Improvement Act requires federal agencies
to conform to the United States Government
Standard General Ledger, comply with all
applicable federal accounting standards,
establish financial management systems that
meet government-wide standards and
requirements, and support full disclosure of
federal financial data, including the costs of
federal programs and activities.

The Department does not fully comply with
these requirements. However, as part of the
Business Management Modernization
Program, the Department teamed with IBM
to develop an initial version of the business
enterprise architecture in April 2003 to help
transform our business processes and
systems. The architecture helps describe
how the Department’s business processes
and systems will integrate to ensure accurate
and timely financial information is readily
available for decision makers. When the
architecture is fully implemented, the

Department expects to meet all the
requirements of this Act.

Inspector General Act

Amendments

The Inspector General Act Amendments
require explanation for all audit reports with
recommendations open for more than 1 year.
As of September 30, 2003, the Department
had 218 audit reports open for more than

1 year. The total amount of monetary
benefits that the Department can realize by
implementing recommendations from these
reports is $821 million. The Department
closed out and implemented
recommendations from 131 audit reports in
fiscal year 2003 with claimed monetary
benefits of $777 million.

Improper Payments

Information Act

The Improper Payments Information Act
requires federal agencies to report payments
that should not have been made or that were
made in an amount different than that
required by law, regulation or contract. The
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Office of Management and Budget Circular
A-11, “Preparation, Submission and
Execution of the Budget,” includes
provisions implementing this Act.

In accordance with these provisions, the
Department is reviewing all programs and
activities and identifying those which are
susceptible to significant improper
payments. The Department will then
estimate the amount of improper payments
and establish goals to reduce the amount of
these payments. Programs that meet the
threshold criteria established in this
guidance will be reported in next year’s
report. Those not meeting the criteria will
be tracked internally to ensure that all cost-
effective measures are being taken to
minimize the amount of improper payments.

For fiscal year 2003, the Office of
Management and Budget Circular A-11
requires the Department of Defense to report
improper payments for only two programs:
Military Health Benefits and Military
Retirement.

Military Health Benefits. The military
health benefits program has numerous
prepayment and postpayment controls built
into the claims processing system to
minimize improper payments.

One control is the claims edit system, which
rebundles services that should be billed
under a single comprehensive procedure
code, but are broken out by medical service
providers to increase reimbursement. This
is a fraudulent practice condemned by
national professional medical organizations.

An example of this practice is with a
hysterectomy which bills out at a single
comprehensive code that might pay $3,500.
An unbundled claim would list multiple
services to include exploratory surgery,

tying of tubes, lysis of adhesions, and other
procedures that would result in a payment of
more than $10,000.

A cost avoidance of $74 million was
realized in fiscal year 2002 and a cost
avoidance of $143 million is projected for
fiscal year 2003 as a result of military health
benefits program rebundling edits.

The Department projected $53.484 million
of improper payments (underpayments and
overpayments) for the military health
benefits program—purchased care
program—in fiscal year 2003. This
represents an error rate of approximately
1.36% of the $3.9 billion in military health
benefits program payments made during
fiscal year 2003.

Military Retirement. The Department
conducts various types of prepayment and
postpayment reviews for military retirement
payments. One example is that all payments
more than $9,000 made to retirees and more
than $5,500 made to annuitants are
reviewed. Another example is a monthly
review of the retired pay file for similar
social security numbers to minimize
duplicate payments.

The Department projected $33.087 million
of improper payments (underpayments and
overpayments) for the Military Retirement
Program in fiscal year 2003. This represents
an error rate of 0.1% of the $32.7 billion in
military retirement payments made during
fiscal year 2003.

Homeland Security Act

This Act established the Department of
Homeland Security and requires certain
functions being performed by other federal
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agencies to be transferred to the Department
of Homeland Security. In accordance with
the provisions of this Act, the Department of
Defense transferred two programs and their
corresponding budgetary resources to the
Department of Homeland Security in fiscal
year 2003.

The Department of Defense transferred
$1.022 billion in budgetary resources to the
Department of Homeland Security. The
breakout for these transfers follows:

e $416.5 million from DoD Bioterrorism
Initiatives funds

e $400.0 million from the Iraqi Freedom
Fund

e $75.6 million from the Defense
Emergency Response Fund

e $130.7 million for the National
Communication System

These budgetary resources will be used to
pay for salary, benefits, contract, travel,
supplies, and other program costs at the
Department of Homeland Security.
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President’s Management Agenda

The Department
continues progress
towards
accomplishing
President George W.
Bush’s Management
Agenda. The goal of
this Agenda is to
improve performance
in five key federal
management areas:

o 344 ol
White House photo by Eric Draper

1. Strategic Human Capital
Management is the transformation of how
we employ, deploy, develop and evaluate
the workforce. It places the right people in
the right jobs to most effectively perform
the work of the organization. Progress is
achieved by meeting various objectives,
such as aligning human capital strategies
with mission goals and developing a
results-oriented performance culture that
rewards those who achieve desired results
and correct performance deficiencies.

2. Competitive Sourcing is a process
used to determine if a government function
should be contracted out. Its objective is to
improve the efficiency and effectiveness of
activities the government performs so that
taxpayers get more value for their tax
dollar. Progress is measured by aspects,
such as how well agencies implement
competitive sourcing plans and the amount
of cost savings realized.

3. Improving Financial Performance
involves improving the quality and
timeliness of financial information so that
it can be used to reduce waste, fraud, and
abuse and manage federal programs more
effectively. Progress is achieved by
meeting various objectives such as
maintaining financial systems that meet
federal requirements and obtaining
favorable audit opinions on financial
statements.

4. Expanding Electronic Government is
designed to make better use of information
technology investments to eliminate
wasteful federal spending, reduce
government’s paperwork burden on
citizens and businesses, and improve
government response time to citizens.
Progress is made by implementing
government-wide or citizen-focused
information technology systems, and
developing business cases to support
funding for all major system purchases.

5. Budget and Performance Integration
seeks to link budget decisions to program
performance. It gives dollars to programs
that work and invokes reform, constraint,
or cancellation of programs that do not
work. Progress is attained by improving
performance plans and results
measurement, generation of regular reports
that track spending to actual performance
and outcome goals.
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The Department’s progress and current
status ratings against the President’s
management goals in these five key federal
management areas are depicted in the chart
below. The scorecard employs a simple
grading system: green for success, yellow
for mixed results, and red for unsatisfactory.

The Department aggressively works each of
these five key federal management areas and
is making progress in each area. The
Department improved its Current Status for
Human Capital, Competitive Sourcing, and
Budget and Performance Integration from
red in fiscal year 2002 to yellow for fiscal
year 2003.

The improvement for Human Capital was
primarily the result of the Department
executing its strategic plan by developing a
de-layered, mission focused, and cost-
effective organizational structure.

The improvement in the Competitive
Sourcing initiative occurred because the
Department achieved its goal of competing at
least 15% (67,800) of its commercial
functions (452,000) with the private sector.

The improvement for Budget and
Performance Integration occurred due to the
Department’s implementation of the Office
of Management and Budget’s Program
Assessment Rating Tool for more than 20%
of DoD’s programs in the fiscal year 2004
budget. This Tool assigns performance
scores to these programs and will eventually
be used as a basis for management’s funding
decisions.

President’s Management Agenda Initiative | Current Status | Progress
Strategic Human Capital Management Yellow Green
Competitive Sourcing Yellow Yellow
Improving Financial Performance Red Green
Expanding Electronic Government Red Green
Budget and Performance Integration Yellow Green
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Performance Information

Annual Performance

Goals and Results

As discussed in Part 1, “Management
Discussion and Analysis,” the Department
established fiscal year 2003 performance
goals that display leading performance
trends and demonstrate how well the
Department is progressing toward achieving
its strategic performance goals. These
measures meet the conditions of the
Government Performance and Results Act
of 1993. Key performance results for fiscal
year 2003 are provided below. Part 5,
“Appendix A,” of this report displays
detailed information on these measures.

The performance goals, measures, and
results mentioned below portray only some
of the Department’s fiscal year 2003
performance measures used to manage risk
during the year. Performance results for all
measures were not available in time for
publication. However, they will be included
in next year’s report. In addition, the 2003
Annual Defense Report (http://www.
defenselink.mil/execsec/adr2003/) describes
the Department’s ongoing efforts to develop
additional performance measures and to
further refine and improve the suite of
metrics used to manage DoD’s performance.

Reducing Force Management Risk

Outcome Goal: Maintain Manning Levels
of Military Forces. The following graph
displays the percentage variance for the
number of military personnel—both active

% Variance

duty and reserves—authorized and those
actually on-board. Consistent with statutory
requirements, the Department's goal is to be
within 2% of the number of military
personnel authorized by Congress. The
Department met this goal the past 4 years,
but did not meet the goal for fiscal year
2003. By authority granted by executive
order and law, the statutory requirements
were waived, and Services exceeded the
authorized number of personnel in order to
have sufficient forces to fight the Global
War on Terror.

Military Personnel
(Actual vs. Authorized)
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Outcome Goal: Meet Military Recruiting
Goals. The Department’s goal is that at
least 90% of new military recruits have a
high school diploma and that at least 60%
have an Armed Forces Qualification Test
(AFQT) score at or above the average score
of 50. In the aggregate, the Department met
these goals for fiscal year 2003, which is the
12" year in a row that the Department has
met its aggregate level goals. The Military
Departments’ Active Component exceeded
the high school diploma graduates goal and
the AFQT score goal for fiscal year 2003.
The Reserve Component did meet the AFQT
score goal, but the Army National Guard
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and Naval Reserve achieved only 84% high
school diploma graduates, and the Air
National Guard was unable to report a
satisfactory rate of high school diploma
graduates due to data system difficulties.

Military Recruiting
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Outcome Goal: Meet Military Retention
Goals. To maintain adequate force levels
the Department actively monitors military
retention trends. In the Active Component,
the Department measures the retention rates,
which is generally defined as the number of
service members who elect to extend their
commitments as a percentage of those
eligible to reenlist. In the Reserve
Component, the Department tracks attrition
rates, which is the total number of Reserve
Component personnel who leave service
during the year divided by the average
number of personnel on board for the year.

In fiscal year 2003, the Army and Navy met
or exceeded all of their retention goals, but
the Air Force and Marine Corps missed
some of their goals. We expect the effects
of an improving economy and the waning
emotional patriotic high of decisive victory
in Operation Iraqi Freedom will combine to
increase pressure on our retention programs.

In addition, the Department met its fiscal
year 2003 Reserve Component attrition

60% 7
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40% 1
30%
20%
10%

goals, in the aggregate, with an overall
attrition rate of 18.4% —the lowest since
1991. This was primarily due to the Reserve
Component’s ongoing support of the war on
terrorism, as well as the implementation of
“stop loss” programs that minimize attrition
in certain military positions.

Outcome Goal: Satisfaction with Military
Health Care. The Department’s fiscal
year 2003 goal was to meet or exceed the
private sector civilian average for
satisfaction with health plan (59%). While
there has been substantial improvement in
DoD’s health plan satisfaction in fiscal

year 2003 (from 46% to 51%), it did not
meet the private sector civilian average,
which also increased significantly during
fiscal year 2003. One significant reason for
DoD’s improvement is better performance
in the area of claims processing, where 99%
of the claims are being processed within 30
days, compared to 97% for fiscal year 2002.
In addition to claims processing, customer
service and access to medical service
improvements will be needed to achieve the
ultimate goal of meeting and exceeding the
civilian average.

"Very Satisfied" with Military Health Plan
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Reducing Operational Risk

Outcome Goal: Joint Operations
Concepts. The Joint Operations Concepts
will describe how the Joint Force, to include
the Army, Navy, Air Force, Marines and
Special Operations forces, intends to operate
across the entire range of military operations
within the next 15 to 20 years. The Joint
Operations Concepts were chartered to
identify seven desired attributes and eight
common core capabilities of the future joint
military force. It links the strategy to
capability-based planning, creates joint
experimentation and transformation
roadmaps, and is the foundation for
developing and improving capabilities
across the domains of air, land, sea, space,
and information.

During 2003, the Department’s Joint
Operations Concepts were approved and
four subordinate Joint Operating Concepts
were developed: major combat operations,
stability operations, homeland security, and
strategic deterrence. The Department also
defined five joint functional concepts:
battlespace awareness, joint command and
control, force application, focused logistics,
and protection. These concepts will be sent
to the Secretary of Defense for final
approval in February 2004.

Outcome Goal: Security Cooperation.
Prior to 2001, program plans for conducting
overseas security cooperation activities,
such as combined military exercises and
military-to-military exchanges, were
collected in Theater Engagement Plans
prepared by the regional Combatant
Commands. Theater Engagement Plan
activities were linked to resources via a
database that was only fiscally quantitative

in nature. The Theater Engagement Plans
did not describe how Combatant Command
activities aligned with activities managed by
the Defense Agencies. Accordingly, two
years ago, the Department decided to
restructure this approach and refocus the
efforts of the Combatant Commands, the
Military Departments, and Defense
Agencies around a set of common regional
security cooperation goals.

In April 2003, the Department issued new
security cooperation guidance intended to
guide the Department—and specifically the
Combatant Commands—in developing
fiscal year 2004 strategies that include
qualitative performance goals. The
Department will also develop quantitative
measures of effectiveness that will be
incorporated into the security cooperation
strategies by fiscal year 2005.

Outcome Goal: Defense Readiness
Reporting System: For many years, we
have relied primarily on the classified
Global Status of Resources and Training
System reports maintained by all the
military departments to track actual
personnel levels, equipment stocks, and
training performance against Military
Department identified benchmarks.
However, this System does not capture
performance information for joint missions
or for the full range of missions beyond a
major regional contingency, such as those
required to prosecute a successful war on
terrorism.

Accordingly, the Department has undertaken
a fundamental overhaul of its readiness
reporting process. The Defense Readiness
Reporting System successfully completed a
proof-of-concept demonstration in fiscal
year 2003, which prompted the Department
to issue implementing guidance for these
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modern readiness assessment tools. This
guidance contains specific activities for all
DoD Components to begin implementing
the vision behind Department-wide
readiness.

The Department also began testing several
automated tools to assess operational risk
and measure shortfalls. These tools further
highlight the shortcomings of current
readiness systems. The results from these
assessments, performed in days rather than
the weeks needed by current processes,
demonstrate significant promise in shaping
the Department’s readiness discussions in
preparation for future contingencies. The
Department selected a prime contractor to
develop and implement the Enhanced Status
of Resources and Training System with
initial operational capability in fiscal

year 2004 and full operational capability
during fiscal year 2007. The Department
has established performance goals to track
the activities required to successfully
implement this system Department-wide.

Reducing Future Challenges Risk

Outcome Goal: Experiment with New
Warfare Concepts. The Department is
crafting a Joint Experimentation Campaign
Plan that will explore concepts developed
both inside and outside of the Department
that could improve how the Department
commands and controls joint forces across
the battle space in cities, jungles, mountains,
or forests. Our goal is to set in motion a
process of continuing transformation and a
culture that will keep the United States
several steps ahead of any potential
adversaries.

In March 2003, we completed a
Department-wide evaluation of the lessons-
learned from Millennium Challenge 2000,
the first joint exercise conducted by U.S.
Joint Forces Command. In June 2003, the
Chairman of the Joint Chiefs of Staff
published joint experiment performance
goals for fiscal years 2004 and 2005.

Also during fiscal year 2003, the
Department’s lead for joint experimentation,
the U.S. Joint Forces Command, co-
sponsored wargames and experiments with
the Navy and the Army. In addition, U.S.
Joint Forces Command conducted its own
joint experiment. Each of these events
focused on new warfighting concepts—the
joint operational concepts and joint
functional concepts described under
Operational Risk earlier—that are part of the
Department’s transformation process. In
December 2003, the Department completed
its draft update of the Joint Experimentation
Campaign Plan for fiscal year 2004.

Outcome Goal: Establish a Standing
Joint Force Headquarters. The concept of
organizing forces under a joint task force
commander has been used to great effect
since the Gulf War of 1990. However, each
time we respond to a crisis, we must create
these joint organizations from scratch,
siphoning people and equipment from other
commands—and when the emergency is
over, these high-functioning units disband.

The Department is in the process of creating
permanent joint headquarters for each of our
combatant commands worldwide. These
headquarters will be equipped with the most
capable command, control, computers,
communications, intelligence, and
surveillance assets we have available. The
permanent staff will be trained to a common
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standard and be expert about how joint
forces function in battle.

In fiscal year 2003, the Department
established a Functional Capability Review
board, chaired by the Commander, U.S.
Joint Forces Command to oversee
implementation of the Standing Joint Force
Headquarters. The U.S. Joint Forces
Command developed a prototype and
defined standard operating procedures for
the Standing Joint Force Headquarters. The
model concept for a Standing Joint Force
Headquarters will be ready for testing by the
end of fiscal year 2004, with the goal of
fielding the model globally to regional
Combatant Commands during fiscal

year 2005.

Outcome Goal: Transform DoD
Training. The dramatic transformation of
America’s strategic environment demands
an equally dramatic transformation in how
we prepare the force. Accordingly, the
Department must also transform the
methods used to train its military forces. On
June 10, 2003, the Deputy Secretary of
Defense signed the training transformation
implementation plan (www.t2net.org). This
plan provides a road map to developing and
fielding dynamic, capabilities-based training
to Active and Reserve Components; federal,
state, and local agencies; and our
international security partners, including
nongovernmental organizations.

The Department completed one of three
tasks scheduled for fiscal year 2003 by
restructuring the implementation plan to
focus on measuring training outputs instead
of tracking ongoing developmental
activities. Accordingly, beginning in fiscal
year 2004, the Department will begin using
output-oriented performance metrics to track

progress toward achieving the goals outlined
in the training transformation plan.

Outcome Goal: Monitor the Status of
Defense Technology Objectives.
Technological superiority has been, and
continues to be, a cornerstone of the national
military strategy. Technologies such as
radar, jet engines, nuclear weapons, night
vision, smart weapons, stealth, the Global
Positioning System, and vastly more capable
information management systems have
changed warfare dramatically. Maintaining
this technological edge has become even
more important as the size of U.S. forces
decreases and high-technology weapons are
now readily available on the world market.

The Department’s investments in science
and technology are focused and guided
through a series of Defense Technology
Objectives. Each of these objectives
highlights a specific technological
advancement that will be developed or
demonstrated, the anticipated date the
technology will be available, and the
specific benefits that should result from the
technological advance.

Every two years, independent peer review
panels composed of approximately six
experts in relevant technical fields assess the
Defense Technology Objectives for each
program. At least two-thirds of the team
members are from academia, private
industry, and other U.S. Government
agencies. The reviews are conducted
openly; observation by stakeholders is
welcomed. The teams assess progress
against three factors—technical approach,
funding, and technical progress.

The independent peer review panel rated
96% of the Department’s Defense
Technology Objectives as progressing
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satisfactorily for fiscal year 2003. This is
well above the Department’s goal of 70%.
The Department has greatly exceeded this
goal for several years now, however, due to
the inherent high risk of failure in
technology development, the goal will be
maintained at 70%.

Reducing Institutional Risk

Outcome Goal: Reduce Major Defense
Acquisition Program Cycle Time.
Acquisition cycle time is the elapsed time, in
months, from program initiation until the
system attains initial operational
capability—that is, when the product works
as designed and is fielded to operational
units. The Department measures the
average cycle time across all major defense
acquisition programs (new equipment or
material systems that cost more than

$365 million in fiscal year 2000 constant
dollars to research and develop, and more
than $2 billion to procure and field).

Since more than a third of the annual
defense budget goes to buying and operating
major weapons systems, the Department
must understand how quickly new
technologies are moving from the drawing
board to the field. This performance
measure is a leading indicator of technology
transfer—typically, the faster a program
moves toward fielding, the quicker
associated operational improvements can be
introduced to the force, and the easier it is to
control overall program costs.

During the 1960s, a typical acquisition took
7 years (84 months) from initiating research
and development activities to achieving
initial operating capability. By 1996, a
similar acquisition required 11 years (132

months) from program start to initial
operating capability. To reverse this trend,
we have set a goal for reducing the average
acquisition cycle time for major defense
acquisition programs started since 1992.
The goal is to reduce the cycle by 25%—to
less than 99 months or about 8 years. Over
the long term, we want to cut average cycle
time to less than 5-1/2 years (66 months) for
all major defense acquisition programs
started after fiscal year 2001. To achieve
that objective, the Department is introducing
improvements to development and
production schedules similar to those it
initiated for managing system performance
and cost.

The Department restructured a significant
number of programs during fiscal year 2003.
In addition, during the program and budget
reviews, several programs, such as the Black
Hawk helicopter upgrade, Land Warrior
soldier system, and the Wideband Gapfiller
Satellite, were realigned to improve
schedule estimates, which extended their
cycle times. Although only a few such
programs were extended, this caused the
Department’s overall average cycle time to
increase from 103 months in fiscal

year 2002 to 104 months in fiscal year 2003.

Outcome Goal: Reduce Percentage of
DoD Budget Spent on Infrastructure.
The share of the defense budget devoted to
infrastructure is one of the principal
measures the Department uses to gauge
progress toward achieving its infrastructure
reduction goals. A downward trend in this
metric indicates that the balance is shifting
toward less infrastructure and more mission
programs. The Department estimates that it
allocated about 42% of the defense’s budget
to infrastructure activities in fiscal

year 2003, down from 44% last year.
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Percentage of DoD Budget Spent on
Infrastructure (lagged indicator)
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(Note: This is a lagged indicator since the
Department updates the percentage of the
budget spent on infrastructure each time the
President’s budget projections are revised.
Also, the Department normalizes previous
years’ data to adjust for the effect of
definitional changes that may generate
inaccurate data. Because of these
adjustments, there may be slight shifts
upward or downward in previously reported
results.)

Outcome Goal: Fund to a 67-Year
Recapitalization Rate by 2007. The
Facilities Recapitalization Metric measures
the rate at which an inventory of facilities is
being “recapitalized”—that is, modernized
or restored. Recapitalization may mean a
facility has been totally replaced or
recapitalization can occur in increments over
time, until the facility is upgraded
sufficiently to meet acceptable standards.

The Department’s recapitalization
performance goal is based on the average
expected service life of its overall facilities
inventory. For example, the expected
service life of a pier is 75 years, and the
expected service life of a dental clinic is 50
years—provided the facilities are fully
sustained during that time. The average of

all expected service life benchmarks,
weighted by the value of the facilities
represented by each benchmark, is 67 years.

The Department had a recapitalization rate
of 149 years for fiscal year 2003 and has
made progress in reducing the 200+ year
recapitalization rate average in 1999.
However, it is still well above the goal of a
67-year recapitalization rate.

Facilities Recapitilization Rate
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Outcome Goal: Eliminate Inadequate
Family Housing by 2007. As part of our
commitment to improving the quality of life
for service members and their families, the
Army, Navy, and Marine Corps are
committed to eliminating inadequate family
housing by the end of fiscal year 2007; the
Air Force will reach that goal within the
continental United States in 2008 and
overseas by 2009.

Each military department has developed a
Family Housing Master Plan that outlines,
by year, what needs to happen to achieve
these goals within the Department’s

$4 billion annual budget for military
housing.

To date, the Department has upgraded about
38,000 family housing units through
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privatization. During fiscal year 2003, more
than 14,000 family housing units were
revitalized, demolished, or placed in the
hands of private-sector firms for
refurbishment and management. However,
129,955 (51%) of all family housing units
lived in by service members during fiscal
year 2003 rate as “inadequate” because they
needed a major repair, a key component
(like a furnace or kitchen) replaced, or were
so rundown they needed complete
renovation.

Number of Inadquate Family Housing Units

\\\.

200,000

150,000 -

100,000 -

50,000

2000 2001 2002 2003

Outcome Goal: Reduce Customer

Wait Time to 15 days, on Average, by
fiscal year 2004. In the past, good logistics
performance meant holding large
inventories—today, all Military
Departments have agreed on a common set
of business rules for monitoring the
performance of the entire logistics
enterprise. As part of this common set of
business rules, the Department measures
internal DoD customer wait time to assess
its logistics performance. Customer wait
time is modeled after commercial industry
best practices. Customer wait time is
measured as the elapsed time from order to
receipt when a customer orders supplies or
materials. This measure allows the

Department to monitor the time it takes to
fulfill these orders, which indicates the
entire logistics system’s responsiveness to
internal DoD customers’ needs.

As of June 30, 2003, the Department’s fiscal
year 2003 customer wait time was 19 days.
The Department projects that it will not
meet its 16 days goal for fiscal year 2003.
This is mainly due to the increase in demand
for critical items and delays in closing out
transactions caused by Operation Iraqi
Freedom.
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Department of Defense

Agency Wide

CONSOLIDATED BALANCE SHEET

As of September 30, 2003 and 2002
($ in Millions)

2003 Consolidated

2002 Consolidated

Restated
1. ASSETS (Note 2)
A. Intragovernmental:
1. Fund Balance with Treasury (Note 3)
a. Entity $ 251,544 1 $ 205,278.8
b. Non-Entity Seized Iraqi Cash 278.1 0.0
c. Non-Entity-Other 239.8 537.4
2. Investments (Note 4) 205,376.0 180,804.5
3. Accounts Receivable (Note 5) 1,066.6 1,121.9
4. Other Assets (Note 6) 105.0 0.1
5. Total Intragovernmental Assets 458,609.6 387,742.7
B. Cash and Other Monetary Assets (Note 7) 1,534.9 742.7
C. Accounts Receivable (Note 5) 7,299.9 6,341.9
D. Loans Receivable (Note 8) 64.0 44 .2
E. Inventory and Related Property (Note 9) 194,174 1 146,198.6
F. General Property, Plant and Equipment (Note 10) 446,308.9 122,569.7
G. Investments (Note 4) 217.8 0.0
H. Other Assets (Note 6) 21,729.6 18,245.8
2. TOTAL ASSETS $ 1,129,938.8 $ 681,885.6
3. LIABILITIES (Note 11)
A. Intragovernmental:
1. Accounts Payable (Note 12) $ 101.3 $ 85.8
2. Debt (Note 13) 698.2 874.3
3. Environmental Liabilities (Note 14) 0.0 0.0
4. Other Liabilities (Note 15 & Note 16) 9,739.1 8,213.6
5. Total Intragovernmental Liabilities 10,538.6 9,173.7
B. Accounts Payable (Note 12) $ 27,863.8 24,182.4
C. Military Retirement Benefits and Other Employment- 1,429,565.5 1,328,826.5
Actuarial Liabilities (Note 17)
D. Environmental Liabilities (Note 14) 61,490.6 59,353.1
E. Loan Guarantee Liability (Note 8) 25.9 10.8
F. Other Liabilities (Note 15 & Note 16) 29,109.3 29,795.3
G. Debt Held by Public (Note 13) 0.0 0.0
4. TOTAL LIABILITIES $ 1,558,593.7 $ 1,451,341.8
5. NET POSITION
A. Unexpended Appropriations (Note 18) $ 192,955.8 $ 177,282.6
B. Cumulative Results of Operations (621,610.7) (946,738.8)
6. TOTAL NET POSITION (428,654.9) (769,456.2)
7. TOTAL LIABILITIES AND NET POSITION 1,129,938.8 681,885.6
DoD Performance and Accountability Report 39 Part 3: Financial Information



Department of Defense

Agency Wide

CONSOLIDATED STATEMENT OF NET COST

For the periods ended September 30, 2003 and 2002
($ in Millions)

2003 Consolidated

2002 Consolidated

Restated
1. Program Costs
A. Intragovernmental Gross Costs $ 11,748.3 10,714 .1
B. (Less: Intragovernmental Earned Revenue) (13,239.0) (15,586.8)
C. Intragovernmental Net Costs $ (1,490.7) (4,872.7)
D. Gross Costs With the Public 526,288.4 398,956.8
E. (Less: Earned Revenue From the Public) (12,507.1) (13,876.7)
F. Net Costs With the Public $ 513,781.3 385,080.1
G. Total Net Cost $ 512,290.6 380,207 .4
2. Cost Not Assigned to Programs 0.0 0.0
3. (Less:Earned Revenue Not Attributable to Programs) 0.0 0.0
4. Net Cost of Operations $ 512,290.6 380,207.4
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Department of Defense
Agency Wide

CONSOLIDATED STATEMENT OF CHANGES IN NET POSITION

For the periods ended September 30, 2003 and 2002
(% in Millions)

2003 Consolidated

2002 Consolidated

Restated
CUMULATIVE RESULTS OF OPERATIONS
1. Beginning Balances $ (946,947.7) (874,049.9)
2. Prior period adjustments (+/-) 383,283.8 (61,760.0)
3. Beginning Balances, as adjusted (563,663.9) (935,809.9)
4. Budgetary Financing Sources:
4.A. Appropriations received 0.0 0.0
4.B. Appropriations transferred-in/out (+/-) 0.0 0.0
4.C. Other adjustments (rescissions, etc) (+/-) (13.0) 0.0
4.D. Appropriations used 457,461.9 361,217.8
4.E. Nonexchange revenue 931.2 1,236.5
4.F. Donations and forfeitures of cash and cash equivalents 24.4 241
4.G. Transfers-in/out without reimbursement (+/-) 1,329.2 (706.7)
4 H. Other budgetary financing sources (+/-) (2,867.4) 3,2255
5. Other Financing Sources:
5.A. Donations and forfeitures of property 4.6 0.3
5.B. Transfers-in/out without reimbursement (+/-) (6,702.1) 744.3
5.C. Imputed financing from costs absorbed by others 3,866.9 3,520.0
5.D. Other (+/-) 308.1 16.7
6. Total Financing Sources 454,343.8 369,278.5
7. Net Cost of Operations (+/-) 512,290.6 380,207.4
8. Ending Balances $ (621,610.7) (946,738.8)
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Department of Defense
Agency Wide

CONSOLIDATED STATEMENT OF CHANGES IN NET POSITION
For the periods ended September 30, 2003 and 2002

($ in Millions)

2003 Consolidated

2002 Consolidated

Restated
UNEXPENDED APPROPRIATIONS
1. Beginning Balances $ 177,282.6 163,190.6
2. Prior period adjustments (+/-) 0.0 1,553.3
3. Beginning Balances, as adjusted 177,282.6 164,743.9
4. Budgetary Financing Sources:
4.A. Appropriations received 477,036.7 365,636.4
4.B. Appropriations transferred-in/out (+/-) 1,217.8 9,389.2
4.C. Other adjustments (rescissions, etc) (+/-) (5,137.1) (2,707.4)
4.D. Appropriations used (457,444 .2) (359,779.5)
4.E. Nonexchange revenue 0.0 0.0
4.F. Donations and forfeitures of cash and cash equivalents 0.0 0.0
4.G. Transfers-in/out without reimbursement (+/-) 0.0 0.0
4 H. Other budgetary financing sources (+/-) 0.0 0.0
5. Other Financing Sources:
5.A. Donations and forfeitures of property 0.0 0.0
5.B. Transfers-in/out without reimbursement (+/-) 0.0 0.0
5.C. Imputed financing from costs absorbed by others 0.0 0.0
5.D. Other (+/-) 0.0 0.0
6. Total Financing Sources 15,673.2 12,538.7
7. Net Cost of Operations (+/-) 0.0 0.0
8. Ending Balances $ 192,955.8 177,282.6
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Department of Defense
Agency Wide

COMBINED STATEMENT OF BUDGETARY RESOURCES
For the periods ended September 30, 2003 and 2002

($ in Millions)

2003 Combined

2002 Combined

Restated
BUDGETARY FINANCING ACCOUNTS
BUDGETARY RESOURCES
1. Budget Authority:
1a. Appropriations received $ 546,761.4 415,113.9
1b. Borrowing authority 0.0 0.0
1c. Contract authority 28,109.0 2,318.0
1d. Net transfers (+/-) 1,000.3 986.6
1e. Other 0.0 0.0
2. Unobligated balance:
2a. Beginning of period 217,722.3 210,128.9
2b. Net transfers, actual (+/-) 204.3 9,107.7
2c. Anticipated Transfers balances 0.0 0.0
3. Spending authority from offsetting collections:
3a. Earned 0.0 0.0
1. Collected 135,587.2 117,942.4
2. Receivable from Federal sources (714.6) (1,116.6)
3b. Change in unfilled customer orders 0.0 0.0
1. Advance received (30.6) 185.9
2. Without advance from Federal sources 11,000.9 3,576.2
3c. Anticipated for the rest of year, without advances 0.0 0.0
3d. Transfers from trust funds 0.0 0.0
3e. Subtotal 145,842.9 120,587.9
4. Recoveries of prior year obligations 22,841.9 15,293.1
5. Temporarily not available pursuant to Public Law 0.0 0.0
6. Permanently not available (33,730.4) (7,954.7)
7. Total Budgetary Resources $ 928,751.7 765,581.4
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Department of Defense
Agency Wide
COMBINED STATEMENT OF BUDGETARY RESOURCES
For the periods ended September 30, 2003 and 2002
($ in Millions)

2003 Combined

2002 Combined

Restated

STATUS OF BUDGETARY RESOURCES
8. Obligations incurred:

8a. Direct $ 522,562.4 420,239.6

8b. Reimbursable 147,147.8 128,030.3

8c. Subtotal 669,710.2 548,269.9
9. Unobligated balance:

9a. Apportioned 55,052.0 40,917.6

9b. Exempt from apportionment 180,704.3 171,560.5

9c. Other available (0.1) (0.1)
10. Unobligated Balances Not Available 23,285.3 4,833.5
11. Total, Status of Budgetary Resources $ 928,751.7 765,581.4
RELATIONSHIP OF OBLIGATIONS TO OUTLAYS:
12. Obligated Balance, Net - beginning of period $ 181,919.4 162,829.3
13. Obligated Balance transferred, net (+/-) (23.9) 0.0
14. Obligated Balance, Net - end of period:

14a. Accounts receivable (10,216.4) (10,929.3)

14b. Unfilled customer order from Federal sources (38,422.1) (27,421.1)

14c. Undelivered orders 213,597.8 176,183.8

14d. Accounts payable 49,412.6 45,789.1
15. Outlays:

15a. Disbursements 604,105.8 509,723.7

15b. Collections (135,556.8) (118,128.2)

15c. Subtotal 468,549.0 391,595.5
16. Less: Offsetting receipts (43,294.0) (45,593.8)
17. Net Outlays $ 425,255.0 346,001.7
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Department of Defense
Agency Wide

COMBINED STATEMENT OF BUDGETARY RESOURCES
For the periods ended September 30, 2003 and 2002

($ in Millions)

NONBUDGETARY FINANCING ACCOUNTS
BUDGETARY RESOURCES
1. Budget Authority:

2003 Combined

2002 Combined
Restated

1a. Appropriations received $ 0.0 0.0
1b. Borrowing authority 50.5 442
1c. Contract authority 0.0 0.0
1d. Net transfers (+/-) 0.0 0.0
1e. Other 0.0 0.0
2. Unobligated balance:
2a. Beginning of period 104.0 6.0
2b. Net transfers, actual (+/-) 0.0 0.0
2c. Anticipated Transfers balances 0.0 0.0
3. Spending authority from offsetting collections:
3a. Earned 0.0 0.0
1. Collected 56.2 223
2. Receivable from Federal sources (90.0) 90.6
3b. Change in unfilled customer orders 0.0 0.0
1. Advance received 0.0 0.0
2. Without advance from Federal sources 35.8 0.0
3c. Anticipated for the rest of year, without advances 0.0 0.0
3d. Transfers from trust funds 0.0 0.0
3e. Subtotal 2.0 112.9
4. Recoveries of prior year obligations 1.9 0.0
5. Temporarily not available pursuant to Public Law 0.0 0.0
6. Permanently not available (0.2) 0.0
7. Total Budgetary Resources $ 158.2 163.1
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Department of Defense
Agency Wide
COMBINED STATEMENT OF BUDGETARY RESOURCES
For the periods ended September 30, 2003 and 2002
($ in Millions)

2003 Combined

2002 Combined

Restated
STATUS OF BUDGETARY RESOURCES
8. Obligations incurred:
8a. Direct $ 136.4 $ 142.4
8b. Reimbursable 0.0 0.0
8c. Subtotal 136.4 142.4
9. Unobligated balance:
9a. Apportioned 1.3 0.7
9b. Exempt from apportionment 0.0 0.0
9c. Other available (0.1) 0.0
10. Unobligated Balances Not Available 20.6 20.0
11. Total, Status of Budgetary Resources $ 158.2 $ 163.1
RELATIONSHIP OF OBLIGATIONS TO OUTLAYS:
12. Obligated Balance, Net - beginning of period $ (95.1) $ 0.0
13. Obligated Balance transferred, net (+/-) 0.0 0.0
14. Obligated Balance, Net - end of period:
14a. Accounts receivable (0.6) (90.6)
14b. Unfilled customer order from Federal sources (35.8) 0.0
14c. Undelivered orders 66.3 89.6
14d. Accounts payable 0.0 0.7
15. Outlays:
15a. Disbursements 63.6 52.0
15b. Collections (56.2) (22.3)
15c. Subtotal 7.4 29.7
16. Less: Offsetting receipts 0.0 0.0
17. Net Outlays $ 74 $ 29.7
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Department of Defense
Agency Wide

COMBINED STATEMENT OF FINANCING
For the periods ended September 30, 2003 and 2002

(% in Millions)

2003 Combined

2002 Combined

Restated
Resources Used to Finance Activities:
Budgetary Resources Obligated
1. Obligations incurred $ 669,846.6 $ 548,412.3
2. Less: Spending authority from offsetting collections (168,688.7) (135,993.9)
and recoveries (-)
3. Obligations net of offsetting collections and recoveries 501,157.9 412,418.4
4. Less: Offsetting receipts (-) (43,294.0) (45,593.8)
5. Net obligations 457,863.9 366,824.6
Other Resources
6. Donations and forfeitures of property 4.6 0.3
7. Transfers in/out without reimbursement (+/-) (6,702.1) 241
8. Imputed financing from costs absorbed by others 3,866.9 3,520.0
9. Other (+/-) 308.1 (475.5)
10. Net other resources used to finance activities (2,522.5) 3,068.9
11. Total resources used to finance activities 455,341.4 369,893.5
Resources Used to Finance Items not Part
of the Net Cost of Operations
12. Change in budgetary resources obligated for goods,
services and benefits ordered but not yet provided
12a. Undelivered Orders (-) (37,435.1) (28,342.6)
12b. Unfilled Customer Orders 11,006.1 3,762.3
13. Resources that fund expenses recognized in prior periods (686.3) (7,317.5)
14. Budgetary offsetting collections and receipts that 929.3 819.3
do not affect net cost of operations
15. Resources that finance the acquisition of assets (72,984.9) (9,075.6)
16. Other resources or adjustments to net obligated resources
that do not affect net cost of operations
16a. Less: Trust or Special Fund Receipts Related to 0.0 0.0
16b. Other (+/-) 6,623.6 (1.1)
17. Total resources used to finance items not (92,547.3) (40,155.2)
part of the net cost of operations
18. Total resources used to finance the net cost of 362,794 1 329,738.3
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Department of Defense

Agency Wide

COMBINED STATEMENT OF FINANCING

For the periods ended September 30, 2003 and 2002
(% in Millions)

Components of the Net Cost of Operations that will

not Require or Generate Resources in the Current Period:
Components Requiring or Generating Resources in Future
19. Increase in annual leave liability

20. Increase in environmental and disposal liability
21. Upward/Downward reestimates of credit subsidy expense
22. Increase in exchange revenue receivable from the the public
23. Other (+/-)
24. Total components of Net Cost of Operations that

will require or generate resources in future periods

Components not Requiring or Generating Resources:
25. Depreciation and amortization

26. Revaluation of assets or liabilities (+/-)
27. Other (+/-)
28. Total components of Net Cost of Operations that
will not require or generate resources
29. Total components of net cost of operations that
will not require or generate resources in the current
30. Net Cost of Operations

2003 Combined

2002 Combined
Restated

662.7
2,033.6
0.0

(6.6)
95,403.2
98,092.9

55,274.7
6,299.4
(10,170.5)
51,403.6

149,496.5

512,290.6

478.3
1,712.9
0.0

(3.3)
34,270.2
36,458.1

7,229.5
(377.4)
7,158.9

14,011.0

50,469.1

380,207.4
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Agency Wide

STATEMENT OF CUSTODIAL ACTIVITY

For the periods ended September 30, 2003 and 2002
(% in Millions)

1.SOURCE OF COLLECTIONS

2003 Combined

2002 Combined

A. Deposits by Foreign Governments $ 9,971.6 $ 10,732.3
B. Seized Iraqgi Cash 808.9 0.0
C. Other Collections 0.0 0.0
D. Total Cash Collections 10,780.5 10,732.3
E. Accrual Adjustments (+/-) 0.7 0.2
F. Total Custodial Collections 10,781.2 10,732.5
2.DISPOSITION OF COLLECTIONS
A. Disbursed on Behalf of Foreign Governments and $ 10,118.8 $ 10,570.0
International Organizations
B. Seized Assets Disbursed on behalf of Iragi People 530.8 0.0
C. Increase (Decrease) in Amounts to be Transferred (146.5) 162.5
D. Collections Used for Refunds and Other Payments 0.0 0.0
E. Retained by The Reporting Entity 0.0 0.0
F. Seized Assets Retained for Support of the Iraqgi People 278.1 0.0
G. Total Disposition of Collections 10,781.2 10,732.5
3. NET CUSTODIAL COLLECTION ACTIVITY 0.0 0.0
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Note 1. | Significant Accounting Policies |

1.A. Basis of Presentation

These financial statements have been prepared to report the financial position and
results of operations of the Department of Defense (DoD), as required by the “Chief
Financial Officers (CFO) Act of 1990,” expanded by the “Government Management
Reform Act (GMRA) of 1994,” and other appropriate legislation. The financial
statements have been prepared from the books and records of the Department in
accordance with the “DoD Financial Management Regulation,” Office of
Management and Budget (OMB) Bulletin No. 01-09, “Form and Content of Agency
Financial Statements,” and to the extent possible Federal generally accepted
accounting principles (GAAP). The accompanying financial statements account for
all resources for which the Department is responsible except that information relative
to classified assets, programs, and operations has been excluded from the statements
or otherwise aggregated and reported in such a manner that it is no longer classified.
The DoD’s financial statements are in addition to the financial reports also prepared
by the Department pursuant to OMB directives that are used to monitor and control
the DoD’s use of budgetary resources.

The Department is unable to fully implement all elements of Federal GAAP and
OMB Bulletin No. 01-09 due to limitations of its financial management processes and
systems, including nonfinancial feeder systems and processes. The Department
derives its reported values and information for major asset and liability categories
largely from nonfinancial feeder systems, such as inventory systems and logistic
systems. These were designed to support reporting requirements focusing on
maintaining accountability over assets and reporting the status of federal
appropriations rather than preparing financial statements in accordance with Federal
GAAP. As aresult, the Department cannot currently implement every aspect of
Federal GAAP and OMB Bulletin No. 01-09. The Department continues to
implement process and system improvements addressing the limitations of its
financial and nonfinancial feeder systems. The Department provides a more detailed
explanation of these financial statement elements in the applicable footnote.

1.B. Mission of the Reporting Entity

The National Security Act of 1947 created The Department of Defense (DoD) on
September 18, 1947. The overall mission of the Department is to organize, train, and
equip armed forces to deter aggression and, if necessary, defeat aggressors of the United
States and its allies. Fiscal year (FY) 2003 is the eighth year that the Department has
prepared audited DoD Agency-wide financial statements required by the CFO Act and
GMRA. The reporting entities within the Department changed to facilitate this reporting
requirement. Auditors will be issuing opinions on the financial statements of the
following stand-alone reporting entities: (1) Army General Fund, (2) Army Working
Capital Fund, (3) Navy General Fund, (4) Navy Working Capital Fund, (5) Air Force
General Fund, (6) Air Force Working Capital Fund, (7) Military Retirement Fund, (8)
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DoD Medicare-Eligible Retiree Health Care Fund (new for FY 2003), and (9) U.S. Army
Corps of Engineers (Civil Works).

In addition to the nine stand-alone reporting entities, separate columns in the
combining/consolidating statements are included with the financial information of the
“Other Defense Organizations General Funds” or “Other Defense Organizations Working
Capital Funds.” The Office of the Inspector General will not issue separate audit
opinions on the statements of the Other Defense Organizations; instead the financial
statements and records of those organizations will be included in the audit performed to
support the opinion issued on the DoD Agency-wide financial statements.

Also, the Department requires the following Defense Agencies to prepare internal stand-
alone annual financial statements to be audited by certified public accounting firms: (1)
Defense Logistics Agency, (2) Defense Finance and Accounting Service (DFAS), (3)
Defense Information Systems Agency, (4) Defense Contract Audit Agency, (5) Defense
Commissary Agency, (6) Defense Security Service, and (7) Defense Threat Reduction
Agency.

1.C. Appropriations and Funds

The Department receives its appropriations and funds as general, working capital
(revolving funds), trust, special, and deposit funds. The Components use these
appropriations and funds to execute their missions and report on resource usage.

e General funds are used for financial transactions arising under congressional
appropriations, including personnel, operation and maintenance, research and
development, procurement, and construction accounts.

e Trust funds represent the receipt and expenditure of funds held in trust by the
government for use in carrying out specific purposes or programs in accordance
with the terms of the donor, trust agreement, or statute.

e Special funds are accounts for government receipts earmarked for a specific
purpose.

e Deposit funds generally are used to: (1) hold assets for which the Department is
acting as an agent or a custodian or whose distribution awaits legal determination,
or (2) account for unidentified remittances.

e Working Capital funds (WCF) (revolving funds) receive their initial working
capital through an appropriation or a transfer of resources from existing
appropriations or funds and use those capital resources to finance the initial cost
of products and services. Financial resources to replenish the initial working
capital and to permit continuing operations are generated by the acceptance of
customer orders. The Defense Working Capital Fund operates with financial
principles that provide improved cost visibility and accountability to enhance
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business management and improve the decision making process. The activities
provide goods and services on a reimbursable basis. Receipts derived from
operations generally are available in their entirety for use without further
congressional action.

1.D. Basis of Accounting

For FY 2003, the Department’s financial management systems are unable to meet all
of the requirements for full accrual accounting. Many of the Department’s financial
and nonfinancial feeder systems and processes were designed and implemented prior
to the issuance of Federal GAAP for federal agencies and, therefore, were not
designed to collect and record financial information on the full accrual accounting
basis as required by Federal GAAP. Most of the Department’s legacy systems were
designed to record on a budgetary basis.

The Department has undertaken efforts to determine the actions required to bring its
financial and nonfinancial feeder systems and processes into compliance with all
elements of Federal GAAP. One such action is the current revision of its accounting
systems to record transactions based on the United States Government Standard
General Ledger (USSGL). Until such time as all of the Department’s financial and
nonfinancial feeder systems and processes are updated to collect and report financial
information as required by Federal GAAP, the DoD’s financial data will be based on
budgetary transactions (obligations, disbursements, and collections), transactions
from nonfinancial feeder systems, and adjusted for known accruals of major items
such as payroll expenses, accounts payable, and environmental liabilities.

In addition, the Department identifies programs based upon the major appropriation
groups provided by Congress. The Department is in the process of reviewing
available data and attempting to develop a cost reporting methodology that balances
the need for cost information required by the Statement of Federal Financial
Accounting Standards (SFFAS) No. 4, “Managerial Cost Accounting Concepts and
Standards for the Federal Government,” with the need to keep the financial
statements from being overly voluminous.

1.E. Revenues and Other Financing Sources

The Department receives congressional appropriations as financing sources for
general funds (annual and a multi-year basis). When authorized, these appropriations
are supplemented by revenues generated by sales of goods or services through a
reimbursable order process. The Department recognizes revenue as a result of costs
incurred or services performed on behalf of other federal agencies and the public.
Under the reimbursable order process, the Department recognizes revenue when
earned.

Depot Maintenance and Ordnance Working Capital Funds (WCF) recognize revenue
according to the percentage of completion method. Supply Management WCF
activities recognize revenue from the sale of inventory items.
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The Department does not include non-monetary support provided by U.S. Allies for
common defense and mutual security in its list of other financing sources that appears
in the Statement of Financing. The U.S. has agreements with foreign countries that
include both direct or indirect sharing of costs that each country incurs in support of
the same general purpose. Examples include countries where there is a mutual or
reciprocal defense agreement, where U.S. troops are stationed, or where the U.S. fleet
is in a port. DoD is reviewing these types of financing and cost reductions in order to
establish accounting policies and procedures to identify what, if any, of these costs
are appropriate for disclosure in the Department's financial statements in accordance
with generally accepted accounting principles. Recognition of support provided by
host nations would affect both financing sources and recognition of expenses.

1.F. Recognition of Expenses

For financial reporting purposes, the DoD policy requires the recognition of operating
expenses in the period incurred. However, because the Department’s financial and
nonfinancial feeder systems were not designed to collect and record financial
information on the full accrual accounting basis, accrual adjustments are made for
major items such as payroll expenses, accounts payable, and environmental liabilities.
The Department’s expenditures for capital and other long-term assets are not
recognized as operating expenses until depreciated in the case of Property, Plant and
Equipment (PP&E) or consumed in the case of Operating Materials and Supplies
(OM&S). Net increases or decreases in unexpended appropriations are recognized as
a change in the net position. Certain expenses, such as annual and military leave
earned but not taken, are financed in the period in which payment is made. The
Departments adjust operating expenses as a result of the elimination of balances
between DoD Components. See Note 19.1., Intragovernmental Expenses and
Revenue for disclosure of adjustment amounts.

1.G. Accounting for Intra-governmental Activities

The Department as an agency of the federal government, interacts with and is
dependent upon the financial activities of the federal government as a whole.
Therefore, these financial statements do not reflect the results of all financial
decisions applicable to the Department as though the agency was a stand-alone entity.

Public Debt

The Department’s proportionate share of public debt and related expenses of the
federal government are not included. The federal government does not apportion
debts and its related costs to federal agencies. The DoD’s financial statements,
therefore, do not report any portion of the public debt or interest thereon, nor do
the statements report the source of public financing whether from issuance of debt
or tax revenues.
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Financing for the construction of DoD facilities is obtained through budget
appropriations. To the extent this financing ultimately may have been obtained
through the issuance of public debt, interest costs have not been capitalized since
the Department of the Treasury does not allocate such interest costs to the
benefiting agencies.

e Civilian/ Military Retirement Systems

The Department’s civilian employees participate in the Civil Service Retirement
System (CSRS) and the Federal Employees Retirement System (FERS) while the
Military Retirement System (MRS) covers military personnel. Additionally,
employees and personnel covered by FERS and MRS also have varying coverage
under Social Security. The Department funds a portion of the civilian and
military pensions. Reporting civilian pensions under CSRS and FERS retirement
systems is the responsibility of the Office of Personnel Management (OPM). The
Department recognizes an imputed expense for the portion of civilian employee
pensions and other retirement benefits funded by the OPM in the Statement of Net
Cost; and recognizes corresponding imputed revenue from the civilian employee
pensions and other retirement benefits in the Statement of Changes in Net
Position.

e Actuarial Liability

The Department reports the assets, funded actuarial liability, and unfunded
actuarial liability for the military personnel in the DoD financial statements. The
Department recognizes the actuarial liability for the military retirement health
benefits in the Other Defense Organization General Fund column and the
Medicare-eligible health care benefits in that Fund’s column of the DoD
Agency-wide consolidating/combining statements.

e Inter/Intra Governmental Elimination

Preparation of reliable financial statements requires the elimination of
transactions occurring between entities within the Department or between two or
more federal agencies. However, the Department, as well as the rest of the
federal government, cannot accurately identify all Intragovernmental transactions
by customer because our systems do not track buyer and seller data needed to
match related transactions. For FY 1999 and beyond, seller entities within the
Department provided summary seller-side balances for revenue, accounts
receivable, and unearned revenue to the buyer-side internal DoD accounting
offices. In most cases, the buyer-side records have been adjusted to recognize
unrecorded costs and accounts payable. Intra-DoD Intragovernmental balances
were then eliminated.

The Department of the Treasury Financial Management Service (FMS) is
responsible for eliminating transactions between the Department and other federal
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agencies. In September 2000, the FMS issued the “Federal Intragovernmental
Transactions Accounting Policies and Procedures Guide.” The Department was
not able to fully implement the policies and procedures in this guide related to
reconciling Intragovernmental assets, liabilities, revenues, and expenses for non-
fiduciary transactions. The Department, however, was able to implement the
policies and procedures contained in the “Intragovernmental Fiduciary
Transactions Accounting Guide,” as updated by the “Federal Intragovernmental
Transactions Accounting Policies and Procedures Guide,” issued October 2002
and updated October 2003, for reconciling Intragovernmental transactions
pertaining to investments in federal securities, borrowings from the United States
(U.S.) Treasury and the Federal Financing Bank, Federal Employees’
Compensation Act transactions with the Department of Labor (DoL), and benefit
program transactions with the OPM.

1.H. Transactions with Foreign Governments and International Organizations

Each year, the DoD Components sell defense articles and services to foreign
governments and international organizations, primarily under the provisions of the
“Arms Export Control Act of 1976.” Under the provisions of the Act, the Department
has authority to sell defense articles and services to foreign countries and
international organizations, generally at no profit or loss to the U.S. Government.
Customers may be required to make payments in advance.

1.l. Funds with the U.S. Treasury

The Department’s financial resources are maintained in U.S. Treasury accounts.
DFAS, Military Services, U.S. Army Corps of Engineers (USACE) disbursing
stations, and the Department of State financial service centers process the majority of
cash collections, disbursements, and adjustments worldwide. Each disbursing station
prepares monthly reports, which provide information to the U.S. Treasury on check
issues, electronic fund transfers, interagency transfers and deposits.

In addition, the DFAS sites and the USACE Finance Center submit reports to the
Department of the Treasury, by appropriation, on interagency transfers, collections
received, and disbursements issued. The Department of the Treasury then records
this information to the applicable Fund Balance with Treasury (FBWT) account
maintained in the Treasury’s system. Differences between the Department’s recorded
balance in the FBWT accounts and Treasury’s FBWT accounts sometimes result and
are subsequently reconciled. See Note 3, Fund Balance with Treasury for material
disclosure. Differences between accounting offices’ detail-level records and
Treasury’s FBWT accounts are disclosed in Note 21.B, specifically, differences
caused by in-transit disbursements and unmatched disbursements (which are not
recorded in the accounting offices’ detail-level records).
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1.J. Foreign Currency

The Department conducts a significant portion of its operations overseas. The
Congress established a special account to handle the gains and losses from foreign
currency transactions for five general fund appropriations (operation and
maintenance, military personnel, military construction, family housing operation and
maintenance, and family housing construction). The gains and losses are computed
as the variance between the exchange rate current at the date of payment and a budget
rate established at the beginning of each fiscal year. Foreign currency fluctuations
related to other appropriations require adjustments to the original obligation amount
at the time of payment. The Department does not separately identify currency
fluctuations.

1.K. Accounts Receivable

As presented in the Balance Sheet statement, accounts receivable includes accounts,
claims, and refunds receivable from other federal entities or from the public.
Allowances for uncollectible accounts due from the public are based upon analysis of
collection experience by fund type. The Department does not recognize an allowance
for estimated uncollectible amounts from other federal agencies. Claims against other
federal agencies are to be resolved between the agencies. See Note 5, Accounts
Receivable for material disclosure.

1.L. Loans Receivable. As Applicable.

The Department of Defense operates a loan guarantee program authorized by the
National Defense Authorization Act for FY 1996, Public Law 104-106 Statute 186,
Section 2801, that includes a series of authorities that allow the Department to work
with the private sector to renovate military housing. The Department’s goals are to
obtain private capital to leverage government dollars; make efficient use of limited
resources; and use a variety of private sector approaches to build and renovate
military housing faster and at a lower cost to American taxpayers.

The Act also provides the Department with a variety of authorities to obtain private
sector financing and expertise to improve military housing. The Department uses
these authorities individually, or in combination. They include guarantees, both loan
and rental; conveyance/leasing of existing property and facilities; differential lease
payments; investments, both limited partnerships and stock/bond ownership; and
direct loans. In addition, the “Federal Credit Reform Act of 1990 governs all
amended direct loan obligations and loan guarantee commitments made after

FY 1991 resulting in direct loans or loan guarantees.

1.M. Inventories and Related Property

Effective October 1, 2002, Statement of Federal Financial Accounting Standards
No. 23, Eliminating the Category National Defense Property, Plant, and Equipment,
revises accounting principles for military equipment (previously referred to as
National Defense Property, Plant, and Equipment). The standard renames National
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Defense Property, Plant, and Equipment to military equipment, classifies military
equipment as general property, plant, and equipment, and requires the capitalization
and depreciation of the cost of military equipment, including the cost of modifications
and upgrades. Likewise, military equipment (previously referred to as National
Defense Property, Plant, and Equipment) also includes items which will now be
classified as Operating Materials and Supplies.

Implementation of the new accounting principles requires the adjustment of the
October 1, 2002, Operating Materials and Supplies balance to recognize the
investment, accumulated depreciation, and net book value of military equipment that
previously had been expensed and is discussed further in Note 9.

The predominate amount of the Department’s inventories are currently reported at an
approximation of historical cost using Latest Acquisition Cost (LAC) adjusted for
holding gains and losses. Approximately 5 percent of inventories are now reported at
moving average cost (MAC) in accordance with the Department’s new policy which
was disseminated in July 2001.

The Latest Acquisition Cost method is used because legacy inventory systems were
designed for material management rather than accounting. Although these systems
provide visibility and accountability over inventory items, they do not maintain
historical cost data necessary to comply with SFFAS No. 3, “Accounting for
Inventory and Related Property.” Additionally, these systems cannot produce
financial transactions using the United States Government Standard General Ledger
(USSGL), as required by the Federal Financial Management Improvement Act of
1996 (P.L. 104-208). As noted above, utilizing new systems development processes,
Components of the Department have transitioned, and are continuing to transition,
inventory to the moving average cost method. Once completely implemented, the
Department should be in full compliance with SFFAS No. 3.

SFFAS No. 3 distinguishes between “Inventory held for sale” and “Inventory held in
reserve for future sale.” There is no management or valuation difference between the
two USSGL accounts. Further, the DoD manages only military or government-
specific material under normal conditions. Items commonly used in and available
from the commercial sector are not managed in the DoD material management
activities. Operational cycles are irregular, and the military risks associated with
stock-out positions have no commercial parallel. The Department holds material
based on military need and support for contingencies. Therefore, the Department does
not attempt to account separately for items held for “current” or “future” sale.

Related property includes Operating Materials and Supplies (OM&S) and stockpile
materials. The OM&S, including munitions not held for sale, are valued at standard
purchase price. The Department uses the consumption method of accounting for
OM&S, for the most part, expensing material when it is issued to the end user.

Where current systems cannot fully support the consumption method, the Department
uses the purchase method - that is, materials and supplies are expensed when
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purchased. For FY 2003, the Department reported significant amounts using the
purchase method either because the systems could not support the consumption
method or because management deemed that the item is in the hands of the end user.

The Department implemented new policy in FY 2002 to account for condemned
material, only, as “Excess, Obsolete, and Unserviceable.” The net value of
condemned material is zero, because the costs of disposal are greater than the
potential scrap value. Potentially redistributable material, presented in previous years
as “Excess, Obsolete, and Unserviceable,” is included in “Held for Use” or “Held for
Repair” categories according to its condition.

In addition, past audit results identified uncertainties about the completeness and
existence of quantities used to produce the reported values. Material disclosures
related to inventory and related property are provided at Note 9.

1.N. Investments in U.S. Treasury Securities

The Department reports investments in U.S. Treasury securities at cost, net of
amortized premiums or discounts. Premiums or discounts amortize into interest
income over the term of the investment using the effective interest rate method or
another method obtaining similar results. The Department intent is to hold
investments to maturity, unless they are needed to finance claims or otherwise sustain
operations. Consequently, a provision is not made for unrealized gains or losses on
these securities.

The Department invests in both marketable and non-marketable securities.
Marketable securities are investments trading on a public market. The two types of
non-marketable securities are par value and market based Intragovernmental
securities. The Bureau of Public Debt issues non-marketable Par Value
Intragovernmental Securities. Non-marketable, Market Based Intragovernmental
Securities mimic marketable securities, but are not traded publicly. See Note 4 for
material disclosures.

1.0. General Property, Plant and Equipment

Statement of Federal Financial Accounting Standards No. 23, Eliminating the
Category National Defense Property, Plant, and Equipment, establishes new
generally accepted accounting principles for valuing and reporting military equipment
(e.g., ships, aircraft, combat vehicles, weapons) in federal financial statements. The
standard requires the capitalization and depreciation of the cost of military equipment,
including the cost of modifications and upgrades, for accounting periods beginning
after September 30, 2002.

Until this change in accounting principle, the acquisition costs for military equipment
were classified as National Defense Property, Plant, and Equipment (PP&E) and were
expensed in the period incurred. Implementation of this new accounting principle
required the Department to adjust the October 1, 2002 General PP&E balance to
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recognize the investment, accumulated depreciation, and net book value of military
equipment that previously had been expensed. As discussed further in Note 10,
General PP&E, the adjustment was based on data provided by the Bureau of
Economic Analysis at the Department of Commerce and is not in compliance with
GAAP.

General PP&E assets are capitalized at historical acquisition cost plus capitalized
improvements when an asset has a useful life of two or more years, and when the
acquisition cost equals or exceeds the DoD capitalization threshold of $100,000.
Also, DoD requires capitalization of improvement costs over the DoD capitalization
threshold of $100,000 for General PP&E. The Department depreciates all General
PP&E, other than land, on a straight-line basis.

Prior to FY 1996, General PP&E was capitalized if it had an acquisition cost of
$15,000, $25,000, and $50,000 for FY's 1993, 1994, and 1995 respectively, and an
estimated useful life of two or more years. These assets remain capitalized and
reported on WCF financial statements. General PP&E previously capitalized at
amounts below $100,000 were written off General Fund financial statements in FY
1998. See Note 10, General PP&E, Net for material disclosures.

The United States Army Corps of Engineers (USACE) Civil Works General PP&E
assets are capitalized at historical acquisition cost plus capitalized improvements
when an asset has a useful life of 2 or more years, and when the acquisition cost
equals $25,000 (one exception is all buildings and structures related to hydro- power
projects are capitalized regardless of cost.) During 2003 the Corps increased its
buildings and structures threshold to $25K (from $0) for all Civil Works
Appropriations with the exception of Revolving Fund and Power Marketing Agency
(PMA) assets. All Civil Works Appropriations Buildings and Structures currently
capitalized under $25K (excluding Revolving Fund and PMA) were expensed in FY
2003 and removed from Corps of Engineers Financial Management System
(CEFMS). Starting in FY 2004 all Civil Works Buildings and Structures over $25K
will be expensed except for PMA assets.

Government Equipment in the Hands of Contractors

When it is in the best interest of the government, the Department provides to
contractors government property necessary to complete contract work. The
Department either owns or leases such property, or it is purchased directly by the
contractor for the government based on contract terms. When the value of contractor
procured General PP&E exceeds the DoD capitalization threshold, such PP&E is
required to be included in the value of General PP&E reported on the Department’s
Balance Sheet.

The Department completed a study that indicates that the value of General PP&E
above the DoD capitalization threshold and not older than the DoD Standard
Recovery Periods for depreciation, and that is presently in the possession of
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contractors, is not material to the Department’s financial statements. Regardless, the
Department is developing new policies and a contractor reporting process that will
provide appropriate General PP&E information for future financial statement
reporting purposes. Accordingly, the Department currently reports only government
property, maintained in the DoD’s property systems, in the possession of contractors.

To bring DoD closer to full compliance with federal accounting standards, the
Department has issued new property accountability and reporting regulations that
require the DoD Components to maintain, in DoD Component property systems,
information on all property furnished to contractors. This action and other DoD
proposed actions are structured to capture and report the information necessary for
compliance with federal accounting standards.

1.P. Advances and Prepayments

The Department records payments in advance of the receipt of goods and services as
advances or prepayments and reports them as assets on the Balance Sheet. In
addition, when the department receives the related goods and services it recognizes
advances and prepayments as expenditures and expenses.

1.Q. Leases

Generally, lease payments are for the rental of equipment and operating facilities and
are classified as either capital or operating leases. When a lease is essentially
equivalent to an installment purchase of property (a capital lease) the Department
records the applicable asset and liability if the value equals or exceeds the current
DoD capitalization threshold. The Department records the amounts as the lesser of
the present value of the rental and other lease payments during the lease term
(excluding portions representing executory costs paid to the lessor) or the asset’s fair
value. The Department deems the use of estimates for these costs as adequate and
appropriate due to the relatively low dollar value of capital leases. Imputed interest
was necessary to reduce net minimum lease payments to present value calculated at
the incremental borrowing rate at the inception of the leases. In addition, the
Department classifies leases that do not transfer substantially all of the benefits or
risks of ownership as operating leases and records payment expenses over the lease
term.

1.R. Other Assets

The Department conducts business with commercial contractors under two primary
types of contracts: fixed price and cost reimbursable. To alleviate the potential
financial burden on the contractor that long-term contracts can cause, the Department
provides financing payments. One type of financing payment that the Department
makes, for real property, is based upon a percentage of completion. In accordance
with the SFFAS No. 1, “Accounting for Selected Assets and Liabilities,” such
payments are treated as construction in process and are reported on the General PP&E
line and in Note 10, General PP&E, Net.
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In addition, the Federal Acquisition Regulations allow the Department to make
financing payments under fixed price contracts that are not based on a percentage of
completion. The Department reports these financing payments as advances or
prepayments in the “Other Assets” line item. The Department treats these payments
as advances or prepayments because the Department becomes liable only after the
contractor delivers the goods in conformance with the contract terms. If the contractor
does not deliver a satisfactory product, the Department is not obligated to reimburse
the contractor for its costs and the contractor is liable to repay the Department for the
full amount of the advance.

The Department has completed its review of all applicable federal accounting
standards; applicable public laws on contract financing; Federal Acquisition
Regulation Parts 32, 49, and 52; and the OMB guidance in 5 CFR Part 1315, “Prompt
Payment.” The Department concluded that SFFAS No. 1 does not fully or adequately
address the subject of progress payment accounting and is considering appropriate
actions.

1.S. Contingencies and Other Liabilities

The SFFAS No. 5, “Accounting for Liabilities of the Federal Government,” defines a
contingency as an existing condition, situation, or set of circumstances that involves
an uncertainty as to possible gain or loss to the Department. The uncertainty will be
resolved when one or more future events occur or fail to occur. The DoD recognizes
contingencies as liabilities when past events or exchange transactions occur, a future
loss is probable and the loss amount can be reasonably estimated.

Financial statement reporting is limited to disclosure when conditions for liability
recognition do not exist but there is at least a reasonable possibility of incurring a loss
or additional losses. Examples of loss contingencies include the collectibility of
receivables, pending or threatened litigation, possible claims and assessments. The
Department’s loss contingencies arising as a result of pending or threatened litigation
or claims and assessments occur due to events such as aircraft, ship and vehicle
accidents, medical malpractice, property or environmental damages, and contract
disputes.

Other liabilities arise as a result of anticipated disposal costs for the Department's
assets. This type of liability has two components: nonenvironmental and
environmental. Consistent with SFFAS No. 6, “Accounting for Property, Plant, and
Equipment” recognition of an anticipated environmental disposal liability commences
when the asset is placed into service. Nonenvironmental disposal liabilities are
recognized for assets when management decides to dispose of an asset based upon the
Department's policy, which is consistent with SFFAS No. 5 “Accounting for
Liabilities of Federal Government”. The Department agrees to the recognition of
nonenvironmental disposal liability for military equipment nuclear powered assets
when placed into service. Such amounts are developed in conjunction with, and not
easily separately identifiable from, environmental disposal costs. See Notes 14 and
15 for material disclosures.
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1.T. Accrued Leave

The Department reports civilian annual leave and military leave that has been accrued
and not used as of the balance sheet date as liabilities. The liability reported at the
end of the fiscal year reflects the current pay rates.

1.U. Net Position

Net Position consists of unexpended appropriations and cumulative results of
operations.

e Unexpended Appropriations represent amounts of authority, which are unobligated
and have not been rescinded or withdrawn. Unexpended appropriations also
represent amounts obligated for which legal liabilities for payments have not been
incurred.

e Cumulative Results of Operations represents the difference, since inception of an
activity, between expenses and losses and financing sources (including
appropriations, revenue, and gains). Beginning with FY 1998, this included the
cumulative amount of donations and transfers of assets in and out without
reimbursement.

1.V. Treaties for Use of Foreign Bases

The DoD Components have the use of land, buildings, and other facilities, which are
located overseas obtained through various international treaties and agreements
negotiated by the Department of State. DoD purchases capital assets overseas with
appropriated funds; however, the host country retains title to land and improvements.
Generally, treaty terms allow the DoD Components continued use of these properties
until the treaties expire. The DoD’s fixed assets decrease by not renewing a treaty or
not reaching agreements. Therefore, in the event treaties or other agreements are
terminated whereby use of the foreign bases is prohibited, losses are recorded for the
value of any non-retrievable capital assets after negotiations between the U.S. and the
host country have been concluded to determine the amount to be paid the U.S. for
such capital investments.

1.W. Comparative Data

Financial statement fluctuations greater than ten percent between year-end FY 2002
and year-end FY 2003 are explained within the Notes to the Financial Statements.

1.X. Unexpended Obligations

The Department obligates funds to provide goods and services for outstanding orders
not yet delivered. The financial statements do not reflect this liability for payment for
goods/services not yet delivered.
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1.Y. Problem Disbursements

The elimination of problem disbursements is one of the highest financial management
priorities of the Department. Problem disbursements are disbursements made that can
not be matched to an obligation or that exceed an obligation amount in the accounting
systems. Efforts are underway to improve systems and processes to resolve and
prevent problem disbursements. See Note 21B, Disclosures Related to Problem
Disbursements, In-Transits Disbursements, Suspense/Budget Clearing Accounts for
additional disclosures.
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Note 2. Nonentity Assets

As of September 30,

(Amounts in millions)

1. Intragovernmental Assets

A. Fund Balance With Treasury $ 5179 1§ 537.3

B. Investments

C. Accounts Receivable 2.0 5.4

D. Other Assets

E. Total Intragovernmental Assets $ 5199 | $ 542.7
2. Non-Federal Assets

A. Cash and Other Monetary Assets $ 1,393.0| $ 578.2

B. Accounts Receivable 5,063.4 4,139.9

C. Loans Receivable

D. Inventory and Related Property

E. General PP&E

F. Other Assets 126.0 125.0

G. Total Non-Federal Assets S 6,582.4 | $ 4,843.1
3. Total Non-Entity Assets S 7,1023 | $ 5,385.8
4. Total Entity Assets S 1,122,836.5 | $ 676,499.8
5. Total Assets S 1,129,938.8 | $ 681,885.6

Other information:

Asset accounts are categorized as entity or nonentity. Entity assets consist of
resources that the Department has the authority to use, or where management is
legally obligated to use funds to meet entity obligations. Nonentity assets are assets
for which the Department maintains stewardship accountability and responsibility to
report, but are not available for use in the operations.
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Other Disclosures

Nonentity Fund Balance with Treasury

Nonentity fund balance with treasury is comprised of $386.8 million in deposits and
suspense accounts.

Iraqi custodial funding of $278.1 million is also included in nonentity fund balance with
treasury. Iraqi custodial funding connotes Iraqi cash seized by coalition forces during
Operation Iraqi Freedom. It will be used in support of the Iraqi people.

See Notes 3 and 23 for additional information.

Finally, nonentity fund balance with treasury includes net funds (funds collected less
funds distributed) of the Foreign Military Sales Trust Fund (FMSTF). Under authority of
the Arms Export and Control Act, the FMSTF receives collections from foreign
governments that are dedicated specifically to FMS purchases.

Nonentity Intra-Governmental Accounts Receivable

The Department is reporting $2.0 million as nonentity intra-governmental accounts
receivable. These are receivables from cancelled year appropriations. They will be
returned to the Treasury as miscellaneous receipts once collected.

Nonentity Cash and Other Monetary Assets

Nonentity cash and other monetary assets consists of cash held by Disbursing Officers to
carry out their paying, collecting and foreign currency accommodation exchange mission.
The primary source of the amounts reported is the Standard Form 1219, Statements of
Accountability reported by DoD Disbursing Officers. Foreign currency is valued using
the Department of Treasury Prevailing Rate of Exchange. This rate is the most favorable
rate that would legally be available to the U.S. Government’s acquisition of foreign
currency for its official disbursements and accommodation of exchange transactions.

Nonentity Non-Federal Accounts Receivable

Non-Federal receivables are primarily related to Navy General Fund advance payments
made to contractors and associated accrued interest, which remains in litigation. In
addition, the U.S. Army Corps of Engineers reports that their non-federal nonentity
accounts receivable include long-term receivables due from state and local municipalities
for water storage contracts, hydraulic mining, and the leasing of land for flood control
purposes. The balance of the amounts reported as nonentity non-federal accounts
receivable represent receivables from closed accounts, accrued interest receivable,
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penalties, fines and administrative fees receivable. The Department does not derive or
receive any benefit from these collections but incurs the cost of administering them.

Non-Federal Other Assets

The $126.0 million reported as other nonentity assets primarily represents advances to
contractors by the Air Force General Fund. These advances are payments made as a part
of an advance-payment pool agreement made with the Massachusetts Institute of
Technology and other non-profit institutions. Advance-payment pool agreements are
used for the financing of cost-type contracts with nonprofit educational or research
institutions for experimental, or research and development work, when several contracts
or a series of contracts require financing by advance payments.

Note Reference

For additional line item discussion, see:

Note 3, Fund Balance with Treasury

Note 4, Investments

Note 5, Accounts Receivable

Note 6, Other Assets

Note 7, Cash and Other Monetary Assets
Note 8, Loans Receivable

Note 9, Inventory and Other Related Property
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Note 3. | Fund Balance with Treasurx

As of September 30
(Amounts in millions)

1. Fund Balances:

A. Appropriated Funds $ 238,052.2 || $ 195,621.4
B. Revolving Funds 11,131.1 7,823.4
C. Trust Funds 559.0 809.6
D. Other Fund Types 2,319.7 1,561.8
E. Total Fund Balances $ 252,062.0 | $ 205,816.2

2. Fund Balances Per Treasury Versus Agency:

A. Fund Balance per Treasury $ 251,682.0 | $ 204,945.0
B. Fund Balance per Department of Defense 252,062.0 205,816.2
C. Reconciling Amount $ (380.0) | $ (871.2)

3. Explanation of Reconciliation Amount:

Fund Balance Fund Balance per Reconciling Reconciling

Reporting Entity with Treasury Entity Books Amount Amount
(Amounts in millions) FY 2003 FY 2003 FY 2003 FY 2002
Navy GF $ 78,415 ' $ 78,415 $ $
Air Force GF 59,766 59,766
Army GF 55,035 55,035
ODO GF 48,423 48,737 (314) (813)
Corps of Engineers 2,530 2,596 (66) (59)
MERHCF 5 5
MRF 25 25
Air Force WCF 2,475 733 1,742 860
Army WCF 1,549 1,549
ODO WCF 1,631 3,373 (1,742) (859)
Navy WCF 1,828 1,828
Total $ 251,682 $ 252,062 $ (380) $ 871

Analysis of Reconciling Amounts

Currently, the Department of Treasury reports fund balances at the appropriation basic
symbol level. The Defense Finance and Accounting Service Central Sites adjust their
funds to agree with the official DoD cash figures shown in each entity’s expenditure
system:

e Data Element Management/Accounting Reporting System (DELMAR) for Army
e (entralized Expenditure and Reimbursement Processing System (CERPS) for Navy

DoD Performance and Accountability Report 67 Part 3: Financial Information



e Merged Accounting and Fund Reporting System (MAFR) for Air Force

For the Defense Agencies, the Department of the Defense reconciles at the agency-wide
level, since Defense Treasury Index 97 funds allotted at limit level preclude individual
entity reporting compliance. The Department continues to improve internal
methodology to properly account for their funds at the entity level.

As of year-end FY 2003, the Department of Defense shows a reconciling net difference
of ($380) million with the Department of the Treasury, which is comprised of:

e ($314) million in undistributed collections and disbursements reported at the
departmental level for the ODO General Fund but not yet recorded by the applicable
agency;

e ($66) million in collections reported by the Department of the Treasury for the Inland
Waterways and Harbor Maintenance Trust Funds. The Corps of Engineers is the lead
agency for reporting;

e $1,742 million in cash for the United States Transportation Command is recorded as
Fund Balance with Treasury in the Air Force Working Capital Fund. The accounting
for these funds is actually performed within the Entity Books of the ODO Working
Capital Fund. For final Fiscal Year end reporting, the Fund Balance with Treasury
for the ODO Working Capital Fund is adjusted downward to reconcile with the Air
Force Working Capital Fund;

e ($1,742) million which is the downward adjustment to the Fund Balance with
Treasury for the ODO Working Capital Fund to reflect that the cash reporting to the
Department of the Treasury for the United States Transportation Command is done
through the Air Force Working Capital Fund.

4. Other Information Related to Fund Balance with Treasury:

Total Fund Balance

Total Fund Balance increased, between year-end FY 2002 and year-end FY 2003, by
approximately $46.2 billion (21 percent). The Appropriated Funds increased by
approximately $42.4 billion (22 percent). This was primarily as a result of increased
budget authority in FY 2003 for the Army, Air Force and Navy General Funds. Between
year-end FY 2002 and year-end FY 2003, Army General Funds increased by
approximately $15.5 billion (39 percent), Air Force General Funds increased by
approximately $11.8 billion (25 percent), and Navy General Funds increased by
approximately $10.2 billion (15 percent). The increases are primarily attributable to
increased funding for various issues such as Operation Enduring Freedom, Operation
Iraqi Freedom, and funding for the Army Vision and Transformation. Some of the
increase is from the Defense Emergency Response Fund (DERF) for fighting terrorism
throughout the world.

The Army General Fund increase also includes $109.1 million in Vested Iraqi Cash. This
cash that represents frozen Iraqi deposits in the United States is vested in accordance with
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the International Emergency Economic Powers Act, Section 1701 and will be used in
support of the Iraqi people. Army has collected $1,660.2 million of Vested Iraqi Cash
and has disbursed $1,551.1 million benefiting the Iraqi people as follows:

Disbursed

($ in millions)
Iraqi Salaries $1,170.7
Repair/Reconstruction/Humanitarian Assistance $ 406
Iraqi Ministry Operations (Ministry of Finance, Defense, etc.) $_339.8
Total Disbursed $1,551.1

The Revolving Funds increased by approximately $3.3 billion (42 percent). This was
primarily as a result of increases to the Army Working Capital Fund and the Other
Defense Organizations Working Capital Fund. The Army Working Capital Fund
increased as a result of a reversal of interfund credits and from receipt of an allocation
of appropriated funds to use for under-utlized plant capacity, purchases of war reserves
and spare parts. The Other Defense Organizations Working Capital Fund primarily
increased due to heightened levels of reimbursable activity in both the Airlift Mobility
Command and the Military Sealift Command for providing transportation for both
Operation Enduring Freedom and Operation Iraqi Freedom.

The Trust Funds decreased by approximately $250.6 million (31 percent) primarily
because the foreign military trust fund’s current year disbursements exceeded current
year collections.

The Other Fund Types increased by approximately $757.9 million (49 percent)
primarily as a result of the $464.8 million in the Iraqi Relief and Reconstruction Fund
and $278.1 million in non-entity seized (Custodial) Iraqi cash. During FY 2003, the
non-entity seized (Custodial) Iraqi cash had collections of $808.9 million and
disbursements of $530.8 million resulting in the balance of $278.1 million (See Note
23). The Iraqi seized cash will be used in support of the Iraqi people.

Check Issue Discrepancy

The Department of Defense is in the process of collecting information for all check issue
discrepancy data that are unsupportable because: (1) records have been lost during
deactivation of disbursing offices, (2) the Department of the Treasury may not assist in
research efforts for transactions over 1-year old, or (3) corrections were processed for
transactions that the Department of the Treasury had removed from the check comparison
report. Transactions that have no supporting documentation due to one of the preceding
situations shall be provided to the Department of the Treasury with a request to remove
them from the Treasury Check Comparison Report. The vast majority of the remaining
check issue discrepancies are a result of timing differences between the Department of
Defense and the Department of the Treasury for processing checks. Check issue
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discrepancies greater than 180 days at year-end FY 2003 were approximately
($16) million.

Intra-governmental Payment and Collection (IPAC)

The Intra-governmental Payment and Collection (IPAC) differences are reconcilable
differences that represent amounts recorded by the Department of the Treasury but not
reported by the organizations. IPAC differences greater than 180 days at year-end

FY 2003 were approximately $126 thousand.

Deposit Differences

The Deposit differences are reconcilable differences that represent deposit amounts
reported by the Department of the Treasury or the Department of Defense. Deposit
differences greater than 180 days at year-end FY 2003 were approximately

($4.5) million.

Note Reference:

e See Note Disclosure 1. I. — Significant Accounting Policies for additional discussion
on financial reporting requirements and DoD policies governing Funds with the
U.S. Treasury.

e See Footnote 2 and Footnote 21B for further discussions on Other Fund Balance
Types (e.g., Suspense, Budget Clearing, Special and Deposit, etc.)

e See Footnote 18 for information summarizing the status of Funds Balance With
Treasury, as discussed by OMB regulation 01-09.
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Note 4. | Investments

A 0 D D | 2002
Cost égt?;:_ grr];r::ﬁrend/ Investments, Market Value Investments,
Method Discount) Net Disclosure Net
(Amounts in millions)
1. Intra-governmental Securities:
A. Marketable $ 0.0 00 $ 00 $ 00]$ 120.9
B. Non-Marketable, Par Value o0 0.0 0.0 0.0 0.0
C. Non-Marketable, Market-Based 2146033  Freolve (12,862.3) 201,741.0 217,272.9 176,447.9
D. Subtotal $ 214,603.3 (12,862.3) $ 201,7410 $ 217,272.9('$ 176,568.8
E. Accrued Interest $ 3,635.0 $ 3,635.0 $ 36350/ % 4,235.7
F. Total Intragovernmental Securities $ 218,238.3 (12,862.3) $ 205,376.0 $ 220,907.9['$ 180,804.5
2. Other Investments: $ 217.8 0.0 $ 217.8 0.0 $ 0.0

3. Other Information:

The decrease of $120.9 million in marketable securities is due to a reclassification from Intra-governmental to Other Investments.

The increase in Other Investments by $217.8 million represents the $120.9 million mentioned above and new investments in the

amount of $96.9 million for the DoD limited partnerships. These limited partnerships have been entered into on behalf of the U.S.
Government by both the Department of the Navy and Army in support of the Military Housing Privatization Initiative as signed into
Public Law 104-106 110, Stat 186 on February 11, 1996, and do not require Market Value Disclosure.
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The Net Investments increased by $25,293.1 million in Non-Marketable, Market-Based securities from year-end FY 2002 to year-end
FY 2003. The majority of this increase is attributable to the following reporting entities:

e Investments of $18,445.2 million made by the Medicare-Eligible Retiree Health Care Fund, which was established at the
beginning of FY 2003 (October 1, 2002).

e A positive cash flow of $6,675.5 million earned by the Military Retirement Fund.
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Note 5.

Accounts Receivable |

As O eptember 30 2003 2002
Allorloarnce Accc_;unts Accc_Junts
Estimated Reccla\ll\é?ble, Reccﬁll\é?ble,
Uncollectibles
(Amounts in millions)
1. Intra-governmental
Receivables: $ 1,066.6 NA $ 1,066.6 1,121.9
2. Non-Federal
Receivables (From
the Public): $ 79181 $ 6182) $ 7,299.9 6,341.9
3. Total Accounts
Receivable: $ 89847 $ (6182) $ 8,366.5 7,463.8
4. Allowance method:
DoD Components used a variety of techniques for estimating Allowance for Uncollectible Accounts
Receivable from the public. While the exact details differed among the Components, estimates were
usually based on either a percentage of actual prior-year write-offs or a percentage of aged
receivables from the public.
5. Other information:

Fluctuations

Total accounts receivable, net increased by $902.7 million or 12 percent between year-end FY 2002

and year-end FY 2003.

Intra-governmental receivables decreased by $55.3 million or 5 percent. The decrease was primarily
due to improved accounts receivable reporting procedures implemented in FY 2003.

Non-federal receivables, net increased by $958.0 million or 15 percent. The following factors
caused an increase of $1,599.8 million:

Improved accounts receivable management and reporting procedures and polices

Reporting of non-current interest receivable for water storage contracts that were not recorded in
FY 2002 by the U.S. Army Corps of Engineers ($879.9 million)

Reclassifying amounts due from foreign governments previously recorded as other assets by the
Air Force Working Capital Fund ($116.3 million)

Recording interest related to a pending contract settlement currently in litigation for the
Department of the Navy ($56.8 million)
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This increase was partially offset by a $641.8 million decrease primarily due to the reversal of a debt
previously in litigation by the Air Force General Fund ($299.1 million) and due to the collection of
contractor claims processing errors that occurred in FY 2002 for the Defense Health

Program ($202.6 million).

Other Information Related to Intra-Governmental Accounts Receivable

Intra-governmental Accounts Receivable of $1,066.6 million consists of:

Amount
(8 in millions)

Army General Fund $ 802
Navy General Fund $ 80.6
Air Force General Fund $ 1415
US Army Corps of Engineers $ 414.1
Other Defense Components $ 350.2
Total $1,066.6

Other Information Related to Non-Federal Accounts Receivable

Non-federal Accounts Receivable, Net of $7,299.9 million consists of:

Amount
(8 in millions)

Army General Fund $ 514.6
Navy General Fund $3,382.1
Air Force General Fund $ 772.5
US Army Corps of Engineers $1,935.6
Other Defense Components $ 695.1
Total $7,299.9

Allocation of Undistributed Collections

Undistributed collections occur when a collection is received, but cannot be matched to an
appropriate receivable. The Department’s policy is to allocate supported undistributed collections
between intra-governmental and non-federal categories based on the percentage of
intra-governmental and non-federal accounts receivable. Unsupported undistributed collections are
recorded as Other Liabilities in Note 15.

Elimination Adjustments

The Department’s accounting systems do not capture trading partner data for purchases at the
transaction level in a manner that facilitates trading partner aggregations. Therefore, the Department
was unable to reconcile intra-governmental accounts receivable balances with its trading partners.
Through the ongoing Business Management Modernization Program, the Department intends to
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develop long-term systems improvements by FY 2006 that will capture the data necessary to perform
reconciliations.

Other Information Related to Non-Federal Refunds Receivable

Three DoD Components reported non-federal refunds receivable in excess of 10 percent of the total
non-federal accounts receivable:

FY2003 Non-Federal FY2003 Non-Federal Percentage of
Refunds Receivable (Net) Accounts Receivable (Net) Net Amount
(in millions) (in millions)
Army General Fund $314.5 $514.6 61.1%
Army WCF 54 31.2 17.3%
Military Retirement Fund 5.6 14.7 38.1%

Amounts reported for non-federal refunds receivable primarily originated from debts owed by
military service members.

Note Reference

See Note Disclosure 1.K. - Significant Accounting Policies for additional discussion on financial
reporting requirements and DoD policies governing Accounts Receivable.

For further discussion on “Accounts Receivable” see the Department of Defense Financial
Management Regulation, Volume 6B, Chapter 10, paragraph 1007 and Volume 4, Chapter 3.
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Note 6. |0therAssets |

As of September 30 2003 2002

(Amounts in millions)

1. Intra-governmental Other Assets:

A. Advances and Prepayments $ 10500 $ 0.1

B. Other Assets 0.0 0.0

C. Total Intra-governmental Other Assets $ 10500 $ 0.1
2. Non-Federal Other Assets:

A. Outstanding Contract Financing Payments $ 18,868.7 | $ 15,227.2

B. Other Assets (With the Public) 2,860.9 3,018.6

C. Total Non-Federal Other Assets $ 21,7296 | $ 18,245.8
3. Total Other Assets: $ 21,8346 | $ 18,245.9

4. Other Information Related to Other Assets:
Fluctuations

Total Other Assets increased $3,558.7 million (approximately 19.7 percent) from year-end
FY 2002 to year-end FY 2003. Outstanding Contract Financing Payments was the most
significant change as the account increased by $3,641.5 million (23.9 percent). This increase
in Outstanding Contract Financing Payments occurred largely as a result of additional
progress payments of $2,369.4 million made by the Air Force during FY 2003 primarily for
the F-22 program. An additional increase in Outstanding Contract Financing Payments of
$1,200.3 million was due to increased funding in Navy Procurement accounts; primarily in
their Aircraft Procurement account.

Intragovernmental Other Assets

As of year-end FY 2003, there were approximately $105.0 million in Advances and
Prepayments between the DoD and the Department of the Interior. These Advances and
Prepayments are supported by the Department of Interior’s Intergovernmental Reconciliation
Accounting System report. This represents an increase of $104.9 million from year-end

FY 2002 when there was $90.1 million that represented the FY 2002 Advances and
Prepayments activity between the Department and other federal agencies.

For Intragovernmental Other Assets overall, per DoD’s practice, buyer-side “advances to
others” balances were adjusted to agree with the seller-side “advances from others” balances
in the financial records of other DoD reporting entities. Additionally, the buyer-side
“prepayments” balances were adjusted to agree with seller-side “deferred credits” balances in
the financial records of other DoD reporting entities.
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Non-Federal Other Assets

Outstanding Contract Financing Payments

The Department reports, as an advance and prepayment, all outstanding financing payments
for fixed-price contracts that are not based on percentage or stage of completion. Under the
contract terms, the Department becomes liable only after the contractor delivers the goods in
conformance with the contract terms. If the contractor does not deliver a satisfactory
product, the Department is not obligated to reimburse the contractor for its costs and the
contractor is liable to repay the Department for the full amount of the outstanding contract

financing payments.

Other Assets (With the Public)

For Other Assets (With the Public) overall, there was a $157.7 million (5.2 percent)

decrease.

Other Non-Federal Assets Disclosure

Type of Asset

Non-Federal
Other Contract Financing Payments
Army GF
Navy GF
Air Force GF
Army WCF
Total Other Contract Financing Payments

Other Assets With The Public

Army
Advances to Others
Prepayments

Other Assets

Navy
Advances to Others
Prepayments
Other Assets

Air Force
Advances to Others
Other Assets

FY 2003
(in
millions)

$ 3,163.7
5,809.6

9,645.3

250.1

$ 18,868.7

$ 376.1

48.8

$ 168.2
355.1
716.5

$ 434.0
213.2
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DLA

Advances to Others and Misc. Advances 211.1

Other Agencies
Advances to Others $ 89.5
Prepayments 246.5
Other Assets from Multiple Reporting Entities 1.7
Total Other Assets With the Public $ 2,860.9

Navy’s $716.5 million Other Assets (With the Public) includes $606.3 million relating to the
outstanding debt principal reported for the Transportation Activity Group involving Time
Charter arrangements made by Military Sealift Command for the long-term use of the Afloat
Prepositioning Force — Navy ships. The outstanding debt principal is reported here to
reconcile with the amount reported by the Federal Financing Bank through the trading
partner elimination process (see Note 13 for additional disclosures).

Note Reference
See Note Disclosure 1. R. - Significant Accounting Policies for additional discussion on
financial reporting requirements and DoD policies governing Other Assets.
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Note 7. | Cash and Other Monetary Assets I

As of September 30 2003 2002

(Amounts in millions)

1. Cash $ 1,2908 | $ 573.2
2. Foreign Currency (purchased and non-purchased) 2441 148.6
3. Other Monetary Assets 0.0 20.9
4. Total Cash, Foreign Currency, & Other Monetary Assets $ 153491 $ 742.7

5. Other Information Pertaining to Entity Cash & Other Monetary Assets:

Definitions

Cash and Foreign Currency — Cash is the total of cash resources under the control of the
Department of Defense, which includes coin, paper currency, negotiable instruments, and
amounts on deposit in banks and other financial institutions. Cash available for agency
use includes petty cash funds and cash held in revolving funds which will not be
transferred into the U.S. Government General Fund. Foreign currency consists of the
total U.S. dollar equivalent of both purchased and non-purchased foreign currencies held
in foreign currency fund accounts. Non-purchased foreign currency is limited to the
Treasury Index 97X7000 fund account (formerly called FT accounts). There is a very
limited dollar amount for non-purchased foreign currency. Non-purchased foreign
currencies are acquired under the provisions of foreign assistance or foreign agricultural
development programs.

Other Monetary Assets - Includes gold, special drawing rights, and U.S. Reserves in the
International Monetary Fund. This category is principally for use by the Department of
the Treasury.

Fluctuation and/or Abnormalities

Cash increased $717.6 million (125.2 percent) primarily resulting from increases in cash
on hand to support the military build-up related to both Operation Iraqi Freedom and
Operation Enduring Freedom. Foreign currency increased $95.5 million (64.2 percent)
primarily as a result of deployment for both Operation Iraqi Freedom and Operation
Enduring Freedom. The foreign currency is primarily required to pay foreign vendors,
provide cash for agents in support of deployed tactical units, and provide currency for
exchange of U.S. dollars for troops stationed overseas. The other significant reason for
the increase in foreign currency is attributed to the advance provided by the Korean
government to the Army Corps of Engineers to cover construction, labor, and logistics
costs of the Corps. Other monetary assets decreased by $20.9 million when an evaluation
determined that the amount should be reclassified as an investment.
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Cash and Foreign Currency

Cash and foreign currency reported consists primarily of cash held by Disbursing
Officers to carry out their paying, collecting and foreign currency accommodation
exchange missions. The primary source of the amounts reported for cash and purchased
foreign currency is the Standard Form 1219, Statement of Accountability. The non-
purchased foreign currencys, if there is any, is reported on the monthly DD Form 1363
(Statement of Transactions and Accountability (FT Accounts). Foreign currency is
valued using the Department of Treasury Prevailing Rate of Exchange. This rate is the
most favorable rate that would legally be available to the U.S. Government’s acquisition
of foreign currency for its official disbursements and provide currency for exchange of
U.S. dollars for troops. Cash seized during Operation Iraqi Freedom is restricted for use
to assist the Iraqi people and support the reconstruction of Iraq.

Note Reference

See Note Disclosure 1. J. - Significant Accounting Policies for additional discussion on
financial reporting requirements and DoD policies governing Foreign Currency.
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Note 8. A. I Direct Loan and/or Loan Guarantee Programs

1. Direct Loan and/or Loan Guarantee Programs: The entity operates the following direct loan and/or
loan guarantee program(s):

Military Housing Privatization Initiative
Armament Retooling & Manufacturing Support Initiative

2. Other Information:

Relevant Information for Comprehension

“Federal Credit Reform Act of 1990” (CRA) governs all direct loan obligations and loan guarantee commitments made or amended
after FY 1991 resulting in direct loans or loan guarantees. The Department complies with the CRA and reports direct loans and loan
guarantees in accordance with OMB Bulletin 01-09 “Form and Content of Agency Financial Statements.”

e Direct loans are reported net of allowance for subsidy cost at present value.
e Loan guarantee liabilities are reported at present value.

Military Housing Privatization Initiative

The Military Housing Privatization Initiative (MHPI) includes both a Direct Loan and Loan Guarantee Program. MHPI fosters a
mutually beneficial relationship between the Department of Defense (DoD) and the private sector. The DoD obtains private sector
capital to leverage government dollars. The DoD provides protection against specific risks, such as base closure or member
deployment, for the private sector partner.
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The Loan Guarantee Program authorized by the National Defense Authorization Act for FY 1996, Public Law 104-106 Statute 186,
Section 2801, includes a series of powerful authorities that allow the Department to work with the private sector to renovate military
housing. The Department’s goals are to:

e obtain private capital to leverage government dollars;
e make efficient use of limited resources; and
e use a variety of private sector approaches to build and renovate military housing.

The Act also provides the Department with a variety of authorities to obtain private sector financing and expertise to improve military
housing. The Department uses these authorities individually, or in combination. They include:

e guarantees, both loan and rental

e conveyance/leasing of existing property and facilities

o differential lease payments

e investments, both limited partnerships and stock/bond ownership
e direct loans

Armament Retooling and Manufacturing Support Initiative

The Armament Retooling and Manufacturing Support Initiative (ARMS), Title 10 USC 4551-4555, is a Loan Guarantee Program
designed to encourage commercial use of the Army's Inactive Ammunition Plants through many incentives for businesses willing to
locate to a government ammunition production facility. These facilities’ production capacity is greater than current military
requirements. This capacity could be needed in the future. The revenues from the property rental are used to pay for the operation,
maintenance and environmental clean up at the facilities. The resulting savings in overhead costs lower the production cost of the
goods manufactured and fund environmental clean up at no cost to the government.

The US Department of Agriculture Rural Business-Cooperative Service (RBS) and the United States Army established a
Memorandum of Understanding (MOU) to furnish services to the Army in connection with the ARMS Initiative Loan Guarantee
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Program (AILG) pursuant to Section 193 of the Armament Retooling and Manufacturing Support Act of 1992 (P.L. 102-484), as
amended (10 U.S.C. 2501 note). The Army was authorized by the National Defense Authorization Act for Fiscal Year 1995

(P.L. 103-337) to enter into this MOU with RBS pursuant to 31 U.S.C. 1535. RBS has the needed programmatic and administrative
services necessary and convenient and to provide other services required administering the AILG Program. Therefore, to ensure
service to the public and for protection of the federal interests and rights, it was necessary for Army to obtain services from RBS.

Prior to FY 2002, the RBS was required to include this program in the US Department of Agriculture (USDA) financial statements. In
FY 2002, the USDA was not required to include this program and the Department of the Army reports the balance. This complies
with the Office of Management and Budget (OMB) Bulletin No. 01-09, Note 36 and OMB Circular A-11, Section 20.4.
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I Note 8.B. | Direct Loans Obligated After FY 1991 I

As of September 30 2003 2002

(Amounts in millions)
Loan Programs

1. Military Housing Privatization Initiative:

A. Loans Receivable Gross $ 12911 $ 92.6
B. Interest Receivable 0.0 0.0
C. Foreclosed Property 0.0 0.0
D. Allowance for Subsidy Cost (Present Value) (65.1) (48.4)
E. Value of Assets Related to Direct Loans $ 640 $ 44.2

2. Armament Retooling & Manufacturing
Support Initiative:

A. Loans Receivable Gross $ 00]9% 0.0
B. Interest Receivable 0.0 0.0
C. Foreclosed Property 0.0 0.0
D. Allowance for Subsidy Cost (Present Value) 0.0 0.0
E. Value of Assets Related to Direct $ 001% 0.0
Loans
3. Total Loans Receivable: $ 6401 % 44.2

4. Other Information:

Subsidy costs are recognized when direct loans are disbursed to borrowers and are reestimated each year. Allowance for subsidy cost is the
difference between the outstanding principal of the loans and the present value of their net cash inflows. New loans in the amount of $36.7
million were disbursed relating to housing at Elmendorf, Alaska and Camp Pendleton, California. There were loan principal repayments of
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$.2 million during FY 2003 for the Lackland Air Force Base, TX project, resulting in a net increase of $36.5 million. The difference
between the FY 2002 Beginning Balance of Allowance for Subsidy Cost (Present Value) in this note and note 8.F. is due to a correction of
$6.6 million recognized in the current period. This amount is not material to the DoD, so the prior year amounts are not being restated.
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I Note 8.C. | Total Amount of Direct Loans Disbursed I

As of September 30 2003 2002
(Amounts in millions)

Direct Loan Programs

1. Military Housing Privatization Initiative: $ 36.719% 92.6

2. Armament Retooling & Manufacturing Support 0.0 0.0
Initiative

3. Total $ 36.71% 92.6

4. Other Information:

Direct loans disbursed declined by 60 percent or $55.9 million from FY 2002 to FY 2003. This is due to the reduced number of direct loans
issued. Total direct loans disbursed in FY 2003 for the MHPI program are (in millions):

Camp Pendleton Marine Corps Base, California 6.0
Elmendorf Air Force Base, Alaska 30.7
Total Direct Loans Disbursed 36.7

DoD Performance and Accountability Report 86 Part 3: Financial Information



Gross direct loans disbursed for the MHPI program from inception consists of the following (millions):

Dyess Air Force Base, Texas 28.9
Elmendorf Air Force Base, Alaska 48.0
Lackland Air Force Base, Texas 10.6
Warner Robins Air Force Base, Georgia 22.3
Camp Pendleton Marine Corps Base, California 17.0
Kingsville Air Force Base, Texas 2.5
Total 129.3

Direct loans disbursed in FY 2002 consisted of the following (in millions):

Dyess Air Force Base, Texas 28.9
Elmendorf Air Force Base, Alaska 17.3
Lackland Air Force Base, Texas 10.6
Warner Robins Air Force Base, Georgia 223
Camp Pendleton Marine Corps Base, California 11.0
Kingsville Air Force Base, Texas 2.5
Total 92.6
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Note 8.D. | Subsidy Expense for Post-1991 Direct Loans

As of September 30

(Amounts in millions) I
Interest Differential Defaults Fees Other Total
1.Subsidy Expense for New Direct Loans Disbursed:
Military Housing Privatization Initiative $ 1921 $ 4119 00| $% 00(9% 23.3
Armament Retooling & Manufacturing Support 0.0 0.0 0.0 0.0 0.0
Initiative
Total $ 1921 % 41 1% 00| $ 00| $ 23.3
Interest Differential Defaults Fees Other Total
2.Subsidy Expense for New Direct Loans Disbursed:
Military Housing Privatization Initiative $ 346 | $ 721 % 00| % 001(9% 41.8
Armament Retooling & Manufacturing Support 0.0 0.0 0.0 0.0 0.0
Initiative
Total $ 346 | $ 72|$ 00/[$ 00| $ 41.8
Modifications Interest Rate Technical Total Total
Reestimates Reestimates Reestimates
3. Direct Loan Modifications and Reestimates:
Military Housing Privatization Initiative $ 001|$% 001|$% 00| $% 001(9% 0.0
Armament Retooling & Manufacturing Support 0.0 0.0 0.0 0.0 0.0
Initiative
Total $ 00| $ 00|$ 00| $ 001/$ 0.0
Modifications Interest Rate Technical Total Total
Reestimates Reestimates Reestimates
4. Direct Loan Modifications and Reestimates:
Military Housing Privatization Initiative $ 001|9% 001|$% 001|$% 00| 9% 0.0
Armament Retooling & Manufacturing Support 0.0 0.0 0.0 0.0 0.0
Initiative
Total $ 00]$ 00§ 00| $ 00§ 0.0
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2003 2002

5. Total Direct Loan Subsidy Expense:
Military Housing Privatization Initiative $ 233|$ 41.8
Armament Retooling & Manufacturing Support 0.0 0.0
Initiative
Total $ 233 | $ 41.8

6. Other Information:

The interest rate and default cost values represent the amounts for the three phased loans disbursed in FY 2003. These rates are established for
each individual loan, ranging from 66 percent for the Camp Pendleton Marine Corps Base, CA project to 43 percent for the ElImendorf Air Force
Base, AK project.

The decline in the reporting of Interest Rate Differential Costs and Default Costs from year-end FY 2002 is proportional to six loans disbursed
for FY 2002 and two loans disbursed in FY 2003. The reduction in loans disbursed results in an $18.5 million decrease for the direct loan
subsidy expense. The subsidy rate differs for each project, from 66 percent for Camp Pendleton Marine Corps Base, CA to 43 percent for
Elmendorf Air Force Base, AK. This has a direct impact on the variance from FY 2002 to FY 2003.

The $23.3 million in total Subsidy Expense includes the recognition of Subsidy from loans disbursed prior to FY 2003. This represents a
correction of $6.6 million recognized in the current period and not a reestimate. This amount is not material to the DoD, so the prior-year
amounts are not being restated.

As of September 30, 2003, there were no reestimates for the Direct Loans Program.
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I Note 8.E. | Subsidy Rate for Direct Loans

Interest

_ Differential Defaults

Direct Loans:

1. Military Housing Privatization Initiative: 30.62% 9.33% 0.00% 0.00% 39.95%
2. Armament Retooling & Manufacturing Support 0.00% 0.00% 0.00% 0.00% 0.00%
Initiative

3. Other Information:

Subsidy rates pertain to the loan agreements contracted during the current fiscal year. These rates cannot be applied to the direct loans

disbursed during the current reporting year to yield the subsidy expense. The subsidy expense for new loans disbursed in the current
year could result from disbursement of loans from both current and prior-year loan agreements.

Subsidy rates for FY 2004 are included in the FY 2004 Presidential Budget Federal Credit Supplement and are published at the
following website:

http://www.whitehouse.gov/omb/budget/fy2004/pdf/cr supp.pdf.
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Post-1991 Direct Loans

Note 8.F. | Schedule for Reconciling Subsidy Cost Allowance Balances for

| Beginning Balance, Changes and Ending Balance

2003

(Amounts in millions)

1. Beginning balance of the subsidy cost allowance

2. Add: subsidy expense for direct loans disbursed during the reporting years by component:

A. Interest rate differential costs

B. Default costs (net of recoveries)

C. Fees and other collections

D. Other subsidy costs

E. Total of the above subsidy expense components

3. Adjustments:
A. Loan modifications
B. Fees received
C. Foreclosed property acquired
D. Loans written off
E. Subsidy allowance amortization
F. Other
G. Total of the above adjustment components

4. Ending balance of the subsidy cost allowance before reestimates

5. Add or subtract subsidy reestimates by component:
A. Interest rate reestimate
B. Technical/default reestimate
C. Total of the above reestimate components

6. Ending balance of the subsidy cost allowance

41.8

19.2
4.1
0.0
0.0

23.3

0.0
0.0
0.0
0.0
0.0
0.0

0.0

65.1

0.0
0.0

0.0

65.1
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Note 8.G. | Defaulted Guaranteed Loans from Post-1991 Guarantees

As of September 30
(Amounts in millions)

Loan Guarantee Program(s)

1. Military Housing Privatization Initiative:
A. Defaulted Guaranteed Loans

Receivable, Gross $ 00f$ 0.0
B. Interest Receivable 0.0 0.0
C. Foreclosed Property 0.0 0.0
D. Allowance for Subsidy Cost (Present

Value) 0.0 0.0
E. Value of Assets Related to Defaulted

Guaranteed Loans Receivable $ 00)% 0.0

2. Armament Retooling & Manufacturing
Support Initiative
A. Defaulted Guaranteed Loans

Receivable, Gross $ 0019 0.0
B. Interest Receivable 0.0 0.0
C. Foreclosed Property 0.0 0.0
D. Allowance for Subsidy Cost (Present

Value) 0.0 0.0
E. Value of Assets Related to Defaulted

Guaranteed Loans Receivable $ 00)$% 0.0

3. Total Value of Assets Related to
Defaulted Guaranteed Loans
Receivable $ 00[$ 0.0

4. Other Information:

As of the September 30, 2003, the Department had no defaulted guaranteed loans.
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Note 8.H. | Guaranteed Loans Outstanding

As of September 30
(Amounts in millions)

Outstanding Principal, Amount of Outstanding
Guaranteed Loans, Principal Guaranteed

Loan Guarantee Proiram Title Face Value

1. Military Housing Privatization
Initiative $ 389.0 | $ 389.0

2. Armament Retooling &
Manufacturing Support
Initiative 26.8 24.0

3. Total $ 4158 | $ 413.0

00
1. Military Housing Privatization
Initiative $ 7501 $ 75.0
2. Armament Retooling &
Manufacturing Support
Initiative 8.6 7.7
3. Total $ 83619 82.7

4. Other Information:
MHPI
During FY 2003 new Guaranteed Loans were created for Kirtland Air Force Base, NM, Wright Patterson Air Force Base, OH,

Warner Robins Air Force Base, GA, Elmendorf Air Force Base, AK and Lackland Air Force Base, TX. The Guaranteed Loans
Outstanding for the MHPI program as of the end of FY 2003 consists of the following (in millions):
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Warner-Robins Air Force Base, GA 25.6

Fort Carson Army Installation, CO 147.0
Kirtland Air Force Base, NM 74.0
Wright Patterson Air Force Base, OH 65.0
Elmendorf Air Force Base, AK 48.0
Lackland Air Force Base, TX 29.4
Total 389.0

ARMS

Guaranteed loans outstanding increased by $18.2 million or 213 percent as a result of issuing two additional loans in FY 2003.
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Note 8.1. I Liability for Post-1991 Loan Guarantees, Present Value I

Amo 0 2003 2002

Loan Guarantee Program Title

1. Military Housing Privatization Initiative $ 246 | $ 13.4
2. Armament Retooling & Manufacturing Support Initiative 13 07
3. Total $ 2591$ 14.1

4. Other Information:
MHPI
The net increase of $11.2 million between FY 2002 and FY 2003 is the result of new guaranteed loans. New guaranteed loans for

FY 2003 are listed in note 8.H. The FY 2003 liability also includes a correction of a negative $2.1 million recognized in the current
period and not a reestimate. This amount is not material to the DoD, so the prior-year amounts are not being restated.

ARMS

Total Loan Guarantee Liabilities increased $.6 million as a result of two additional loans issued in FY 2003.
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Note 8.J.

Subsidy Expense for Post-1991 Loan Guarantees

AsS O eptembe 0
(Amounts in millions)

Total

Total

Total

Total

00 Interest Differential Defaults Fees Other Total
1. Subsidy Expense for New Loan Guarantees Disbursed:
Military Housing Privatization Initiative $ 0.0 11.3 0.0 0.0 11.3
Armament Retooling & Manufacturing Support Initiative 0.0 0.1 (0.0) 0.0 0.1
$ 0.0 11.4 0.0 0.0 11.4
00 Interest Differential Defaults Fees Other Total
2. Subsidy Expense for New Loan Guarantees Disbursed:
Military Housing Privatization Initiative $ 0.0 10.1 0.0 0.0 10.1
Armament Retooling & Manufacturing Support Initiative 0.0 (0.0) 0.0 0.0 0.0
$ 0.0 10.1 0.0 0.0 10.1
00 Modifications Interest Rate Technical Total Total
Reestimates Reestimates Reestimates
3. Loan Guarantee Modifications and Reestimates:
Military Housing Privatization Initiative $ 0.0 0.0 0.0 0.0 0.0
Armament Retooling & Manufacturing Support Initiative 0.0 0.0 0.0 0.0 0.0
$ 0.0 0.0 0.0 0.0 0.0
00 Modifications Interest Rate Technical Total Total
Reestimates Reestimates Reestimates
4. Loan Guarantee Modifications and Reestimates:
Military Housing Privatization Initiative $ 0.0 0.0 0.0 0.0 0.0
Armament Retooling & Manufacturing Support Initiative 0.0 0.0 0.0 0.0 0.0
$ 0.0 0.0 0.0 0.0 0.0
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2003 2002

5. Total Loan Guarantee Subsidy Expense:
Military Housing Privatization Initiative $ 131 $ 10.1
Armament Retooling & Manufacturing Support Initiative 0.1 0.0
Total $ 14| $% 10.1

6. Other Information:

MHPI

The MHPI has $11.3 million in Default Subsidy, which includes the recognition of subsidy from loans disbursed prior to FY 2003. This

amount also includes a correction of a negative $2.1 million recognized in the current period and not a reestimate. This amount is not material
to the DoD, so the prior-year amounts are not being restated.

ARMS

ARMS loan guarantee subsidy expense increased by $0.1 million as a result of increased loan activity.
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I Note 8.K. | Subsidy Rate for Loan Guarantees

Interest | Defaults Fees and other

Supplements Collections

Loan Guarantees:

1. Military Housing Privatization Initiative: 0.00% 5.40% 0.00% 0.00% 5.40%
2. Armament Retooling & Manufacturing Support 0.00% 4.94% -1.60% 0.00% 3.34%
Initiative

3. Other Information:

MHPI

The subsidy rates disclosed pertain only to the current year’s cohorts. These rates cannot be applied to the direct loans disbursed during
the current reporting year to yield the subsidy expense. The subsidy expense for new loans reported in the current year that could result

from disbursements of loans from both current year cohorts and prior year(s) cohorts. The subsidy expense reported in the current year
also includes modifications and reestimates.

These rates are obtained from the following web site: http://www.whitehouse.gov/omb/budget/fy2004/pdf/cr_supp.pdf.

The FY 2004 Federal Credit Supplement provides summary information about Federal Direct Loan and Loan Guarantee Programs

subject to the Federal Credit Reform Act (FCRA) of 1990, as amended by the Balanced Budget Act of 1997. The data is based on
legislation enacted for FY 2002 and the proposals contained in the President’s 2003 Budget.
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Note 8.L. Schedule for Reconciling Loan Guarantee Liability Balances for
Post-1991 Loan Guarantees

Beginning Balance, Changes and Ending Balance |

2003

(Amounts in millions)
1. Beginning balance of the loan guarantee liability $

2. Add: subsidy expense for guaranteed loans disbursed during the reporting years by component:

14.1

A. Interest supplement costs $ 0.0
B. Default costs (net of recoveries) 11.4
C. Fees and other collections (0.0)
D. Other subsidy costs 0.0
E. Total of the above subsidy expense components $ 11.4
3. Adjustments:
A. Loan guarantee modifications $ 0.0
B. Fees received 04
C. Interest supplements paid 0.0
D. Foreclosed property and loans acquired 0.0
E. Claim payments to lenders 0.0
F. Interest accumulation on the liability balance 0.0
G. Other 0.0
H. Total of the above adjustments $ 0.4
4. Ending balance of the loan guarantee liability before reestimates $ 25.9
5. Add or subtract subsidy reestimates by component:
A. Interest rate reestimate 0.0
B. Technical/default reestimate 0.0
C. Total of the above reestimate components $ 0.0
6. Ending balance of the loan guarantee liability $ 25.9

7. Other Information:
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Note 8.M. IAdministrative Expense

As of September 30
(Amounts in millions)

1. Direct Loans:

Military Housing Privatization Initiative 0.0 0.0
Armament Retooling & Manufacturing Support Initiative 0.0 0.0
Total 0.0 0.0

2. Loan Guarantees:

Military Housing Privatization Initiative 0.0 0.0
Armament Retooling & Manufacturing Support Initiative 0.0 0.0
Total 0.0 0.0

3. Other Information:

2003

2002

Administrative Expense is limited to separately identified expenses administered to direct and guaranteed loans. DoD does not
maintain a separate program to capture the expenses related to direct and guaranteed loans only for the MHPI.

Administrative Expense for the ARMS is a fee paid to the U.S. Department of Agriculture Rural Business-Cooperative Service
(RBS) for administering the loan guarantees under the ARMS, which is a joint program (see Note 8.A.). Administrative Expense
for the ARMS is immaterial to the DoD financial statements.
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and Related Propert

As of September 30
(Amounts in millions)

1. Inventory, Net (Note 9.A.) $ 52,9950 | $ 53,375.1
2. Operating Materials & Supplies, Net (Note 9.B.) 139,351.2 90,715.4
3. Stockpile Materials, Net (Note 9.C.) 1,827.9 2,108.1
4. Total $ 19417411 $ 146,198.6
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Note 9.A.

As of September 30

2003

2002

Inventory,

Gross Value

Revaluation
Allowance

Inventory,
Net

Inventory,
Net

Valuation
Method

(Amounts in millions)

1. Inventory Categories:
A. Available and Purchased for

Resale $ 70,1620 $ (36,465.4) 33,696.6 || $ 34,984.5
B. Held for Repair 27,763.6 (10,408.3) 17,355.3 16,066.1
C. Excess, Obsolete, and

Unserviceable 3,823.3 (3,823.3) 0.0 0.0
D. Raw Materials 9.8 0.0 9.8 0.0
E. Work in Process 1,933.3 0.0 1,933.3 2,324.5
F. Total $ 103,692.0 $ (50,697.0) 52,995.0 1 $ 53,375.1

Legend for Valuation Methods:

Adjusted LAC = Latest Acquisition Cost, adjusted for
holding gains and losses

SP = Standard Price

AC = Actual Cost

2. Restrictions of Inventory Use, Sale, or Disposition:

NRYV = Net Realizable Value
O = Other
MAC = Moving Average Cost

Generally, there are no restrictions on the use, sale, or disposition of inventory except in the following situations:

1) Distributions without reimbursement are made when authorized by Department of Defense directives;

2) War reserve material includes fuels and subsistence items that are considered restricted; and

3) Inventory, with the exception of safety stocks, may be sold to foreign, state and local governments, private parties, and contractors
in accordance with current policies and guidance or at the direction of the President.
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3. Other Information:

Category Valuation Method
Available and Purchased for Resale LAC; MAC; AC
Held for Repair LAC; O; MAC
Excess, Obsolete, and Unserviceable LAC; AC; NRV; O
Work in Process MAC; LAC; SP
Definitions

Inventory Available and Purchased for Resale includes consumable spare and repair parts and repairable items owned and managed
by the Department. This inventory includes material held due to a managerial determination that these items should be retained to
support military or national contingencies.

Inventory Held for Repair is damaged inventory that requires repair to make suitable for sale. It is more economical to repair than to
procure these inventory items. In addition, because the Department often relies on weapon systems and machinery no longer in
production, the Department supports a process that encourages the repair and rebuilding of certain items. This repair cycle is essential
to maintaining a ready, mobile, and armed military force.

Excess, Obsolete, and Unserviceable inventory consists of scrap materials or items that cannot be economically repaired and are
awaiting disposal. Potentially reusable material, presented in previous years as “Excess, Obsolete and Unserviceable” is included in
“Held for Use” or “Held for Repair” categories according to its condition. As explained below, this category is no longer used.

Work in Process balances include costs related to the production or servicing of items, including direct material, direct labor, applied
overhead and other direct costs. Work in Process also includes the value of finished products or completed services pending the
submission of bills to the customer. The Work in Process designation may also be used to accumulate the amount paid to a contractor
under cost reimbursable contracts, including the amount withheld from payment to ensure performance, and the amount paid to other
Government plants for accrued costs of end items of material ordered but not delivered.
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Changes from Prior Year’s Accounting Methods — Inventory Valuation

Effective for fiscal year 2002 and prior, OUSD(C) memorandum dated August 12, 2002, Subj: Accounting for Excess, Obsolete, and
Unserviceable Inventory and Operating Materials and Supplies, implemented a Department-wide change in policy for classification of
and accounting for excess, obsolete, and unserviceable inventory. This policy change revised the Department’s previous process
which used supply stratification reports to determine potential excess items. These items were written down annually to Net
Realizable Value - with the annual net changes recorded as expenses. The change in policy limited the write-down of inventory to
specific condition codes for condemned items with a net realizable value of zero. This change was applied to FY 2002 and prior and,
accordingly, required a reversal of previous years’ expenses - and a reestablishment of significant amounts of inventory as Inventory
“Available and Purchased for Resale.” This policy is reflected in the following schedule of Inventory, Net, by reporting Service and
Agency:

Inventory, Net Categories

Sept 30, 2003 Sept 30,2002

Available and Total Total

Agencies Purchased for Resale Held for Repair Work In Process (in Millions) (in millions)

Army 11,269.0 895.1 261.0 12,425.0 $11,319.3

Navy 3,319.3 13,242.9 957.2 17,519.4 17,012.6

Air Force 6,598.8 3,206.7 693.6 10,499.2 12,846.8

Defense Logistics Agency 12,149.0 10.5 12,159.5 11,525.1

Other Defense Agencies 370.4 21.5 391.9 671.3

Total 33,706.4 17,355.2 1,933.3 52,995.0 $53,375.1
Total — September 30, 2002 $34,984.0 $16,066.6 $2,324.5 $53,375.1

Fluctuations and/or Abnormalities

The high value for Navy “Held for Repair” was attributed to increased support for Operation Iraqi Freedom which included significant
movement of reparable items from activities to repair facilities such as shipyards and aircraft maintenance facilities.

The overall decrease in Inventory, Net is $380.1 million. This amount is .72 percent of the total value of Inventory. This reflects the
requirements of Operation Iraqi Freedom.
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U.S. Army

Raw Materials increased $9.8 million or 100%. The Army Working Capital Fund is reporting this category of inventory for the first
time in FY 2003. This is the result of implementation of the Army’s Logistics Management Program at some of its activities. These
reclassified items were previously reported as Available and Purchased for Resale.

General Composition of Inventory

Inventory includes spare and repair parts, clothing and textiles, and fuels held for sale by Defense Working Capital Funds. Inventory
is tangible personal property that is:

1) Held for sale, or held for repair for eventual sale;

2) In the process of production for sale; or

3) To be consumed in the production of goods for sale or in the provision of services for a fee.

Spare and repair parts, clothing and textiles, fuels, ammunition, missiles, aircraft engines, and other items held for consumption by
General Funds are categorized as Operating Materials & Supplies. (See Note 9.B.)

Inventory “held for repair” is damaged material that requires repair to make it usable. “Excess inventory” is condemned material that
must be retained for management purposes. “Work in process” includes munitions in production and depot maintenance work with its
associated labor, applied overhead, and supplies used in the delivery of maintenance services. The United States Standard General
Ledger does not include a separate work in process general ledger account unrelated to sales.

Changes from Prior Year’s Accounting Methods — Revaluation Allowance

“In accordance with generally accepted accounting principles and Statement of Federal Financial Accounting Standards Number 3, the
Department’s inventory is required to be valued at historical cost or at an approximation of historical cost utilizing an accepted method
as stated in SFFAS No. 3. Because the Department’s logistics and accounting systems were not designed to maintain historical values
as required, the Department has been utilizing an accepted alternative which adjusts latest acquisition costs (LAC) and standard prices
to an approximation of historical cost. Latest acquisition cost and standard prices apply the latest procurement prices to all like items
in inventory. LAC and standard price methods, however, typically create inflated inventory values due to unrealized gains generated
by procurement cost adjustments to all items. Because such gains should not be realized until items are sold, the Department requires
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an adjustment for price gains and operating surcharges for regulatory reporting. These gains have been, and continue to be, captured
in an Allowance account which, when netted against gross inventory values, produce a net inventory which approximates historical
cost.

In a July 6, 2001 memorandum, the Office of the Under Secretary of Defense (Comptroller) prescribed moving average cost (MAC) as
the inventory valuation method to be used by the Department. However, the change in policy recognized the deficiencies in current
systems as noted above and authorized the continued use of the Allowance method for other functional areas (e.g., logistics,
procurement, budget) - and for legacy financial systems - but only until such time as those systems are replaced. Transition from the
Allowance method to MAC began in fiscal year 2002 and continues in 2003 and beyond.

Note Reference

See Note Disclosure 1. M. - Significant Accounting Policies for additional discussion on financial reporting requirements and DoD
policies governing Inventory and Related Property.

For regulatory discussion on accounting treatment of “Inventory, Net” see Department of Defense Financial Management
Regulation, Volume 6B, Chapter 10, paragraph 101103.
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Note 9.B. | Operating Materials and Supplies, Net

2003 2002
As of September 30 OM&S Revaluation Valuation
Gross Value Allowance OM&S, Net OM&S, Net Method
(Amounts in
millions)
1. OM&S
Categories:
A. Held for Use $ 122,732.3 $ 00 $ 122,732.3 | $ 79,979.5
B. Held for Repair 18,169.3 (1,550.4) 16,618.9 10,255.6
C. Excess, Obsolete, and
Unserviceable 3,708.9 (3,708.9) 0.0 480.3
D. Total $ 144,6105 $ (5259.3) $ 139,351.2 (| $ 90,715.4
Legend for Valuation Methods:
Adjusted LAC = Latest Acquisition Cost NRV = Net Realizable Value
adjusted for holding gains and losses O = Other
SP= Standard Price MAC = Moving Average Cost

AC= Actual Cost
2. Restrictions on OM&S:

Generally, there are no restrictions on the use, sale, or disposition of inventory except in the following situations:

1. Distributions without reimbursement are made when authorized by DoD directives;

War reserve material includes fuels and subsistence items that are considered restricted; and

Inventory, with the exception of safety stocks, may be sold to foreign, state and local governments, private parties, and contractors
in accordance with current policies and guidance or at the direction of the President.

bl
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3. Other Information:

OM&S Categories Valuation Method
Held for Use LAC; MAC; AC; SP; O
Held for Repair LAC; SP; MAC; O
Excess, Obsolete, and Unserviceable AC; NRV; O; SP

General Composition of Operating Materials and Supplies

Operating Materials and Supplies includes spare and repair parts, ammunition, tactical missiles, aircraft configuration pods, and
centrally managed aircraft engines.

Decision Criteria for Identifying the Category to Which Operating Materials and Supplies are Assigned

Managers determine which items are more costly to repair than to replace. Items retained for management purposes are coded
“condemned.” The net value of these items is zero, and is shown as “Excess, Obsolete, and Unserviceable.” The category “Held for
Use” includes all issuable and economically reparable material. Before FY 2002, the Department showed “Potentially re-
distributable” material, regardless of condition, as “Excess, Obsolete, and Unserviceable.”
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Fluctuations and/or Abnormalities for OM&S, Net

Operating Materials & Supplies, Net

Sept 30,2003 Sept 30,2002
Excess, Obsolete, and Total Total
Agencies Held for Use Held for Repair Unserviceable (in millions) (in millions)
Army 32,383.4 - - 32,383.4 26,964.9
Navy 50,685.2 3,663.2 - 54,348.4 33,003.6
Air Force 39,515.5 12,955.7 - 52,471.2 28,817.5
Defense Logistics Agency 8.6 - - 8.6 10.5
Other Defense Agencies 139.6 - - 139.6 1,918.9
Total 122,732.3 16,618.9 139,351.2 90,7154

Total — September 30, 2002 79,979.5 10,225.6 480.3 90,715.4

Fluctuations and/or Abnormalities

OMA&S increased by $48,635.8 million. The majority of this increase is attributable to the implementing the requirements under
Statement of Federal Financial Accounting Standards (SFFAS) #23. “Eliminating the Category National Defense Property, Plant and
Equipment (NDPP&E).” As a result the Department now reports under OM&S assets formerly reported as NDPP&E. This
information was previously reported as Required Supplementary Stewardship Information (RSSI).

Government Furnished Material (GFM) and Contractor Acquired Material (CAM). Generally, the value of the Department’s GFM
and CAM in the hands of contractors is not included in the OM&S values reported above. DoD is presently reviewing its process for
reporting these amounts in an effort to determine the appropriate accounting treatment and the best method to annually collect and

report required information without duplicating information already in other existing logistics systems.
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Note Reference

See Note Disclosure 1. M. - Significant Accounting Policies for additional discussion on financial reporting requirements and DoD
policies governing Inventory and Related Property.

For regulatory discussions on accounting treatment of “Stockpile Materials, Net” see Department of Defense Financial Management
Regulation, Volume 6B, Chapter 10, paragraph 101106.

DoD Performance and Accountability Report 110 Part 3: Financial Information



Note 9.C. | Stockpile Materials, Net

2003 2002
As of September 30 Stockpile Allowance Stockpile Materials, Stockpile Materials, Valuation
Materials for Gains Net Net Method
Amount (Losses)
(Amounts in millions)
1. Stockpile Materials Categories:
A. Held for Sale $ 1,691.7 $ 00 $ 1,691.7 | $ 2,039.7
B. Held in Reserve for Future Sale 136.2 0.0 136.2 68.4
C. Total $ 1,827.9 § 00 $ 1,827.9 | $ 2,108.1

Legend for Valuation Methods: |

LAC= Latest Acquisition Cost NRV = Net Realizable Value
SP= Standard Price O = Other

AC= Actual Cost

2. Restrictions on Stockpile Materials:

There are legal restrictions on the use of stockpile materials. Strategic and critical materials are stockpiled in the interest of national
defense to preclude a dangerous and costly dependence on foreign sources of supply in times of a national emergency. Due to
environmental considerations, there is a moratorium on the sale of mercury and thorium nitrate.

3. Other Information:

Category Valuation Method
Held for Sale AC; LCM (Lower of Cost or Market)
Held for Reserve AC; LCM
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General Composition of Stockpile Materials

Stockpile materials are strategic and critical materials, held due to statutory requirements, for use in national defense, conservation or
national emergencies. Strategic and critical materials are stockpiled in the interest of national defense to preclude a dangerous and
costly dependence on foreign sources of supply in times of a national emergency. The quantities to be stockpiled are required to be
sufficient to sustain the U. S. for a period of not less than three years during a national emergency (including a sustained conventional
global war of indefinite duration). Required stockpile levels may only be changed by law through a Presidential proposal in the
Annual Material Plan submitted to Congress.

Decision Criteria for Categorizing Stockpile Materials as “Held For Sale”

Materials for which Congress has not authorized sale are classified as Materials Held in Reserve. The balance of the stockpile is
available for sale on the open market and is classified as Held for Sale. Disposals cannot be made from the stockpile except under the
following situations: (1) necessary upgrading, refining, or processing; (2) necessary rotation to prevent deterioration; (3)
determination as excess with potential financial loss if retained; and (4) as authorized by law.

Changes in the Criteria for Categorizing Stockpile Materials as “Held For Sale”

All materials held by the Defense National Stockpile (DNS) are classified as Materials Held in Reserve until Congressional action
declares the materials are no longer required to be stockpiled and are available for sale on the open market. When DNS receives
authorization to offer materials declared no longer needed and available for sale, DNS removes the materials from Material Held in
Reserve and reclassifies them as Material Held for Sale.

Other Information Related to Stockpile Material, Net

The financial statements report the recorded historical cost in accordance with the lower of cost or market (LCM) principal.

Note Reference

See Note Disclosure 1. M. - Significant Accounting Policies for additional discussion on financial reporting requirements and DoD
policies governing Inventory and Related Property.
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For regulatory discussion on accounting treatment of “Stockpile Materials,, Net” see Department of Defense Financial Management
Regulation, Volume 6B, Chapter 10, paragraph 101109.
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Note 10.

General PP&E, Net |

As of September 30 2003 2002 |
iﬁ)c:?t?zlzttligrr]\/ Ser_vice Acquisition %A:S:Jerziual 32?3 Net Book Prior FY Net
Method Life Value Amortization) Value Book Value
(Amounts in millions)
1. Major Asset Classes:
A. Land N/A N/A 9,663.4 NA $ 9,663.4 9,560.0
B. Buildings, Structures,
and Facilities S/L 20 0r 40 159,527.4 $ (83,139.4) 76,388.0 73,556.1
C. Leasehold
Improvements S/L lease term 196.6 (100.4) 96.2 101.2
D. Software S/L 2-50r 10 5,022.2 (2,629.5) 2,392.7 1,391.7
E. Equipment S/L 50r10 1,163,111.2 (825,057.0) 338,054.2 13,454.6
F. Assets Under Capital
Lease’ S/L lease term 577.2 (343.6) 233.6 264.4
G. Construction-in-
Progress N/A N/A 19,388.3 N/A 19,388.3 24,143.2
H. Other 92.5 0.0 92.5 98.5
I. Total General PP&E 1,357,578.8 $ (911,269.9) $ 446,308.9 122,569.7

' Note 15.B for additional information on Capital Leases

S/L = Straight Line

Legend for Valuation Methods:

2. Other Information:

N/A = Not Applicable

Fluctuations and/or Abnormalities

Total General PP&E increased by $323.7 billion (264.2 percent) from year-end FY 2002 to year-end FY 2003. The majority of this fluctuation was
due to re-establishing the value of military equipment on the Balance Sheet (see disclosure below).
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Equipment increased by $324.6 billion. This increase was primarily due to inclusion of $325.1 billion in military equipment. The estimated total
acquisition cost of military equipment was $1,123.5 billion with accumulated depreciation of $798.4 billion resulting in a net book value of
$325.1 billion. Military equipment was previously reported as National Defense PP&E in the Required Supplementary Stewardship Information.

The software increased by a net of $1,001.0 million (71.9 percent) due to the reclassification from the Construction-in-Progress (CIP) category to the
software category. The majority of the change is attributable to the DFAS Working Capital Fund’s reclassification of $433.9 million and the Air
Force Working Capital Fund’s reclassification of $510.0 million.

The CIP account decreased by $4,754.9 million (19.7 percent). The principal reasons for the decrease were as follow:

e The reclassification of software totaling $1,001.0 million (as described above).

e Compliance with a DoDIG audit recommendation to expense approximately $1,000.0 million for cost-sharing.

e The Corps of Engineer corrective action of $2,584.8 million to transfer out completed assets and to reclassify non project cost to expense.

Other Information Related to General PP&E. Net

Military Equipment

The Federal Accounting Standards Advisory Board issued Statement of Federal Financial Accounting Standards No. 23, Eliminating the Category
National Defense Property, Plant, and Equipment, in May 2003. This standard, which is effective for accounting periods beginning after
September 30, 2002, establishes generally accepted accounting principles for valuing and reporting military equipment (e.g., ships, aircraft, combat
vehicles, weapons) in federal financial statements. The standard requires the capitalization and depreciation of the cost of military equipment,
including the cost of modifications and upgrades.

The Department has determined that it is not practical at this time to accumulate from internal records the information necessary to value military
equipment in accordance with generally accepted accounting principles, because the Department is currently working to revise its accounting
processes and systems to support the informational needs of management and compliance with generally accepted accounting principles. In the
interim, the Department will base the value of military equipment for financial statement presentation purposes on data provided by the Bureau of
Economic Analysis (BEA), Department of Commerce.

The data provided by BEA consist of investment and net book value data for 84 groups of equipment such as aircraft, ships and combat vehicles.
BEA uses Department budget data for equipment acquisitions and actual quantities of equipment items delivered to calculate the Department’s
annual investment in equipment, after recognizing any equipment transfers or war losses. The Department adjusted BEA data to eliminate equipment
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items that are not accounted for as military equipment, such as spares, munitions, and inventory items, which are accounted for and reported as
Inventory and Related Property.

Note 10.A. | Assets Under Capital Lease I

As of September 30 2002

(Amounts in millions)
1. Entity as Lessee, Assets Under Capital Lease:

A. Land and Buildings $ 57461 % 576.3
B. Equipment 2.6 11.5
C. Other 0.0 0.0
D. Accumulated Amortization (343.6) (323.4)
E. Total Capital Leases $ 23361% 264.4

2. Description of Lease Arrangements:
Assets Under Capital Lease consist primarily of leases for the Section 801 Family Housing Program.
3. Other Information:

Fluctuations and/or Abnormalities

Assets Under Capital Lease decreased $30.8 million or 11.6 percent primarily due to straight-line depreciation of lease assets and expiration of
leases.

Other Disclosures

Imputed interest was necessary to reduce net minimum lease payments to the present value calculated at the incremental borrowing rate at the
inception of the leases.
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Note Reference

Note 15B discusses the related capital lease liabilities. It discloses the current and noncurrent portion.
See Note 1.Q. — Significant Accounting Policies for additional discussion on financial reporting requirements and Department of Defense policies

governing leases.
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Note 11. | Liabilities Not Covered by Budgetary Resources

As of September 30,

(Amounts in millions)
1. Intragovernmental Liabilities:
A. Accounts Payable $ 00/|S$ 7.0
B. Debt 18.2 65.6
C. Environmental Liabilities 0.0 0.0
D. Other 4,814.5 4,268.0
E. Total Intragovernmental Liabilities $ 4,832.7| $ 4,340.6
2. Non-Federal Liabilities
A. Accounts Payable 0.0 0.0
B. Military Retirement Benefits and Other 1,233,557.2 1,157,773.5
Employment-Related Actuarial Liabilities
C. Environmental Liabilities 58,047.6 55,420.3
D. Loan Guarantee Liability 0.0 0.0
E. Other Liabilities 12,552.1 11,439.7
F. Total Non-Federal Liabilities 1,304,156.9 1,224,633.5
. Total Liabilities Not Covered by Budgetary 1,308,989.6 1,228,974.1
Resources
. Total Liabilities Covered by Budgetary 249,604.1 222,367.7
Resources
. Total Liabilities 1,558,593.7 1,451,341.8
Definitions

Liabilities Not Covered by Budgetary Resources are those liabilities which are not
considered covered by realized budgetary resources as of the balance sheet date.

Liabilities Covered by Budgetary Resources are those that are incurred by the reporting
entity which are covered by realized budget resources as of the balance sheet date.

Budgetary resources encompass not only new budget authority, but also other resources
available to cover liabilities for specified purposes in a given year. Available budgetary
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resources include (1) new budget authority; (2) spending authority from offsetting
collections (credited to an appropriation or fund account); (3) recoveries of unexpired
budget authority through downward adjustments of prior year obligations; (4)
unobligated balances of budgetary resources at the beginning of the year or net transfers
of prior year balances during the year; and (5) permanent indefinite appropriations or
borrowing authority, which have been enacted and signed into law as of the balance sheet
date, provided that the resources may be apportioned by the Office of Management and
Budget (OMB) without further action by the Congress or without a contingency first
having to be met.

Fluctuations

Fluctuations in liabilities are disclosed in the individual footnotes. See Note Reference
below for the applicable note schedule.

Other Information Related to Liabilities Not Covered By Budgetary Resources

Not Covered by Budgetary Resources (Fiscal Year 2002)

In FY 2002 certain liabilities that were covered by budgetary resources were improperly
classified as not covered by budgetary resources. For FY 2003 reporting, mapping
corrections of this misclassification resulted in a change to the amount of not covered by
budgetary resources reported in the prior year column.

Intra-governmental Other

Intra-governmental Other (not covered by budgetary resources) consist primarily of an
unliquidated progress payments and associated accrued interest receivable of

$2,409.3 million for contractor debt, workmen compensation of $1,278.2 million,
judgement fund liabilities of $591.4 million, and other custodial liabilities of

$351.8 million. The contractor debt is reported as an unfunded liability to Treasury.
Collections on this debt will be due and payable to Treasury as the appropriations are in a
cancelled status. See Note 5 for further disclosure.

Non-Federal Other Liabilities

Non-Federal Other Liabilities (not covered by budgetary resources) consist primarily of
unfunded annual leave of $7,572.7 million, non-environmental disposal liabilities of
$2,168.7 million, and contingent liabilities of $1,528.6 million.
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Note Reference

For Additional Line Item discussion, see:

Note 2, Nonentity and Entity Assets

Note 8, Direct Loans and/or Loan Guarantee Programs

Note 12, Accounts Payable

Note 13, Debts

Note 14, Environmental Restoration Liabilities, and Environmental Disposal Liabilities
Note 15, Other Liabilities

Note 17, Military Retirement Benefits and Other Employment-Related Actuarial
Liabilities

Note 23, Disclosures Related to the Statement of Custodial Activity
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Note 12. | Accounts Payable

As of September 30

2003

Interest,
Accounts Payable Penalties, and Total Total
Administrative Fees

(Amounts in millions)

1. Intra-governmental Payables: $ 101.3 N/A $ 1013} $ 85.8
2. Non-Federal Payables (to the

Public): $ 27,8628 $ 1.0 § 27,8638 [ $ 24,182.4
3. Total $ 27,9641 $ 1.0 $ 27,965.1 | $ 24,268.2

4. Other Information:

The Non-Federal Payables balance for fiscal year 2002 of $24,182.4 million is $22.6 million more than the agency-wide balance of
$24,159.8 million published in the FY 2002 Performance and Accountability Report. The reason for the difference is as follows:

The Defense Finance and Accounting Service made a $22.6 million prior period adjustment to record a fiscal year 2002 audit
adjustment that had been made to the DFAS statements after publishing the DoD-wide statements. A prior period adjustment was
recorded in fiscal year 2003 to include this change in the DoD-wide statements.

Intra-governmental accounts payable consists of amounts owed to other Federal agencies for goods or services ordered and received
but not yet paid. Interest, penalties and administrative fees are not applicable to Intra-governmental payables. Non-Federal payables
(to the public) are payments to non-federal government entities.
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Fluctuations

Total accounts payable, net increased by $3,696.9 million or 15.2 percent between year-end FY 2002 and year-end FY 2003.

Intra-governmental Accounts Payable

Intra-governmental accounts payable increased by $15.5 million or 18 percent between year-end FY 2002 and year-end FY 2003. The
major contributors to the increase were:

Amount
(8 in millions)
Air Force General Fund $§ 138
US Army Corps of Engineers $ 121
Other Defense Organizations Working Capital Funds $ (9.3
Other Defense Components $ d.n
Total $ 155

The increase in intra-governmental payables was primarily the result of new trust fund payables. The U.S. Corps of Engineers is the
lead agency for reporting the Inland Waterways and the Harbor Maintenance Trust Funds. Based on a change in accounting
procedures, the Corps now reports both the payables and the receivables for transfers of invested balances. This increase is also the
result of improved reporting of payables.
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Non-Federal Payables

Non-federal accounts payables, net increased $3,681.4 million or 15.2 percent from year-end FY 2002 to year-end FY 2003. The

major contributors to the increase were:

Army General Fund

Navy General Fund

Air Force General Fund

Army Working Capital Fund

Navy Working Capital Fund

Air Force Working Capital Fund

US Army Corps of Engineers

Other Defense Organizations General Funds
Other Defense Organizations Working Capital Funds
Medicare-Eligible Retiree Health Care Fund
Total

The net increase in non-federal payables is attributable to the following factors:

e Additional spending for Operations Enduring Freedom, Iraqi Freedom and Noble Eagle. The Department’s accounting systems
cannot separate Iragi-related accounts payable from peacetime accounts payable.
e Establishment of Medicare-Eligible Retiree Health Care Fund on October 1, 2002.

e Preparation of trading partner elimination journal vouchers at the consolidated activity group level, reducing the magnitude of the

adjustment.

e Reclassification of unsupported, undistributed collections from United States Standard General Ledger (USSGL) account 2120,
Disbursements in Transit, to USSGL account 2400, Liability for Deposit Funds, Clearing Accounts and Undeposited Collections,

which are reported as Other Liabilities.
e Improved accounts payable reporting procedures implemented in FY 2003.

Amount
($ in millions)
$3,121.9
$ 2321
$ 873.9
$ (168.6)
$ 303.2
$(1,702.5)
$  (27.8)
$ 360.7
$ 5825
$ 106.0
$3,681.4
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Other Information Related to Intra-Governmental Accounts Payable

Intra-governmental accounts payable of $101.3 million consists of:

Amount
($ in millions)
US Army Corps of Engineers $ 78.1
Other Defense Organizations General Fund $ 0.5
Other Defense Organizations Working Capital Funds § 227
Total $ 1013
Other Information Related to Non-Federal Accounts Payable
Non-federal accounts payable of $27,863.8 million consists of:
Amount
(8 in millions)

Army General Fund $ 9,089.1
Navy General Fund $ 1,742.5
Air Force General Fund $ 7,080.9
Army Working Capital Fund $ 3424
Navy Working Capital Fund $ 2,102.9
Air Force Working Capital Fund $ 89.0
US Army Corps of Engineers $ 568.1
Other Defense Organizations General Fund $ 2,648.0
Other Defense Organizations Working Capital Funds $ 4,094.9
Medicare-Eligible Retiree Health Care Fund $ 106.0
Total $27,863.8
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Undistributed disbursements

Undistributed disbursements represent the difference between disbursements and collections recorded at the transaction level to a
specific obligation, payable, or receivable in the activity field records as opposed to those reported by the U.S. Treasury via the
reconciled DD 1329 and DD 1400. These amounts should agree with the undistributed amounts reported on the departmental
accounting reports. Intransit payments are payments that have been made for other agencies or entities that have not been recorded
in their accounting records. These payments are applied to the entities’ outstanding accounts payable balance.

Allocation of Undistributed Disbursements

The Department of Defense policy is to allocate supported undistributed disbursements between federal and non-federal categories
based on the percentage of federal and non-federal accounts payable. The majority of the DoD Components reported following this
allocation procedure, however, Army General Fund and Army Working Capital Fund allocated supported undistributed disbursements
solely to non-federal accounts payable. Unsupported undistributed disbursements are recorded in United States Standard General
Ledger (USSGL) account 2120, Disbursements in Transit.

Intra-governmental Eliminations

For the majority of the intra-agency sales, the Department of Defense’s accounting systems do not capture trading partner data at the
transaction level in a manner that facilitates trading partner aggregations. Therefore, the reporting entities were unable to reconcile
intra-governmental accounts payable to the related intra-governmental accounts receivable that generated the payable.

The Department of Defense summary-level seller accounts receivable balances were compared to the Agencies’ accounts payable.
Adjustments were posted to the Agencies’ accounts payable based on the comparison with the accounts receivable of the DoD
Components providing goods and services to the Agencies. Positive differences were treated as unrecognized accounts payable.

Note Reference

See Note Disclosure 1.G., Significant Accounting Policies, for additional discussion on financial reporting requirements and DoD
policies governing accounting for Intra-governmental Activities.
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Note 13. | Debt I
As of September 30

2003 2002
(Amounts in millions) Beginning Net Ending Ending
Balance Borrowings Balance Balance
1. Public Debt:
A. Held by Government Accounts N/A N/A N/A N/A
B. Held by the Public N/A N/A N/A N/A
C. Total Public Debt N/A N/A N/A N/A
2. Agency Debt:
A. Debt to the Treasury $ 815 §$ 02) $ 81318 815
B. Debt to the Federal Financing Bank 792.8 (175.9) 616.9 792.8
C. Debt to Other Federal Agencies 0.0 0.0 0.0 0.0
D. Total Agency Debt $ 8743 $ (176.1) $ 698.2 | $ 874.3
3. Total Debt: $ 8743 $ (176.1) $ 698.2 | $ 874.3
4. Classification of Debt:
A. Intra-governmental Debt $ 6982 $ 874.3
B. Non-Federal Debt N/A N/A
C. Total Debt $ 698.2 | § 874.3

5. Other Information:

Debt to the Treasury

Loan Subsidy Program Related to the Family Housing Improvement Fund’s Military Housing Privatization Initiative (MHPI)

The outstanding amount consists of interest and principal payments due to the Treasury. Funds in this account are used to provide
direct loans to borrowers to acquire housing previously maintained and operated by the military under the MHPI. The outstanding
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debt of $ 63.9 million reflects a $7.1 million increase from the September 30, 2002 net borrowings. This increase is primarily due to
Elmendorf AFB Alaska borrowing money from the US Treasury.

The U.S. Army Corps of Engineers Promissory Notes with the Treasury Fund Capital Improvements to the Washington Aqueduct

During FY 1997, 1998, and 1999, the U.S. Army Corps of Engineers executed three promissory notes totaling $75.0 million with the
Department of the Treasury. Funds provided were used for capital improvements to the Washington Aqueduct. Arlington County and
Falls Church, Virginia and the District of Columbia provide funding to repay the debt. During fiscal year 2003, actual drawdown of
funds from the Treasury total $1.5 million. Principal repayments during fiscal year 2003 total $8.7 million. The decrease from

FY 2002 represents principal repayments towards liquidating the debt.

Debt to the Federal Financing Bank (FFB)

Fluctuations and/or Abnormalities

Debt to the FFB decreased by $175.9 million from FY 2002 primarily as a result of FY 2003 reduction of the outstanding debt
principal amount for the Department of the Navy Transportation Activity Group ($135.1 million) and the U.S. Transportation
Command ($40.2 million).

The Department of Navy

As part of the Afloat Prepositioning Force (APF-N) program, the Department of the Navy makes loan repayments to the Treasury FFB
on behalf of ship owners and in lieu of capital lease payments to these same ship owners. The FFB is reporting a debt in the amount
of $615.6 million, which represents an outstanding principal balance of $606.2 million and accrued interest payable of $9.4 million,
for the Transportation Activity. See Notes 3 and 6 for additional disclosures.

The United States Transportation Command

The debt consists of the principal and accrued interest balances left on the Military Sealift Command’s (MSC) T-5 program that
provides ships for time charter to MSC to meet requirements not available in the marketplace. The ships were financed with
approximately 30 percent equity investments and 70 percent debt borrowings. The debt is in the form of loans from the FFB to the
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vessel owners. In order to simplify the payments, the FFB cross-disburses the semi-annual principal payments directly from the
working capital fund. MSC records the equity payments upon receipt of invoices. Interest is paid by voucher rather than by non-
expenditure transfer. Information provided by MSC indicates the FY 2003 year-to-date interest expense and accrued interest is $1.3
million as of September 30, 2003. This balance is payable in July 2004. MSC purchased all but the “Darnell:” class T-5 ships.

Balance September 30, 2002 (millions) 41.4
Payments made during FY 2003 (40.2)
Principal Balance September 30, 2003 1.2
Accrued Interest September 30, 2003 0.1
Total Outstanding Debt September 30, 2003 1.3

Note Reference
See Note Disclosure 1. G. - Significant Accounting Policies for additional discussion on financial reporting requirements and DoD
policies governing Accounting for Intragovernmental Activities, Public Debt.
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Note 14.

Environmental Liabilities and Disposal Liabilities

As of September 30 2003 2002
Current Liability Noncurrent Liability Total Total
(Amounts in millions)
1. Environmental Liabilities — Non Federal
A. Accrued Environmental Restoration (DERP funded) Costs:
1. Active Installations--Environmental Restoration (ER) 16268 § 10,2070 § 11,833.8 13,033.7
2. Active Installations--ER for Closed Ranges 37.4 4,324.7 4,362.1 1,705.1
3. Formerly Used Defense Sites (FUDS) -- ER 265.0 3,974.4 4,239.4 4,304.8
4. FUDS--ER for Transferred Ranges 128.2 13,496.2 13,624.4 11,220.3
B. Other Accrued Environmental Costs (Non-DERP funds)
1. Active Installations--Environmental Corrective Action 74.7 486.3 561.0 456.3
2. Active Installations--Environmental Closure Requirements 94 94.2 103.6 109.7
3. Active Installations--Environ.Response at Active Ranges 60.5 215.8 276.3 292.2
4. Other 0.4 49.6 50.0 31.7
C. Base Realignment and Closure (BRAC)
1. BRAC Installations--Environmental Restoration (ER) 730.4 2,886.2 3,616.6 4,015.0
2. BRAC Installations--ER for Transferring Ranges 14.3 497.3 511.6 3974
3. BRAC Installations--Environmental Corrective Action 7.2 180.7 187.9 208.6
4. Other 190.4 0.0 190.4 269.7
D. Environmental Disposal for Weapons Systems Programs
1. Nuclear Powered Aircraft Carriers 0.0 5,565.0 5,565.0 4,890.0
2. Nuclear Powered Submarines 0.0 4,888.9 4,888.9 4,888.9
3. Other Nuclear Powered Ships 0.0 269.1 269.1 269.1
4. Other National Defense Weapons Systems 4.7 2924 297.1 278.3
5. Chemical Weapons Disposal Program 1,387.8 9,422.5 10,810.3 12,817.3
6. Other 103.0 0.1 103.1 165.1
2. Total Environmental Liabilities: 46402 $ 56,8504 $ 61,490.6 59,353.2

3. Other Information Related to Environmental Liabilities:
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The Department of Defense (DoD) is required to clean up contamination resulting from past waste disposal practices, leaks, spills and
other past activity, which has created a public health or environmental risk. The DoD does this in coordination with regulatory
agencies, and if applicable, with other responsible parties, and current property owners. The Department is also required to recognize
closure and post closure costs for its General Plant Property and Equipment and environmental corrective action costs for current
operations. Each of the Department’s major reporting entities is responsible for tracking and reporting all required environmental
information related to environmental restoration costs, other accrued environmental costs, disposal of costs including weapons
systems, and environmental costs related to the base realignment closures that have taken place in prior years.

Methodology Used to Estimate Environmental Liabilities

The Department is currently using two independently validated estimating models in addition to engineering estimates. The validation
was performed in accordance with DoD Instruction 5000.61. The models are the Remedial Action Cost Engineering Requirements
(RACER) model and the Department of Navy Cost-to-Complete (CTC) module of the Navy Normalization of Data System (NORM).
Additionally, cost estimates are based on the following: (1) historic comparable project, (2) a specific bid or independent government
cost estimate for the project, (3) site level data, and (4) annual cost-to-complete estimate. The cost-to-complete estimate is prepared in
the Defense Environmental Restoration Program (DERP) in accordance with the Management Guidance for the DERP and the DoD
FMR 7000.14.

General Disclosures

Sources of Cleanup Requirements

The DoD has cleanup requirements for the Defense Environmental Restoration Program (DERP) sites at active and BRAC
installations and Formerly Used Defense Sights (FUDS), non-DERP at active installations, weapon systems programs, and chemical
weapons disposal programs. The DoD follows the Comprehensive Environment Response, Compensation Liability Act (CERCLA)
and the Superfund Amendment and Reauthorization Act (SARA) to clean up DERP-eligible contamination. Non-DERP eligible
contamination cleanup is performed in accordance with the Resource Conservation and Recovery Act (RCRA). The Army is DoD
Executive Agent for cleaning up contamination at sites formerly used by DoD. The CERCLA and RCRA require DoD to clean up
contamination in coordination with regulatory agencies, other responsible parties, and current property owners. Failure to comply
with agreements and legal mandates can put DoD at risk of fines and penalties.
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The Chemical Weapons Disposal Program is based on the fiscal year 1986 National Defense Authorization Act (PL 99-145, as
amended by subsequent acts) that directed the DoD to destroy the unitary chemical stockpile by April 29, 2004. The Army, as
Executive Agent within the DoD, provides policy, direction, and oversight for both the Chemical Stockpile Program and the Non-
Stockpile Chemical Materiel Project. As such, the Army is responsible for the safe and economical disposal of the U.S. stockpile of
lethal and incapacitating chemical warfare agents and munitions. The program objective is to destroy the U.S. Stockpile of unitary
chemical agents and munitions in accordance with the public law and the schedules approved by the Defense Acquisition Decision
Memorandum dated September 26, 2001, and updated in the April 2003 Acquisition Program Baseline.

The nuclear powered aircraft carriers, submarines, and other nuclear ships clean-up requirements are based on the following
significant laws, which affect the Department’s conduct of environmental policy and regulations. The Atomic Energy Act of 1954, as
amended, assures the proper management of source, special nuclear, and byproduct material. As in all cases with nuclear power, the
Department coordinates all actions with the Department of Energy. The Nuclear Waste Policy Act of 1982 required all owners and
generators of high-level nuclear waste and spent nuclear fuel, to pay their respective shares of the full cost of the program. Finally, the
Low Level Radioactive Waste Policy Amendments Act of 1986 provides for the safe and efficient management of low-level
radioactive waste.

Method for Assigning Estimated Total Cleanup Costs (DERP & BRAC Funded)

The estimated total cleanup cost for the current operating period is assigned based on the amount of the current year appropriation.
The total cleanup cost is the cost to complete cleanup and unliquidate obligations that will be expended within 12 months from the
Balance Sheet date.

Unamortized Portion of Estimated Total Cleanup Costs

The DoD has not identified any unamortized portion of the estimated total cleanup cost associated with General Property, Plant and
Equipment (PP&E). The Department’s Financial Management Regulation requires the unamortized clean-up cost associated with
PP&E to be recognized. Air Force is currently booking the entire environmental disposal cost associated with PP&E. The
Department is working with the Military Departments to ensure the regulation is properly implemented.
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Material Changes in Total Estimated Liability Costs Due to Changes in Laws, Technology. or Plans

The Department of Army has no material changes in the total estimated liability due to changes in laws, technology, or plans. The
major change in technology affecting the liability estimate was standardizing the use of the estimating tools consistently across the
Army programs.

Survey data of the Department of the Navy Environmental Restoration Program cost estimate changes for sites that had over

10 percent change or $.5 million indicates diverse reasons for change in estimates. Multiple reasons may apply both as increases or
decreases at any site. The reasons for changes are estimation changes (26 percent), regulatory changes (60 percent), and technical
changes (15 percent). Reasons for changes in estimation are as follows: cost to complete (CTC) overlooked or previously unknown
contaminants, better site characterization with sampling, cost avoidance rerun CTC, re-estimation based on different assumptions
and/or escalation, and re-estimation of costs based on lessons learned. Reasons for changes in the regulatory area are as follows:
addition of range rule/munitions requirements, additional or extended long-term monitoring requirements or 5 year reviews, no further
action agreement with regulator, and risk-based corrective action. Reasons for changes in the area of technology are as follows:
additional contamination level sampling, additional or extended remedial action operation, additional sites and incomplete site data,
and technical solution changed.

The Department of the Air Force has no material changes in the total estimated liability due to changes in laws, technology, or plans.

Nature of Estimates and the Disclosure of Information Regarding Possible Changes Due to Inflation, Deflation, Technology. or
Applicable Laws and Regulations

The Department of Army estimates used for environmental liability calculations are estimates of the cost to complete at all activities at
a site of environmental concern. The cost estimates are calculated at the site-level using a validated cost-estimating model or an
engineered cost and entered into a database. There were no changes to the total liability cost due to inflation, deflation, technology, or
applicable laws and regulations.
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Changes in the Liability Estimate from FY 2002

Accrued Environmental Restoration (DERP-funded) Costs

The Active Installations - Environmental Restoration liability decreased by $1,199.9 million (9 percent). The majority of the change
is attributed to the following. The Department of Army liability decreased $472.4 million due to disbursements of unliquidated
current obligations and the award of several performance-based contracts. The Department of Air Force decrease of $335.4 million is
the result of aggressive work by the Air Force Environmental Restoration Tiger Team to establish a new policy relative to Areas of
Concern (AOCs)/Not Evaluated (NE) Sites. Also, additional guidance provided to the field has improved cost estimating and
reporting in the Air Force Restoration Information Management System (AFRIMS) and improved data fidelity. The Department of
the Navy decrease of $388.7 million is the result of adjusted projections using more conservative estimates that approximate the
expected rate of execution.

The Active Installations - Environmental Restoration for Closed Ranges category had a net increase of $2,657.0 million

(156 percent). The majority of the change is the result of changes in the Department of the Army's environmental liability for closed
ranges. Department of the Army had a substantial increase ($2,533.3 million) due to an additional 39 percent of site level data
collected through the Army range inventory, which is 52 percent complete.

For the Formerly Used Defense Sites - Environmental Restoration for Transferred Ranges, the Department of the Army was the sole
contributor to the 21 percent liability increase. In addition to over 50 new projects, the Army's estimated cost for clearance of total
range acreage increased almost 40 percent due to better data quality from newly prepared range characterization reports and changes
in the DoD’s database definitions for land use restrictions. Faced with 14 million or more acres of ranges that may require response
action, no cleanup goals or standards, technology shortfalls, and changing interpretations of what constitutes a range, it is expected
that cost-to-complete will fluctuate during the next several years.

Other Accrued Environmental Costs (Non-DERP Funds)

Active Installations - Environmental Corrective Action increased $104.7 million or 23 percent mainly because of changes in the
Defense Logistics Agency and the Department of Air Force liabilities. The Department of the Air Force liability increased by
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$29.3 million due to an error in reporting liability amounts in FY 2002. A Defense Logistics Agency activity, Defense Energy
Support Center (DESC), recorded $68.8 million for environmental cleanup costs for the first time. No liability was shown for

FY 2002 because the accrual amount was not available until after the financial statements were finalized. It is noted that FY 2002 was
the first year such data was gathered and complete figures were not available at the time of the annual statement. (The additional
liability amounts were reported during the audit to DLA's auditing firm.)

Active Installations - Environmental Response at Active Ranges liability had a net decrease of $15.9 million. The Department of the
Army liability decreased by $27.9 million, and the major factors contributing to the changes are improved cost estimates and revised
estimated cleanup levels. The DoD Component reporting entity reported an increase of $12.0 million, which is a result of clean up
efforts at installation training range facilities. In FY 2002 the amount was reported in the total for the Environmental Disposal for
Weapons System Program.

The Other Accrued Environmental Costs - Other category had a net increase of $18.3 million (57 percent). The net increase is due to
the Department of the Army removing liability amounts ($15.2 million) for the Low Level Radioactive Waste (LLRW) Disposal
Program. This program facilitates the process of identifying, investigating, and remediating sites contaminated by low-level
radioactive waste through RCRA corrective actions or Comprehensive Environmental Response, Compensation, and Liability Act
response actions. The program liabilities were classified as possible and remote for year-end FY 2003 financial reporting.
Additionally, the DoD Component reporting entity environmental liabilities increased by $33.5 million and is the result of the liability
amount being erroneously moved between programs. Corrections were made to properly categorize these costs in FY 2003.

Base Realignment and Closure (BRACQC)

The BRAC Installations - Environmental Restoration had a net decrease of $398.4 million. The Military Services accounted for the
majority of the decrease. The Department of the Army accounted for $56.5 million, which is due to re-characterization of sites. The
Department of Navy accounted for $137.4 million, which is the result of using more conservative estimates that approximate the
expected rate of execution. The Department of Air Force accounted for $174.7 million of the decrease. The Air Force decrease is
primarily because of focused management oversight of the Air Force Restoration Information Management System (AFRIMS) data
and the critical review of restoration costs and schedule maintained in AFRIMS.

The BRAC Installations - Environmental Restoration for Transferring Ranges had a net increase of $114.2 million (29 percent). The
Department of the Army and the Department of the Navy attributed to the net increase in transferring ranges liability. The Department
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of Army increase of $128.5 million is due to the addition of new sites with the completion of the range inventory. The Department of
the Navy liability decreased by $14.3 million and is the result of adjusted predictions using more conservative estimates that
approximate the expected rate of execution.

The BRAC Installations - Environmental Corrective Action liability net decrease is mainly due to the Department of Army's liability
decreasing by $24.3 million. The major factor contributing to the Army's decrease is current estimates that support regulatory closure.

For the BRAC Realignment and Closure - Other the Department of the Army was the sole contributor to the decrease of $79.3 million
or 29 percent. The major factor contributing to the change is disbursements of current liability unliquidated obligations.

Environmental Disposal for Weapons Systems Programs

The Nuclear Powered Aircraft Carriers environmental liability increased by $675.0 million or 14 percent. The increase is the result of
adding the environmental liability of an aircraft carrier, the Ronald Reagan, and an adjustment for inflation.

The Chemical Weapons Disposal Program total of $10,810.3 million for year-end FY 2003 is based on the probable costs for the
Program Manager for Elimination of Chemical Weapons (PMECW), the Chemical Stockpile Emergency Preparedness Project, and
the Project Manager for the Assembled Chemical Weapons Alternatives (PMACWA). The liability estimate decreased by
$2,007.0 million or 16 percent from the FY 2002 total and is due primarily to the use of a new Acquisition Program Baseline to
formulate the PMECW estimate. As designs mature for the disposal technologies to be used by the PMACWA at Army facilities,
future liabilities reported may change materially.

The Environmental Disposal for Weapons Systems Programs - Other category has a net decrease of $62.0 million or 38 percent. This
net decrease is due to the DoD Component reporting entity environmental liabilities being erroneously moved between programs.
Corrections were made to properly categorize these costs in FY 2003.

Ranges
The Department of Army estimated its environmental liability for closed, transferred and transferring ranges at $17,303.1 million.

The Army has completed 100 percent of the inventory of transferred ranges at 1,701 formerly used properties and transferring ranges
at 63 sites. The Army continues to inventory closed ranges at 443 sites and is 52 percent complete.
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Beginning in FY 2001, the Department of the Navy began an inventory of closed and transferring ranges under the Munitions
Response Program and the Unexploded Ordnance Program. The inventory was completed September 2002 and contains 196 closed
ranges and 16 transferring ranges.

The Department of Air Force environmental liabilities on ranges refer only to munitions related activities. Other actions are captured
under the DERP, BRAC and non-DERP non-BRAC environmental cleanup categories. The environmental liability is reported only
for closed ranges that number 260 as of September 30, 2003.

e C(losed Ranges

The Department of Army and the Department of Navy must expend $3,182.7 million and $341.3 million, respectively, to
characterize, investigate and cleanup closed ranges. Until such characterization is completed, total environmental liabilities cannot
be estimated. Closed ranges have been taken out of service as a range and put to new use (incompatible with range activities) or
are not considered by the military to be a potential range area. A closed range is still under the control of a DoD Component. For
FY 2003, the Navy determined that it owns 196 closed ranges.

The Department of Air Force identified 260 closed ranges that resulted in an estimated environmental cleanup liability of
$838.1 million. The total liability is expected to increase significantly over the coming years as the Air Force continues to refine

the inventory and expand investigations of other closed ranges.

e Transferring Ranges

The Department of Army has completed 100 percent of the inventory of transferring ranges. The current liability estimate is
$496.0 million. Additionally, the Department of the Navy estimated and reported $15.6 million for transferring ranges, which
includes military munitions, chemical residues, and munitions scrap. Transferring ranges are proposed for transfer or will be
returned from DoD to another entity, including other federal entities.
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e Transferred Ranges

The Department of Army has completed the inventory of transferred ranges with site level cost data collected from 1701
properties. Currently, the estimated liability for those ranges is $13,624.4 million. Transferred ranges are properties formerly
used as a military ranges that are no longer under military control or lease and have been transferred, or returned from the DoD to
another entity, including federal entities.

e Active Ranges

At this time, the Department of Army is conducting only one active range investigation and characterization, that being the
Massachusetts Military Reservation. The cost of the characterization and investigation is $264.3 million. This amount pays for
sampling and analysis, groundwater monitoring, feasibility studies, soil and groundwater cleanup, and Unexploded Ordinance
(UXO) investigation and response. Currently, the active ranges include military ranges that are being regularly used, but are
considered by the cognizant Military Service to be a potential range area.
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Service Component — Environmental Restoration (Cleanup) Liabilities and Army Navy Air Force ODO
Environmental Disposal Liabilities (Amounts in millions)

1. Environmental Liabilities:

B. Non-Federal:

1. Accrued Environmental Restoration (Defense Environmental Restoration Program

(DERP) funded) Costs:

a. Active Installations-Environmental Restoration (ER) $  3,696.1 $ 3,132.1 $ 4,902.0 $ 103.6
b. Active Installations--ER for Closed Ranges 3,182.7 341.3 838.1
c. Formerly Used Defe