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IMPROVING DEFENSE INVENTORY
MANAGEMENT

THURSDAY, MARCH 20, 1997

HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON NATIONAL SECURITY, INTERNATIONAL
AFFAIRS, AND CRIMINAL JUSTICE,
COMMITTEE ON GOVERNMENT REFORM AND OVERSIGHT,
Washington, DC.

The subcommittee met, pursuant to notice, at 9:40 a.m., in room
2154, Rayburn House Office Building, Hon. J. Dennis Hastert
(chairman of the subcommittee) presiding.

Present: Representatives Hastert, Souder, Shadegg, Barrett, and
Maloney.

Staff present: Robert Charles, staff director and chief counsel,;
Jim Wilon, defense counsel; Andrew Richardson, professional staff
member; Ianthe Saylor; clerk; and Mark Stephenson, minority pro-
fessional staff member.

Mr. HASTERT. Good morning. Thank you all for coming. The Sub-
committee on National Security, International Affairs, and Crimi-
nal Justice will come to order.

Today, we have our first hearing on defense inventory manage-
ment, a subject which will occupy our attention through the whole
105th Congress. Proper defense inventory management is crucial to
America, because it relates to two of the most important functions
of our Government: maintaining the strength as well as the readi-
ness of the U.S. armed forces and ensuring that we spend the
American taxpayers’ money responsibly and effectively.

Our oversight of the Defense Department in general and defense
inventory management in particular will consist of regular public
hearings supported by a series of ongoing investigations. This sus-
tained effort will be designed to identify more modern and efficient
inventory management practices and ensure that they are fully im-
plemented by the Department of Defense.

By doing this, we will be able to free up defense dollars for pro-
curement, research and development, combat training, and other
military readiness priorities. One thing is absolutely clear: There
is the potential for enormous savings here. GAO recently estimated
that DOD presently holds almost $70 billion worth of inventory, of
Whi((ihdthey say roughly $35 billion worth of that inventory is not
needed.

According to GAO, this unneeded inventory results, at a min-
imum, in a bill to the American taxpayer of hundreds of millions
of dollars for unnecessary storage each year. Even now, DOD is
continuing to purchase more inventory than it really needs.
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While DOD disagrees with some of the GAO’s conclusions, the
Department recognizes that it is holding billions of dollars worth
of excess inventory. This inventory is sometimes difficult to dispose
of properly, but doing so is absolutely necessary. More, the Amer-
ican taxpayer deserves that kind of action.

Speaking more broadly, we must remember that in recent years,
as the U.S. military has been severely downsized, the combat
forces, which you might call the military’s “tooth,” have suffered
much more than the supporting infrastructure, or what we might
call the “tail.” Both DOD and Congress are committed to improving
the “tooth-to-tail ratio,” and DOD knows that inventory manage-
ment is one part of the tail where a great amount of money may
be saved.

One way to save money is to learn from private enterprise.
American businesses have developed many modern and sophisti-
cated methods of inventory management which ensure quick deliv-
ery and also save money. Many of these methods, like just-in-time
delivery, supplier parts, and prime vendor contracts, can be applied
to DOD’s operations and tailored to the need for military readiness.

The Defense Department also can benefit from adopting more
modern accounting and information management systems, which
will increase visibility and accountability over all inventory and
purchases.

Finally, DOD can privatize or outsource more supply and mainte-
nance needs. Functions which have historically been performed by
DOD personnel could often be done better and cheaper by private
companies. Reforming defense inventory management will almost
certainly result in a significant downsizing of DOD’s logistic infra-
structure, and thousands of DOD personnel could be affected.

Even as we improve our readiness, or the military’s combat
tooth, we must move forward gradually.

I now recognize the ranking member, Mr. Barrett of Wisconsin,
for his opening statement.

Mr. BARRETT. Thank you, Mr. Chairman. I am glad that you
have called this hearing on inventory management at the Depart-
ment of Defense. It is an area in which it appears considerable sav-
ings could be achieved. These savings are desperately needed in
this time of ever increasing budgetary pressures.

The Defense Department accounts for almost half of all discre-
tionary spending, and if we are to make wise choices about the al-
location of resources in other areas of discretionary spending, pro-
grams which protect the health and safety of our citizens, preserve
our social safety net for the most needy, and make investments in
our Nation’s infrastructure, it is vital that the Defense Department
be run in the most efficient manner possible.

I am distressed both by the magnitude of the inventory manage-
ment problem at DOD and by the length of time it has existed.
DOD currently has a secondary inventory valued at $67 billion. Of
that amount, it is reported that a staggering $41.2 billion of inven-
tory is not needed to support war reserves or operating require-
ments, and almost $15 billion of the unneeded inventory will likely
never be used.



3

This is a shocking and totally unacceptable waste of taxpayer
dollars, made all the worse by the fact that these problems have
existed for a long time.

So, Mr. Chairman, I am very glad that you have called this hear-
ing today. I understand that you plan to hold a number of addi-
tional hearings on this issue, and I look forward to working with
you and the Department of Defense to eliminate this monumental
waste of precious resources. Thank you.

Mr. HASTERT. I thank the ranking member, and at this time I
would like to ask our first panel to come forward. Now, from the
Department of Defense we have the Honorable James Emabhiser,
Assistant Deputy Under Secretary of Defense for Materiel and Dis-
tribution Management; and Mr. Jeffrey Jones, Executive Director
for Logistics Management in the Defense Logistics Agency.

Gentlemen, welcome, and if you would please rise and raise your
hand and take the oath.

[Witnesses sworn.]

Mr. HASTERT. Let the record show that the witnesses responded
in the affirmative, and, Secretary Emahiser, would you please
begin your testimony.

STATEMENTS OF JAMES B. EMAHISER, ASSISTANT DEPUTY
UNDER SECRETARY OF DEFENSE FOR MATERIEL AND DIS-
TRIBUTION MANAGEMENT; AND JEFFREY A. JONES, EXECU-
TIVE DIRECTOR FOR LOGISTICS MANAGEMENT, DEFENSE
LOGISTICS AGENCY

Mr. EMAHISER. Mr. Chairman, members of the committee, and
staff, thank you for the opportunity to appear before you today to
discuss the Department of Defense’s inventory management pro-
gram and the initiatives we have underway to increase efficiency
while maintaining support to the war fighter’s needs. I would like
to enter into the record my written statement responding to the
four questions in your letter of invitation and make a brief oral
statement.

Mr. HASTERT. Without objection, it is entered into the record.

Mr. EMAHISER. The DOD inventory management system affects
every soldier, sailor, airman, and Marine and is crucial to their
ability to perform their peacetime and wartime roles. Our inven-
tory management system exists to support the war fighter and
maintain readiness. Our gaol is to continue to support war-fighter
requirements while executing our stewardship responsibility to the
taxpayers.

In keeping with our acknowledgement in the DOD Logistics Stra-
tegic Plan that DOD infrastructure must be reduced in parallel
with force structure, the Department has aggressively pursued in-
ventory reduction since 1990. This first chart—and I draw your at-
tention to the charts to your right—displayed shows that in con-
stant 1995 dollars, the inventory has gone from $107 billion in
1989 to $67 billion in 1996, a 37 percent reduction over 7 years,
and is forecast to decrease to $48 billion in 2003, a reduction of 55
percent.

The second chart displayed shows that 73 percent of DOD inven-
tory by dollar value is repairable items. These are relatively expen-
sive items, such as engines and avionics, that are used, returned
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for repair, and then reissued. Measured in dollar value, DOD in-
ventory tends to be inventory that has been used. Only 27 percent
of the inventory is in consumable items, which are items expended
or used up beyond recovery in the use for which they were designed
or intended. This chart also shows that the bulk of DOD’s inven-
tory characterized as “inactive,” that is, neither projected to be
used in the next 2 years nor authorized war reserves, is primarily
composed of repairable items.

The third chart shows one result of inventory reduction: actual
and projected decreases in the DOD distribution depots. From 30
depots in 1991 through a projected decrease to 19 by 2003.

Mr. HASTERT. Could I interrupt?

Mr. EMAHISER. Yes.

Mr. HASTERT. Would you place the mic a little bit closer? We are
missing some of your testimony.

Mr. EMAHISER. The final chart shows reductions in storage space.
We are reducing storage capacity from 788 million cubic feet in
1992 to 411 million cubic feet by 2003, a 52 percent projected re-
duction. We are also reducing our occupied storage area from 631
million cubic feet in 1992 to 368 million in 2003, a projected 58 per-
cent reduction.

It is crucial to note that inventory reductions are actually exceed-
ing force structure reductions. Between 1990 and 1996, force struc-
ture reductions were approximately 30 percent. By contrast, in the
same period, inventory reductions, as measured in constant 1995
dollars, were 35 percent. Planned force structure reductions con-
tinue through 2000, when the reduction for the 1990 base will ex-
ceed 32 percent but inventory during that same timeframe will
amount to 46 percent overall reduction.

To accomplish the inventory reductions thus far, the DOD has
implemented a series of aggressive initiatives. We are reducing
cycle times such as it takes to fill a requisition. We are making
greater use of existing inventory initiatives through such things as
Total Asset Visibility in order to reduce the need to buy new inven-
tory. We are retaining less materiel and disposing of more materiel
that is no longer required.

Finally, we are significantly increasing our use of commercial lo-
gistics support capabilities, ranging from Prime Vendor for food
and medical supplies and Virtual Prime Vendor for hardware
items. We have also increased local purchase authority and are
making greater use of the Government purchase card in order to
meet our materiel requirements without bringing items into the
DOD inventory.

Virtual Prime Vendor represents our effort to enhance supply
support to depot maintenance activities by incorporating the best
commercial logistics practices as identified by the successful bid-
ders. The pilot site at Warner-Robbins Air Logistics Center initi-
ated Virtual Prime Vendor in January 1997. Contractor proposals
are being requested through a broad agency announcement for Air
Logistics Centers as well as Army and Navy maintenance activi-
ties.

In another initiative to modernize our processes, we have con-
tracted with Caterpillar and Andersen Consulting to benchmark
our inventory management practice and performance against the
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private sector. We intend to use the results of this study to further
increase responsiveness and efficiency.

The Department of Defense is both proud of the progress we
have made in reforming DOD inventory management and com-
mitted to further improvements. We are confident that manage-
ment improvements, ambitious deployment of technology advances,
and our expanded use of commercial logistics support capabilities
will enable us to continue progress in this area.

We appreciate the interest of the subcommittee in defense inven-
tory management and reform and look forward to working with you
in the future to ensure success in this crucial area.

Thank you for your interest and support, and I will be glad to
respond to any of your questions.

[The prepared statement of Mr. Emahiser follows:]
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" The Assistant Deputy Under Secretary of Defense for
Materiel and Distribution Management
James B. Emahiser

Mr. Chairman, Members of the Committee, and staff, thank you for the
opportunity to appear before you today to discuss the Department of
Defense’s inventory management program and the initiatives we have
underway to increase efficiency while maintaining support to the war
fighter’s needs. In response to your specific requests in the letter of
invitation, I will provide: (1) a brief historical overview of defense
inventory management issues; (2) a discussion of significant measures taken
by DoD in recent years to improve inventory management, and the
effectiveness of those measures; (3) a summary of the relation of DoD
inventory management reform to the ongoing logistics and infrastructure
review within the congressionally mandated Quadrennial Defense Review;
and (4) suggested legislative or policy reforms to improve DoD inventory

management.

OVERVIEW OF DEFENSE INVENTORY MANAGEMENT ISSUES

The DoD inventory management system affects every soldier, sailor,
airman, and Marine—and is crucial to their ability to perform their
peacetime and wartime roles. DoD inventories of secondary items--defined

as spare parts to support weapons systems as well as personnel support
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commodities such as subsistence, medical materiel, and clothing-- increased
substantially during the 1980’s. This growth was a direct result of effort to
eliminate the “hollow forces™ of the late 1970’s, which led to planes that
could not fly and other weapons systems that could not function due to lack
of spare parts. This inventory growth was fully supported by Congress and
necessary to provide the forces with the readiness and capabilities
demanded by a global war scenario.

Force modernization resulted in significant inventory growth as parts
were purchased to support new weapons systems. With the fall of the
Berlin Wall in 1989, the ensuing collapse of the Soviet Union and the end ot
the Cold War, changes in national defense strategy led to a comprehensive
program to resize our inventories while maintaining readiness. An
indication of the importance of this review is found in the fact that in the
post-Cold Wa’r era, the defense budget has declined from over $360 billion
to $250 billion in 1996 (using FY 96 dollars). These reductions have had
dramatic impacts throughout the Department and have prompted
realignment and new approaches to logistics support.

Before we move on to discuss the measures we have taken to improve
DoD inventory management, I should give additional background on the

DoD inventory management system. First, it is crucial to note that most of
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the dollar value of the DoD inventory ~ 73 percent — consists of relatively
expensive reparable items such as engines and avionics that are used,
returned for repair, and then reissued. Measured in dollar value, Defense
inventory tends to be iﬁventory that has been used. However, since
reparable items are used over and over, expenditures for new reparable
items are only one-third of total DoD wholesale obligations. The remaining
two-thirds of wholesale obligations are for consumable items, defined as
items that are normally expended or used up beyond recovery in the use for
which they are designed or intended.

A recent GAO report which has received m&ch press attention
estimated that $41 billion of DoD inventory is “unneeded”. DoD does not
agree with that GAO estimate. In the year for which GAO provided their
estimate (end of FY 1995 data), DoD inventory was valued at $69.6 billion.
Of that amount, $51.8 billion was either authorized war reserves, materiel in
transit, or materiel estimated to be used within 2 years—the DoD definition
for “active invex;tory”. An additional $17.5 billion was materiel not
anticiéated to be used in the next two years, but for which a future use is
anticipated. For this portion of the inventory, categorized as economic
retention and contingency retention stock, the judgment has been made that

either it is more economical to retain the inventory than to dispose of it and
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reprocure at a later time, or that it is required for readiness. In other words,
some future need is anticipated for $69.3 billion of the total $69.6 billion
inventory. Finally, $300 million of the inventory is categorized as
“potential reutilization/disposal” stock, meaning it fits none of the

categories above and is awaiting disposal action.

SIGNIFICANT MEASURES TAKEN TO IMPROVE DOD INVENTORY
MANAGEMENT

This leads us to the second question in your invitation letter — the
significant measures taken by DoD in recent years to improve inventory
management, and the effectiveness of those measures. The Department has
aggressively pursued inventory reduction since 1990. In constant 1995
dollars, the inventory has gone from $107 billion in 1989 to $67 billion in
1996, a 37 percent reduction over seven years, and is forecast to decrease to
$48 billion in 2003 — a reduction since 1989 of 55 percent. In then-year
dollars, DoD inventory was $91 billion at the end of FY 1989 and is $68
billion at the end of FY 1996 and is forecast to decrease to $58 billion by
FY 2003.

It is crucial to note that inventory reductions are actually exceeding

force structure reductions. Between 1990 and 1996, force structure
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reductions were just under 30 percent. By contrast, in the same period,
inventory feductions as measured in constant FY 1995 dollars were 35
percent. Planned force structure reductions continue through 2000, when
the reduction from the 1990 base will amount to just over 32 percent. By
contrast, inventory reduction by 2000 will amount to 46 percent measured
against the 1990 base.

To accomplish the inventory reductions thus far, the DoD has
implemented a series of aggressive initiatives: We are reducing cycle times,
such as the time it takes to fill a requisition, in order to reduce the need to
hold “just-in-case” inventory. We are making greater use of existing
inventory through initiatives such as Total Asset Visibility in order to
reduce the need to buy new inventory. We are retaining less materiel and
disposing of more materiel that is no longer required. Finally, we are
significantly increasing our use of commercial logistics support capabilities
in order to meet our materiel requirements.

‘The DoD Logistics Strategic Plan, which was originally issued in July
1995 and has been updated twice, provides a framework acknowledging that
DoD infrastructure must be reduced in parallel with the force strﬁcture. The

General Accounting Office has reviewed the Plan and given it high marks.
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A guiding principle of the Plan is that the cost and “footprint” of logistics
support must be reduced substantially without reducing readiness.

For example, reducing logistics cycle times is a primary goal of the
Plan. Each Military Service has implemented its own initiative to achieve
these reductions. Through Army’s Velocity Management, Navy’s
Expeditionary Logistics, Air Force’s Lean Logistics, and the Marine Corps’
Precision Logistics, efforts are underway throughout the Department to
reduce cycle times and improve responsiveness to user requirements. Ina
basic measure of responsiveness, the time elapsed between issuance of a
customer order and satisfaction of that order — known as Logistics Response
Time — improved by 15 percent in 1995. By September 1997, our goal is to
reduce Logistics Response Time by one-third compared to two years earlier,
and we have every hope of meeting that goal. Faster response to customer
requirements both improves efficiency and reduces the “just-in-case” stocks
maintained by DoD customers to protect against longer response times.

Another way to reduce inventory is through more efficient utilization
of existing assets in order to reduce the need to buy more. Our Joint Total
Asset Visibility program seeks process improvements designed to maximize
use of assets throughout the supply system. Total Asset Visibility refers to a

combination of systems enhancements and business rules that allow
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managers to gather information about the quantity, location, and condition
of assets anywhere in the supply system and apply that information to fiil
customer orders without having to initiate new purchases. By ensuring
maximum use of existing inventory, we reduce our requirement to buy |
more.

To enhance Total Asset Visibility, the Defense Distribution Standard
System (DSS) has been implemented qt 11 wholesale distribution depots.
DSS provides enhanced tools for improving asset accuracy and control,
improves the operating efficiency of depots, supports intransit Total Asset -
Visibility by allowing use of automated information technology devices,
from bar codes to radio frequency tags and optical memory cards, to
continuously update the Joint Total Asset Visibility database. By
September 1998, DSS will be deployed in all wholesale distribution depots.

In addition to reducing cycle times and making greater use of existing
inventory, the Department is retaining less inventory. We have increased
disposals of materiel that is no longer required. We have‘ also lowered
inventory retention levels — the amount of stock that can be retained in
inventory based on anticipated usage.

The last major method of reducing DoD’s inventory is greater

reliance on commercial logistics support capabilities. The Department is
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relying upon a series of initiatives to increase the use of commercial
practices and distribution systems to satisfy our materiel requirements.
These initiatives include Direct Vendor Delivery and Prime Vendor
programs. The Defense Logistics Agency (DLA), the Department’s
commodity manager for nearly all consumable items, has taken the lead in
these efforts. In those programs, suppliers deliver products directly to DoD
customers and bypass DoD’s warehousing and distribution system, thus
reducing storage and transportation requirements. Day-to-day food-
purchasing decisions have moved from supply center managers to
individual customers. Troops in garrison now eat the same commercial
food items that are served in restaurants and hotels. As a result fo these
changes, military food-service operations are obtaining consistent,
competitive prices and deliveries within 48 hours. DLA’s inventory of
subsistence items has been reduced by 76 percent, its cycle time by 93
percent and its operating costs by 31 percent. To date, emphasis has been
on support to U.S. bases, but we are now working on using similar methods
to support overseas garrison troop feeding.

In the area of medical distribution, we support one of the largest
hospital systems in the world. Hospitals can now order brand-specific

pharmaceuticals and medical supplies electronically from their “prime
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vendors.” Items are delivered within 24 hours instead of weeks. By relying
more on commercial vendors, DLA has reduced its inventory of medical
supplies by 55 percent.

With these two examples, let me also state that the Department of
Defense has a primary commitment to military readiness and sustainment.
While significant inventory reductions have been possible these categories
of materiel using commercial distribution systems, all inventories cannot be
eliminated. The Department continues, for example, to stock rations for
surge and sustainment in contingencies. Similarly, some types of medical
supplies that could be required in large quantities in likely combat zones are
not in wide commercial trade in the U.S. Therefore, some stockage will
continue to be required. In cases where industrial capacity exists, it is our
practice to incorporate readiness and surge provisions into contracts, so that
requirements under all conditions can be met with minimal reliance on DoD
inventories.

The Department is also moving aggressively in other areas to expand
the use of commercial logistics support capabilities to meet our materiel
requirements. We have revised DoD regulations to grant greater authority
to buy from local commercial suppliers rather than through the central

supply system when such purchases provide the best value. By empowering
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our field activities to choose “best-value” sources for commercially
available products, we reduce response times and administraﬁve costs while
limiting the role of our central supply system to those cases where it really
adds value—such as weapon-system related items and other cases where we
can leverage our DoD-wide buying power.

We have also issued policy to encourage use of the Government
purchase card for buys of commercial items up to $2500. A series of studies
have shown that using the purchase card provides substantial administrative
savings and reduces response times to customers for common-use items.
The Navy has reduced its supply budget by $20 million due to efficiencies
gained by increased use of the purchase card. The Army Audit Agency
reports savings of $92 per purchase by using the purchase card. We are
rapidly moving toward buying common-use, commercially available items —
such as office supplies and base maintenance items -- at the local base using
the Internet and the Government purchase card to obtain delivery directly to
the end user in a few days, rather than maintaining multiple levels of
inventory of such items within the ‘Depamnent‘ The success of these
initiatives is demonstrated by the nearly 80 percent increase in DoD use of
the Government purchase card from Fiscal Year 1995 to Fiscal Year 1996—

from just under 800 hundred million doliars to more than $1.4 billion. We

10
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anticipate further substantial increases in the future as we seek to maximize
our use of commercial sources and distribution systems for common-use,
commercially available items.

In addition, we are now moving to maximize use of commercial
logistics support capabilities for maintenance depot fequirements for
weapons system repair support. Known as “Virtual Prime Vendor”, this
initiative solicits private sector proposals for enhanced supply support to
depot maintenance activities by employing “best practices™ from the
commercial world. The pilot site is the Avionics/Electronic Warfare Shops
at Warner Robins Air Logistics Center, which initiated Virtual Prime
~ Vendor in January 1997. Contractor proposals are being requested for other
Air Logistics Centers as well as Army and Navy maintenance activities.
Virtual Prime Vendor offers the Department the opportunity to thoroughly
test and assess the most advanced commercial logistics practices and
determine their applicability throughout the DoD logistics system.

Another commercial logistics support initiative in the maintenance
area is the Navy’s Power by the Hour ihitiative, which provides powerplant
maintenance shppoﬁ to Government owned aircraft engines in return for

payment of established fees generated from the use of that engine. Services

11
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available from the commercial provider may take the form of any
combination of logistics, engineering, technical and maintenance support.

The impact of our initiatives to modernize our logistics processes is
demonstrated in measures beyond inventory figures. In addition to
significantly reducing its inventory since 1989, DoD has eliminated 38
distribution facilities, reduced storage capacity by 42 percent and reduced
depot personnel by 35 percent. We expect additional infrastructure benefits
from realigning Inventory Control point responsibilities. Since 1991, the
Army has gone from 6 Inventory Control Points to 4, and: Navy from 2 to 1.
DLA has gone from 6 to 5, and will reduce to 4 in 1999. Air Force will
reduce from 5 to 3 in 2001.

Storage capacity was reduced from 788 million cubic feet in 1992
(when DLA was designated as wholesale distribution manager for the
Department) to 568 million cubic feet in 1995—a 29 percent reduction in
just three years. Occupied storage area was reduced from 631 million cubic
feet to 395 million cubic feet in that period—a 37 percent reduction in three
years.

DLA reduced distribution personnel by 21 percent between 1993 and

1996—from 22,000 to 17,300. Further reductions in storage capacity,

12
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occupied storage area, and distribution personnel are scheduled annually

over the next five years.

RELATION OF DOD INVENTORY MANAGEMENT TO QDR

This brings us to the third issue in your invitation letter —the relation
of DoD inventory management reform to the ongoing logistics and
infrastructure review within the congressionally mandated Quadrennial
Defense Review. The best example of this relationship is in the area of‘
expanded use of commercial logistics support capabilities, such as those
discussed above. The analysis of the cost avoidance made possible by
continuing and expanding these ongoing initiatives will be a key element of
the recommendations to be made by the Logistics task force of the
Infrastructure Panel. These recommendations are among those to be
forwarded later this month to the Secretary for his review. The DoD report

to Congress in fulfillment of the statutory requirement is due by May 15.

SUGGESTED LEGISLATIVE OR POLICY REFORMS
Finally, your invitation letter asked about suggested legislative or
policy reforms to improve DoD inventory management. Our assessment of

DoD inventory management reform progress does not indicate a need for

13
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new legislation. We believe we have sufficient authority to continue our
progress in reforming Defense inventory management. We look forward to
working with you as future requirements emerge that may call for legislative

relief.

SUMMARY

The Department of Defense is both proud of the progress we have
made in reforming DoD inventory management, and committed to further
improvements. The inventory reduction of 37 percent between 1989 and
1996 (from $107 billion to $67 billion measured in constant 1995 déllars)
indicates our commitment in this area. Qur projection of a further reduction
to $48 billion by 2003 (again in constant 1995 dollars) establishes an
ambitious target for the future. Qur inventory drawdown is not only on
track with force structure reductions; it actually exceeds those reductions.
We are confident that management improvements, ambitious deployment of
technological advances, and our expanded use of commercial logistics
support capabilities will enable us to continue our progress in this area.
And we must continue this progress in order to continue to support war
fighter requirements while executing our stewardship responsibility to the

taxpayers to get the biggest bang from every buck. We appreciate the

14
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interest of the Subcommittee in Defense inventory management reform, and
look forward to working with you in the future to ensure success in this

crucial area. Thank you for your interest and support.

15



21

Mr. HASTERT. Thank you. Mr. Jones.

Mr. JoNES. Thank you, Mr. Chairman. I will make mine very
short.

I want to echo Mr. Emahiser’s thanks to the committee for the
opportunity to be here today. GAO will testify after we do, and as
they go through their report and their discussion, I would ask you
to bear in mind a few facts. Our role is combat support. It is not
to make sales. Lives are at stake in what we do.

The GAO has made some astute observations from time to time,
and some of those have led to changes in the way we do business
in the Department, and we understand their role and appreciate
their role very much. But it does not serve this discussion well to
have some of the facts presented this morning as facts, and I will
give you the example of the 100-year supply of parts, and I can ex-
plain that later if you would like to.

Billions of dollars could, in fact, be wasted by throwing away the
inventory that we have on hand. Even though we may not have
bought it for the right reasons, looking backward historically, we
certainly bought it for the right reasons at the time. For the 2
cents that we get on the dollar for throwing away inventory
through the disposal system, the cost of buy-back would be ex-
tremely expensive.

We have made mistakes. There is no doubt about it. We are sen-
sitive to that, and we plan to take all kinds of corrective action, as
Jim has said, to make sure we minimize the number of mistakes
we make in the future.

DOD logisticians are on the front lines to support any contin-
gency. We agree with using commercial sector practices, and we
agree with bringing the commercial sector into our business and
letting them do our business where they can, and we have several
examples that we can bring out today in more discussion about
how we have done that. But the parallels do end rather quickly in
some areas.

Our national strategy now is much more of a get-up-and-go than
it ever has been. We have to be prepared on day one to support
our forces. Leaner is better, but leaner has to be extremely capable;
it cannot just be smaller. We cannot restructure the logistics sys-
tem without permission from others. We need BRAC; and as you
saw, the last chart on the depot drawdown, that has been accom-
plished through base realignment and closure, with the help of the
Congress.

That is how we do that, and reducing inventory is part of the
equation, but it is not the answer to reducing our facilities. The en-
vironment that we work in is not stable. Optempo changes. The
amount of engagement changes constantly. National policy changes
constantly. We make decisions with the best information we have
at the time, and we make every attempt to make the right decision,
but given the instability of the environment, some decisions can be
judged wrong in retrospect, and that is true.

I would like to have a productive discussion today. I think this
is a good opportunity to lay out some of the issues for the record,
but there is a high risk in assuming there is a large savings to be
made in inventory. There are no recommendations in this report.
GAO does not recommend that we dispose of the inventory that
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they claim is unneeded. We will dispose of some of it, but we will
try to dispose of it responsibly, looking at the cost to dispose versus
the cost of repurchasing.

We will close more warehouses. We will probably come to the
Congress and ask for permission to do that, assuming that the De-
partment decides that it wants another round of BRAC. That deci-
sion has not been made.

There is lots of data—and I will repeat that—lots of data saying
that disposing items, once bought, without considering the poten-
tial for their reuse in the future wastes money, and I cannot over-
emphasize that.

I will finish right now by saying that lives depend upon our
being right in the Department of Defense. We want to be efficient.
Believe me, inventory is not fun to manage. Improvements can be
made, and we are making them as quickly as we can, given the
broad responsibility and the shared responsibility across the De-
partment and the various different missions of the services and
agencies.

We agree with the GAO on many items. We agree with a lot of
their instincts. We do not always agree with the way they do their
analysis, but we have to be careful that we do not get ourselves in
the position where we have to tell a sailor, or an airman in this
case, “Sorry, the C—135 wing spar is not a popular item. We do not
carry it anymore.”

That is all I have. Thank you, Mr. Chairman.

Mr. HASTERT. Thank you.

Mr. Emahiser, in your explanation, could you walk through with
us one more time what is—you called “reused equipment”? For ex-
ample, let’s say you take an engine or components off an F-14 and
you rebuild that engine and you replace that engine with some-
thing that you had in inventory. Once that engine is rebuilt, then
it goes into inventory. Is that what you are saying?

Mr. EMAHISER. Basically, sir, you are correct. The what we would
call “repairable items,” engines, are

Mr. HASTERT. Repairable.

Mr. EMAHISER [continuing]. Repairable. They can be repaired

Mr. HASTERT. Repairable. All right, yes.

Mr. EMAHISER [continuing]. In the commercial system. When
they are brought into the inventory, the planning is such that that
is how we are going to maintain that engine or transmission. When
it is broken, we bring it into the depot system, or we put it into
a commercial contractor where it is repaired and then once re-
paired, brought back into the inventory for reuse again.

Many of our engines and transmissions go through that cycle
five, six, eight times over their life span, and so that is why they
are more expensive in general than consumable items, items like
spark plugs that are used up and thrown away once what they are
bought for, their useful life, expires. But you are correct. That is
what a repairable item is. It is used, broken, fixed, put back into
the inventory, and reissued.

Mr. HASTERT. So let’s take an F-15 or an F-14, whatever we are
using here, and saying that that piece of equipment has an engine
or several engines in it; it is part of the plane. There may be one
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or two engines in inventory to back up every plane that we have.
Is that correct?

Mr. EMAHISER. I cannot tell you, in all honesty, how many en-
gines there are in the inventory that would back up the F-15 or
the F-18, but there would be several engines in the inventory to
support the fleet of aircraft, and there would be a computation that
the Navy or the Air Force would go through to decide how many
engines need to be brought into the inventory to support the readi-
ness of that aircraft fleet.

Mr. HASTERT. Well, I mean, let’s back up here a minute. If, in
fact, and I am just conjecturing, but if, in fact, that there are two
engines to back up every airplane and that is needed, or if there
are 1,000 engines to back up 1,500 airplanes or something, I think
that is something that you ought to have a handle on.

Mr. EMAHISER. I personally do not know

Mr. HASTERT. Well, I would like some written answers

Mr. EMAHISER. OK.

Mr. HASTERT [continuing]. To those types of questions, and we
will submit those to you.

Mr. EMAHISER. All right.

Mr. HASTERT. Mr. Jones, you cautioned us to go slow here and
make sure that what we are counting is what we are really count-
ing. In my opening statement, I said that we need to use just-in-
time philosophy and some of these things that are being practiced
in the private sector. Just to preface what—so to set the stage for
what the GAO may say later, what is practical and what is not
practical in those types of situations, in your opinion? Again, pull
that mic up as close as possible.

Mr. JONES. Yes, I will do it. Is that good enough?

Mr. HASTERT. Yes.

Mr. JONES. Well, let me give you two examples, Mr. Chairman.
Let me give you the example of maintenance process in the Depart-
ment versus manufacturing process. We hear that Toyota or Honda
or Chrysler or Ford has a just-in-time inventory process. As a mat-
ter of fact, when there is a strike in the parts business, they bring
their production line to a halt.

The difference between that process and what we do in repair is
that most of our repair, a lot of our repair is inspect and replace,
inspect and repair. Until we open up the item, we do not know
what is going to be needed.

Now, clearly, if you have a programmed overhaul, there are some
things you can predict, and there other things that you cannot pre-
dict until you open the boxes. So one of the examples that fre-
quently gets miscarried is that the manufacturing example being
applied to the Department does not fit exactly because we do not
know exactly what the production is going to be. Am I making my-
self clear?

It is sort of like taking your television to the repair shop, and you
do not know what it is going to cost to fix it until they open it up
and look at it. So there are some limits there that are real limits
on how we can do just in time.

The other one is in the commodity areas that we manage in the
Defense Logistics Agency. When we went to the Prime Vendor Pro-
gram, we looked at the market and said, where is the market in
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managing various different commodities? We found that there was
a robust market out there delivering pharmaceuticals to hospitals,
and we were not taking advantage of that, and that made no sense,
and anybody that would have criticized us for not using that capa-
bility would have been correct.

So we went out, and we basically worked contracts with vendors
to allow pharmaceutical products to be delivered directly to our
customers on a just-in-time basis. Now, there is one twist in this,
and if I can just summarize quickly, and that is that we still have
storage requirements for wartime, so we had to work with our ven-
dors to be able to exact from them an increased production volume
in order to meet the kinds of requirements that we would have if
we were suddenly to deploy or if we had to suddenly take twice the
volume to a ship that was about to sail from port.

So there were a lot of things we had to do even in that area of
highly commercial business in order to be able to make it work;
and the further you get away from commercial items, the harder
it is to apply those principles, but we are trying, and that is exactly
the challenge before us.

Mr. HASTERT. Mr. Emahiser, what is the value of DOD’s inven-
tory at this time and how much of that, in your opinion, is excess?

Mr. EMAHISER. The current value of the DOD inventory is ap-
proximately $69.6 billion when GAO did their study. Currently, the
number is about $67 billion for this decrease from the 1995 base
to 1996.

In our view, the excess, or what we predict would be excess, is
about $300 million.

Mr. HASTERT. $300?

Mr. EMAHISER. $300 million.

Mr. HASTERT. Million?

Mr. EMAHISER. Yes, sir.

Mr. HASTERT. Out of $67 billion?

Mr. EMAHISER. Yes, sir.

Mr. HASTERT. Thank you. Mr. Barrett.

Mr. BARRETT. One of the criticisms in the GAO report is that
there continues to be a storage of a large amount of hardware
items, such as bolts, valves, and fuses, that cost millions of dollars
to manage and store, that these hardware inventories could last for
more than 2 years. To date, there has not been tested the most in-
novative commercial practices GAO has seen used by companies to
reduce inventories and costs, such as using supplier parts and
other techniques that could give established commercial distribu-
tion networks the responsibility to help with the inventory. Would
you respond to this, please?

Mr. EMAHISER. Well, first of all, I think that the Department is
trying to make steps to bring themselves what I would just call
into utilization of commercial best practices. In my opening state-
ment, I mentioned the contract that we have got with Caterpillar
and Andersen benchmarking the Department with them to be able
to take in, pick up things from them that they are using in their
overall system. Jeff has mentioned earlier the movement to prime
vendor for medical and for subsistence. Those are extremely posi-
tive moves by the Department.



25

I mentioned the Virtual Prime Vendor, which is being tested now
at Warner-Robbins, where a contractor, in fact, comes in and runs
the supply side, the distribution side of the businesses that support
the actual maintenance production line. The contractor is, in fact,
responsible for assuring that parts are there just in time so that
the maintenance line can maintain its integrity and produce what-
ever equipment it is. In this case, it is part of the propeller system
for the C-130 aircraft.

There are other areas that we have looked at. Direct Vendor De-
livery. The Army has a program utilizing Direct Vendor Delivery
for tires, commercial tires, to support the equipment, which has
been extremely successful.

So I would say that the Department is making positive progress,
and we are moving. It is not like it was 5 years ago, so I think that,
in fact, we are moving ahead.

Mr. HASTERT. What kind of defense functions do you think
should not be privatized, that you should not have that type of ar-
rangement with?

Mr. EMAHISER. I think you need to go back and look at what are
basically the core functions of the Department—and I do not mean
core depot maintenance, so I am not talking depot maintenance
kinds of core; what are the core functions?—and then step back
from there to see what we need that could move into the private
sector.

Certainly, we are looking at things like the distribution system.
We are looking at things like the Defense Reutilization and Mar-
keting Service—we are part of that—to move into the private sec-
tor. Other areas that are being looked at in the overall area are
things in the automation, which is outside my scope, but we are
looking at automation support, financial support, and those kinds
of things, which would have an impact on the overall inventory
management system.

Mr. HASTERT. I need to have a better understanding of why there
are these sharp differences between you and the GAO in terms of
the value of the unnecessary inventory. They peg the number at
$41 billion in their GAO report.

Mr. EMAHISER. Basically, part of it is semantics, and part of it,
in fact, is an evaluation issue. The nearly $12 billion of the dif-
ference is in valuation, as I mentioned

Mr. HASTERT. $12 million or $12 billion?

Mr. EMAHISER. $12 billion is the number that we would say is
potential excess. Under the accounting practices that the Depart-
ment must use, that is then valued at 2% to 3 percent scrap value,
and that is where my $300 million number came from earlier. So
there is a major difference there of what we would say versus the
needed and unneeded, which is the terminology we do not recog-
nize.

Mr. HASTERT. But if they are saying $41.2 billion, and you are
saying that you disagree over $12 million——

Mr. EMAHISER. $12 billion.

Mr. HASTERT. Oh, $12 billion.

Mr. EMAHISER. $12 billion. I am sorry.

Mr. HASTERT. OK.




26

Mr. EMAHISER. The other portion of that has to do, again, with
the definition of needed versus unneeded. What we categorize in-
ventory as potential reutilization is valued at a salvage value, as
I have mentioned. The other area is that we have areas of things
like contingency and reutilization, which says that we have looked
at it, we need to hold that stock, bought into the inventory, and we
made a conscious decision that there will be a need for that inven-
tory over a period of time, generally 5 to 6 years.

The other portion of the inventory that we hold, once it is
bought, is where we take and see that it has—we looked at cost
to hold versus cost to procure, and that equates to a substantial
portion of the $41 billion which we say we still need that will be
consudmed in more than 2 years, but certainly within a 5 to 6 year
period.

Mr. HASTERT. OK. I have no other questions at this time.

Mr. SOUDER [presiding]. I am sorry I missed your opening state-
ments. Let me ask a couple of questions. The staff has put some
of this together. I sat through one of the hearings the last session
of Congress, one of the hearings on this, and I am trying to get up
to speed.

When there is excess inventory, how much roughly is spent, what
kind of salvage value in excess inventory is it?

Mr. EMAHISER. We would view excess inventory as being held at
scrap value, which would be 2%z to 3 percent of its acquisition and
replacement cost. In the discussion with the GAO report, we would
say that we have about $12 billion in what we would call potential
excess materiel, and then because of accounting rules, we would
evaluate that at about 3 percent, which would drive us down to the
$300 million.

Mr. SOUDER. How long does it usually take to dispose of such in-
ventory?

Mr. EMAHISER. Once that is identified, it is relooked at to see if
possibly there is a claimant that has been missed with the Depart-
ment of Defense, and then it is opened up for possible reutilization
by other sectors of the Federal Government, State governments, po-
lice, and only after that has been exhausted that it is sold off
through the Defense Reutilization and Marketing Service.

So that would take some period of time, but generally I would
say less than a year. Jeff may have a better idea.

Mr. SOUDER. Do you have any further comment?

Mr. JONES. Yes. Mr. Souder, the times are prescribed in the reg-
ulations by GSA for screening, and Mr. Emahiser described them
in the right order. The public is entitled to get Government prop-
erty after it is declared excess and surplus at that point, and when
that process, the screening process is done, which generally takes
90 to 120 days, then the Government and the Department of De-
fense in this case creates a sale for those items that do not require
demilitarization, and those are the particularly sensitive military
items.

Mr. SOUDER. Are we still purchasing excess inventory?

Mr. JONES. My opinion is that we are not purchasing excess in-
ventory. That is not to say that a mistake does not get made every
now and then, but in general, I am 100 percent confident that no
one intentionally purchases excess inventory.
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Mr. SOUDER. In other words, you are saying that you believe the
excess inventory that is currently there was intentionally—you do
not believe that that was intentionally purchased, either?

Mr. JONES. I do not believe that it was intentionally procured.
That is correct.

Mr. SOUDER. Are you saying that—what would be some of the
key variables, and maybe we have already covered this, that would
cause these errors, and are we working to tighten that?

Mr. JONES. When we do what I would call a supply control study
or a study to decide what needs to be bought, it is a point in time,
and so things change once we move to contract because the con-
tracting time takes, you know, takes a period of time.

So when an item manager runs a supply control study, they look
at the assets they have on hand, and the assets they have on hand
not only in their own inventory, but in the inventory of the other
service; they look at what is due in; they will look at their back
orders; and then make a conscious decision, if it is a consumable,
to go ahead and procure. If it is a repairable, repairable item, then
they will also look at the unserviceable inventory that is being held
in depot stocks and what can be repaired and then only by what
cannot be satisfied from the repair lines and make the decision to
buy.

They will look at things like what the current force structure is.
They will look at previous demands going back several years. All
those kinds of things enter into the equation before that buy deci-
sion is made.

Mr. SOUDER. Do you calculate what the salvage—in other words,
is part of the decision the balance of the potential likelihood that
you may have an emergency or need a rise versus the salvage
value? In other words, the market may go up and down on certain
products.

Mr. JONES. I am not sure that I understand your question, so let
me approach it this way. Once inventory is on hand, then the deci-
sion is made, even if it appears to be above the order point now,
we will look at a cost to hold that in inventory versus the cost to
dispose. Generally, the cost to hold inventory is about a third of a
percent of the value of the item. There is a cost to dispose of an
item, particularly if it has to be demilled, so we will look at that.
So that enters into the equation.

Mr. SOUDER. Thank you. I may have an additional question. Con-
gresswoman Maloney.

Mrs. MALONEY. Thank you very much. In the interest of time, I
would like to ask the Chair if he would submit my opening state-
ment, as read, in the record?

Mr. SOUDER. Without objection, so ordered.

[The prepared statement of Hon. Carolyn B. Maloney follows:]
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Rep. Carolyn B. Maloney -- Opening Stat t
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Hearing on Improving Defense Inventory Management

March 19, 1997

Mr. Chairman, thank you for convening this hearing, 1t is clear that there is a massive
problem with the way the Department of Defense manages its inventory, Literally billions of
dollars could be saved and 1 congratulate the Chairman for launching this investigation.

Last Spring ! asked the GAQ investigale this problern. They have complied with an
excellent and timely report -- Defense Logistics: Much of the Inventory Exceeds Current Needs.
What that report documents is a national travesty: $41 billion in unneeded inventory; $14.6 billiol
in inventory that will never by used,; and, over §1 billion for which the Department holds more
than 100 years of supply. It costs the American taxpayer close to $100 million a year just to pay
for the storage of this material.

Mr. Chairman, the Pentagon’s 1996 budget was 243 billion dollars. The Department
controls over ong trillion doliars in assets, This massive budget requires rigorous oversight, which
hopefully this hearing will help to supply. The General Accounting Office has been reporting on
seriobs problems in DoDD)’s inventory management for at lcast 2 decade. Yol dospite these
repeated calls for improvement, the problem doesn’t seem to be getting any better.

$41 billion in wasted resources is unexcusable. That amount could fund the National
Parks Service for thirty vears. It could provide meals for children in the School Lunch Program
for ten years and fund Head Start for 12 years. It could ajso house military personnel for more
than ten years,

This is 2 problem we must address now. 1 am drafling legislation which would require the
Department of Defenge to begin testing various new “best business”™ practices as a first step in
addressing this problem. | welcome the opportunity to work with the Chairman and Ranking
Democrat to craft serious, bipartisan legislation in this area,

‘Thank you Mr. Chairman.
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Mrs. MALONEY. I would just like to mention that last spring,
along with several of my colleagues, Congressman DeFazio, then
Congressman Durbin, and Senator Harkin, we had requested a
GAO investigation about this problem, and they have complied and
come forward with really, I think, a very excellent and timely re-
port. I would like to compliment them on that report, entitled “De-
fense Logistics: Much of the Inventory Exceeds Current Needs.”
The report really documents, I think, a national travesty—$41 bil-
lion in unneeded inventory, $14.6 billion in inventory that will
never be used, and over $1 billion for which the Department holds
more than 100 years of supply.

It also documents that it costs the American taxpayer over $90
million a year just to pay for the storage of this materiel, and I just
feel that this needs to be changed. Mr. Chairman, the Pentagon’s
budget was $243 billion, and the Department controls over $1 tril-
lion in assets. We really do need to exercise very rigorous oversight
of this budget, and I am glad that the chairman has called up sev-
eral hearings, several oversight hearings on this issue.

I would like to say that I would love to work with the chairman
and the ranking member on legislation that would require the De-
partment of Defense to begin testing various new best business
practices as a step in addressing this problem.

I have great respect for the American armed services and for the
Pentagon. We have the best and the bravest men and women in
the military, and we have the best weapons, and we have the best
defense in the world. I find it unusual that an agency that is so
good at so many things has been so slow to respond to GAO rec-
ommendations that began in 1991, specifically recommending, and
then again in 1994, that DOD test the application of prime vendors
for personnel items.

Also, could you just describe some of the major areas where the
DOD has been successful in applying these practices and how much
has DOD saved? I would just like to know why is it taking so long.
I think the first report was in 1991.

Earlier this year, they gave a draft report to us that showed that
there was $36 billion in unneeded inventory. I thought that the
draft, which was circulated to you, would mean that you would sort
of start addressing this problem. Then the draft came back with a
final report, and instead of the inventory, excessive inventory going
down, it went up. I would just like to know what steps you are tak-
ing to address this problem.

Granted, you do have to have some inventory, but $41 billion is
quite a lot of money, and we could use that money in more con-
structive ways, both in the military and in the private sector and
in the fighting forces. So I would just like to know why is it taking
so long and specifically the response to my question. I would also
like to ask the chairman if I could submit, along with the ranking
member, a series of questions in writing to be responded to.

I am on another committee, the Joint Economic Committee, and
Alan Greenspan is testifying, and they have beeped me and asked
me to come over for a quorum.

Mr. SOUDER. Without objection, so ordered.

Mrs. MALONEY. Thank you.
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Mr. EMAHISER. OK. Let me, first of all, we do not agree with
GAO, as I have said earlier, on the $41 billion dollar number, and
I have run through that reasoning already.

In fact, the Army has instituted a number of what we would call
commercial best practices into how we do our business. I mentioned
Prime Vendor. Prime Vendor, in fact, has been a fact of life now
for several years. It just did not start. The idea of the Virtual
Prime Vendor was kicked off in January 1997, with the Air Force
and is being embraced by the other services, the Army, and Navy.
Again, not an effort that can start overnight, but it has been em-
braced now by the Department.

Direct Vendor Delivery, in fact, has been embedded in the De-
partment for a great number of years. I mentioned the Army’s ex-
pertise with using commercial tires for its vehicles. That program
has been around for over 3 years now.

So I think that, in fact, the Department has embraced the move-
ment to best commercial practices.

Mrs. MALONEY. How much have we saved in the test for best
commercial practices that you have implemented? How much have
you saved by moving to these practices? Do you have any numbers
on that?

Mr. EMAHISER. I do not have any numbers off the top of my
head. Jeff.

Mr. JONES. I have numbers, Mrs. Maloney. In the areas that we
manage in pharmaceuticals, we have saved several hundred million
in inventory reductions, but let me make sure that we are clear on
the meaning of the word “save.” When we started off with Prime
Vendor in pharmaceuticals, we had a large inventory. We con-
sumed that inventory, and to the extent that we were able to con-
sume the inventory, through the use of the Prime Vendor, we
avoided future expenditures. We did not save money in the sense
of being able to turn that money into something else; we consumed
the inventory in place.

That is a very important thing to keep in mind when we talk
about these large values of inventory. They do not have much value
unless you can consume them. They have no value in disposal
whatever. So we have several hundred million dollars there, and I
can get exact figures.

We are implementing the same methods in subsistence, and I did
not bring the figures with me right here, but, again, several hun-
dred million dollars’ worth of inventories have been reduced at the
wholesale level and at the consumer level. In addition to that, I
think if you go to some of our customers, you will hear other things
as well, such as they are taking people who used to work at the
installation managing food and storage and using them for other
purposes or simply not needing them in general.

So we can document the savings in inventory pretty well for the
items that we are managing in the Defense Logistics Agency, and
I believe the services could do the same for those items that they
are managing.

Mrs. MALONEY. But, still, that is very, very important. Granted,
it is not dollars that we turn in to the Treasury, but it is dollars
that we do not have to turn out of the Treasury.

Mr. JONES. Oh, I agree with you completely.
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Mrs. MALONEY. Because several hundred million in inventory in
pharmaceuticals is quite impressive. I would like to get all of this
in writing. I think that it is important really to document your own
success that you have had so far, and I know that change is hard,
particularly in large bureaucracies.

I would also like—I see my time is up, but maybe I would like
to know what are some of your other plans for expanding these
concepts in other areas for savings.

Mr. JoNES. Mr. Chairman, if you would like, we could respond
to some of those right now.

Mr. SOUDER. Go ahead.

Mr. EMAHISER. I would just like to go back to one of the initia-
tives that has really taken off in the Department, and that is the
use of purchase cards, credit cards. We now utilize purchase cards,
credit cards for procuring up to $2,500 per item. That saves going
through the entire procurement system, and, in fact, there has
been documented savings, with the Navy reducing its budget by
$20 million just through the use of purchase cards.

Also, documented by the Army Audit Agency has been a savings
of $92 per purchase utilizing the purchase card, so that, in fact,
has major impacts on the overall utilization of reducing costs, re-
ducing inventory brought into the system. You go down and buy it.
It is given to you over the counter, direct vendor-delivered to you,
and the utilization of that has grown from about $800 million per
year to $1.4 billion over the last year.

Mrs. MALONEY. Thank you, Mr. Chairman; and as I said, I have
to run to this other meeting, but I would like to submit, and maybe
the majority would like to join us in a series of questions really
documenting the successes of the Department in writing. Thank
you.

Mr. SOUDER. Are some of the purchases that are made that re-
sult in a larger excess inventory? Are they at all related to the
question of keeping certain of the suppliers in business because of
the nature of what they make, and if you lose the engineering ca-
pability or the backgrounds of the lines, you will not have the sup-
ply source if you have a need?

Mr. EMAHISER. That is a tough story for me to respond to from
a departmental point of view. I would rather do some research in
that to provide some kind of an answer for the record on that one.

[The information referred to follows:]

The DoD does purchase some inventory that will not be used right away in order
to maintain supplies of uniquely military materiel and repair parts. For example,
the Defense Supply Center Columbus purchased $5.4 million of inventory in FY
1996 that was designated as diminishing manufacturing source inventory (the last
manufacturer having alerted the DoD that item will no longer be produced after a
given date). This categorization of stock precludes automatic disposal.

The DoD currently holds $167.1 million in diminishing manufacturing source in-
ventory.

Mr. SOUDER. I would appreciate that. The 60/40 rule that says
that 40 percent, I believe, of maintenance——

Mr. EMAHISER. No. The 60/40 rule has

Mr. SOUDER. That is not related to the previous question; it was
another question.

Mr. EMAHISER. I understand, but I understand the 60/40 rule.
The 60/40 rule really pertains to depot maintenance, which is a
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supplier of inventory back to the Department of repairable items,
but the 60/40 rule basically says that no more than 40 percent of
depot maintenance should be contracted out, that is, given to the
private sector.

Mr. SOUDER. Are there security reasons for the 40 percent? In
other words, was it felt that that would make the Government—
what is the reason for capping at 40 percent? Are you at 40 per-
cent?

Mr. EMAHISER. That is codified in law.

Mr. SOUDER. You do not know the history of that? Is that——

Mr. EMAHISER. Well, I think the history was, candidly—
Emahiser’s opinion, Emahiser’s opinion—let me say it that way—
was to assure that we maintain the depot base, the repair system
base in order to assure a supply of items and to have a surge ca-
pacity available if we went to war.

Mr. SOUDER. Are you currently at 40 percent outside?

Mr. EMAHISER. In the depot maintenance arena, I believe that we
are well below the 40 percent at the DOD level as well as the serv-
ices, but I can get you a better number, if you like.

Mr. SOUDER. Have you been moving that number up? Are you
seeking to come closer to the 40 percent of outside which would
bring you more flexibility?

Mr. EMAHISER. You are really getting outside my area of exper-
tise now. We can provide that for the record, if you would like.

[The information referred to follows:]

For FY 1996, the dollar totals for maintenance performed by each Military De-
partment and the public/private breakout were:

Army—$1.241 billion with 68% public and 32% private

Navy—$5.345 billion with 65% public and 35% private

Air Force—$3.956 billion with 71% public and 29% private
Total—$10.542 billion with 67.6% public and 32.4% private

Mr. SOUDER. Do you have any further questions? All right.

I thank you very much for coming. What I think we are going
to do is go vote. We will come back for the second panel. So with
that, we will recess the hearing at this point.

[Recess.]

[The information referred to follows:]
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QUESTION FOR THE RECORD
'HOUSE COMMITTEE ON GOVERNMENT REFORM AND OVERSIGHT
SUBCOMMITTEE ON NATIONAL SECURITY, INTERNATIONAL AFFAIRS,
AND CRIMINAL JUSTICE
“IMPROVING DEFENSE INVENTORY MANAGEMENT"
MARCH 20, 1997

Question No. 1

Mr. Hastert: To what extent does Dol purchase
inventory which is likely to be unused or unneeded, in order
to keep important suppliers in business so that the U.S.
production base or capacity for uniquely military supplies
and repair parts is maintained in peacetime?

Mr. Emahiser: The DoD does purchase some inventory
that will not be used right away in order to maintain
supplies of uniquely military materiel and repair parts.

For example, the Defense Supply Center Columbus purchased
$5.4 million of inventory in FY 1996 that was designated as
diminishing manufacturing source inventory {the last
manufacturer having alerted the DoD that item will no longer
be produced after a given date). This categorization of
stock precludes automatic disposal.

The DoD currently holds $167.1 million in diminishing
manufacturing source inventory.
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QUESTION FOR THE RECORD
HOUSE COMMITTEE ON GOVERNMENT REFORM AND OVERSIGHT
SUBCOMMITTEE ON NATIONAL SECURITY, INTERNATIONAL AFFAIRS,
AND CRIMINAL JUSTICE
“IMPROVING DEFENSE INVENTORY MANAGEMENT”
MARCH 20, 1997

Question No. 2

Mr. Hastert: What were the original justifications for
the “60/40” rule? Do those justifications still apply in
today’s national security environment?

Mr. Emahiser: The “60/40” rule was an early attempt on
the part of Congress to establish a minimum depot
maintenance floor. Since that time the DoD has developed a
core policy. We have developed a standard methodology that
identifies the core capability requirements and then
identifies the depot-level workload necessary to sustain
that core capabilities. The DoD has asked for relief from
this statute several times.
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QUESTION FOR THE RECORD
HOUSE COMMITTEE ON GOVERNMENT REFORM AND CGVERSIGHT
SUBCOMMITTE ON NATIONAL SECURITY, INTERNATIONAL AFFAIRS, AND
CRIMINAL JUSTICE
“WIMPROVING DEFENSE INVENTORY MANAGEMENTY
MARCH 20, 1997

Question No. 3

Mr. Hastert: Regarding the “60/40" rule, what are the
actual current percentages of DoD maintenance performed by
private contractors versus maintenance performed at
government depots or other facilities?

Mr. Emahiser: For FY 1996, the dollar totals for
malntenance performed by each Military Department and the
public/private breakout were:

Army -- $1.241 billion with 68% public and 32% private
Navy -- $5.345 billion with 65% public and 35% private
Air Force -- $3.956 billion with 71% public and 29% private
TOTAL -~ $10.542 billion with 67.6% public and 32.4% private
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QUESTION FOR THE RECORD
HOUSE COMMITTEE ON GOVERNMENT REFORM AND OVERSIGHT
SUBCCMMITTE ON NATIONAL SECURIWY, INTERNATIONAL AFFAIRS, AND
CRIMINAL JUSTICE
“IMPROVING DEFENSE INVENTORY MANAGEMENT"”
MARCH 20, 1997

Question No. 4

Mr. Hastert: What kinds of defense inventory
activities should be privatized or outsourced? On the other
hand, what kinds of defense inventory activities are
“inherently governmental” and should never be privatized?
Please give specific examples.

Mr. Emahiser: The DoD materiel management community is
pursuing privatization/outsourcing initiatives in several
areas. For example, the Defense Logistics Agency (DLA) has
announced that Defense Reutilization and Marketing Offices
will be subjected to public/private competition on a
geographic basis. Furthermore, efforts to outsource sales
related functions are being accelerated. These functions,
involving the reutilization, transfer, donation, and sale of
excess military equipment, lead the list of DoD materiel
management activities that lend themselves to privatization
and outsourcing.

As to what kinds of DoD inventory activities should
never be privatized due to their “inherently governmental”
nature, the Dol continues to review all materiel management
functions and has not ruled out any specific functions as
never appropriate for privatization/outsourcing.
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QUESTION FOR THE RECORD
HOUSE COMMITTEE ON GOVERNMENT REFORM AND OVERSIGHT
SUBCOMMITTE ON NATIONAL SECURITY, INTERNATIONAL AFFAIRS, AND
CRIMINAL JUSTICE
“IMPROVING DEFENSE INVENTORY MANAGEMENT”
MARCH 20, 1997

Question No. 5

Mr. Hastert: For depot-level maintenance activities,
how much can DoD’s average turnaround time be improved, and
how will this be accomplished? How much money can be saved
on inventory and inventory management as a result of
improving turnaround time?

Mr. Emahiser: The Dob is sponsoring initiatives to
reduce repair cycle times and costs by revising repair cycle
metrics, 1lmproving repair cycle performance measurement, and
increasing the responsiveness of repair actions to customer
requirements. Based on a sample of the Military Services’
reparable items in 1995, the actual average depot repair
cycle time was 60 days; the average repair cycle times used
to compute inventory requirements was 57 days; and the
average depot maintenance repair cycle standard was 36 days.
If the repair cycle time could be reduced to meet the
established standards through initiatives such as achieving
better parts support and reducing batch sizes, the repair
cycle inventory requirement potentially could be reduced by
21 days (37 percent), or $1.6 billion. However, reductions
in repair cycle requirements do not result in an immediate
proportional inventory reduction or savings. One-time
savings which result from eliminating the need to repurchase
or repair items in stock are realized over a number of years
and vary by Inventory Contrcl Point, the size of the
reduction, the asset position in relation to the
requirements, and the mix of serviceable and unserviceable
assets. Some annual recurring inventory cost reductions
associated with lower inventories are also realized.

All the Military Services are actively pursuing
initiatives to reduce depot repair cycle times and have
incorporated significant savings in their budgets in
expectation of continuing improvements. Progress is being
made. For example, the Air Force, which owns the largest
inventory of repairable items, indicates that they have
reduced their average depot repair cycle time by 15 davs
since the 1995 sample was taken, and have set a goal of
reducing their average repair cycle time by another 15 days
by the end of FY 1999. A DoD-wide Executive Steering Group
and Process Action Teams are continuing to promote and
monitor repair cycle reduction efforts across the Military
Services.
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QUESTION FOR THE RECORD
HOUSE COMMITTEE ON GOVERNMENT REFORM AND OVERSIGHT
SUBCOMMITTE ON NATIONAL SECURITY, INTERNATIONAL AFFAIRS, AND
CRIMINAL JUSTICE
“IMPROVING DEFENSE INVENTORY MANAGEMENT”
MARCH 20, 1997

Question No. 6

Mr. Hastert: a. For each and every type of combat
aircraft currently being used within DoD, please provide the
following information:

(i) the number of aircraft currently in service;

(ii) the number of additional or spare engines for
that type of aircraft currently in the DoD
inventory; and

(iii} the number of those additional or spare engines
which are currently fully operational.

For our purposes, it is sufficient to break down the data by
major aircraft type, i.e. C-130, and thus it is not
necessary to go into aircraft subtypes, i.e. C-130J, KC-
130F, LC-130F, EC130Q, etc.

b. Please provide the numbers, types, and operational
status of all aircraft engines within DoD inventory which
are not used by any combat aircraft currently being used by
DoD, along with an explanation of why those engines are
still being held by DoD.

Mr. Emahiser: For the Air Force, the number of
aircraft currently in service for each type of combat
aircraft follows:

Al0 B1 B2 B52 F15 Fl6 FI117 U2 €130 Filt1 CA10 RCI135
235 95 19 94 736 1513 54 32 21 37 140 19

All other requested information for the Air Force is at

TAB A. 2ll reguested information for the Navy is at TAB B.
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Response to Congressional Inquiry

Answers to the questions below are provided for USAF engines only.

Question:
6. a. For each and every type of combat aircraft currently being used within DOD,
please provide the following information:

(1) the number of aircraft currently in service;

(it} the number of additional or spare engines for that type of aircraft currently in
the DOD inventory; and

(iii) the number of those additional or spare engines which are curtently fully
operational.

b. Please provide the numbers, types, and operational status of all aircraft engines
within DOD inventory which are not used by any combat aircraft currently being
used by DOD, along with an explanation of why those engines are still being held
by DOD.

Response:
6.a.(i) ~ Is not being provided by this office.

6.a.(ii}, 6.a.(ili), and 6.b - The attached table lists the data for USAF aircraft engines (as
of Mar 97). USAF aircraft are combat coded at the base level based on war plan taskings.
USAF engine inventory data systermns do not distinguish between combat and non-combat
aircraft down at the base level. The engines are managed as a fleet. The data shown is
for the fleet of each engine TMS.

Definitions of table headings:

Aircraft MDS - Aircraft Model Designation Series

Engine TMS - Engine Type Model Series

Quantity Per Atrcraft - : Number of Engines Per Aircraft

Installed Active - Number of Engines Installed in Active Aircraft
Uninstalled Active - Number of Engines in the Supply Pipeline (In-Work,

Awaiting Maintenance, Engines Not Mission Capable
Supply, and Serviceable)

Inactive (Additional) - Engines Installed in Aircraft at AMARC + Retained
Engines

Total Engines - Sum of Installed Active Engines + Uninstalled
Active Engines + Inactive (Additional) Engines

Net Serviceable Spares - Engines Which Are Fully Operational

TAB A
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6.(a) (i) QUESTION: the number of aircraft currently
in service;

ANSWER: The TMS (Type/Model/Series) and Active
Inventory is provided in attachment A under the
heading, ‘*AIRCRAFT, ACT /INV’. The data in attachment
A is as of February 1997. Note, the A-6E, J52~P-8B and
F-14A, TF30-P-412A inventory reductions are in
progress.

6. (a} (ii) QUESTION: the number of additional spare
engines for that type of aircraft currently in the DOD
inventory; and

ANSWER: The number of spare engines, both RFI (Ready
For Issue) and NRFI (Non RFI}), is provided for each TMS
in attachment A under the heading, ‘ENGINE INVENTORY,
SPARES, RFI and NRFI‘. Also, the aircraft engine
requirement is displayed under the heading, ‘ENGINE,
ACFT / FW' (Aircraft Firewalls). The ‘TOTAL’ Engine
Inventory is comprised of ‘STORED, ACTIVE, and RFI
{Ready For Issue) and NRFI (Non RFI} SPARES’.

6.(a) (iii) OQUESTION: the number of those additional
- spare engines which are currently fully operational.
ANSWER: The number of spare engines in operational
status, i.e., RFI, is provided in attachment ! under
the heading, ‘ENGINE INVENTORY, SPARES, RFI.

6.(b) QUESTION: Please provide the numbers, types,
and operational status of all aircraft engines within
the DOD inventory which are not used by any combat
aircraft currently being used by DOD, along with an
explanation of why those engines are still being held
by DOD.

ANSWER: Attachment 2 is a list of all obsolete engines
and the associated aircraft. These engines are
candidates for Foreign Military Sales, RILOP
{Reclamation In Lieu COf Procurement), and Disposal.

TAB B
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ATTACHMENT 1 to TAB B

AIRCRAFT ENGINE ENGINE INVENTORY
ACT ACFT SPARES |
T™MS NV TMS FW | TOTAL | STORED | ACT | RFI | NRFi| NOTES
{FA-18E/F 7| F414-GE-400 2] 21 2 B 3
|I_=A-18AIBICID 7611 F404-GE-400/-402 1522] 2051 126 1425] 213|293
F-14B/D 1301 E110-GE-400/-400A 260|343 219] 43 @81
F-14A 168{TF30-P-412A/-414A 336] 891 44| _325] o6, 326
AV-88 161|F402-RR-406/A/-408A/B | 191 342 5| 182] 31 124
A-6E 18]J52-P-8BIC 36| 648 422 42| 51| 332
[EA6B 111]J52-P-408/-408A 222] 510 56| 205 81| 168
S-3AB 133|TF34-GE-400/A/B 266] 469 48] _205]  38] 190
P SABICIDIER | D811T56-A10/-10W-14 7124] 1630 248] 1107] 46 231
C-130A/F/GIRIT | 106]156-A15/-16/-823 [ S a22] 21| 12
[E-2Ciic2A 118]756-A-425/-427 236] 415 261 235] 44| 110
c-9 26|JT8D-0/-9AI217 58 69 58] 11 1
[E-eAnTC18F T8[CFMSE-2A2/A02 72 83 72 58 3
C-12B/FM 80}PT6A41 160 178 2
T-43A 55|PT6A-348 110] 119 110 3 1
T-34C 361]PT6A25 291 318 208 20 7
[T-38A 11[J85-GE-SHIJ/K/MIN 22 16 13 3 0
T2 110]985-GE4/-4A 220|379 98] 199] 40| 42
TA-4l 55]J52-P-6B/C 58] 260 i11] 59| 22| 88
T-45A 56]F405-RR 400/-401 &6} 92 e8] 13| 11
AHAW 186]7700-GE-401 360] 524 4| _s04] 47 e@
SH-2G 14[T700-GE-401 28|SEE AH-1W
H-60A/B/FIH/N 297|T700-GE-401/-401C 594] 774 569 03] 112
CH-53D/E 24§§T64—GE-4161-416AI—419 684] 1146 86| 603] 120, 247

Page 1
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ATTACHMENT 1 to TAB B

H-AN 133]7T400-CP-400/-401 133] 315 50] 128] 13| 128

CH-46E 2331T58-GE-16 466 682 448 A2] 182

H-3A/F 58]T758-GE-8B/-8E/-402 116} 642 56} 280 951 211
1

H-46D 82]T58-GE-402 164]SEE H-3AF

H-3 15‘T58-GE-4OOB/—402 36]SEE H-3AF

H-57 120} T63-GE-54 1201 136 127 9

MV-224 T406-AD-400+ Of

TOTALS 41 26‘ 8386} 13590 1462] 8071; 1220] 3015
]

Notes:

1. Commercially maintained; spares status TBD

2. No Govt owned spares; ially maintained

3. Commercially maintained (TCG-18F); Data TBD |

Page 2
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ATTACHMENT 2 to TAB B

OBSOLETE ENGINES

CANDIDATES FOR FMS, RILOP AND DISPOSAL

;Aircmﬂ Curr Inv
F-16M 19
AV-8A 42
04 AV-8A 5
06 AV-8A
F405-RR-400 T-45A
| 52-P-400 1EASB
J57-P-10 A3 54
J57-P-420 F-8 30
J60-P-3A 7-39 30
1 360-P-6 T2 28
I65-W-16A Fd 8
J&5-W- A_4 34
J65-W-420 A4 i3
179.GE-10 F4 1
J79-GE-10A RA-SC 18
J73-GE-8B/C/D F4 248
|MK529 TC-4C 18
0470 T-348 26
R2800-52W C-131 50
T53-L-11D H-1 14
531138 H-1 11
T56-A-10 P-3A8 292
TS6-A-426 C-2 46
T56-A-7 C-130 20
T58-GE-8F SH2F 211
T64-GE-6B CH-53A 39
T76-G-418 OV-10 18
776-G-410 OV-10 20
TF30-P-408 [F1aA 69
TF41-A-28 AT 23
TE41-A-2C AT 17
TF41-A-402D AT 315
1781

Page 1
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QUESTION FOR THE RECORD
HOUSE COMMITTEE ON GOVERNMENT REFORM AND OVERSIGHT
SUBCOMMITTE ON NATIONAL SECURITY, INTERNATIONAL AFFAIRS, AND
CRIMINAL JUSTICE
“IMPROVING DEFENSE INVENTORY MANAGEMENT”
MARCH 20, 13997

Question No. 7

Mr. Hastert: GAO has recommended that DoD test prime
vendors or a supplier park concept for hardware supplies
like maintenance and electronic items. Could you describe
the areas where DoD has applied these practices and how much
DoD has saved? What are DoD's plans for expanding these
concepts?

Mr. Emahiser: The DoD is moving to maximize use of
commercial logistics support capabilities for maintenance
depot requirements for weapons system repair support. Known
as “Virtual Prime Vendor,” this initiative solicits private
sector proposals for enhanced supply support to depot
maintenance activities by employing “best practices” from
the commercial world. The pilot site is the
Avionics/Electronic Warfare Shops at Warner Robins Air
Logistics Center, which initiated Virtual Prime Vendor in
January 1997. Contractor proposals are being requested for
other Air Logistics Centers as well as Army and Navy
maintenance activities. Virtual Prime Vendor offers the
Department the opportunity to thoroughly test and assess the
most advanced commercial logistics practices and determine
their applicability throughout the DoD logistics system.
Estimates of savings are not yet available.
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QUESTION FOR THE RECORD
HOUSE COMMITTEE ON GOVERNMENT REFORM AND OVERSIGHT
SUBCOMMITTE ON NATIONAL SECURITY, INTERNATIONAL AFFAIRS, AND
CRIMINAL JUSTICE
“IMPROVING DEFENSE INVENTORY MANAGEMENTY
MARCH 20, 1997

Question No. 8

Mr. Hastert: GAO has also recommended that DoD test
several key practices that have been uged in the private
sector to significantly reduce the costs associated with
managing reparable items. What has DoD done to date to test
{1} third-party logistics services, (2) cellular repair
centers, (3) integrated supplier programs, and (4)
repairing items promptly after they break?

Mr. Emahiser: The Virtual Prime Vendor initiative
discussed above is an integrated supplier program with the

‘potential to incorporate third party logistics services if
those services are recommended by the contractor as the most
applicable private sector “best practice” for specific DoD
requirements. The Navy has moved to a third party logistics
provider in its “Power by the Hour” initiative, which
provides powerplant maintenance support to Government-owned
aircraft engines in return for payment of established fees
generated from the use of that engine. Services available
from the commercial provider may take the form of any
combination of logistics, engineering, technical and
maintenance support.. The Army is moving to a cellular
maintenance shop arrangement for some repairs at Tobyhanna
Army Depot as well asg piloting a rapid retrograde, repair
and return program for circuit cards between Tobyhanna and
Fort Bragg.
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Mr. SOUDER. The hearing is back in session. The second panel
from GAO has already come forward. It is composed of Mr. Henry
Hinton, the Assistant Comptroller General; Mr. Kenneth Knouse—
is that correct

Mr. KNOUSE. Yes, sir.

Mr. SOUDER [continuing]. An Assistant Director; and Mr. Robert
Repasky, a senior evaluator. If you will stand and raise your right
hand for our oath; we do this for all committee witnesses.

[Witnesses sworn.]

Mr. SOUDER. Let the record show that the witnesses responded
in the affirmative.

Mr. Hinton, will you go ahead and proceed.

STATEMENTS OF HENRY L. HINTON, JR., ASSISTANT COMP-
TROLLER GENERAL, GENERAL ACCOUNTING OFFICE; KEN-
NETH R. KNOUSE, JR., ASSISTANT DIRECTOR, GENERAL AC-
COUNTING OFFICE; AND ROBERT L. REPASKY, SENIOR
EVALUATOR, GENERAL ACCOUNTING OFFICE

Mr. HINTON. Thank you, Mr. Chairman. With your permission,
I would like to submit my printed statement for the record.

Mr. SOUDER. Without objection, so ordered.

Mr. HINTON. I am pleased to be here today to discuss defense
management issues, and as you recognize Mr. Knouse and Mr.
Repasky, two of my colleagues, and in the back of my printed state-
ment are a host of reports that they have been heavily involved in
in the early 1990’s up to the present that have been looking into
the concept of best practices and its applicability to the Depart-
ment of Defense.

In 1990, GAO began a special review to look at and report on the
Federal program areas. Its work is identified as high risk because
of the vulnerabilities to waste, fraud, and abuse and mismanage-
ment. This effort, which was supported by the Senate Committee
on Governmental Affairs and the House Committee on Government
Reform and Oversight, brought a much needed focus on problems
that were costing the Government billions of dollars. We identified
DOD’s secondary inventory management as a high risk area at
that time because of the high levels of unneeded inventory and in-
adequate systems for determining inventory requirements.

Mr. Chairman, as requested, my testimony today will focus on,
one, a brief overview of the problems; two, measures taken by DOD
to improve inventory management; and, three, the actions we be-
lieve DOD needs to aggressively take to solve the longstanding
problems that you have heard some discussion already.

Let me briefly describe the type of inventory that we are dis-
cussing. DOD’s secondary inventory, which totals about $70 billion,
is comprised of two types of materiel: repairable parts and con-
sumable items. As shown in the chart to my left and your right,
and for those in the audience, on page 27 of my printed statement,
DOD holds about $50 billion worth of repairable parts; $40 billion
of that is aircraft parts alone. These parts are generally the more
expensive and complex items that can be repaired when broken
and reused, such as landing gear on aircraft.
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Consumable items, on the other hand, are generally inexpensive,
common, and are not reusable, for example, medical supplies or
nuts and bolts. DOD holds about $20 billion of these types of items.

Inventory management problems have plagued DOD for decades.
A key indicator of these problems is that a significant portion of
DOD’s inventory is not needed to meet war reserve and current op-
erating requirements. As shown in the second chart, we believe ap-
proximately $34 billion, or about half of DOD’s inventory, is not
needed to support war reserve or current operating requirements.
There has been a lot of discussion this morning on that, and we
can engage in a little Q&A, and I would like to explain that as we
go through the process here today.

Recently, we issued a report to describe this unneeded inventory.
We reported that about $14.6 billion of it did not have projected de-
mands and, therefore, is likely never to be used and calculated that
another $11.8 billion could last 2 to 10 years. Also, $1.1 billion
could last at least 100 years.

Most of the problems that contributed to the accumulation of this
unneeded inventory still exists, such as outdated and inefficient in-
ventory management practices that frequently did not meet the
customers’ needs, inadequate inventory oversight, weak financial
accountability, and overstated requirements. For example, recently,
we reported that Navy managers did not have adequate visibility
over $5.7 billion in operating materials and supplies on board ships
and at 17 redistributionsites.

We estimated that because of the lack of oversight in the first
half of 1995 alone, item managers ordered or purchased in excess
of operating level needs. As a result, the Navy will incur unneces-
sary costs of about $27 million. That was a question you asked this
morning, Mr. Chairman, and the answer to that is, yes, we are con-
tinuing to purchase items that we already have stocks of and that
are in excess.

Because these problems and conditions persist in an area where
DOD spends more than $15 billion a year in new inventory pur-
chases, we continue to identify this as a high-risk area. To put this
$15 billion into perspective, Mr. Chairman, DOD spends more an-
nually in buying inventory than NASA’s whole budget of $13 bil-
lion. If you follow the future years’ defense plan, if we stay on the
pace of spending $15 billion over the next 6 years, what we are
talking about spending, from DOD’s point of view, is about $90 bil-
lion to buy inventory. That is why this is a very important subject
that we are talking about.

DOD recognizes that it needs to make substantial improvements
to its logistics system. We continue to see pockets of improvement,
such as DLA’s re-engineering efforts where it has made significant
strides in adopting best management practices for personnel items,
which are medical, food, and clothing items. But these initiatives
impact less than 3 percent of DOD’s secondary items, or $3.5 bil-
lion of its $70 billion inventory.

In this area, DLA, to its credit, started with a strong, top-level
management endorsement of best practices and established Prime
Vendor programs that resulted in reduced inventory levels and as-
sociated operating costs. For medical supplies, this has meant in-
ventory and other cost reductions of more than $700 million, an-
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other question that you raised this morning, which in turn has
freed up storage facilities for other uses. For example, at the Wal-
ter Reed Army Medical Center here in Washington, DC, DOD con-
verted a medical supply warehouse into a national training center
for radiology students. We have a photograph of that facility to my
right.

DOD has made little overall progress, however, in correcting sys-
temic problems that affect over $50 billion of DOD’s inventory. Un-
less new and innovative solutions are applied to the management
of these items, DOD will continue to buildup unnecessary inven-
tory, provide slow service to the DOD customer, and require the
unnecessary expenditure of resources.

We believe the key to fixing these systemic problems is aggres-
sively focusing on changing DOD’s management culture and adopt-
ing new, leading-edge business practices.

To effectively address these issues, DOD must adopt a strategy
that includes both short- and long-term actions. In the short term,
DOD must continue to emphasize the efficient operation of its ex-
isting logistics systems. In the long term, DOD must establish
goals, objectives, and milestones for changing its culture and adopt-
ing new management tools and practices.

A key part to changing its culture should be an aggressive ap-
proach to adopt best management practices from the private sector.
From our discussions with more than 50 private sector companies,
we identified best practices that address the entire logistics chain,
which if applied in an integrated manner—and I am going to put
emphasis on the word “integrated”—could help streamline DOD’s
logistics operation, potentially save billions of dollars, and improve
support to the military customer.

Let me highlight the four best practices we have recently dis-
cussed in our reports on the Air Force, the Navy, and our soon to
be released report on Army’s logistics pipelines for aviation parts.

First, third-party logistics services can assume warehousing and
distribution functions, provide rapid delivery of parts, and state-of-
the-art information systems that would speed the shipment of parts
between the depots and field locations, another point that you
raised about this morning.

Second, eliminating excess inventory and quickly initiating re-
pair actions can reduce the amount of time parts are stored, im-
prove the visibility of production backlogs, and reduce the need for
large inventory to cover operations while parts are out of service.

Third, cellular manufacturing techniques can improve repair
shop efficiency by bringing all the resources, that is, tooling, sup-
port equipment, needed to complete repairs to one location, thereby
minimizing the current time-consuming exercise of routing parts to
different work shops located hundreds of yards apart.

Fourth, innovative supplier partnerships can increase the avail-
ability of consumable parts, minimize the time it takes to deliver
parts to mechanics, and delay the purchase of parts until they are
needed to complete repairs. Our fourth chart illustrates that apply-
ing this concept to the traditional DOD system for consumable
items could reduce or eliminate the need for wholesale and much
of the retail inventory layers currently maintained by DOD.
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Just in this one concept, DOD could significantly reduce the need
to purchase and store inventory worth hundreds of millions, if not
billions of dollars. You can see where the “X’s” are on the bottom
part. They are the levels that fall out when you are able to bring
some of the best practices techniques to DOD’s processes.

In our opinion, DOD has not been aggressive enough in pursuing
these practices. We strongly believe that if they were adopted, the
amount of time associated with the purchase, storage, repair, and
distribution of DOD’s inventory would be dramatically reduced,
lowering its inventory requirements and bringing the decision point
of what to buy—a very important point—bringing the decision
point of what to buy, when to buy it, and how much to buy closer
to the point at the time the item is needed. That is very key, and
it is part of the explanation that I will get into why DOD and we
disagree.

This in turn will enable DOD to make better purchasing deci-
sions and would minimize the purchase of unnecessary inventory.

Mr. Chairman, that completes my statement. I and my col-
leagues would be more than happy to respond to anything you
would like to ask of us.

[The prepared statement of Mr. Hinton follows:]
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Statement by Henry L. Hinton, Jr., Assistant Comptroller
General, National Security and Intemnational Affairs Division

Mr. Chairman and Members of the Subcommittee:

I am pleased to be here today to discuss defense inventory management issues. We have
identified defense inventory management as 1 of our 25 high-risk areas in the federal
government because of vulnerabilities to waste, fraud, and abuse.! As requested, my
testimony will focus on (1) a historical overview of defense inventory management problems,
(2) measures taken by the Department of Defense (DOD) to improve inventory management,
and (3) the actions DOD needs to aggressively take, both near and long term, to solve

longstanding inventory management problems.

BACKGROUND

DOD's secondary inventories include consumable supplies, such ‘s medical, hardware, food,
and clothing items, that are discarded after use rather than repaired. Secondary items also
include reparable items that, if damaged or worn, can be fixed or overhauled for less than the
cost of new items. Examples of these items are landing gear, hydraulic pumps, and avionics,

which are essential to a weapon system'’s operation. In the past five years, we have issued a

'In 1990 we began a special effort to review and report on the federal program areas we
identified as high risk because of vulnerabilities to waste, fraud, abuse, and mismanagement.
This effort, which was supported by the Senate Committee on Government Affairs and the
House Committee on Government Reform and Oversight, brought a much-needed focus on
problems that were costing the government billions of dollars. We identified DOD's
secondary inventory management as a high-risk area at that time because levels of unneeded
inventory were too high and systems for determining inventory requirements were inadequate.

!
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number of reports that address DOD inventory management problems related to these

inventories.”

The private sector, driven by today's globally competitive business environment, is faced with
the challenge of improving its service while lowering costs. As a result, many companies have
adopted innovative business practices to meet customer needs and retain profitability. Since
DOD is facing a similar challenge of providing better service at a lower cost, it has also
begun to reexamine its business practices. With the end of the Cold War, the DOD logistics
system must support a smaller, highly mobile, high technology force with fewer resources.
Also, due to the pressures of budgetary limits and base closures, DOD must seek new and

innovative ways to make logistics processes as efficient and effective as possible.

To address fundamental management problems in the federal government, the Congress
enacted landmark legislation® in the 1990s to establish broad management reforms within the
federal government. These reforms, if implemented successfully, will help resolve high-risk
problems such as inventory management and provide greater accountability in many
government programs and operations. Through these reforms, the Congress has laid the

groundwork for the federal government to use proven best management practices that have

See Related GAO Products.

® These laws include (1) the expanded Chief Financial Officers Act of 1990 to prepare
financial statements that can pass the test of an independent audit and provide decisionmakers
reliable information, (2) the 1993 Government Performance and Results Act to measure
performance and focus on results, and (3) the 1995 Paperwork Reduction Act and the 1996
Clinger-Cohen Act to make wiser investments in information technology.

2
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been successfully applied in the private sector. The administration has embraced these

management reforms and made their implementation a priority.

RESULTS IN BRIEF

Inventory management problems have plagued DOD for decades. Despite numerous efforts
on DOD's part to correct these problems, we continue to consider inventory management a
high-risk area because it is vulnerable to fraud, waste, and abuse. We recently reported that,
as of September 30, 1995, about $34 billion, or about half of DOD's $69.6 billion secondary
inventory, was not needed to support war reserve or current operating requirements. Most of
the problems that contributed to the accumulation of this unneeded inventory still exist, such
as outdated and inefficient inventory management practices that frequently do not meet
customer demands, inadequate inventory oversight, weak financial accountability, and
overstated requirements. Because of these problems, we believe DOD's annual expenditure of

approximately $13 billion for additional inventory is at risk.

DOD recognizes that it needs to make substantial improvements to its logistics system. While
we continue to see pockets of improvement, as evidenced by each service’s and the Defense
Logistics Agency's (DLA) reengineering efforts, DOD has made little overall progress in
correcting systemic problems that have traditionally resulted in large unnegded inventories.

DOD top management needs to continue its commitment to changing its inventory
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management culture so that it provides its forces with necessary supplies in a timely manner

while avoiding the accumulation of unnecessary materials.

To effectively address its inventory management problems, DOD must adopt a strategy that

includes both short- and long-term actions.

- In the short term, DOD must continue to emphasize the efficient operation of its
existing logistics systems. This includes reducing and disposing of unneeded
inventory, implementing efficient and effective inventory management practices,
training personnel in these practices and rewarding the right behavior, improving
requirements data accuracy, and enforcing existing policies and procedures to

minimize the acquisition and accumulation of unnecessary inventory.

- In the long term, DOD must establish goals, objectives, and milestones for changing
its culture and adopting new management tools and practices. A key part to changing
DOD’s management culture will be an aggressive af)proach to using best practices
from the private sector. From our discussions with more than 50 private sector
companies, we identified best practices which, if applied in an integrated manner,
could help streamline DOD's logistics operations, potentially save billions of dollars,
and improve support to the military customer. In our opinion, DOD has not been

aggressive enough in pursing these practices. Recent DOD reengineering efforts have
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not incorporated some of the most advanced practices found in the private sector for

reparable parts, and they have been slow to adopt best practices for hardware items.

OVERVIEW OF DOD'S INVENTORY MANAGEMENT PROBLEMS

We have reported over the last 20 years on numerous problems dealing with DOD's secondary
inventory management. We reported that much of DOD's unneeded inventory was acquired
because of outdated and inefficient inventory management practices. For consumable items,
DOD holds inventory in as many as four different layers to ensure items are available to end
users when needed--a philosophy some private sector companies have moved away from in
recent years. For reparable aviation parts, DOD's depot repair process is slow and inefficient.
As a result, each of the services can spend several months or even years to repair the parts

and then distribute them to the end user.

Much of BOD's Inventory Is Unneeded

As of September 30, 1995, DOD held inventories valued at a totai of $69.6 billion, of which
about $34 billion was not needed for war reserve or current operating requirements (see fig.
1). After a detailed analysis of DOD's inventory records, we reported in February 1997 that
some of DOD's inventory could last for decades or may never be used. For example, we

identified about $14.6 billion of inventory that did not have projected demands and therefore
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is likely never to be used. We calculated that another $11.8 billion of inventory could last 2

to 10 years and 31.1 billion of inventory could last at least 100 years.

To illustrate, as of September 1995, the Air Force had invested about $472,000 for 4,177
wiring harnesses used on the airborne radio communication system. Of these, 4,152 were not
needed to satisfy war reserve and current operating requirements. On the basis of projected
demand data, we determined that the unneeded hamesses represented 277 years of supply.
According to the item manager, demand for the harnesses decreased as modifications to the
radio system were made. However, some of the harnesses are being retained to support the
military services, the Coast Guard, and f?ggign military sales and to reconfigure other radios.

The item manager informed us that 3,822 harnesses have been recommended for disposal.

In another example, DLA had 127 motor blower brakes on hand as of August 1996. The
brakes are used on the B-1B aircraft. Inventory records showed that 101 brakes, valued at

$4,110 each, were ded and repr d 101 years of supply. According to the item

manager, 100 brakes were expected to be needed for fiscal year 1996. However, September
1996 records showed that only one had been used in the past year. The item manager
believed that the demands for the brakes are cyclic because the contractor repairing the B-1B

periodically orders the parts in bulk.

To store and distribute this large inventory, DOD operates a worldwide logistics system. In

the United States alone, DOD operates about 23 distribution depots and other storage
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focations. Much of this storage space is occupied with unneeded inventory. We reported in
May 1995 that DOD uses about 130 million cubic feet of storage space to store inventory that
is not needed to support current operations or war reserve requirements. DOD estimated it
took approximately 205 warehouses, each the size of over 2 football fields, to provide this

space, at an estimated cost of $94 million per year.

Downsizing of the military forces has contributed to some of DOD's excess inventory.
However, we have also reported that DOD has wasted billions of doliars on excess supplies.
This problem resulted because inherent in DOD's culture was the belief that it was better to
overbuy items than to manage with just the amount of stock needed. The problems that have
contributed to billions of dollars of unneeded inventory still exist, such as inadequate
inventory oversight, weak financial accountability, and overstated requirements.  If DOD
had used effective inventory management and control techniques and modern commercial
inventory management practices, it would have lowered its inventory levels and it would have
avoided the burden and expense of storing excess inventory. Because these problems still
exist, we believe DOD's annual expenditure of approximately $15 billion for additional

inventory is at risk.

Outdated Logistics System for Consumable Items

Of DOD's $69.6 billion inventory, about $19.2 billion is consumable inventory stored at

wholesale and retail facilities (see fig. 2). DOD's large inventory of consumable items reflects
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its philosophy of relying on large stock levels to readily meet customer needs. As a result,
DOD stores inventory in as many as four different layers to provide items to end users when
needed. The first layer of inventory is the wholesale supply system. The $14.5 billion
inventory stored by DOD at this level can, in some cases, satisfy the needs of the services for
years. For example, we estimated that DLA wholesale inventory for hardware items could

last an average of about 2 years, based on fiscal year 1995 demands.

At the retail level, the services hold additional inventory valued at about $4.7 billion. This
inventory is stored in three different layers close to where the items are used--base
warehouses, central storerooms, and end-user locations. As reported in August 1995, service

facilities we visited had retail stock on hand sufficient to last from 1 month to over 5 years,

Despite this large investment in inventory, DOD's supply system frequently fails to meet the
needs of its "customer.” For example, at one Army repair depot we visited, the base
warehouse failed to fully satisfy customer orders 75 percent of the time during the first 11
months of fiscal year 1996. Also, as of February 1996, the Navy had almost 12,000 broken
aircraft parts, valued at $486 million, that it stopped repairing because parts were not
available 10 complete repairs. These items, which had been packaged and moved to 2

warehouse next to the repair facility, had been storage for an average of 9 months.
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Inefficient Logistics System_for Reparable Items

DOD's depot repair pipeline for reparable parts is slow and inefficient. Several factors
contribute to these conditions. These factors are (1) broken reparable parts move slowly
between field units and a repair depot, (2) reparable parts are stored in warehouses for several
months before and after they are repaired, (3) work processes at repair depots are inefficiently
organized, and (4) consumable parts are not frequently available to mechanics when needed.
As a result, each of the services can spend several months or even years to repair and

distribute a repaired parts to the end user.

The amount of time required by the logistics system is important because DOD must invest in
enough inventory to resupply units with serviceable parts during the time it takes to move and
repair broken parts. As of September 30, 1995, DOD's reparable parts inventory was valued
at about $50 billion, of which about $41 billion was for aircraft component parts. If DOD’s
repair time were reduced, inventory requirements could also be reduced. For example, an
Army-sponsored RAND study noted that reducing the repair time for one helicopter
component from 90 to 15 days would also reduce inventory requirements for that component

from $60 million to $10 miliion.
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Additional Problems Contributing to Unneeded Inventor:

Along with the outdated and inefficient practices discussed above, we found instances where

DOD stll lacks adequate oversight of its inventory, financial accountability remains weak,

and requirements continue to be overstated. These additional problems have contributed to

DOD's unneeded inventory. For example:

In August 199_6, we reported that Navy managers did not have adequate visibility over
$5.7 billion in operating materials and supplies on board ships and at 17 redistribution
sites. We estimated that, because of the lack of oversight, in the first half of 1995
item managers ordered or purchased items in excess of operating level needs. Asa

result, the Navy will incur unnecessary costs of about $27 million.

We reported in March 1996 that the Air Force and the Navy budgeted $132 million
more than was needed for aviation spare parts because of questionable policies
concerning the determination of requirements and the accountability for depot
maintenance assets. The Air Force did not consider $72 million of on-hand assets, and

the Navy counted $60 million in depot maintenance requirements twice,

Regarding DOD's financial accounting process and systems, the Secretary of Defense,
in his February 1996 annual statement of assurance required by the Federal Managers'

Financial Integrity Act, identified inadequate internal controls and other significant
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deficiencies, such as the use of a variety of non-integrated systems; inability of current
systems to respond rapidly to change; lack of automated indicators that measure, or

link costs, performance measurements, or other output measurements; difficulties with
consistently valuing and reconciling physical inventories to financial account balances;

and inaccuracies in the valuation of property, plant, and equipment.

DOD HAS MADE SOME PROGRESS IN REDUCING INVENTORY

DOD recognizes that it needs 1o make substantial improvements to its logistics system. In
fact, DOD's goals, concepts, and top management commitment to reengineer its business
practices closely parallel those we have seen in the private sector. Since fiscal year 1989
DOD has reduced secondary inventory levels by $22.9 billion. While this is a significant
reduction, we believe much of it was the result of reduced force levels, which reduced overall
demands on the logistics system. DOD has made little progress in developing the

management tools to help solve its long-term inventory management problems.

DOD recognizes that it can no longer continue its current logistics practices if it is to
effectively carry out its mi§sion in today's environment. For example, Air Force officials
stated that budgetary constraints in recent years have led to substantial reductions in
personnel, leaving the remaining work force to deal with a logistics operaﬁon that has
traditionally relied on large numbers of personnel. DOD has also recognized that, with the

end of the Cold War, dramatic changes need to be made and goals, objectives, and processes
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similar to those being used in the private sector need to be established. Aggressively
pursuing these goals would fit into DOD's plans to reduce infrastructure and operations and
support costs so that funds could be freed up to support its current weapons modernization

efforts.

Prime Vendor Programs for Personnel Supplies

In response to our recommendations, DOD has adopted best practices to improve the
management of personnel items, but these initiatives impact less than 3 percent of DOD's
secondary items. Between 1991 and 1995, we issued a series of reports that identified and
recommended ways DOD could apply best management practices to personne! items. These
reports focused on improved partnerships between suppliers and DOD facilities, principally
through the use of prime vendors. A prime vendor provides timely and direct delivery
between customers and suppliers, and orders additional stock from manufacturers on short
notice, with quick turnaround, to minimize inventory holding costs. This approach reduces

the need for DOD to stock and distribute inventory from multiple locations.

Since 1993, DLA has taken steps to use prime vendors for personnel items. One of DLA’s
most successful initiative has been the implementation of a prime vendor program for medical
supplies and pharmaceutical products. We reported in 1995 that approximately 150 DOD
hospitals and medical treatment facilities were using prime vendors in 21 different geographic

regions across the United States. The use of this program has allowed DOD to reduce stock
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levels at both wholesale and retail locations. Reducing inveatory levels has also enabled DOD
to reduce the warehouse space needed to store these items. At one storage depot alone, DLA
reduced the storage space used for medical and pharmaceutical items by about 40 percent

over a 3-year period (see fig. 3).

We estimate that between September 1991 and September 1996, DOD reduced its
pharmaceutical, medical, and surgical inventories and associated management costs by about
$714 million through the use of best practices, such as prime vendors. The majority of
savings has resulted from the issuance of medical supplies to military customers without
having to replace inventories through the purchase of additional stocks. Similar prime vendor

programs are being implemented for food and clothing items.

The prime vendor program aiso enables DOD hospitals to reduce inventory costs. For
example, we reported in August 1995 that the Walter Reed Army Medical Center, in addition
to a $3.8 million reduction in pharmaceutical inventories, saves over $6 million a year in
related inventory management expenses by using a prime vendor. In addition, as a result of
the elimination of inventories after the prime vendor program was established, Walter Reed
was able to convert a former warehouse holding medical supplies into a medical training

facility. (see fig. 4}.
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Services' Initiatives for Improving Reparable Parts Management

Each service is developing initiatives to improve the management of its logistics pipeline for

reparable aircraft parts to make their logistics processes faster, better, and cheaper. For

example:

As we reported in 1996, the Air Force has described its "Lean Logistics” initiative as
the cornerstone of all future logistics system improvements. These efforts, spearheaded
by the Air Force Materiel Command, are aimed at dramatically improving service to
the end user while simultaneously reducing pipeline time, excess inventory, and other
logistics costs. In June 1996, the Air Force began testing certain practices through
demonstration projects at each of the five Air Logistics Centers. In fiscal year 1997,
the Air Force also plans to examine the application of an integrated supplier program

and other logistics practices we have recommended.

Under its regional supply and maintenance initiatives, the Navy is identifying
redundant capabilities and consolidating operations into regionally based activities. In
one region, the Navy is consolidating 32 locations used to calibrate maintenance test
equipment into 4 locations. The Navy believes that eliminating the fragmented
management approach to supply management and maintenance will allow it to
decrease infrastructure costs by reducing redundancies and eliminating excess capacity.

The Navy alsc believes that moving away from highly decentralized operations will
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better posi;ion it to improve and streamline operations Navy-wide. The Navy has also
established an initiative looking at ways to reduce the amount of time it takes a
customer to receive a part after placing an order to the logistics system. We reported
in July 1996 that these initiatives were in the early phases, so broad-based

improvements had not yet occurred.

The Army developed the "Velocity Management” program to speed up key aspects of
the logistics system and reduce the Army's need for large inventory levels. The Army
established the program with goals, concepts, and top management support that parallel
the improvement efforts found in private sector companies. The overall goal of the
program is to eliminate unnecessary steps in the logistics pipeline that delay the flow
of parts through the system. Under this program, the Army has established Army-
wide process improvement teams for the following four areas: ordering and shipping
of parts, the repair cycle, inventory levels and locations, and financial management.
Also, the Army is establishing local-level site improvement teams under this program

to examine and improve the logistics operations of individual Army units.

Because these programs have only recently begun, they have had limited impact in improving

DOD's overall logistics operations.

15



67

AGGRESSIVE ACTIONS ARE NEEDED TO RESOLVE

LONG-STANDING PROBLEMS

On the basis of the work we have done comparing DOD and private sector logistics practices,
we believe substantial opportunities exist for DOD to build on its current improvement
efforts. Overall, DOD has been slow in adopting new management practices for hardware
items, and has not incorporated some of the most advanced practices found in the private
sector for reparable parts. From our discussions with more than 50 companies, we identified
best practices that, if applied in an integrated manner, could help streamline DOD's logistics
operations, save billions of dollars, and improve support to the military customer. In the short
term, however, DOD must continue to emphasize the efficient operation of its existing
iogistics systems. In the long term, DOD must establish goals, objectives, and milestones for

changing its culture.

Short-Term Solutions

In the short term, DOD needs to continue emphasizing the efficient operation of its existing
inventory systems. As previously reported, this includes committing to improved inventory
management by top management’s emphasis on (1) inventory indicators that highlight
reduction and disposal of unneeded inventory, (2) implementation of efficient and effective
inventory management practices, and {3) training personnel in those practices and rewarding

the right behavior; improving the accuracy of data such as requirements and the quantity,
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condition, and value of inventory items managed through current logistics and financial
systems; and aggressively enforcing existing policies and procedures that will minimize the

acquisition and accumulation of unnecessary inventory.
Long-Term Solutions

In the long term, overall solutions include mapping a strategy for completing its culture
change initiatives; setting aggressive goals, objectives, and milestones for identifying and
implementing viable and more cost-effective commercial practices for supplying its forces;
establishing goals, objectives, and milestones for determining where outsourcing logistics
functions represents a cost-effective and efficient alternative to traditional methods; and
providing inventory managers with the automated, integrated accounting and management
systems pecessary to manage its inventory in a world-class manner.. These long-term

solutions will address systemic problems that have contributed to DOD's accumulation of

unneeded inventory.

Organizational Culture Challenges Facing DOD

To address and resolve the issues we have discussed today, DOD faces major challenges as it
pursues efforts to institutionalize a reengineered logistics system. The “corporate culture”
within DOD has been traditionally resistant to change. Organizations often find changes in

operations threatening and are unwilling to change current behavior until proposed ideas have
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been proven. This kind of resistance must be overcome if the services are to expand their
concept of operations. DOD's top management needs to continue its commitment to changing
its inventory management culture so that it provides its forces with necessary supplies in a
timely manner while avoiding the accumulation of unneeded materials. We beliewe that the

adoption of best practices is key to changing DOD's inventory management cuiture.

DOD Has Been Slow in Testing Best Practices for Hardware Items

While DLA has taken steps to improve its logistics practices and reduce inventories, such as
through long-term contracting, direct vendor delivery, and electronic commerce, more
aggressive steps could provide better customer service while reducing logistics costs. DLA
has not made enough progress with its $5.7 billion inventory of hardware items because it
still has large amounts of items, such as bolts, valves, and fuses, that cost millions of dollars
to manage and store. We estirnate that this inventory could satisfy DOD's requirements for
the next 2 years, assuming demands remain constant. In contrast, some private sector
companies we visited maintain inventory levels that last only 90 days. These companies have
achieved these lean inventory‘ levels and saved millions in operating costs by developing
innovative supplier partnerships that give established commercial distribution networks the

responsibility to manage, store, and distribute inventory on a frequent, regular basis.

Although we recommended in 1993 that DOD pursue innovative partnerships with its

suppliers to reduce logistics costs, DOD is only now in the initial stages of testing this type of
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partnership through its “Virtual Prime Vendor” program for hardware supplies. If successfully
implemented, this concept could enabie DOD to improve‘servicé to its customers and reduce
overall logistics costs. In our opinion, this program is close to those efforts we have observed
in the private sector and provides DOD with an excellent opportunity to achieve greater
inventory reductions by minimizing the need to store inventory at wholesale and retail
locations (see fig. 5). If DOD were able to achieve similar performance from this effort as
those in the private sector, hardware inventaries and related management costs could be
reduced by billions of dollars and parts needed to complete repairs would be more readily

available to the end user.
OD Has Not Tested Most Advanced Inventory Practices for Reparable Part

In addition to the opportunities to improve the management of hardware items, there are even
greater opportunities to improve DOD's maragement of reparable parts. As of September 30,
1995, DOD held more than $50 billion worth of these parts, but its efforts to streamline its
logistics system for them have not included key best practices we have identified. Over the
past 13 months, we have reported on the various problems with the DOD’s pipeline for
reparable parté and on the substantial improvement opportunities available to DOD. For

example:

- In 1996, we examined 24 different types of Army aviation parts, and calculated that

the Army's logistics system took an average of 525 days to ship broken parts from

9
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field units to the depot, repair them, and ship the repaired parts to using units. We
estimated that all but 18 days (97 percent) was the result of unplanned repair delays.
depot storage, or transportation time. We also calculated the Army uses its inventory
six times slower than a major airline, British Airways. That airline had developed a
process to move parts through its repair pipeline much faster. For example, one part
we examined had an Army repair pipeline time of 429 days; in contrast, British

Airways was able to complete this process in 116 days. (see fig. 6).

In July 1996, we reported that the Navy's repair process can create as many as 16
time-consuming steps as parts move through the depot repair pipeline. Component
parts can accumulate at each step in the process, which increases the total number of
parts that are needed to meet customer demands and to ensure a continuous flow of
parts. By tracking parts through each of the 16 steps and using the Navy's flow time
data, we estimated that it could take, on average, about 4 months from the time a
broken part is removed from an aircraft to the time it is ready for reissue. Our
analysis did not include the amount of time parts were stored in warehouses awaiting

repair or issue to the customer.

In February 1996, we reported that using its current logistics pipeline process. the Air
Force can spend several months to repair the parts and then distribute them to the end
user. One part we examined had an estimated repair cycle time of 117 days: it took

British Airways only 12 days to repair a similar part. {see fig. 7). The complexity of
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the Air Force's repair and distribution process creates as many as 12 different stopping
points and several layers of inventory as parts move through the process. Parts can
accumulate at each step in the process, which increases the total number of parts in the

pipeline.

In our reports we stated that DOD's improvement efforts were not as extensive as they could
be because they have not incorporated the best practices we have seen in the private sector.
These best practices have successfully reduced costs and improved logistics operations. We
have recommended that DOD test these concepts and expand them to other locations, where

feasible.

The four specific practices described below are key to the overall improvement of the
reparable parts pipeline. For the companies we visited, they have resulted in substantial
logistics system improvements and reduced costs. When used together in an integrated
fashion, they can help maximize a company's inventory investment, decrease inventory levels,

and provide a more flexible repair capability.
« Third-party logistics services can assume warehousing and distribution functions, provide

rapid delivery of parts, and state-of-the-art information systems that would speed the shipment

of parts between the depots and field locations,
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« Eliminating excess inventory and quickly initiating repair actions can reduce the amount of
time parts are stored, improve the visibility of production backlogs, and reduce the need for

large inventory to cover operations while parts are out of service.

» Cellular manufacturing techniques can improve repair shop efficiency by bringing all the
resources (tooling, support equipment, etc.} need to complete repairs to one location, thereby
minimizing the current time-consuming exercise of routing parts to different workshops

located hundreds of yards apart.

« Innovative supplier partnerships, as discussed earlier, can increase the availability of
consumable parts, minimize the time it takes to deliver parts to mechanics, and delay the

purchase of parts until they are needed to complete repairs.

SUMMARY

Substantial opportunities exist for DOD to improve the management of its $69.6 billion
inventory as well as its $15 billion annual procurement of new parts. To do this, DOD needs
to pursue both short- and long-term goals. In the short term, DOD needs to focus on
improving the effectiveness of its current inventory management systems, such as those
affecting requirements determination and inventory accountability. In the long term, DOD
must focus on goals and objectives that will dramatically change its inventory management

practices to provide a more cost-effective and efficient system while maintaining readiness
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and sustainability goals. The key to doing this is aggressively focusing on changing its
culture and adopting new leading-edge business practices. Recently enacted legislation sets
an overall framework within which DOD can establish objectives and measures for achieving
these short- and long-term solutions. Close congressional oversight will continue to be a
critical element as DOD establishes plans, goals, objectives, and milestones for addressing its

inventory management processes.

Mr, Chairman, this concludes my statement. I would be happy to answer any question you

may have,
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Defense Business Operations Fund: Management Issues Challenge Fund Implementation
(GAOQ/NSIAD-95-79, Mar. |, 1995)
(

Defense Supply: Inventories Contain Nonessential and Excessive Insurance Stocks
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(GAO/NSIAD-94-193, Aug. 30, 1994).
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Inventories {GAQ/NSIAD-93-155, June 7, 1993).

DOD Food Inventory: Using Private Sector Practices Can Reduce Costs and Eliminate
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Commercjal Practices: Opportunities Exist To Reduce Aircraft Engine Suppart Costs
(GAO/NSIAD-91-240, June 28, 1991)
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Figure 1: Department of Defense Inventory (September 30, 1995)
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Figure 2: Department of Defense Inventory Composition {September 30, 1995)
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Figure 3: Vacated DLA Warehouse - 1991 vs 1994
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Figure 4. A Converted Warehouse at the Walter Reed Army Medical Center
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Figure 5: Traditional DOD Logstics System Compared to Best Management Practices
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Figure 6: Comparison of British Airways” and Army's Repair Pipeline for a Gearbox
Assembly
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Figure 7: Comparison of British Airways' and the Air Force's Repair Pipeline for a Landing
Gear Component
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Mr. SOUDER. Why don’t we start with the first thing that you
correctly anticipated we were going to ask, which is, could you ex-
plain how you came up with half of their inventory being
unneeded

Mr. HINTON. Sure.

Mr. SOUDER [continuing]. And how you define it differently than
they do?

Mr. HINTON. Sure. Matt, could you put that chart back up,
please, and I can deal with that because I think that this is very
important.

I emphasized right at the tail end of my statement what we are
really stressing here is moving the buy decision closer to the period
of time that you need inventory, and that is very key. Visualize two
baskets, if you would, please. One basket is needed. That is your
operating supplies, your war reserve requirements, your safety lev-
els, your administrative lead times by which you place an order,
and it is the time that the part arrives. This is about 2 years’ plus
of inventory that is in the “needed” category.

In the second basket that you have there, what that is are other
levels that are built into DOD’s equation that go out an additional
2 years out there, so there is more being bought than is really
needed at that point.

Now, when you look at what is in there, and I made mention of
a few things, there is $14.6 billion where there are no projected de-
mands, and there are other parts of that that are in the 20-year
supply. They are also in the 100-year supply of that, and when that
does not happen and you do not have that demand that hits it, you
are left with a lot of inventory. The point that we have been mak-
ing, is that the closer you can bring that buy decision to when you
would really need the parts would remove a lot of the unneeded
that we have been having a debate with DOD about.

The reason why it is important now that DOD work hard and ag-
gressively to change its business processes is not about the $70 bil-
lion that we have. This is stuff we have already bought; it is there.
We have got it. It is looking at the $15 billion that we are going
to be spending over the next 6 years over the future year defense
program, and that is significant. Until we are able to change that
culture, get DOD to move out and test some of these best business
practices, what we are going to find out, we will be back here hav-
ing another hearing along the same lines that GAO is going to be
saying there is a lot of unneeded inventory out there.

So that is what we are trying to work with, encourage, and rec-
ommend to DOD, the need to move forward; and the areas where
it needs to move forward, and as Mr. Emahiser this morning spoke
to, was in the personnel area, largely in the medical and the phar-
maceuticals. We were very instrumental in working with DOD to
get them off on the right foot with that. We have had several re-
ports back then that encouraged them to move forward to test that
concept, and as I mention in my statement, DOD got on board, top
down, and moved out, and it worked.

Where they have not moved forward is into the other parts of the
inventory, to the tune of about $50 billion, and here is what we are
talking about: hardware and repairable parts. What GAO is saying
is, test it. Let’s make sure it works. Let’s make sure it does not in-
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volve readiness, any readiness-related issues before we go because
we do think, from all the best practices that we have seen, it has
the potential to allow better response to the customer, potentially
save significant dollars, and at the same time improve the effi-
ciency of the system.

Mr. SOUDER. Is the 2-year a peacetime requirement, or does that
have a wartime contingent?

Mr. HINTON. Pardon me?

Mr. SOUDER. Are the 2-year figures you are using, a peacetime
requirement estimate, or does that have wartime——

Mr. HINTON. Peacetime.

Mr. SOUDER [continuing]. A wartime contingency?

Mr. HINTON. Right, and the basket that has the needed, the re-
quirements for war reserves are built into that.

Mr. SOUDER. So it is a peacetime war reserve.

Mr. HINTON. We are not challenging anything around war re-
serves.

Mr. SOUDER. Let me—I want to come back. I have got a series
of questions, but I have got some fundamental, entry-level ques-
tions here. The first is very explosive.

How much of the problem do you believe, and you are under oath
in front of the committee, and you can tactfully say it if you want
to tactfully say it—how much do you believe that this is being driv-
en by jobs in Members’ districts in Congress, and how much of it
is actually resistance in the Defense Department, and and/or both?

Mr. HINTON. My answer to that would be both. You know, when
I showed the chart over there that had the “X’s” on it, what we are
talking about there, this affects jobs. Any time you go through this
process where you are going to change processes, you are going to
become more efficient, and to become efficient, you might have to
retr)nove layers that are built into the current system. That affects
jobs.

Similarly, as you mention, there is a considerable amount of
service parochialism involved here that makes change very difficult
in the Department. It is why we believe that you need to move for-
ward, and I think if there is a way that we need to move forward
might be to require, through legislation or some other part, that
DOD move forward to test some of these. You put forth a plan that
they will pick up these best practices, they will come up with a
strategy for testing them, and they would have very good goals and
measures to measure the results of the test pilots that they would
do.

You could also have a reporting requirement back to the Con-
gress and have DOD respond how well that is going, and then have
us, third, come in as a check, and I think that goes a long way to
breaking down stovepipes, the service parochialism that is out
there, and that is what is needed.

That has been some of the frustrations that I think OSD has
found in trying to move forward, not only in this area, but the
same thing applies as it deals with infrastructure, base closures,
that we, GAO, have been reporting on. That is a very difficult
issue; it is a painful process.

Mr. SOUDER. I have a very unusual, uncomfortable, personal
background experience with this. When I started as a staffer with
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Congressman Coats and worked in the 4th District in basically try-
ing to worry about us not just kind of shutting down and turning
out the lights after International Harvester and others had closed
down in the early 1980’s. A lot of our auto parts manufacturers,
who were clearly potential suppliers to the military, worked with
ECSC out of Columbus in an experimental program to try to get
more bidders on sole source and also for their supplies.

I remember they had several photographers who took pictures of
all the parts that they buy, put together this great presentation to
bring to Fort Wayne, and we held a conference where we brought
a lot of suppliers in to bid. I remember, having come from a busi-
ness background, my first two questions, one which was, “Well,
how much do you usually pay for this part?” They said, “Well, we
cannot say that.”

They said it depends. I said, “Well, can you put the last three
purchases’ prices?” “Well, that would really be misleading because
it might not be the same; it is a bid price.” Then I said, “Well, how
many do you buy?” They said, “Well, that depends. It depends on
a (IiOt of different variables, and there are different-sized purchase
orders.”

Then, they said, “You do not look very pleased,” and I said,
“Well, we are bringing in 120 businesses, and the first question
they are going to ask is, how much do you pay, and how many are
you going to make, that there is no way you are going to turn over
a part of your factory to be devoted to this type of thing based on
this kind of erratic flow.”

Now, my question comes, that is in addition to the parochialism
and the potential nobody likes to lose any jobs or any bases or any
depots in their districts. There are some real concerns here, one of
which is can they get their projections better and are they getting
better at projecting what they need and where; or, in fact, do you,
in effect, as a business have to have a certain committed supply
even if it is being wasted, or you are not going to investigate in
dealing with the Federal Government?

The corollary to that is, is that we are going to become dependent
on foreign parts suppliers, that if we have some kind of a switch-
over in one of these foreign nations and all of a sudden we were
buying our parts there, but our American manufacturers decided it
is not worth doing business with the Federal Government, we do
not have anybody supplying.

How much of those things are in this?

Mr. HINTON. Well, I think they are really relevant to this discus-
sion in terms of how you think about buying things. When you go
back to the original pie chart and you talk about the unneeded,
when one predicts out and estimates out over a 2-year-or-more pe-
riod as to what you want, things are going to change in that inter-
vening period. Demands may not come about as you anticipated.

There could be extreme fluctuations in that; demands just do not
materialize. Sometimes when they went out, they had a quantity
of life buys where they bought all the parts that they needed and
then found out that they were not needed ultimately in that inter-
vening period.

I think the point that we are trying to make here is that there
are better ways that we have seen in the commercial side, the pri-
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vate sector side, of being able to go out and provide a means that
can get a better grip on what your true requirements are through
Prime Vendor programs to effect quick delivery and bring that cus-
tomer and the end user, the supplier, closer together that can meet
the needs in a more timely way.

Mr. SOUDER. Clearly, in the more egregious cases, that is—do ei-
ther of you have any comments on what has been said here? If you
want to join in, just——

Mr. REPASKY. I would just echo what was just said, that if you
shorten the amount of time that you need to place your orders and
receive those supplies, the chances of you being right increase and
will reduce the likelihood that you would make purchases of items
that you do not need.

I think that is really the bottom line, to shorten that process, and
that is really what our work has focused on, is how do you shorten
the repair cycle time, how do you shorten the pipeline time, and
how do you bring that decision point closer to the time that you
need the item? I think that is the key.

Mr. HINTON. Mr. Chairman, if I could ask Mr. Repasky, we have
an example as it relates to the Army, and when you look across the
Navy and the Air Force, it is akin to the same. But it is kind of
like a before and after, and if I could have him walk that through,
I think you could see a little bit of what we are trying to push and
suggest to DOD as to why this is a good idea to move forward. It
is in the repairable area that I am going to be talking about.

Mr. KNOUSE. Mr. Chairman, while they are setting that up, I
would just like to add that the DOD logistic system is predicated
on speed. How do you get what the military customer needs in as
quickly a time as possible? By their own admission, DOD will tell
you that time is the enemy of logistics. To the extent that you can
take some of these processes that Mr. Repasky is going to talk
about and condense them, you are not only increasing efficiency,
saving money, but you are actually, I believe, enhancing readiness,
peacetime readiness of the equipment that you have out there be-
cause you are getting it there much, much quicker than relying on
the infrastructure that is now in place that takes a very long time
at times to get this materiel to the end user.

Mr. REPASKY. OK. Let me just try to walk through. This is basi-
cally a before-and-after chart, and I know it is busy, and I will try
to just hit the high points. This chart shows the present Army re-
pair pipeline for aircraft parts. On the right side of the chart, from
the top to the bottom, it depicts the process a part would go
through from an operating base into storage and into the repair
process, back into storage, and finally back to the end user at the
operating base.

We did an analysis of 24 different types of parts that the Army
uses for aviation parts and calculated, through a series of different
analyses, that it took on average 525 days to go through that proc-
ess for the items that we looked at. Flowing from left to right into
that depot repair process is the flow of the nuts and the bolts and
the small items that are needed to fix aircraft component parts.

Basically what that highlights is you have the manufacturers
that produce the items that sell the materiel to the Defense Logis-
tics Agency, who stores them in their depot system, and when the
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military service, in this case, the Army, requests those items, the
material is shipped into the retail, the Army’s retail supply system.

Some key points that we have on this chart, that DLA wholesale
system just for hardware items, currently we estimated they hold
about $5.7 billion worth of these small-piece parts that are needed
to satisfy the end user. That represents about 2 years’ worth of in-
ventory flowing into the retail supply system at one particular loca-
tion that we visited for this analysis.

The Army held about another $46 million worth of the same kind
of items, and eventually those items are shipped into the repair
shops, where they are used by the mechanics. So that is basically
the current system as it exists today and the time that is required
by the process. The 525 days is one of the key points that we are
talking about.

The next chart would show that if you applied the four best prac-
tices that we have highlighted today, how that would impact that
process. Again, I will start with the pipeline on the right, flowing
from the top to bottom. We have applied the potential application
here of a third-party logistics provider to ship the item from the op-
erating base into the repair depot. Applying the cellular manufac-
turing technique at the repair depot itself would streamline the re-
pair process, bringing the resources that are needed into one loca-
tion.

We found, for example, at this one Army depot we visited that
a component part may travel up to over 2 miles through different
shops before the repair process is completed, which is a very ineffi-
cient process compared to what we have seen in the private sector.

So applying the cellular concept would streamline that particular
piece. Again, a third-party provider could serve the function of stor-
ing the repaired part and in finally distributing them back to the
end user. In the private sector, the third-party provider service can
be as quick as 1 or 2 days to move a part from one location to the
next.

So, theoretically, applying those concepts to that repair pipeline,
the 525 days could be reduced to maybe 35 days, a significant re-
duction in time. Likewise, applying the integrated-supplier concept
which we have recommended in our recent reports, to the con-
sumable flow would essentially, as we mentioned earlier, reduce or
eliminate the need for the wholesale system and two of the three
layers of the retail inventory system that moves that part of those
piece parts from the manufacturer into the repair center, which
minimizes the inventory investment DOD must make until the
time that it is required, which again enables them to make better
judgments as to what they need, how much they need, and when
they need it.

So this is the “To-Be” model, if you will, of how those practices
could apply to this entire pipeline.

One other point related to that is that these concepts should be
applied in an integrated manner, as we mentioned earlier. For ex-
ample, if you increase or improve the piece part support but do not
improve the reputation of the repairable part from the operating
base to the repair center or improve the flow of the parts into the
repair center itself, you will have all of the parts that you need,
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but the repairable items will be slow to get to the repair point and
then slow to get back to the end user.

So these concepts have to be applied throughout the entire sup-
ply chain or in an integrated fashion to be most effective.

Mr. SOUDER. I have some other questions that I want to move
to, but let me make one comment. This is to help think it through.
One is to hold up an ideal system that is real logical that the pri-
vate sector, under proper pressures, would do. Another is to say,
and I realize you are not to give political advice, but you seem to—
I heard quite a few things that this would be closed and that would
be closed and this would be closed.

Any practical suggestions of a transition point or how the trans-
portation systems could be used within existing resources would
probably be helpful if the ideal is ever going to become a reality.
Partly the budget squeeze is going to force some of this.

Mr. HINTON. Yes, sir, and I think where we have been coming
from here, we have been suggesting to DOD that they need to test
some of these and look at—precisely what you are raising to me
right now, is what are the barriers out there, what are the things
we need to worry about, what are the costs going to be, are there
any potential readiness implications of changing the way we are
doing it? What are the efficiencies, and what value can we achieve,
savings in the system, by moving forward with some of these?

We are not suggesting that they go right out and just change ev-
erything. I think it is the point that what they proved by them-
selves, working in the personnel and the pharmaceutical area, if it
is done right, thought through, implemented with a good strategy,
it works. What we are trying to raise with DOD is you have only
dealt with a small part of the inventory items, and there is a lot
more that we think offers a lot of potential.

Until you go through the drill to lay out that strategy, test
against it, and demonstrate it and look at the merits of it as well
as the impediments to it, we are going to be saddled with the same
system. You think back, in the private sector in the 1980’s and the
early 1990’s they recognized a crisis was coming when they started
thinking about the globalization of business and those types of
things and how it may affect its profitability and also the question
of survivability. They started re-engineering a lot of their proc-
esses, and with DOD, that has not occurred yet.

What has happened over the years is that we have been able to
have sufficient moneys to keep an inefficient system going, which
gets us to why we are here today, and unless we see some move-
ment, the system is not going to change. I do agree with you. I
think resources are getting tight, and maybe that crisis is looming
within the Department and there is reception to the suggestions
that we have been raising with DOD.

Mr. SOUDER. We see it often at the tail end of that, like in my
district, the ITT Aerospace is there—they do the SINGARS radio—
and finally all of the services are looking at the same kind of radio,
but if you have different radios here or there—I remember when
I worked for Sen. Coats, just even things like MRESs, these meals,
when the different services even have different meals, and you are
customizing for different branches and different places they are
going, not to mention just piling up the meals, is another question.
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But clearly, there need to be changes, and hopefully—let me ask
you a series of questions related to—you advocate they dispose of
all the inventory that you classified as unneeded, and discuss a lit-
tle bit how you would propose—right now it is handled by the De-
fense Reutilization and Marketing Service, which is—they had
management problems. So if you can talk a little bit about how
much of it would you dispose, who would you dispose it through,
and why don’t we start with those?

Mr. HINTON. Sure. We are not advocating disposal of all of it
right now. We think DOD needs to go through and analyze what
we are saying is unneeded inventory and look at for those items
that are in that second basket that I was describing to you a while
ago how much is it costing us to hold these that are unneeded, and
does the cost, the holding cost, and at what point over a period of
time does that exceed the price of the item? I think they need to
go through that analysis and figure out which ones do they need
to keep and which ones will be the low-hanging fruit that you
would jettison or dispose of right away.

That analysis has not been done, and we think that is a prudent
way to go about that, and we are not suggesting in any way, Mr.
Souder, that they go and dispose of everything. You heard Mr.
Emahiser this morning saying that 2V%2 percent on disposal, and we
need to think this through, and the Department needs to think it
through very well, is that while we might only get 2%2 percent
back, we really spent about $12 billion buying that in the begin-
ning, which argues for a reason to really think through the effi-
ciency of the current system.

Mr. SOUDER. What about who sells it?

Mr. HINTON. Pardon?

Mr. SOUDER. What about who sells it and how they are——

Mr. HINTON. Well, I think that would go through the general sys-
tem that you just mentioned, through DR—what is it, DRMU, De-
fense Reutilization

Mr. KNOUSE. Yes. Surplus and excess property goes through,
after the services declare it as excess to their needs, then that
property goes through the disposal process, which is managed by
the Defense Reutilization and Marketing Service out of Battle
Creek, MI.

Mr. SOUDER. In their reduced inventory, how much of that is due
to the downsizing of the military and how much to their manage-
ment practices?

Mr. HINTON. I think a large part of the reduced inventory has
been because of downsizing. We are just buying less. The initiatives
that Secretary Emahiser was talking about this morning are rel-
atively new. Not enough time has elapsed that we can see the ben-
efits of them, but as he described them, there was one in the Army,
one in the Navy, one in the Air Force, one in the Marine Corps,
and the point that we would raise is that while they are steps in
the right direction, we think there are some more fundamental
movements that need to take place to adopt some of the best prac-
tices that I have discussed and also have in the statement there.

Mr. SOUDER. One of the biggest problems and is helpful with
what you are doing here, that Members of Congress have, particu-
larly pro-defense, conservative Members of Congress, who also un-
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derstand that if we do not manage the defense budget as a whole,
we are going to lose our readiness component of it, is that many
of the groups that are critical of expenditures are so hostile to the
military that we do not know who to believe and who is not about
what is waste and what is not.

When we read a report in the media or see some group saying
such-and-such is waste, we do not know whether they are targeting
somebody because they are from a certain party, and they want to
embarrass them, and we do not know whether it is actually needed
or not needed, and it becomes very hard. Because we have less
money, the pressure is incredible in the defense portion of the
budget.

We do not want to become foreign dependent; we want to be
flexible to maintain our freedoms and at the same time manage the
budget. So that has been helpful, too.

You mentioned about the pharmaceutical compared to the other
parts. Could you compare and contrast the consumable, hardware,
and repairable parts, just kind of recapsulate that and how they
handle those?

Mr. REPASKY. The DOD has responded in different ways to each
of those commodity groups. I think that, first, in the area of
consumables they have been most aggressive in the medical sup-
plies, and there was some discussion about that earlier today.

As a matter of fact, we estimate that as a result of their adoption
of best practices, that there has been about a $700 million savings
as a result of those new practices and reduced inventories. For
clothing and textiles, they have also adopted similar, prime vendor
programs, and I think Ken can provide some more details on that.
For hardware items, they have not moved out, and hardware is the
bulk of the consumable item inventory. That represents somewhere
in the neighborhood of $6 billion.

DLA is one of the primary managers of those inventories for
DOD, and their key initiative there that we think closely resembles
what we have seen in the private sector is the Virtual Prime Ven-
dor program. As Mr. Emahiser pointed out this morning, that ini-
tiative was kicked off in January of this year. We think there is
a lot of promise to that one, but the jury is still out. They are still
in the initial test phases for that program.

For the $50 billion worth of repairable parts that are currently
in DOD’s inventory, we have not seen an aggressive approach to
using the best practices that we have outlined in our reports. We
have issued those reports recently. I would say 1996 was our first
report on the Air Force, February 1996. We followed that with a
report on the Navy’s repairable parts pipeline in the summer of
1996, and we are going to issue our report on the Navy’s process
within the next few months.

We think, though, that there is a significant opportunity there
because of the long times that we saw in the repairable parts pipe-
line. Time is money; time is inventory, and as I outlined on my
charts, that we think there is a lot of opportunity to reduce those
times from hundreds of days to maybe months.

So, in general, that is the overall response by DOD at this point.

Mr. KNOUSE. The prime vendor project for food has just been
completed. They did a test in the Southeastern United States. That
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has just been completed. Our initial analysis indicated that they
reduced their inventories just at a few test locations by about $24
million. DOD has believed that since that area of the United States
was so successful, they are going to branch that out nationwide, so
they are moving out on a nationwide basis, as they have with
prime vendor medical. They are doing that for subsistence, food.

The other area is in the clothing area, and the last briefing that
we got from DLA was very optimistic in terms of the prime vendor
programs that they are going to adopt in that area. Right now,
they have a test down at Lackland Air Force Base where they are
looking at recruit items—socks, underwear, things like that—very,
very common items that they can provide military recruits on a
just-in-time basis.

What excited us was an estimate from DLA that over the next
3 to 5 years, once they implement those programs, they are talking
about a billion-dollar reduction in those inventories, and we are
going to be watching that very, very closely obviously, and to the
extent that that comes about, that will be a credit to DOD in these
Prime Vendor programs. So it just goes to prove what they can do
when they really put their mind to it.

Mr. SOUDER. That billion dollars starts to add up to real money.

Mr. KNOUSE. Yes, sir.

Mr. SOUDER. Unless there is objection, I would like to have your
full statement inserted into the record.

Mr. KNOUSE. Sure.

Mr. SOUDER. Also, if we do not get some questions asked, if there
is no objection, I will probably send you some written questions as
well.

Mr. KNOUSE. That will be fine.

Mr. SOUDER. I am now going to yield the chair back to the chair-
man, Mr. Hastert.

Mr. HASTERT. Thank you, Mr. Souder.

I have a couple of questions. In the history of the Defense Logis-
tics Agency, their job is to purchase everything. Is that correct? Ba-
sically, everything——

Mr. HINTON. They largely purchase all the consumables. The
service purchases things, too. DLA also does all the warehousing
of everything that DLA purchases as well as the services.

Mr. HASTERT. They purchase lethal as well as nonlethal commod-
ities. Is that right?

Mr. REPASKY. DLA does store some hazardous materials, if that
is what you are referring to—not the weapons themselves, the mis-
siles, the bombs.

Mr. HINTON. That is all done by the service.

Mr. HASTERT. Repeat that.

Mr. HINTON. That is done by the services.

Mr. HASTERT. It is done by the services.

Mr. HINTON. Right.

Mr. HASTERT. So, the planes and missiles and things like that
are purchased by Defense Logistics.

Now, have you looked into the purchasing practices of DLA?

Mr. REPASKY. We have looked at the way DLA acquires those
consumable items, and my work in particular has focused on com-
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paring those purchasing methods and practices with the private
sector for the similar, same type of items.

Mr. HASTERT. What have you found?

Mr. REPASKY. We have found that there is a significant dif-
ference between the two.

Mr. HASTERT. In what way?

Mr. REPASKY. First of all, DLA or the Department of Defense
buys materials many years in advance of when they need them,
compared to the private sector, which purchases those types of ma-
terials in many cases in a just-in-time-type environment or basis.

Mr. HASTERT. Even things that we would call commodities, kind
of everyday?

Mr. REPASKY. Exactly. We are talking about, first of all, we are
talking about medical supplies, the syringes and cotton swabs and
things like that, all the way through nuts and bolts that are need-
ed to repair aircraft component parts, as well as food and clothing
items.

Mr. HASTERT. How do they purchase? Do they do regular bids
like anybody else would go out and offer a bid?

Mr. REPASKY. Well, there is a variety of methods that they use.
I do not have a detailed—I cannot provide you a detailed descrip-
tion at this time of that, but there is a variety of methods. A lot
of it is basically bids and contracting, competitive-type contracting
procedures.

Mr. HASTERT. Have you looked at that procedure?

Mr. REPASKY. Not in detail. Personally, on the reviews that I
have conducted, we have not.

Mr. HASTERT. Is that something that you think, just from your
cursory view, that we ought to look at?

Mr. HINTON. Contract management in DOD is a high-risk area,
in our judgment, and it is one that we have not recently looked at,
Mr. Chairman, but it is one that we worry about a lot because
some of the oversight resources in DCAA and other activities like
that are downsizing at a time when dollars are going to grow in
the procurement accounts. DCAA and other agencies that oversee
and audit and evaluate those need to think about reengineering
their own activities to get the coverage. We have all been faced
with that, as audit and evaluation activities, but it is an area I
worry about as to whether we have got enough coverage.

Mr. HASTERT. One of the things in my limited experience that I
have had is that they let a contract, canceled the contract, let the
contract to another company, and then paid the first company for
all the expenditures they made in a year in advance for the prod-
ucts, so they basically have paid for everything twice. Not very effi-
cient.

Mr. HINTON. Right.

Mr. HASTERT. It was a relatively interchangeable piece of equip-
ment that they bought. So the taxpayers not only lost once on this;
they lost twice, and I think that is something that we need to con-
tinually look at. Not only do we have too much sometimes——

Mr. HINTON. Right.

Mr. HASTERT [continuing]. But we pay double for it before we
ever get it into the inventory in the first place.
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I want to change scope a little bit here. There is a real question
about manufacturing specialized products for the military, and one
of the things that the gentleman from Defense Logistics talked
about is airplane engines. Obviously, the airplane engine that you
use on an F-16 or—I am not conversant on all the engines and all
the planes, but probably are not very interchangeable, especially
would not have much sale on the domestic market. Is that true?

Mr. REPASKY. In some of the work that we have done in the past,
one of the things that we did look at was aircraft engine operations
and logistics systems.

Mr. HASTERT. I am using that just as an example, but go ahead.

Mr. REPASKY. There are some similarities between DOD and
commercial hardware—engines, aircraft, whatever—but I would
not say it is a very large percentage. I think it is pretty much mili-
tary unique, military specifications.

Mr. HASTERT. So, in the manufacturing of these products, prob-
ably they would run a line, and I am using numbers off the top of
my head, so I will try not to put any exactitude with anything here,
but let’s say you are making 1,000 planes of some description, and
with that order was 1,000 replacement engines, and maybe in the
long term they figured they would use 1,500 replacement engines.

For a company to put all their assemblage back in place to repro-
duce those 500 engines maybe 2 years down the road, is it usually
taken into consideration what is the most efficient cost at the time
of purchase and then repurchased? How does that work?

Mr. REPASKY. I think that the issue that you are talking about
here is that tooling up for a certain manufacturing process is an
expensive situation, and you want to maximize the production of
your units while you have that tooling in place to minimize the
unit cost of the items.

So, for example, when you are buying your aircraft, you buy as
many spare engines as you can right up front to minimize that unit
cost, or do you delay those purchases until later? It is the same di-
lemma that the airlines have to face when they buy the new Boe-
ing Triple-7, for example, and there are some issues with initial
spares. We have talked to some airlines on how they minimize

Mr. HASTERT. Can I stop you right there, though?

Mr. REPASKY. Sure.

Mr. HASTERT. If you buy a, you know, 777 and you are ABC Air-
lines, you may want to make that purchase now for extra equip-
ment, but probably that plane will be in production for a period of
time. The engines and the hydraulics and the brakes and every-
thing that would go on that probably would be purchasable 5 years
in the future at probably not an extra cost to tool up. Is that right?
So there would be a difference there. Right?

Mr. REPASKY. That is correct.

Mr. HASTERT. So it is not exactly the same decision that the pri-
vate sector would have to make.

Mr. REPASKY. No, and I think that our work really is not focus-
ing so much on the acquisition of determining how many initial
spares that you need directly. The work that we have done focuses
on how do you improve the efficiency of repairing those items once
you have them, and if you can reduce the amount of time that it
takes to repair that engine, then your up-front decision of how
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many engines you have to buy is affected. That is really the rela-
tionship between best practices that we have seen and its applica-
tion to the Department of Defense.

Mr. HASTERT. What I am trying to do here, I am not trying to
string us out on a lot of esoteric stuff, but what I am saying, in
some situations there has to be unique decisions that have to be
made when you purchase X, Y, and Z and how it is used. Some of
it is not really appropriated just in time. I mean, to get a certain
turbine for a certain engine delivered, it is not going to be delivered
just in time if a company has to retool

Mr. REPASKY. Absolutely.

Mr. HASTERT. So we need to sort that out.

Mr. REPASKY. Absolutely.

Mr. HASTERT. In your testimony, of course, in your study I hope
maybe we have sorted that out. So we really need to look at those
things that are really kind of special, set-aside stuff. I do not know
what the number was, but there was only a $30 million

Mr. REPASKY. Basically—let me make one point here, is that
when we place our recommendations to DOD, we do it in the sense
that there is not one solution for their problems. We think that
they really have to test a variety of concepts and apply them in a
manner where they make the most sense. There is not one tech-
nique. Like just-in-time does not apply to all aspects of DOD logis-
tics operations, including consumable items and repairable items.

We think there are areas where that would be the most effective,
but it would not apply across the board.

Mr. HASTERT. But there is a real gap between what Defense Lo-
gistics today came in and said, you know, well it is tens of millions
of dollars that we have in excess, and you are saying, well, maybe
it is really tens of billions of dollars that you have in excess. Where
do we start to find middle ground there?

Mr. HINTON. Well, as Mr. Souder was there, I was walking him
through what we had there, and if you could visualize two baskets,
Mr. Chairman. One is the needed inventory, and what is in that
needed inventory is what you need for current operations, what you
need for war reserve materials, what you need for safety levels,
what you need for administrative lead times to place an order until
that part comes back.

That is a fairly large basket of on hand inventory, if you will,
that you need right now for current operational needs and war re-
serves, at least 2 years, and the safety level on just the administra-
tive lead time alone. So over that, you have war reserves, and you
have your current operation needs, and in our view, we are not
raising any questions around the war reserves.

Now, if you go over to the second basket, which is your
unneeded, that is where we have a difference with DOD, and it is
how far out that you need to go to buy your inventory, and that
is where we differ a little bit because what we have been trying to
push DOD to do is bring their buy decisions a little closer to when
they need it. What happens for us to characterize that they have
this unneeded inventory in that second basket is that over a period
of time what they expected to be a lot of demands for that inven-
tory they bought does not occur. Some of the weapons systems may
become obsolete, and they have a whole bunch of parts that are
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there, and so the longer that they look out and buy that, it is a
high-risk decision that some of those demands may not occur in the
system.

Mr. HASTERT. Let’s talk about obsolete weapons and the com-
modities that you buy to support those things. Let’s look at a Huey
helicopter that is mothballed and it is not there and they have en-
gines and blades and all those things and turbines that go to sup-
port those, when that product—when that commodity or piece of
equipment is mothballed or set aside, do we keep up the inventory
for those?

Mr. HINTON. You will probably have some—you may not be buy-
ing those parts, but you may retain some of those parts until a
later date, and they may be in our unneeded basket. You are re-
taining them, but you do not have a likely demand to come about
it.

Mr. HASTERT. Let’s say that those hulls, then, are given away or
into another country and sold or whatever?

Mr. HINTON. Then you might be able to sell those parts as part
of the package.

Mr. HASTERT. Those parts would normally then follow.

Mr. HINTON. Sure.

Mr. HASTERT. There is a reason to keep those, then.

Mr. HINTON. To the extent that we are successful in finding buy-
ers for some of those old systems, there might be some rationale
in that.

Mr. HASTERT. If you are a student of history at all, you find out
that at the beginning of World War II, before we really got into the
war in the late-1930’s and very early forties, that we started to
gear up for the war, and people went down in warehouses that
were not too far from this building and started to look in them, and
there was stuff that was literally there from the Civil War.

There really was not much relevance there, and one of the things
that we do not want to have happen, and hopefully we will never
have to gear up for a major encounter of any type, but to have that
experience as well, not only the cost of the equipment that we prob-
ably could have rotated out at some savings, but also just the cost
of storage.

Mr. HINTON. In the unneeded basket that we have been talking
about it costs about $100 million to warehouse that unneeded in-
ventory.

Mr. HASTERT. What price do you put at the unneeded inventory?
Is that your $69 billion?

Mr. HINTON. Well, that is the total, and we would split that; that
$35, $37 billion is unneeded in our analysis. Within that unneeded
inventory that we have there is about $15 billion that DOD has no
projected demands on that inventory. There is about a billion of it
that has a 100-year supply.

Mr. HASTERT. That is the purchase price. Right?

Mr. HINTON. Yes.

Mr. HASTERT. If you cycled that out, do you have any idea——

Mr. HINTON. Well, the number that Mr. Emahiser had, 22 per-
cent, this morning, those that would go to disposal. On those 2%
percent his number was about $300 million that they had was tar-
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%eltled for disposal. What it cost us to buy that $300 million was $12
illion.

Mr. HASTERT. How integrated are the various supply and infor-
mation systems within the DOD inventory management?

Mr. HINTON. That is an area that GAO has been reporting on.
Information management is also a high-risk area across the gov-
ernment. It is a key to the efficient running of any inventory oper-
ation, as well as a whole lot of the processes in Government, but
in DOD it is not well integrated, particularly in the material man-
agement.

DOD was going through the processes of coming up with an inte-
grated system. Once they identified the cost for that system, they
changed strategy, and we are going with individual systems
against various parts of the materiel management process right
now, but we have not gone through—DOD has not gone through
the drill of determining whether or not their plans are going to be
the cost-effective solutions for what they ultimately want to
achieve. We have a report on that.

I would be happy to make that a part of the record, and it is an
area that is very key to having good information to make the deci-
sions that we were talking about when Mr. Souder was here. What
is at risk here, Mr. Chairman, is $15 billion. That is what DOD
spends annually to buy inventory. So if we are talking over the life
of the future-year defense plan, which covers 6 years, that comes
to the tune of about $90 billion. To put the $15 billion in context,
that is more than NASA’s budget, which is $13 billion.

Mr. HASTERT. Let me ask one more question, and I would like
to pass the time over to the gentleman from Arizona, but, you
know, I have been around this Congress 10 years. Some people say
maybe that is 10 years too long, but I remember having a discus-
sion 10 years ago in this committee that, boy, we are not being
very efficient on the inventory, and it was an issue when we had
a lot more inventory as well as we saw the early slide of, those
charts this morning. Some people said, at that time saying that we
had defense inventory problems for 20 years. Well, now, it is 30
years. Why has change been so difficult, in your opinion?

Mr. HINTON. I think there is a lot of service parochialism in the
Department that makes it very difficult to change over there. I
think change itself is very difficult.

One of the things that I think we have had that businesses in
the private sector have not had, we have had a lot of money to keep
an inefficient system running. It is not a question of we have got
incapable people working in the system; what we have is an ineffi-
cient system. Over the years we continued to pay to run that ineffi-
cient system, and what we have been suggesting through our work,
Mr. Chairman, is the need to change.

DOD has got to come forward, and that is our recommendation
that deals with the high-risk report that we have issued, to think
of a strategy for changing the culture over in the Department. A
key part of changing that culture is adopting some of these best
management practices that we have seen in the private sector, and
it has got to be done from the top down. That is the way you over-
come the stovepipes that are within the individual system—serv-
ices.
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Mr. HASTERT. Thank you very much. Mr. Shadegg, do you have
any questions for this panel?

Mr. SHADEGG. Mr. Chairman, I do not. Thank you.

Mr. HASTERT. Thank you. Thank you very much, gentlemen. I
appreciate your testimony, and I would be interested in discussing
some of these things with you further, obviously.

Mr. HINTON. Sure. I would be happy to, Mr. Chairman. Thank
you very much.

[The information referred to follows:]
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Enclosure Enclosure

ESPONSES TQ QUESTIONS FRO, E SUBCO. V.
AFF, ND C .
QUSE COM. ON GOVERNMENT REFORM

1. To what extent has DOD applied the *Best Practices” recommended by GAO to
managing DOD's $40 billion worth of aircraft parts?

Overall, DOD's application of the best practices GAO has recommended to enhance its
reengineering efforts has been limited. DOD has been most aggressive in the area of
developing new relationships with suppliers, which is one of the four areas we have
recently highlighted in our reports on Air Force, Navy, and Army logistics practices.
However, GAO first recommended that DOD test best practices in this area back in June
1993.

At the Warner-Robins Air Logistics Center, the Air Force and DLA started a test of the
virtual prime vendor concept in January 1997. Currently, DLA is in the process of
expanding the virtual prime vendor program to approximately 11 other DOD facilities. We
believe the virtual prime vendor concept is very similar to the best practices we have
observed in the private sector, and are encouraging DOD to aggressively pursue this
concept.

The other three concepts highlighted in our recommendations—eliminating excess
inventories and quickly repairing parts, using third party logistics services, and developing
cellular repair centers—are not currently being tested in an integrated manner as we have
recommended in our reports. We believe that an integrated test-case approach, where the
benefits of each of these initiatives can collectively improve the overall efficiency and
effectiveness of depot repair operations, will produce optimum results.
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Enclosure Enclosure

2. In the opinion of GAC, what kinds of inventory-related activities are "inherently
governmental” and should never be privatized?

In its Policy Letter 92-1, dated September 23, 1992, the Office of Federal Procurement
Policy provides guidance on the identification of inherently governmental activities. The
Policy Letter defines the term as a funetion ". . . that is so intimately related to the public
interest as to mandate performance by Government employees.” The Policy Letter further
states that these functions include ". . . those activities that requires either the exercise of
discretion in applying Governument authority or the making of value judgments in making
decisions for the Government." The Policy Letter specifically states that inherently

governmental functions " . . do not include functions that are primarily ministerial and
internal in nature, such as . . .facilities operations and maintenance, warehouse operations’

.. . (emaphasis added)."

Some of the major types of DOD inventory-management activities include (1) ordering
items from suppliers; (2} accepting deliveries of items, including inspecting the items for
defects and insuring the order was otherwise satisfactorily filed; (3) handling and storing
the items, including loading and unloading, as well as protecting and safeguarding items
in the storage area from deterioration and theft; (4) processing orders from customers;
(5) shipping the items to customers; and (6) taking periodic inveatories of the items.

On the basis of the guidance set forth in Policy Letter 92-1, in our opinion, none of the
DOD inventory management functions listed above appear to be so "inherently
governmental” that they should never be privatized. We should point out, however, that
there are certain other activities that are associated with inventory management, such as
deciding what kinds of items are needed and the levels at which these items should be
maintained, that may well be regarded as inherently governmental. These activities may
fall within the definition of "core" logistics capability under 10 U.S.C. 2464, which is
defined as the capability, including personnel, equipment, and facilities, to ensure timely
response to a mobilization, national contingency, or other emergency requirement.
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3. How does the "60-40" rule affect defense inventory management?

Several statutes influence the mix of maintenance work performed by the public and
private sectors, including the extent to which depot-level workloads can be converted to
private sector performance. One in particular (10 U.S.C. 2466) prohibits the use of more
than 40 percent of the funds made available in a fiscal year for depot-level maintenance
or repair for private sector performance. This statute has become known as the so-called
"60/40" rule. Certainly, some of the functions usually considered to be part of the broad
area of defense inventory management-such as the depot-level repair of aviation parts—
would be affected by the rule. The extent of the impact of this rule on defense inventory
is not fully known at this time.
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4. How integrated are the accounting and information systems associated with defense
inventory management?

These systems are not integrated very well at this time. In our 1995 high-risk report on
inventory managerment, we reported that DOD needed to move aggressively to provide its
managers with modern, automated accounting and management systers to better control
and monitor its inventories. Today, we continue to find major system development
projects that greatly exceed estimated costs, fall years behind schedule, and fail to
achieve operational goals. These failures have left the Congress and the executive branch
severely handicapped by the lack of reliable data. Moreover, huge opportunities have
been lost to use technology to reduce federal operating costs and improve program
performance.

We learned that DOD is embarking on the new strategy before taking a number of steps
needed to ensure that the additional planned hundreds of millions of dollars to be spent
on inventory management systems, as well as the appropriated monies already invested,
bring positive resuits. Moreover, DOD is proceeding with deployments under the new
strategy without accommodating the time required for testing the new systems. This
greatly increases the risk that DOD will experience problems associated with shifting
testing to systern users and curtailing the levels of testing normally done. As a result, we
reported that DOD is likely to incur substantial additional costs to operate and maintain
current systems and to correct deficiencies with the new systems that surface after
deployment as a result of delayed testing.
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5. Are there any inter-service or inter-agency conflicts within DOD that are obstacles to
reforiing defense inventory management? I so, what can be done to address such
conflicts?

There are major obstacles that stand in the way of DOD's efforts to institutionalize a
reengineered inventory management system. The obstacles discussed below are in no
way all inclusive, but merely illustrate some of the conflict with which DOD must deal.

- The "corporate culture” within DOD has been traditionally resistant to change.
Organizations often find changes in operations threatening and are unwilling to
change current behavior until proposed ideas have been proven.. This kind of
resistance must be overcome if the military services are to expand its radical new
concepts of operations.

- One of the largest obstacles to speeding up repair times is the lack of expendable
parts needed to complete repairs. With a new approach to better serve its military
customers, the role of DLA as the traditional supplier of consumabie items and as
a storage and distribution service is changing. Until these new approaches are
irnplemented, the services' ability to improve the repair process may be limited

Changes in corporate culture must accompany efforts to transform operations if progress
is to continue within DOD's reengineering efforts. However, the current mindset may
hinder such efforts for several reasons. First, people find radical changes in operations
threatening and, as is common in many organizations, resist efforts to change. Second,
reengineering programs involve relatively new concepts, and personnel fack a thorough
understanding of what it is and how it will improve operations. As a result, they are
unwilling to change current behaviors until such concepts are proven, Third,
reengineering programs do not yet have support from all of the necessary functional
groups within various commands, each of the services, and DOD. This support will be
needed if the full range of changes is to be carried out.

In June 1994, we convened a symposium on reengineering that brought together
executives from five Fortune 500 companies that have been successful in reengineering
activities (Reengineering Organizations: Results of 8 GA osium, GAQ/NSIAD-95-34,
Dec. 13, 1994). The following principles for effective reengineering, reflecting panel
members' views, emerged from the symposiur

- Top management must be supportive of and engaged in reengineering efforts to
remove barriers and drive success.

- An organization's culture must be recepiive to reengineering goals and principles.
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- Major improvements and savings are realized by focusing on the business from a
process rather than functional perspective.

- Processes should be selected for reengineering based on a clear notion of customer
needs, anticipated benefits, and potential for success.

- Process owners should manage reengineering projects with teams that are cross-
functional, maintain a proper scope, focus on customer metrics, and enforce
implementation timelines. ’

Panel members at the symposium expressed the view that committed and engaged top
managers must support and lead reengineering efforts to ensure success because top
management has the authority to encourage employees to accept reengineered roles.
Also, top managerment has the responsibility to set the corporate agenda and define the
organization's culture and the ability to remove barriers that block changes to the
corporate mindset. The panelists agreed that a lack of top management commitment and
engagement is the cause of most reengineering failures.

To develop a corporate culture that is receptive to reengineering, the panelists -
emphasized the importance of communicating reengineering goals consistently on all
levels of the organization, training in skills such as negotiation and conflict resolution,
and tailoring incentives and rewards to encourage and reinforce desired behaviors. DOD
needs to focus on goals and objectives that will dramatically change its inventory
management practices and to provide a more cost-effective and efficient system while
maintaining readiness and sustainability goals. The key to doing this is aggressively
focusing on changing its culture and adopting new leading-edge business practices.
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6. In your written testimony, you characterized the $15 billion per year that DOD
continues to spend on inventory items as "at risk." Please provide us with an estimate of
how much of that $15 billion DOD spends on unneeded inventory items.

DOD spends about $14.5 billion a year to purchase secondary inventory items—spare and
repair parts, clothing, medical supplies, and other support items—to support its operating
forces. At September 30, 1896, DOD had $8.6 billion under contract or on purchase
request to buy additional inventory. Of this amount, we estimate that about $1.6 billion of
the $8.6 billion exceeded current operating and war reserve requirements. Even using
DOD's definition of needed inventory, which includes an additional 2-years worth of
requirements, there would still be about $664 million of the $8.6 billion that would be
classified as excess to current operations and war reserves. In a recent report {Defense
Logistics: Much of the Inventory Exceeds Current Needs, GAO/NSIAD-87-71, Feb. 28,
1997) GAO noted that 145 inventory items had inventory valued at $28.4 million that
represented 20 or more years of supply on hand and that had an additional $11.3 million
on order. These items included circuit card assemblies, hydraulic pump linear valves,
combining glasses, oscillators, and identification markers.

In a September 1996 report (199 jal i 3
Maintenance Program, GAO/NSIAD-96-220, Sep 18 1996), (:AO reported that DOD s ﬂscal
year 1997 operation and maintenance budget request could be reduced by $723 million
because of potential unnecessary inventory purchases. Specifically, GAO noted that (1) a
$188 million reduction could be taken because Army budget requests for spare parts were
not based on accurate requirements data, (2) a $87 million reduction could be taken
because the Navy and the Air Force used inaccurate data to determine requirements, (3) a
$60 million reduction could be taken because the Navy counted depot level maintenance
requirements for aviation spare parts twice, and (4) a $388 million reduction could be
taken because the Air Force did not consider spare parts that were available for
reclamation from aircraft and engines with no identified future use.

Given the above, GAO believes that this is strong evidence that DOD continues to buy
inventory far beyond its requirements.
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7. There is continuing disagreement between GAO and DOD over the amount of
"unneeded" or "excess" inventory which was discussed briefly at the hearing. Please
explain why this disagreement exists.

The disagreement really results from DOD being in a situation where, for whatever
reason, it has more secondary inventory for certain items than are needed to meet its
stated requirements for war reserves and current operations. Our work has shown that
this occurs for a variety of reasons, such as requirements for inventory being less than
originally anticipated because of military downsizing, parts becoming obsolete earlier than
anticipated, parts being more reliable than originally anticipated, and, in some cases,
errors in the purchasing process. We think DOD would agree that if events such as these
did not occur they would have very little secondary inventory that exceeds its war
reserves and operating requirements. That is because their system is not designed to
purchase quantities beyond those requirements.

However, for the reasons we mentioned, DOD has found itself in this situation for at least
the last decade. Recognizing this, DOD takes the position that it may need some of these
items. Consequerntly, it has created several categories of inventory that are beyond war
reserves and current operating requirements.

What we are saying is that, if DOD's inventory purchasing system was working properly
and original requirement projections proved accurate, the items that DOD has beyond its
war reserves and operating requirements would not be needed. In fact, DOD would have
never purchased them. We agree with DOD that once the items are purchased they might
have a future need. However, we believe that this decision should largely be driven a
cost to hold analysis. For example, if the cost to hold an item is $100 a year and the item
costs $400, then storing the item for more than 4 years does not make economic sense.
Obviously, this is a simplistic example, but it illustrates the type of process DOD needs to
use as opposed to its current approach that is based on years of supply.

The way that leading companies have dealt with this same type of issue~buying more
inventory than is needed-is to use just-in-time-inventory practices. What they try to do is
to get the decision to buy as close as possibie to the time when the item is actually going
to be used. This practice, for example, helps to mitigate the impact of requirement
changes. That is why we believe the ultimate key to improving DOD's inventory
management is to change DOD's business practices to ones that avoid purchasing
inventory well in advance of projected needs.
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Mr. HASTERT. I ask now the third panel if they would please
come forward. It is composed of Dr. Jacques Gansler, vice chairman
of the Defense Science Board; and Retired Admiral Luther
Schriefer of the Business Executives for National Security, who is
executive director of their Tail-to-Tooth Commission. Gentlemen, if
you would please rise and take the oath, as required by the com-
mittee.

[Witnesses sworn.]

Mr. HASTERT. Let the record show that the witnesses responded
in the affirmative, and Dr. Gansler, please proceed.

STATEMENTS OF JACQUES GANSLER, VICE CHAIRMAN, DE-
FENSE SCIENCE BOARD; AND ADMIRAL LUTHER F.
SCHRIEFER (USN, RETIRED), EXECUTIVE DIRECTOR, BUSI-
NESS EXECUTIVES FOR NATIONAL SECURITY

Mr. GANSLER. Mr. Chairman, members of the committee, at your
request, I am here to report on the Defense Science Board’s 1996
summer study. The title of it was “Achieving an Innovative Sup-
port Structure for the 21st Century Military Superiority.” We sub-
titled it “Higher Performance at Lower Cost.” It was dated Novem-
ber 1996, and I served as co-chairman of the study.

Before commenting on the study itself, I think it is appropriate
to briefly note the role of the Defense Science Board. This board
was established in 1956, actually in response to the Sputnik at that
time, to provide an objective and an independent advice on tech-
nology and management issues to the Secretary of Defense, the
Deputy Secretary, Under Secretary, and also to the chairman of the
Joint Chiefs and the vice chairman. Currently, it is composed of 28
representatives from academia, industry, and research institutions.
We meet three times a year for 2 days each.

It achieves its impact, though, through the various task forces
that are put together from a combination of board members and
outside experts that we bring in, and we look at specific problems
of concern to the various senior DOD officials that it serves.

It has to be emphasized that the role of the DSB is simply an
advisory one, and our recommendations and positions do not nec-
essarily represent those of the Department of Defense. Rather, the
board is perceived as a way for the secretary and his senior per-
sonnel to receive outside counsel and advice in areas that are crit-
ical to the future evolution of America’s national security posture.
I currently serve as vice chairman of that board.

Now, let me address the specifics of the 1996 summer study. As
I said, that was on the innovative DOD support structure for the
future. Our requested task was to address two critical issues. First,
with the recognition that the Nation had essentially put off weap-
ons modernization for the past decade and with a clear recognition
that it is unlikely there will be a large increase in the defense
budget in the coming years.

Thus, how is it possible to generate the tens of billions of addi-
tional dollars annually required for modernizing the forces? That is
an action that is required to both replace the aging equipment and
to update it to match the requirements of advanced technology; in
other words, in order to meet the demands of the revolution in
military affairs.
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The second question we were asked: Since it will be necessary to
generate these modernization dollars by a shift from within the
overall level of current expenditures, particularly a shift from the
support areas, will it be possible to maintain or even improve over-
all combat effectiveness while simultaneously significantly reducing
the current levels of DOD’s support costs and personnel?

To address this set of issues, a group of senior people, 28 of us,
outside advisors, of whom 11 were DSB members, were assembled.
They were assisted by an outstanding group of Government advis-
ers who provided the interface with the DOD.

We began our analysis by looking at the current approximately
$250 billion of annual defense expenditures, and our objective was
trying to make a significant shift, tens of billions of dollars per
year, from the over 55 percent of the dollars that are spent in the
support area, and we wanted to shift these into the required com-
bat and modernization areas.

So we focused on the approximately $140 billion a year that are
spent in the areas typically referred to as support and infrastruc-
ture. These run the full gamut from medical and housing to school
house training and base operations. They also consume a very large
share of both the civilian and military 22 million people that make
up the active-duty and civilian work force.

I might note that only about 14 percent of the dollars are directly
expended on combat operations, and only about 14 percent of the
total personnel are actually in combat positions.

Now, since our objective was to increase the percentage of the
dollars available for modernization and combat, we focused on find-
ing savings in the support area. We took each of the various sup-
port areas and analyzed whether there could be performance im-
provements and/or cost reductions in each of them, and we did this
through applying modern information technology and management
principles, along with maximizing the use of competitive forces
from the private sector.

Our conclusions, as described in detail in the report, are that
there are dramatic performance improvements that are potentially
made if you, in fact, make the simultaneous changes that we de-
scribed here. By the end of, say, a 5-year period a shift of tens of
billions of dollars per year can be made from the support area into
the combat and modernization area.

Now, since your focus here today is on the DOD’s logistic system,
which is the largest of its overall support areas, let me briefly sum-
marize our findings in that area. In 1996, the DOD expenditures
for the overall logistics support were about $60 billion a year. Some
of this was for direct battlefield support, but the vast majority of
it was associated with the infrastructure, primarily that located
within the continental United States.

Importantly, over one-half million, active-duty military personnel
are involved in the logistics area. That is over 30 percent of the ac-
tive-duty military, and approximately 300,000 of the DOD civilians
are involved in this area. Now, recognizing the critical importance
of this area to DOD’s future, and that is from a performance as
well as a budget perspective, we found that there have, in fact,
been significant initiatives taken in the DOD to address the logis-
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tics infrastructure area. In my prepared remarks, I listed those ini-
tiatives, and you heard those from the DOD today.

Now, these actions are all very commendable, and they have to
be aggressively pursued. However, we found that there is still very
significant room for improvement. For example, we found that the
response times of the DOD logistics systems, in terms of distribu-
tion, repair, and procurement, are still dramatically higher than
those achieved by world-class commercial organizations on similar,
or in some cases identical, equipment.

In fact, we found these world-class benchmarks are measured in
hours or, at most, in days, while the DOD performance tends to be
measured more in weeks or months. For example, while Caterpillar
delivers parts anywhere in the world within 1 to 4 days, or, in fact,
if it is not within 4 days, they pay for it, the DOD, with these iden-
tical parts, took 40 to 60 days to be distributed during the Gulf
War.

Essentially, the difference is that the commercial world has been
moving to a totally re-engineered logistics system, one that relies
on total asset visibility and rapid transportation. For the DOD to
move from its historic what has been called just-in-case inventory
system and supply system to achieve comparable high performance
at dramatically lower costs, it will be necessary to totally reengi-
neer the current system—some refer to that as a World War II sys-
tem or, at best, a cold war logistics system—moving to one that fo-
cuses on a concept of on-demand, rapid, intermodal delivery right
from the factory to the foxhole.

The changes in the DOD logistics system we envision are not
small, incremental changes, but they are what the commercial
firms have been forced to do to become competitive. These firms
fully applied modern information technology to keep track of the
availability of all inventory on a worldwide basis, including that in
transit, and they take full advantage of rapid, worldwide transpor-
tation.

They also continuously improve the reliability of their parts and
systems so as to minimize their down time and thus maximize
their readiness, while simultaneously reducing the inventory and
the repair costs.

Thus, the specific issue being addressed by this committee,
namely, defense inventory management and repair parts, cannot be
effectively addressed in isolation. It has to be seen simply as a part
of a dramatically transformed and streamlined, overall DOD logis-
tics system, one utilizing far fewer people, far fewer parts, and far
fewer facilities, yet greatly enhancing the logistics performance.

This is the essence of our study findings. Clearly, the potential
exists for dramatic improvements in DOD’s support performance
and a significant shift of resources from support to combat and
modernization. However, the challenge is achieving the implemen-
tation of these changes that are required in order to realize these
potentials.

I personally believe that the Secretary, the Deputy Secretary of
Defense, as well as the chairman and vice chairman of the Joint
Chiefs of Staff, and each of the service chiefs are now committed
to achieving these changes. I also believe that the initial impact of
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these changes will be reflected in the final results of the QDR proc-
ess.

However, it has to be recognized that these will be extremely dif-
ficult changes to bring about, as they were in American commercial
industry. Thus, achieving these changes will require the full co-
operation of America’s military and political leaders for its realiza-
tion.

I believe you on this committee and the other Members of Con-
gress can play a significant part in removing the barriers that cur-
rently exist for the required transformations that must take place
within the DOD over the next few years. I think only in this way
will America be able to modernize its forces in order to be fully pre-
pared for military operations in the early 21st century. Thank you.

[The prepared statement of Mr. Gansler follows:]
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Testimony by Dr. Jacques S. Ganslet

At your reguest, I am here to report on the Defense Science
Board 1996 Summer Study on “Achieving an Innovative Support
Structure for 21st Century Military Superiority: Higher
Performance at Lower Cost”, dated November 1996. I served as Co-
chairman of this study.

Perhaps before commenting on the study itself, I should
briefly note the role of the Defense Science Board (DSB). The
Board was established in 1956 to provide objective and independent
advice on technology and management igsues to the Secretary of
Defense, the Deputy Secretary, the Under Secretary {Acquisition
and Technology), the Chairman of the Joint Chiefs of Staff, and
the Vice Chairman. Currently it is composed of 28 representatives
from academia, industry, research institutions, etc. who meet as a
group three times a year for two days each. It achieves most of
its impact through the various “Task Forces” that are put together
from a combination of Board members and outside experts looking at
specific problems of concern to the wvarious, senior DoD officials
that it serves. It must be emphasized that the role of the DSB is
simply an advisory one, and their recommendations and positions do
not necessarily vrepresent those of the Department of Defense.
Rather, the Board is perceived as a way for the Secretary and his
senior personnel to receive outside counsel and advice in areas
critical to the future evolution of aAmerica‘s national security
posture. I currently serve as Vice Chairman of the DSB.

Now to the specifics of the 1996 Summer Study on an
innovative DoD support structure for the future. our requested
task was to address two critical issues. First, with the
recognition that the nation had essentially put off weapons
modernization for the past decade and with a clear recognition
that it 4is unlikely that there will be large increases in the
budget in the coming vears, how is it possible to generate the
tens of billions of additional dollars annually required for
modernizing the forces? -- an action required to both replace the
aging egquipment and toe update it to match the requirements of
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advancing technology, i.e., to meet the demands of the “revolution
in military affairs”. And, second, since it will be necessary to
generate these additional modernization dollars by a shift from
within the owverall level of current expenditures -~ particularly
from the support area =-- will it be possible to maintain, or,
preferably,  improve overall combat effectiveness while
simultanecusly significantly reducing the current levels of DoD
support costs and personnel? To address this set of issues, a
group of 28 senior, outside advisors (of whom 11 were DSB members)
were assembled. They were assisted by an outstanding group of
Government Advisors (to provide an interface with the DoD and to
obtain information on all of the current activities underway in
this area within the DoD)

We began our analysis by looking at the current approximately
$250 billion of annual defense expenditures -- with the objective
of trying to make a significant shift, i.e., of tens of billions
of dollars per year, from the owver 55% of the dollars that are
spent in the support areas into the required combat and
modernization areas. Thus, our focus was on the approximately
$140 billion per year spent in the areas typically referred to as
“gupport” and/or “infrastructure”. These run the full gamut from
medical and housing to school-house training and base operations.
They also consume a very large share of both the civilian and
military 2-1/2 million people composing the Dob active duty and
civilian workforce. In fact, only approximately 14% of the
dollars are directly expended on combat operations and only
approximately 14% of the total perscnnel are in combat positions.
Since our objective was to increase the percentage of dollars
available for modernization and combat, we focused our attention
on finding savings in the support areas. We took each of the
various support areas and analyzed whether there could be
performance improvements and/or cost reductions in each of them,
through applying modern information technology and management
principles, along with mazximizing the use of competitive market

forces from the private sector. Our conclusions, as described in
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the report, are that dramatic performance improvements can be
realized while simultaneously achieving -- by the end of, say, a
five~-year period -- a shift of tens of billions of dollars per
year from the support arena into the combat and modernization

areas.

Since your focus here today is on the DoD’s logistics system
-~ the largest of it’s support areas -- let me briefly summarize
our findings in this area. In 1996 the Dol expenditures for
overall logistics support were approximately $60 billion. Some of
this was for direct battlefield support, while the wvast majority
of it was associated with the infrastructure -~ primarily located
within the continental United States. Importantly, over one-half
million active-duty military personnel are involved in the
logistics area -- over 30% of the active duty military -- and
approximately 300,000 of the DoD civilian personnel. Recognizing
the critical importance of this area to the DoD’s future -- from
both a misgsion performance and a budget perspective -- we found
that, recently, there have been significant initiatives taken by
the DoD to address the logistics’ infrastructure area. For

example:

. Inventory reductions and logistics “pipeline” reductions
through the wuse of “prime vendor” and  rapid
transportation approaches.

L4 Greatly enhanced performance through the use of “total
asset visibility”.

. Reduced weapon system costs of ownership through
investing in replacement parts reliability improvements

and spares modernization.

- Cost reductions and improved performance through
increased outsourcing and increased use of contractor
logistics support.
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. Overall, an improvement in logistics response times.

These actions are all commendable, and must be aggressively
pursued. However, we found that there is still very significant
room for improvement. For example, we found that the response
times of the DoD logistic systems, in terms of distribution,
repair, and procurement, are still dramatically higher than that
achieved by world-class commercial organizations on similar
equipment. In fact, we found these world-class benchmarks are
meagured in hours or days while the DoD performance still tends to
be measured in weeks. For example, while Caterpillar delivers
parts anywhere in the world within one to four days (oxr they pay
for them), the DoD took 40 to 60 days for the identical parts to
be distributed during the Gulf War. Essentially, the difference
is that the commercial world has been moving to a totally re-
engineered logistics system -- one that relies on “total asset
visibility” and rapid transportation. For the DoD to move from
its historic “just-in-case” inventory and supply system to achieve
comparable high performance at dramatically lower cost, it will be
necessary to totally re-engineer the current, World War II or, at
best, Cold War DoD logistics structure to one that focuses on a
concept of on-demand, rapid, intermodal delivery “from factory to
foxhole”.

The changes in the DoD logistics system we envision are not
small, incremental changes; they are what the commercial firms
have been forced to do to become competitive. They fully applied
modern information technology to keep track of the availability of
all inventory on a world-wide basis -- including that in transit
- and they take full advantage of rapid, world-wide
transportation. They also continuously improve the reliability of
their parts and systems so as to minimize the down times (and thus
maximize the readiness) while, simultaneously, reducing inventory

and repair costs.
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Thus, the sgpecific issue being addressed by this Committee,
i.e., defense inventory management and repair parts, cannot be
effectively addressed in isclation, but must be seen as simply a
part of a dramatically transformed and streamlined overall DoD
logistics system -~ one utilizing far fewer people and far fewer
parts and facilities, yet providing greatly enhanced logistics
pexrformance.

This is the essence of our study findings. Clearly, the
potential exists for dramatic improvements in DoD support systems
performance and a significant shift of resources from support to
combat and modernization; however, the challenge is achieving the
implementation of the changes required —-- in order to realize
these potentials. I believe that the Secretary and Deputy
Secretary of Defense, as well as the Chairman and Vice Chairman of
the Joint Chiefs of Staff, and each of the Service Chiefs are
committed to achieving these changes. I also believe that the
initial impact of these changes will be reflected in the final
results of the QDR process. However, it must be recognized that
these will be extremely difficult changes to bring about -~ as
they were in American commercial industry. Thus, achieving these
changes will require the full cooperation of America’s military
and political leaders for its realization. You, on this
Committee, and the other members of the Congress can play a
significant part in removing the barriers to the required
transformations that must take place within the DoD over the next
few years. Only in this way will America be able to modernize its
forces in oxrder to be fully prepared for military operations in
the early 21st century.
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Mr. SOUDER [presiding]. Thank you very much for your thought-
ful testimony. Admiral Schriefer.

Admiral SCHRIEFER. Mr. Chairman and members of the sub-
committee, first of all, I want to thank you for inviting us today.
Second, I would like to ensure that our written testimony we pro-
vided gets entered into the record.

I would like to talk a little bit about Business Executives for Na-
tional Security [BENS] to make sure everybody understands who
and what we are and why we are involved in this. Now, BENS is
a national, nonpartisan organization of business and professional
leaders that are dedicated to the idea that national security is ev-
eryone’s business.

BENS members apply our experience and commitment to help
our Nation’s policymakers build a strong and effective, affordable
defense and find practical ways to use and encourage that all these
business practices become a reality, and that is really the crux of
what our organization is about. We work with Congress. We work
with the Pentagon and the White House to ensure that the changes
we recommended are put into practice, and that is really why I am
here today.

Before joining BENS, I had recently retired from 37 years of ac-
tive duty in the Navy, and in that position I have really become
familiar with the topic we are addressing this morning: improving
defense inventory management. I have seen it from several per-
spectives, both in the Navy as a commander and observer of what
we do, and also observing the best in the private sector of their in-
ventory management practices. I can say that from my vantage
point, American industry has much to offer and to teach and apply
to the inventory practices of the Department of Defense.

I would like to talk about some of these methods today. As I said
earlier, I want to not only thank you, but I want to commend you
for addressing this, because I cannot think of anything that is more
critical than the way we go about our business in the Department
of Defense. That is the imbalance of the force structure-to-structure
ratio, the problem of tooth-to-tail.

Too much of our limited defense dollars go to support areas, the
tail, like inventory management. In fact, support and infrastruc-
ture now consume nearly 70 percent of the defense dollars. This
type of excessive overhead is inexcusable when many war-fighting
needs, the tail, go unmet.

In fact, BENS considers this problem so acute that we are stand-
ing up a Tail-to-Tooth Commission, and that word order is inten-
tionally inverted so that we highlight the dangerous reversal in the
resources we devote to the combat end of the national defense.
When our commission’s work is done, we can reverse that name,
having restored the military resources to the ratio the United
States needs to defend our interests and the ideals into the 21st
century.

Your hearings, directed toward that same goal, will ultimately
free the resources that can be directed at other, more critical de-
fense needs.

As we heard this morning, the Pentagon has long suffered from
deficiencies in its inventory practices. I took the liberty of tracing
the history of the problem and found that GAO has studied this for
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some 30 years. These type of supply deficiencies were costly annoy-
ances during the cold war period. In today’s era of rapid, come-as-
you-are warfare, inventory problems could prove deadly.

To their credit, the military services do recognize this danger.
Since Desert Storm, military experts have cited two capabilities as
crucial to superior battlefield performance: intelligence collection on
enemy plans and activities, and the ability to stand up logistics
trains stretching 7,000 miles back to the warehouse and depots in
the United States.

Management of our logistics inventory was a key to success in
Desert Storm. In fact, since World War II, no other industrial na-
tion has matched our ability to deploy and support military forces
on a worldwide scale, but today our prowess has become our prob-
lem. At huge cost of national treasure—and we have seen that
today—we have maintained stocks of supplies and equipment just
in case they were needed. However, the end of the cold war and
the squeeze on resources allocated to national defense has made
just in case an unaffordable strategy.

Now, we have seen and witnessed the many past excesses of
DOD inventory and to the incremental management improvements
that have been made since the early 1900’s. Now, we have also had
some successes. For example, let me just mention one. The Air
Force now uses the private sector to move materiel from depots to
bases worldwide. In 1992, the Air Force Materiel Command oper-
ated its own air transportation system, called LOGAIR, to move
high-value repair parts around the United States and overseas. It
was costing $135 million a year and required nearly 200 full-time
civil servants to run that program.

To get a benchmark, the Air Force went to Fed Ex to see how
they ran their program. In the process, they asked one of the man-
agers of the Fed Ex warehouse if he could move engines. He looked
around and said, “Well, we are moving Mercedes automobiles, so
I think we can move engines.” Today, the Air Force saves nearly
$50 million in that process.

The point which underlies this example is that inventory is a
part of a complex problem, as well as the entire system. Piecemeal,
step-by-step change will have long-term impact. Real reform re-
quires creation of an entirely new system. As we just heard Dr.
Gansler say, it needs to be re-engineered. It is a revolution, not
evolution, and it must occur.

That was the lesson that our American industry learned in the
1980’s. As recently as 10 to 15 years ago, many large corporations
maintained inventory systems which resembled what the Pentagon
does today. They were largely vertically oriented. They put key
parts in warehouses, supplies and other items that had to be
shipped around the world. These corporate structures are now
something of the past. The reason simply is that American busi-
ness simply had no choice.

Faced with that serious challenge from foreign suppliers and
using sophisticated inventory systems and lean production teams,
our U.S. firms were forced to change. They were, in fact, very suc-
cessful.

Supply chain management is not just the latest management fad.
According to the Department of Commerce, U.S. companies have
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cut inventories 9 percent since 1980. That has freed up $82 billion.
The savings are the other bonus. Not only do you get more efficient
management, but you save money as well.

If supply chain management sounds like it is just in time, I want
to insist that it does not. I have not mentioned just in time, be-
cause it may not make sense in many critical, combat-related cases.
It makes sense in some industrial sectors, but in most cases cus-
tomers remain uncertain about their future needs.

When a company’s projections of future demand are too high, in-
ventory grows; when too low, sales opportunities are lost, and may
be a rare exception when used in the military, but for example,
what Boeing is now doing with their new versions of the 737 could
equally be applied to the Defense Department. An expanded spares
distribution network and a reliable, critical parts delivery system
can reduce the number of spares an airline has to keep on hand.
Improved data analysis allows parts to be shipped closer to the
dates when they will be needed for repairs.

Boeing has successfully tested this program with one airline.
They predict the plan could reduce an airline’s initial spares invest-
ment by up to 60 percent. That, in fact, could be applied to the De-
partment of Defense. We need to look at several areas.

Lean thinking. Lean thinking means that management should
spend its time looking at processes rather than at organizations
and functions.

Asset availability. All firms must maintain a minimum level of
inventory, but even this minimum level can be more effectively
managed. Advanced software and parts management systems, pio-
neered by the aftermarket, retail parts industry, can help.

Inventory management, as we have heard today, is not an iso-
lated event. It is part of the life cycle of a product, or in the Penta-
gon’s case, an entire weapons system. You cannot suboptimize in-
ventory management and hope to achieve an overall solution in the
life cycle problem. The entire process has to be reformed.

The right amount of inventory varies by situation. Customers
and soldiers in the battlefield do not always know in advance what
they want or will need. What is important is how you manage that
inventory. Inventory management to achieve corporate goals has
been pioneered by the private industry. The most important lesson
that the U.S. private sector can share with the Defense Depart-
ment is that there is no need to benchmark a better way of man-
aging inventory when you simply can hire a quality provider to
perform a service for you. In short, benchmark not to emulate but
to outsource.

Mr. SOUDER. Admiral, for time reasons, we are going to need you
to summarize in the next minute or so.

Admiral SCHRIEFER. OK. I will summarize with the recommenda-
tions. The first one is that we have to focus on advances in inven-
tory management software. Advances in inventory software have
been revolutionary. Software is the tool that allows the entire sup-
ply chain to become visible and responsive to the inventory man-
ager.

No. 2: Buy off the shelf. Buying commercial makes sense because
it reduces contract costs and overhead.
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No. 3: Plan for life cycle costs. For new systems, consider long-
term contractor support and outsourcing maintenance as a first op-
tion.

Finally, centralized inventory management: A caution here, how-
ever, and I emphasize that centralized management is not an ex-
cuse for a large management headquarters, which is one of the big-
gest problems we have today. I thank you for the opportunity to
present this.

[The prepared statement of Mr. McInerney follows:]
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Thomas G. McInerney
Lieutenant General (USAF, Ret.)
President and CEO
Business Executives for National Security

Mr. Chatrman, Members of the Subcommittee, thank you for inviting me to
testify today. [am Thomas G. McInerney, President and CEO of Business Executives
for National Security, BENS.

BENS is a national non-partisan organization of business and professtonal
leaders dedicated to the idea that national security is everyone’s business. BENS
members apply our experience and commitment to help our nation’s policy makers
build a strong, effective, affordable defense, and find practical ways to prevent the use
of even one nuclear, chemical, or biological weapon. We work with the Congress, the
Pentagon and the White House to ensure the changes we recommend are put into
practice. That is why I am here today.

Before joining BENS, I was Vice President of Command and Control for Loral
Defense Systems-Eagan. And before that I spent 35 years as a pilot, commander, and
strategic planner in the US Air Force. In my last assignment on active military duty |
was the Assistant Vice Chief of Staff of the Air Force, and for most of that tour of duty, |
also served as Director of the Defense Performance Review, the Pentagon’s counterpart
to Vice President Gore’s National Performance Review.

[led the Defense Department’s “Reinventing Government” effort, visiting more
than 100 leading-edge commercial companies to assimilate their ideas about business
re-engineering. Thus, | have seen the topic we turn to this morning—"Improving
Defense Inventory Management”—from several perspectives: as an Air Force customer
and commander, and as an observer of the best-in-class private sector inventory
management practices. I can say from my vantage point that American industry has
much that it can teach and apply to the inventory practices in the Defense Department.
I want to talk about some of those methods today.

But first, Mr. Chairman, | want to commend you and the Committee for
recognizing the criticality of correcting the imbalance in our force structure to
infrastructure ratio—the problem of tooth to tail.  Too much of our limited defense
dollars go to support areas (the “tail”) like inventory management. In fact, support and
infrastructure now consume nearty 70% of ali defense dollars.  This type of excessive
overhead is inexcusable when many warfighting needs (the “tooth”) remain unmet.

BENS considers the problem so acute, that we are standing up a Tail to Tooth
Commission. The word order is intentionally inverted so that we highlight a dangerous
reversal in the resources we devote to the combat end of our national defense. When
our Commission’s work is done, we can reverse the name having restored the military
resources 1o the ratio the US needs to defend our interests and ideals in the 21st
Century. Your hearings, directed toward the same goal, will ultimately free resources
that can be directed at other, more critical, defense needs.,
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THE PROBLEM

Mr. Chairman, you are well aware that the Pentagon has long suffered from
deficiencies in its inventory practices. I took the liberty of tracing the history of this
problem and found that GAO's first studies of this problem date back almost 30 years

ago.

These types of supply deficiencies were costly annoyances during the Cold War
period. In today’s era of rapid “come as you are” warfare, inventory problems could
prove deadly.

To their credit, the military services do recognize this danger. Since Desert
Storm, military experts have cited two capabilities as crucial to superior battlefield
performance: intelligence collection on enemy plans and activity, and the ability to
stand up a logistics train stretching 7,000 miles back to the warehouses and depots in
the continental US.

Management of our logistics inventory was a key to success in Desert Storm. In
fact, since World War I, no other industrial nation has matched our ability to deploy
and support military forces on a worldwide scale. But today, our prowess has become -
our problem.

At huge cost of national treasure, we have maintained stocks of supplies and
equipment just in case they were needed. However, the end of the Cold War, and the
squeeze 0N resources allocated to national defense, have made “just in case” an
unaffordable strategy.

Other witnesses will provide many details to past excesses in DoD inventory—
and to the incremental management improvements that have been made since the early
1990s. Let me mention just two first hand, from my Air Force experience:

The high Air Force sortie rates sustained during the air war in Desert
Shield / Desert Storm were largely due to the strong funding received for aircraft War
Readiness Spares Kit/Base Level Self-Sufficiency Spares (WRSK/BLSS) from 1984
through 1987. But shortages did occur. The F-15E experienced degraded support, but
was kept in the action by the ingenuity and flexibility of the Air Force’s maintenance
and logistics professionals. Parts were “cannibalized” from non-deploying aircraft in
the States, depot repair of exchangeables was surged, and arrangements made to
borrow spares from allied air force F-15s. Probably the most useful innovation was
opening an “overnight” air express channel from the US direct to Saudi Arabia.
Interestingly, all these techniques are used in one form another by the commercial
airlines on their worldwide routes every day.

[£%3



123

BUSINESS EXECUTIVES FOR NATIONAL SECURITY MARCH 1997

Another example is the way the Air Force now uses the private sector to move
materiel from its depots to bases worldwide. In 1992, the Air Force Materiel Command
operated its own air transportation system, called LOGAIR, to move high-value repair
parts around the US and overseas. It was costing $135 million a year and needed nearly
200 full-time equivalent civil service positions to run.

To get a benchmark from the private sector, we went down to Memphis,
Tennessee, to see how Federal Express ran its overnight business. One of the concerns
we had about the private sector system was if it could move very large pieces of Air
Force gear—like engines. [ asked the manager of the FEDEX warehouse if he could
move engines. He looked around and said, “Well, we're moving Mercedes
automobiles, so [ guess we can move engines.” We switched contracts, saving nearly
$50 million in the process.

A few months later, { was visiting one of our units in Japan. [asked about parts
delivery fully expecting to hear how “you guys in Washington don’t understand our
problems, etc.” but instead the Colonel was ecstatic. He said that FEDEX had given him
the software 5o he could track his part from the moment it left the depot in the US. [He
could follow its progress right up until it was delivered a day-and-a-half later.

LESSONS FROM INDUSTRY

The point which underlies these examples is that inventory is part of a complex
process and system. Piecemeal, step by step change will have little long term impact.
Real reform requires creation of an entirely new system. Revolution, not evolution,
must occur. This was the lesson learned by American industry in the 1980s.

As recently as 10-15 years ago, many large corporations maintained inventory
systems which resembled the Pentagon’s current system. Large, vertically integrated
conglomerates managed a host of separate divisions that warehoused key parts,
supplies, and other items that would be shipped on a regular basis to various corporate
divisions.

These corporate structures are now a thing of the past. Why? The short answer
is that American business had no choice. Faced with a serious challenge from foreign
supptiers who employed sophisticated inventory systems and lean production teams,
U.S. firms were forced to change. Budget constraints present the same type of
challenge to today’s defense planners.

The process the private sector threw away, that is, “build to inventory,” was
replaced by the process of “build to order.” To become world class, American
manufacturers had to become first class at managing their supplier chains. These
lessons are directly transferable to the Defense Department’s needs.
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Consider the example of the Chrysler Corporation.

Today the automaker is the best in its class in managing its supplier chain—
60,000 items from over 1,100 different suppliers, In the last five years, the supply chain
management concept has come into its own. The theory is simple: companies try to
eliminate delays in moving materials and products through the production cycle, and
cut the amount of resources tied up along the way.

By studying and streamlining its supplier base Chrysler trimmed its vendor paol
by 36 percent in the last five years and plans to cut it another 25 percent by the turn of
the century. Chrysler’s best suppliers become team leaders in the design and
manufacture of major automotive components. Chrysler then outsources entire
processes to supplier teams. In the case of driver and passenger seats, time was
Chrysler employees assembled them right on the line with components from 150
vendors. Today the company buys fully assembled seats from manufacturers like
Johnson Controls, Lear, and Magna International. Overall, its “supplier cost-reduction
effort” or SCORE has meant $2.5 billion in savings for Chrysler.

Supply chain management is not just the latest management fad. According to
the Department of Commerce, US companies have cut inventories by 9 percent since the
1980s, freeing up $82 billion for other purposes. These savings are the other bonus.

Not only do you get more efficient management, but you save money as well.

if supply chain management sounds like it leads to “just in time” inventory, |
want to insist that it does not. [ have not mentioned “just in time™ or JIT because it may
not make sense in many critical, combat-related cases.

JIT makes sense for some industrial sectors, but, in most cases, customers remain
uncertain about their future needs. When a company's projections of future demand
are too high, inventory grows.  When projections run too low, sales opportunities are
lost.

Unfortunately, faulty projections have more serious consequences when it comes
to our nation’s defense. If we project wrong, lives could be lost. 5o T am reluctant to
recommend “just in time” as a model for all Dob) inventory.

JIT is a rare exception. Many other industrial techniques will help us to improve
inventory practices and can be easily transferred for military use. As one example, tet
me point to Boeing’s new phased provisioning program for the spare parts in new
versions of the 737.
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Phased provisioning means that a full set of spares need not be “on the shelf”
before a system, like the 737-600, goes into service. An expanded spares distribution
network and reliable critical parts delivery system can reduce the number of spares an
airline has to keep on hand. Improved data analysis allows parts to be shipped closer to
the dates when they will be needed for repairs or overhaul.

Boeing has successfully tested the program with one airline. They predict the
plan could reduce an airlines’ initial spares investment by up to 60 percent.

Other interesting industry approaches include: -

¢ Lean Thinking. Inventory cannot be studied in isolation. It is part of a process
which matches the production of goods and services to customers. Lean Thinking
means that management should spend its time looking at processes rather than at
organizations and functions. Lean Thinking helps get your priorities straight. At
Pratt & Whitney’s jet engine factory, manufacturing schedules had long been
organized around the need to keep its huge machines humming as continuously as
possible. That led to production jams, massive inventories, and costly warehousing.
By switching over to specific product runs on a timely basis, the company has cut
manufacturing time by two-thirds and inventories by 70 percent.

* Asset Visibility. Atsome point, management streamlining reaches its theoretical
limit. Al firms must maintain a minimum level of inventory. But, even this
minimal level can be more effectively managed. Advanced software and parts
management systems, pioneered by the after-market retail parts industry, can help.
Service parts planning has become a niche market for third-party vendors. These
vendors already provided transportation and warehousing services for parts. Now
they are developing software and planning systems that can be sold as complete
parts planning solutions. '

LESSONS LEARNED

These private sector experiences yield several important lessons that could help
drive the Subcommittee’s review process:

+ Inventory management is not an isolated event. It is part of the life cycle of a
product—or in the Pentagon’s case, a weapon system. You cannot suboptimize
inventory management and hope to achieve an overall solution to the life cycle
problem. The entire process has to be reformed.

+ The right amount of inventory varies by situation. Customers—and soldicrs on
the battlefield-—do not always know in advance what they want or will need. What
is important is how you manage inventory.

“h
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* Inventory management to achieve corporate goals has been pioneered by private
industry. The most important lesson that the US private sector can share with the
Defense Department is that there is no need to benchmark a better way of managing
inventory, when you can simply hire a quality provider to perform the service for
you. In short, benchmark not to emulate, but to outsource.

In some cases, the Defense Department should simply get out of the inventory
business. Let me provide another example: In 1991, Eli Lilly, the pharmaceutical giant,
embarked on a massive reorganization (known as “Strategic Sourcing”) to streamline its
procurement methods and tighten up its supply chain. Before Strategic Sourcing, each
of Lilly’s 28 plants handled purchasing independently. To give Lilly greater buying
clout, purchasing was centralized and 12 commodity managers created with authority
over all relevant details for the commodity. The centralized commodity approach led
Lilly to outsource all printing for its bottle labels, boxes, and information pamphlets.
Through Strategic Sourcing, Lilly expects to save $190 million a year by 1998.

AAR, inc. of Chicago followed a similar path. AAR started out as Allen’s
Aircraft Radio, a purchaser of surplus aircraft electronics—like radios from the
venerable C-47 Skytrain of “Over the Hump” fame in World War 1. Today it is a $500
million company listed on the NYSE. It has been transformed from an aircraft parts
trader into an inventory manager as airlines like successful Southwest Airlines turn to
cutsourcing to lower costs.

AAR buys entire spare parts inventories from major airlines and manages the
inventory and supplies it as needed to the carriers. Airlines like AAR’s system because
it frees up capital. Today, it is estimated that $25 billion is tied up worldwide in
reparable and spare parts for commercial planes. Of this sum, only $6 billion of
inventory is used each year.

Cutting this idle inventory can reap huge savings. Aviation consultants estimate
that a 25 percent cut in inventory would trim airline expenses by nearly $2 billion—a
boon to an industry which only earned $1.5 billion last year. AAR figures to capitalize
on the airlines’ trend toward owning only the “name on the door.” Of all the planes
flying in the world today, 65 percent are leased. As airlines outsource to save capital,
the vendor market for companies like AAR is expanding,.

6
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RECOMMENDATIONS

Outsourcing makes sense for much of the Pentagon’s supply chain—stockage,
transportation, issue, turn-in, repair, and disposal. Let me close with four specific
recommendations for the Pentagon that reflect the best practices developed by the
private sector for their inventory management challenge:

1. Focus on advances in inventory management software

Advances in inventory software have been revolutionary. Software is the tool
that allows the entire supply chain to become visible and responsive to the inventory
manager. The view of the “big picture” helps avoid choke points and enhances the
entire logistics chain.

2. Buy Off the Shelf

Buying commercial makes sense because it reduces contract costs and overhead.
[t also helps reduce the need to maintain excess inventory. Commercial off-the-shelf
solutions expand the supplier base and make the entire worldwide commercial
distribution network available to Defense Department needs.

3. Plan for Life Cycle Costs

For new systems, consider long term contractor support and outsourcing
maintenance and repair as the first option. Planning for the system’s life cycle from the
beginning promotes competition and lowers long term support costs.

4. Centralize Inventory Management

Centralized inventory management is desirable. Recall the Eli Lilly example. It
leads to increased competition and buying clout. However, centralized management is
not an excuse for large management headquarters. Information technology can pare
the layers of administrative bureaucracy between the supplier, buyer and the user.

| thank the subcommittee for the opportunity to present BENS' perspective on
this important part of our nation’s defense infrastructure. :

Business Executives for National Security (BENS) does not accept federal grants or
contracts. No federal funds were received in the current or two preceding fiscal vears.
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Mr. SOUDER. I want to thank you, Admiral, and you, Dr. Gansler.
I appreciate your testimony. You all have had to wait a little bit
longer today and be here with us longer than you, I think, had
originally anticipated. Because of this vote and because we have al-
ready lost our members on the minority side and because I am
going to have to run to make the vote myself, what we are going
to do is conclude the hearing at this time without any questioning,
but ask you—advise you that we will submit written questions
which we would very much appreciate your answering; and, Admi-
ral, your full statement—each of your full statements will be made
a part of the record.

Thank you very much, and with that, I will conclude. This hear-
ing is adjourned.

[Whereupon, at 12:15 p.m., the subcommittee was adjourned.]

[Additional information submitted for the hearing record follows:]
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Improving Defense Inventory Management

Follow-up questions to BENS testimony before the House Committee on
Government Reform and Oversight, Subcommittee on National Security, International
Affairs, and Criminal Justice. March 20. 1997.

1. Please compare and contrast “just-in-time™ delivery with the use of “supplier chains.”

The two inventory management concepts are alike in that they both focus on
reducing the quantity of raw material and secondary inventory (parts and components)
that sit idle awaiting their place in the production cycle. They differ in management
scope and the type of product to which they apply.

Just in time, or JIT, deals primarily with timing the arrival of materials and
supplies to their need on the production floor. It is more commonly used when
production runs are based on known dernand and can be predicted far enough in advance
so that suppliers can time deliveries to meet the production deadline. Most “functional”
products like prepared foods and personat care products (soup and toothpaste, for
example} fit a JIT production schedule.

The concept of managing entire “supplier chains” is more comprehensive than
JIT. It envisions extensive interaction and participatory problem solving between
supplier and manufacturer. The supply chain management technique enabled the private
sector to throw away its “build to inventory™ method and replace it, aided by information
technology, with the process of “build to order.” Where demand is uncertain, or product
life cycles are short, a supply chain management process makes more sense because it
provides flexibility and responsiveness. Each supplier in the chain is kept “in the loop”
on timing to respond to market demand. Innovative products like clothing (trend fashion)
and high technology electronics benefit from supply chain management.

2. What kinds of modern commercial inventory management software could be useful
for defense inventory management?

Muany types of software sofutions exist. The important concept for the Pentagon
to take from the private sector regarding inventory management software is that world
class companies have gone outside their own resources o secure inventory management
systems and software solutions from private sector vendors who specialize in such
operations. Qutside management solutions can be hired—off the shelf—at far less cost.
and be put in place in shorter time. than trying to develop application-specific solutions
with contracts and consultants.

A business example of commercial software applied to “stream inventory
management” is used at Eastman Chemical. a commeodity plastics and fine chemicals
manufacturing company in eastern Tennessee. Stream inventory management for the
company’s 1.500 different raw materials from 850 different suppliers requires gigabits of
information. To handle the load. Eastman Chemical developed the Global Business
Integrated Information System. or Globiis. Using software from Germany’s SAP as a
platform. Globiis is able to track inventories. worldwide, in real time. Once the on hand
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levels are set. one person tracks the entire inventory stream from raw material to finished
product.

3, What kinds of defense inventory activities should be privatized or outsourced? On the
other hand. what kinds of defense inventory activities are “inherently governmental” and
should never be privatized? Please give specific examples.

There s virtually no area of inventory management that cannot benefit from using
private sector techniques and vendors. The most profitable may be in material
management and transportation because the private sector has invested billions in a global
network of distribution and transportation hubs, The Defense Department’s innovative
attempt to reduce its deployment “logistics footprint”™—i.e., the amount of materiel that
has to deploy forward with combat forces—increases the opportunities to use quality
providers in the private sector to help it marshal and move its inventory when and where
needed.

“Inherently governmental™ refers to those activities which are solely the
responsibility of government and cannot be further delegated. For example, providing
combat forces is inherently governmental, Defense inventory activities are a support, not
a combat. function. It makes sense for the private sector to provide effective and cost-
efficient defense inventory management services so that the Pentagon can focus on
providing combat forces.

4. What were the original justifications for the “60/40™ rule? Do those justifications
apply in today’s national security environment?

Congress’ rationale for imposing the so-called 60/40 rule on depot maintenance

repair activities (specifically, 10 U.S.C. 2466 which prohibits the use of “more than 40
percent of the funds made available in a fiscal vear for depot-level maintenance or repair
for private sector performance.”™) is based on the conviction that national security requires
a robust public sector capability for peacetime depot-level maintenance that also provides
adequate wartime surge capacity. Underlying the rationale is a desire to protect jobs in
the public sector by maintaining the status quo in the public depot system.

~ The 60/46 rule makes it difficult for the Defense Department to get best value by
choosing either a public or private sector supplier for its depot maintenance dollar.
Today s national security environment is resource-constrained and clearly requires that
Congress extend the Defense Department’s management flexibility by encouraging the
savings and increased quality and efficiency that greater reliance on the private sector
would bring. The “60/40 rule” is arbitrary and impairs the Pentagon’s efforts to obtain
best value for the defense dollar. .

5. For depot-level maintenance dctivities. how much can DoD’s average turnaround time
be improved. and how will this be accomplished? How much money can be saved on
inventory and inventory management as a result of improving turnaround time?

[
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Competition. introduced by privatizing the depot maintenance system. wouid be
the single greatest contributor to improving turnaround time. Reducing turnaround time
for depot-level repair of systems and components gets to the heart of solving the
inventory management muddle. Inventory is a process, not an isolated event. Shortening
the repair pipeline requires that each step of the process be reorganized. The GAO
reported (testimony of Henry L. Hinton, Jr., March 20, 1997, before the Subcommittee)
that in separate Air Force and Army processes they studied, the private sector beat the
military service depots by a factor of 6 or more in turnaround time.

As for cost, the 1995 Commission on Roles and Missions of the Armed Forces
reported on over 200 public-private competitions at shipyards and aviation depots and
five at aircraft depots. On average, the private depots showed savings of 30 percent.
And. as BENS reported in its written testimony, the Air Force saved $50 million by
outsourcing its airborne transport of spare and repair parts. Clearly, there is reason to
investigate using private sector providers for some, if not all, depot-level inventory
management.

6. Many of the defense inventory problems we are discussing today have been with us for
at least 30 years. Why has change been so difficult?

A flurry of legislation enacted at the close of World War II and just prior to the
Korean War established parameters that control the size and management of defense
inventory today. Laws still on the books, such as the Strategic and Critical Stockpiling
Act of 1946, the National Industrial Reserve Act of 1948, and the Defense Production Act
of 1950. codified a “just in case™ methodology of maintaining sufficient inventory to deal
with the most stressing combat scenario. Changing this system is difficult because, for
many years, the Cold War provided a strategic rationale for holding large inventories.
Institutions sprang up, bureaucracies were built, and many jobs came to depend on
maintaining the status quo.

Today’s strategic environment and the constraints on defense resources demands
that the defense establishment change the way its has done business for over 50 years.
Old habits persist—the “60/40 rule™. failure to close more bases. maintaining a 40 percent
cxcess capacity in the defense depot system. To foster change. BENS believes that it
makes sense (o test proven private sector inventory management tools on the defense
sector.

7. How many military and civilian jobs do you anticipate will be lost as defense
inventory management is made more efficient? What is the best way to manage those job
losses?

Estimates of job transitions vary from sector to sector and industry to industry. In
the private sector, outsourcing an entire, non-core. function such as inventory frequently
means that a company will transition the workload and the jobs to the new provider. In
the US. job losses on the order of 10-15 percent generally accompany major transitions
due to streamlining, economies of scale, and consolidation at the managerial level.
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The key to overcoming job loss is confronting the problem head-on by combining
the resources provided by Congress. the Defense Department. and local communities.
BENS" decade of experience with base closings across the nation yields one overriding
lesson: aggressively pursuing private sector redevelopment pays off in a more prosperous
and stable local economy. Communities choose a risky strategy by clinging to public jobs
in in era of declining defense resources. Political action often aids this shortsighted job
protection policy. The private sector provides the best chance for a community 10
preserve and grow jobs.

Take, for example, the challenges facing the Air Force™ maintenance depots.
Today. the public sector employment base is shrinking. Tinker AFB in Oklahoma now
employs 12.000—down from 18.000 in 1993-—and its workforce is dependent on the
amount of government work it can attract. Contrast this situation to Kelly AFB’s 11.000
DoD jobs. 5,000 of which are being privatized and where commercial work may push
employment to 21,000 over the next decade.

There is a shortage of skilled workers in the US today. With unemployment just
over 5 percent in total. and much lower for skilled workers, the opportunities for Federal
workers to make successful transitions to the private sector—especially with focused
programs from government and local communities—are outstanding. Now is the time to
move DoD’s business activities into the private sector.

8. What Congressional action could assist in reforming defense inventory management?

Congress must continue to press the Defense Department 1o ook for private sector
solutions to its commercial activities. The private sector went through a painful decade
of reorganization in the 1980s but emerged more efficient and competitive than any other
economy in the world, Reforming the Pentagon’s commercial activities should capitalize
on the lessons of the private sector.

Congress should resist legislation that secks to preserve the status quo simply for
the purpose of protecting an installation. a function. or a small segment of the federal
workforce at the expense of the efficiencies and savings that outsourcing and. in some
cases, privatization of federal activities can provide.

9. What can groups like BENS do to assist in reforming defense inventory management?

BENS is uniquely positioned to help the Department of Defense make the
transition from sole owner to world-class buyer of quality services and support from the
private sector. BENS members. individually successtul in their own companies and
industries. can bring the recent experience of corporite America 1o bear on reengineering
the business of defense. Inventory management is an area the private sector has totally
revolutionized since the early 1980s. It would be surprising if none of the inventory
management techniques pioneered by the private scctor could help the Pentagon improve
its performance.

Solving the commercial business practice challenges requires completely
rethinking how the Defense Department organizes and manages its support and
infrastructure activities. BENS'is convening a Tuil to Tooth Commission to undertake a
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comprehensive review of these challenges. The Commission’s goal is to inject best
business practices into DoD operations so that funds for the warfighter’s “teeth” can be
freed up by cutting down and modernizing the Cold War era infrastructure “tail.” BENS
believes this approach offers the most promising way o remedy readiness concerns and
free up resources to modernize fighting forces.
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OFFICE OF THE SECRETARY OF DEFENSE
3140 DEFENSE PENTAGON
WASHINGTON, DC 20301-3140

DEFENSE SCIENCE
BOARD

Rep.

April 10, 1997

J. Dennis Hastert, Chairman

subcommittee on National Security,
International Affairs, and Criminal Justice
Congress of the United States

2157

Rayburn House Office Building

Washington, DC 20515-5143

and

Rep.

Thomas M. Barrett, Ranking Member

Subcommittee on National Security,
International Affairs, and Criminal Justice
Congress of the United States

2157

Rayburn House Office Building

Washington, DC 20515-5143

Dear

Sirs,

In response to youxr letter (of March 27th) listing a set of

six questions {as follow up to my testimony on March 20, 193%7)

here

are my answers.

Question 1.: In general, there is no reason why all of the
logigtics and inventory activities of the Department of
Defense that are contained within the continental United
States cannot be done by the private sector. In addition,
most of what is done in transportation and inventory
management offshore can also be done in the private sector.
The separation comes when we get to the actual battlefield
environment . Here, in general, this is the domain of the
work of the Dol that is “inherently governmental”. It is
important to emphasize that the purpose in making a shift {to
greater logistics participation by the private sector) is
first . and foremost to greatly improve the
responsiveness/performance of the overall DoD logistics and
inventory management system, i.e., from “factory to foxhole”;
then, to also make a dramatic reduction in cost to the
government of the overall system (in both dollars and
personnel} .

G
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Question 2.: The original reason for the large, organic
depot system in the United States was that during World War
II the private-sector industry was fully occupied in
producing new weapons systems; thus, a separate capability
was required for the repair and overhaul of the large number
of systems in use during the extended-duration, high-
intensity, conflict. This same rationale carried over into
the early phases of the Cold War, where the defense budgets
were still high and the principle scenario envisioned was a
centyal Eurcopean, high-intensity conflict. However, today,
the nature of the 1likely conflicts has changed; the nation
can no longer afford to maintain redundant capability in both
the private and public sectors; and there are many defense
industry firms who can no longer afford to stay in business
working only on the engineering and production of the limited
number of weapon systems being produced. Thus, these firms
should have the right to bid on, and perform on, the large
efforts {tens of billions of dollars/year} reguired to
maintain the older weapon systems. Thus, to achieve overall
efficiency and responsiveness, it is necessary to allow the
DoD to run competitions for the most cost-effective and
responsive maintenance systems possible -~ regardless of
whether they are in the public or private sector. In order
for the DoD to modernize its forces (while maintaining its
readiness), there are only two choices: either the DoD
budget is to be increagsed- to provide added resources for
modernization or the current infrastructure within the DoD
(including the organic depots) must be dramatically reduced
-- thus, freeing up the dollars required for modernization.

Quegtion 3.: World-class corporations today are achieving
dramatic reductions in inventory and persomnel while at the
same time achieving dramatic improvements in the turn-around
times for their logistics and maintenance activities. in
fact, these world-class companies are measuring their
responsiveness in hours or days, while the DoD responsiveness
is measured in weeks or months. By utilizing the same
technigues, i.e., of applyving modern information technology
to achieve total asset visibility and by utilizing rapid
industrial and transportation systems (along with opening up
the market to allow the utilization of the capabilities
provided by the firms achieving these results) the DoD can
similarly achieve such spectacular responsiveness. A key to
this is achieving civil/military integration at the
industrial level, so that the small volume of DoD peacetime
requirements can be efficiently performed, and when surge is
demanded the broad base is there to respond.

Question 4.: Achieving a shift of the DoD to such high-
performance systems is resisted for a variety of reasons: by
the military., because they have not yet fully developed the
necessary “proof* of the fact that the systems will achieve
the desired results on a dependable basis (something which
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must be demonstrated in a wide variety of cases in order to
build up this trust); by the government workers, who would be
affected if the DoD were to shift to more of a private sector
dependence; and by the politicians, who are concerned about
the impact on votes in their district or state that might be
affected by such a shift. Cbviously, each of these areas
must be explicitly addressed.

Question 5.: In order to achieve the savings potential, as
well as the improved performance, offered by a shift to a
modern logistics system, it 1is necessary to reduce the
workforce in the logistics area -- both in terms of civilian
and military personnel. The levels anticipated for reduction
are less than the percent reductions actudlly realized during
the 1994-1995 time period and thus they are both realistic
and achievable. Naturally, there should be explicit programs
set up to manage this downsizing in a fair and effective

fashion.
Question 6.: There are a series of Congressional

restrictions which currently greatly dinhibit the reguired
shifts to greater effectiveness and efficiency within the

DoD’s 1logistics (and other support) areas. These were
identified in the Defense Science Board report on Qutsourcing
and Privatization on page 38. Unless these barriers are

relaxed, it will be impossible for the DoD to modernize its
- forces without increased defense budgets.

I hope this information is of help to you, and I would be
pleased to supply any additional data should you so request.

Sincerely,

%XZL”, Al (i" ——

éacques S. Gansler

JSG:mds
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