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JimLocher: To talk about the fornmation of Defense Agencies, we
need to talk a little bit about the history of the Departnent of
Def ense. The Departnent of Defense's inplenentation of the
concept of unification was troubled for nearly four decades. The
Nat i onal Security Act of 1947, designed to unify the nmlitary,
produced i nstead a | oose, unworkabl e confederation of powerful

i ndependent Servi ces.

The OSD' s Historical Ofice said the 1947 Act, and | quote,
“confirmed the principle of unification by cooperation and mutua
consent." The weak Secretary of Defense had only the power of
persuasion to gain the cooperation fromthe services. The Joint
Chiefs of Staff were crippled by the de-facto veto each Service
coul d exercise on every issue.

The Services used their vast power to emasculate the unified
commands, despite the necessity for them denonstrated during
Wrld War 1l. Presidents Truman and Ei senhower repeatedly sought
to overcone the deficiencies of the 1947 Act. They did succeed
in strengthening the authority of the Secretary of Defense.
However, many ot her inportant areas remain unreforned.

It was into this hostile environnent, with continuing strong
resi stance to unification, central direction, and consolidation,
that the Defense Agencies were born. G ven the |arger
institutional battles being waged, the new-born Defense Agencies
had to fend for thensel ves.

The Defense Secretary's authority to create Defense Agenci es was
not requested by the Pentagon, but prescribed by Congress in the



1958 Reorgani zation Act. Not surprisingly, the Departnent of

Def ense was initially disinclined to use the new authority fully.
Fol l owi ng his 1961 appoi ntnment, however, Secretary of Defense
McNanmara enpl oyed the new authority to activate the Defense
Communi cations Agency, and to create the Defense Intelligence and
Def ense Supply Agenci es.

Initially, many agencies reported to the Secretary through the
Joint Chiefs of Staff. Eventually, managenent oversi ght becane
the sole responsibility of OSD, where it received |ow priority.
The mlitary departnments, sensing a |l oss of authority and
control, normally objected to the establishnment of each agency.
As they did to all Joint organizations that limted their

aut onony or assuned their responsibilities, the Services often
treated the Defense Agencies as adversaries.

As friction nmounted, detractors perpetuated nyths about the
performance of Defense Agencies. And as President Kennedy said,
and | quote, "The greatest eneny of the truth is very often not
the lie - deliberate, contrived and di shonest, but the nyth -
persi stent, persuasive, and unrealistic.” Over the past 40 years,
unsubst anti ated accusati ons have out nunbered genui ne assessnents
of Def ense Agency perfornmance.

The 1986 Col dwater-N chols Act succeeded in finding the elusive
bal ance between Joint and Service interests. Despite the Act's
intent of |eaving no Joint eneny behind, the Defense Agencies
never fully escaped their grim beginnings.

This nmorning's panel will exam ne the history of the Defense
Agenci es’ formation, assess the inpact of environnmental factors
in the agenci es’ devel opnment, and attenpt to separate fact from
fiction. Issues will include: Wen, how, and why were various
Def ense Agencies created? Wlat were the institutional and
cultural barriers? Wat were the expected benefits of

establi shment or expansi on of these agencies? Wat need for
managenent oversi ght was foreseen? And what | essons can be

| ear ned?

The four panelists bring a wealth of experience, and a variety of
perspectives on the Defense Agencies. David Gahamis an
Assistant Director of the Strategy Forces and Resources Division
of the Institute for Defense Analyses. Prior to joining IDA in
1984, he worked at the Departnent of Labor, the G vil Aeronautics
Board, the Center for Naval Analyses, and the Board of Governors
of the Federal Reserve System Dave co-authored the recent |DA
report, "Next Steps For Managi ng Def ense Agencies, Field
Activities, and Support Processes.”

Don Shycoff's career in the Departnent of Defense spans 37 years.
He served as a Budget Anal yst and Branch Head in the Bureau of

Shi ps, Budget Analyst and Ofice Director in the DOD
Comptroller’s Ofice, Deputy Conptroller of the Defense Logistics
Agency, Principal Deputy DOD Conptroller, and finally, acting DOD



Comptroller. From 1989 to 1992, Don | ed the Defense Managenent
Revi ew, which resulted in ngjor changes in a nunber of Defense
Agencies. Since |eaving governnment service in 1993, he has
served as a consultant and has witten two books, including the
"Busi nesses of Defense".

Rear Adm ral Jim Davidson, a retired Navy Supply Corps Oficer,
served 35 years in a variety of acquisition and |ogistics
assignnents, including three sea tours on the destroyer DeHaven,
and the carriers Oriskany and Nmtz. Admral Davidson was the
Executive Director of Operations at the Defense Logistics Agency
from 1989 to 1991, during both Desert Stormand the Pentagon's
Def ense Managenent Review. He retired in 1996 and joined Litton
PRC as Vice President for Strategic Logistics. Admral Davidson
brings a DLA perspective, as a custoner and operations officer
and now as a contractor.

Paul Strassmann is now President of his own publishing firm The
| nformati on Economics Press. He served for nore than 30 years as
a top-level information executive in business and governnent, and
as an i ndependent consultant for another decade. During the
1960' s Paul held the Chief Information Oficer roles at Genera
Foods and Kraft Corporation. 1I1n 1969 he joined Xerox, where he
organi zed and ran an agency simlar to the Defense Infornmation
Syst ens Agency.

In 1991 Paul was appointed to the new y-created position of
Director of Defense Information, and assuned responsibility for
DOD s Corporate Informati on Managenent Program He is a prolific
aut hor, having witten six books and over 200 articles on

i nformati on managenent and i nformati on worker productivity. As
a former Assistant Secretary of Defense for Special Operations in
Low Intensity Conflict, | also nust nention that Paul was engaged
in Wrld War |11 conbat as a nenber of a Czechosl ovak guerilla
commando unit in 1944 and 1945.

| think you'll agree we have a great panel to exam ne the issue
of formation of Defense Agencies. Dave?
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Dave Graham 1've been asked to give a briefing that sets the
stage for the panel's work. Il wll quickly go over sone of the
| egal background and history that some of the other speakers have
touched on al ready, describe what we nean by the Defense
Agenci es, and then provide an overall perspective on the issues,
pros and cons, that are debated about the agencies.

The work I'mgoing to present is based on the IDA review that was

performed in preparation for the QPR |'ve included all the
authors fromthat study, just to acknow edge the contri bution
that they've nade to this work. The majority of the statistica

and historical work that's in this briefing were prepared by Stan
Horowi tz and Bob Fabrie in particul ar.



Agencies & Field Activities
Reviewed for the QDR

(Tota of appropriated and working capital fund expenditures)

Common Support Quality of Life

- Defense Logistics Agency ($16.5) - Defense Commissary Agency ($6)

- Defense Info. Systems Agency ($4) + DoD Education Activity ($1.5)

- Defense Security Service ($.5) +  Tricare Management Activity ($17.4)

+ Defense Finance and Accounting

Service ($2) DoD-Wide Programs/Initiatives

DARPA ($1.9)

Contracting, Audit, & L egal - Ballistic Missile Defense Org. ($3.9)
* Defense Contract Mgmt. Agency ($1) +  Defense Threat Reduction Agency ($2)
+ Defense Contract Audit Agency ($.4) . Defense Security Coop. Agcy. ($.1)

- Defense Legal Services Agency ($.01)
Agencies shown in blue were formed to take advantage of
economies of scale to be gained from consolidation

Not Reviewed:
¢ INTEL: National Security Agency, National Imagery and Mapping Agency, D efense Intelligence Agency

« FIELD ACTIVITIES: American Forces Information Services, Office of Economic Adjustment,
Defense Prisoner of War/Missing Persons Office, Washington HQs Service,
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The agencies that we covered in the I DA review are shown here.
The slide gives a partial answer to the question of why agencies
were formed and what general functions they perform W

organi zed theminto four groups here: Common Support, Quality of
Life, Contract Audit and Legal, and DOD Wde Prograns and
Initiatives, primarily in the technol ogi cal area.

Many of the agencies were fornmed as Dr. Chu indicated, in search
of econom es of scale. Sone were forned to provide a critica
mass in an area, or to unify a policy in an area. As noted on
the bottomof the slide, we didn't cover all of the agencies in
our review. We didn't look at the intelligence agencies and
certain of the field activities.



A “Fourth Department”

Fourteen Agencies expend $57 B or 19% of DoD budget

- Appropriations $32 B*
- Defense Working Capital Fund 25 B**
* These are big businesses
- Lockheed-Martin $19.2 B (defense only)
- Defense Health Program 174B
- Defense Logistics Agency 165B
- Boeing 14.8 B (defense only)

*

TMA, DARPA, and BMDO appropriations fund Service activities.

* * Four Agencies operate under the Defense Working Capital Fund: Defense Finance and

Accounting Service; Defense Logistics Agency; Defense Information Systems Agency;
Defense Security Service
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Wiy are these of interest? As Dr. Chu pointed out, if you add
they are the size of a fourth departnent.
| ooked at account for about 20 percent of the DOD budget. The
Def ense Health Program and DLA are on the order of magnitude of
| ar gest Defense contractors.

them al | up,

sonme of our

The 14 we

It's also interesting to point out that their expenditures, if
you convert theminto GNP, would put themon a par with Hungary

or Finland or sone other sizeable econoni es.

enterprise;

it

So this is a mgjor

really deserves a | ook, and careful nanagenent.



Statutory Basis

- National Security Act

* 1958 Defense Reorganization Act

Whenever the Secretary of Defense determines it will be advantageous
to the Government in terms of effectiveness, economy, or efficiency, he
shall provide for the carrying out of any supply or service acti vity
common to more than one Military Department by a single Agency or
other such organizational entities as he deemed appropriate.

[Section 202]

Goldwater Nichols Act
Codified oversight by Principal Staff Assistants
Created Combat Support Agencies
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The next several slides provide sone historical background
material. Again, as was pointed out by Jim the |egal basis for
creating the agencies really lies with the 1958 Reorgani zati on
Act. Follow ng that, the various project initiatives of MNanmara
were responsible for identifying and creating several of the
agenci es.



Management Reviews & Initiatives

Pre-1975 1975 to 1990 After 1990

* McElroy Review «Defense Organization * Bottom Up Review
Study (Antonelli) « Commission on Roles

* 1958 Reorganization Act «Defense Organization— and Missions

* Project 100 ?‘L%i%;?)r Change * Quadrennial Defense

Review (1996)
* Project 60 *Packard Commission « Defense Reform Task
« Fitzhugh Blue Ribbon *Goldwater-Nichols Force
Defense Panel’ *G-N: “Reassessment of | « Defense Reform

Agencies & Field Initiatives
Activities”

*Defense Management
Report to the President

«Commissary Study siddo

When you | ook at the period from 1975 to 1990, again as Jim said,
there was focus in the Antonelli study on the war-fighting
support provided by the agencies. And then the focus through the
Packard Comm ssion, CGol dwater-Nichols and so forth on Joint war
fighting capabilities.

Begi nning at the end of the decade with the DVR report to the
President that Don Shycoff will tell us about, and a | ot of
ensuing activities, there really has been a | ot of focus on the
busi ness nanagenent of the agencies. You find when you | ook at
the records of when agencies were created and the justifications
for creating them the record really tracks quite well wi th that
kind of legal history that | just presented.



Agency Origins
(Formation of an Agency or its Predecessor)

Pre-1975 197510 1990 After 1990
DARPA DLSA DoDEA
DISA BMDO TMA
DLA DeCA
DTRA DFAS
DSS
DCMA + Revamped:
DCAA DISA, DLA, DTRA,
DSCA DCMA
[NSA]
[DIA]
[NIMA]
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Ei ght of the agencies we |ooked at were created nostly in the
1960s. Although we didn't ook at the intelligence agencies, |
added themto the chart just to indicate they had their roots
goi ng back to that period, also.

The 15-year period between 1975 and 1990 was one in which only
two agenci es were forned: BMDO to focus on strategic defense
and DLSA, a very small |egal support activity.

The third phase after 1990, actually, it began in 1989 - but if
you | ook at the period after 1990 there was a |lot of activity in
consolidating support - the education area, TMA Health, DeCA is
the conmi ssaries, DFAS in finance. Then there were also
significant additions for DSINT, DLA, DTRA, and DCVMA. So there
was a lot of activity with the agencies early in the 1990's.



Missions and Budgets

—&— Air Force
PEN & Army
Navy
=¥~ UsSMC
—¥— 14 agency total

80

N e S o

SDIO/BMDO, 84-87 Defense Health Program

Billions of FY 01 Dollars

ST ST X, 4

L LELELL LS ES

1984 SDIO (now BMDO) established, soon reached $48 1991 DFAS established, 20,000 personnel transferred
Personnel transfersto DLA:

1990 consolidation of supply depots, 26,000 personnel 1992 Defense Commissary Agency formed, $1B transferred
1991-95 consolidation of consumable item mgmt., 11,000 personnel. 1993 Defense Health Program established, $18B transferred

1990 consolidation of contract mgmt. in DLA, 5,400 personnel
1996 printing consolidated in DLA, 6,500 personnel

dlide-11

One of the issues of debate with respect to the agencies that we
ran into right off the bat with our review involved why the
agenci es’ share of the defense budget has been going up over the
| ast ten years. People ask the question of whether or not that
means they're not sharing in the kind of rigorous budget scrubs
that are being visited on the Services?

One perspective on that is shown here. |If you | ook at overal
budgets, the agency budgets have indeed grown, but the growth in
their budgets has coincided with a growh in the m ssions
assigned to them | just highlighted a couple of the key points
here. One you added four or five billion dollars with SDI Q
BMDO, in the md-80"s; and then DHP al one transferred 17 billion
dol l ars from what had been service accounts into agency accounts.



You get a simlar perspective when you | ook at nmanpower.
with the DVR there were hundreds of thousands of personnel
transferred out of the services into the Defense Agenci es.

Manning
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Agai n,
So

you had a trenmendous spike in the early 1990s in Defense agency
as the services were draw ng down.

manni ng,



DMR & DRI Initiatives

DLA * DISA
54% personnel reduction since ‘90 while + 23% personnel reduction since ‘94
adding major missions - Consolidation of DoD mainframe computing
- 1990 consolidation of supply depots, 26,000 operations( 194 centers => 6 centers); costs
personnel o ) down 70% since 1990; 947 billets returned to
1991-95 consolidation of consumable item Services
mgmt., 11,000 personnel. " - "
1990 consolidation of contract mgmt. in DLA, * New Director's“500 Day Plan
5,400 personnel - CINC representatives assigned & positive
1996 printing consolidated in DLA, 6,500 CINC assessments
~ personnel o - Twotier pricing
Distribution Depot Consolidation (30 =>21);
70% personnel reduction *  DeCA o
DLA lauded in CINC assessments + 29% personnel reduction since ‘90
Prime vendor program - Strategic management system and metrics
- Strategic Distribution Management Initiative - DCAA
DFAS + 39% personnel reduction since ‘90
- 30% personnel reduction since * 95; additional - Benchmarking: rates = 15% below
13% reduction already planned commercial )
Consolidated finance systems (127=>15) * Strategic plan and metrics
Consolidated accounting systems (197=>53) - DCMA
Cut cost of civilian payroll 50% ($6.50 per + 54% personnel reduction since 1990
account per month in ‘91 =>$3.20in ‘01.) - Consolidated districts (12=>3) and offices
AT76 studies have cut costs; new process (1200=>67)
lauded by external critics (Business Executives - Strong strategic management system and
for National Security). metricsin place
Introducing Activity Based Costing and - Leads DoD’s paperless Single Procurement
benchmarking System initiative
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There are two ways of | ooking at what the effect of the DVR and
DRI was on the kind of overall efficiency of providing these
support services. The first perspective is sort of the specific
tales that the individual agencies have to tell about the
econom es that were achieved in their area of responsibility. So
we've cited a lot of these things here. |In fact, the record of

t he acconplishnments of some of these individual agencies is
pretty inpressive and remarkabl e.

| don't think you can argue that they were standing still. In
fact, quite the contrary. DLA has done a trenendous anount of
i nnovati on through the Prine Vendor Program and ot her kinds of
i nnovative supply activities. They consolidated a |ot of the
depot s.

| f you | ook at DFAS there was a trenmendous consolidation in the
departnent -wi de finance systens and accounting systens. They
have targeted costs and cost reductions very severely in DFAS.
DI SA have al so acconplished a | ot of consolidation. So, the

i ndi vi dual agenci es have sone pretty good tales to tell about the
savi ngs that accrued fromthe consolidation.



DoD-Wide Support Costs

Funding Levels Relative to FY 1992
Ci

Personnel Levels Relative to FY 1992
+ t Dallar Py
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Stan Horowitz prepared this DOD wi de | ook at support costs which
| ends credence to the notion that consolidation has achieved
savings in sone inportant support areas.

Now, these data are based on a PA&E s allocation of budget
figures by functional areas. Wat we've shown in this chart is
ki nd of an index beginning in FY92, because that's as far back as
t hese data went.

You see that the operating forces are represented by the red
line. W have the funding level on the left hand side, and
personnel |evels on the right hand side. What you see is that in
fact the departnent has brought down funding and personnel for

| ogi stics and conmuni cations faster than they have the overal
force | evels.

In the health program area, the story is not quite so clean.
Total nmedi cal spending has not come down as nmuch as spending on
forces. However, that's been an econony-w de issue. Personnel
has conme down, roughly in conparison with the total forces.

The argunent this data nmakes is that the tooth to tail has gone
up a little bit in sonme of these areas.



Next Steps Proposed for the QDR

Address L ong- Standing Management Concerns

* Strengthen DoD-wide supervisory and investment
mechanisms

* Accelerate high payoff end-to-end process initiatives

* Strengthen performance contracts, with improved metrics
& benchmarking -- link them to program reviews

* Institute DLA & DISA pricing reforms

* Create privatization and outsourcing strategy--link to
process initiatives
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| would Iike to conclude ny presentation with this slide, which
think kind of anticipates a |ot of the issues that we'll be

t al ki ng about over the next day and a half. These are the five
mai n points that were made in the IDA report. These are things
t hat shoul d be | ooked at, shoul d have been | ooked at, and shoul d
be | ooked at in the QDR

Basically, our conclusions were that a | ot of what was intended
by consolidating support functions in the defense agencies has
been achieved. It has been the right way to go. However, this
does not nean that things are rosy.

So we suggested | ooking at these five areas. The first really
relates to the question Carl Dahlman raised to Dr. Chu. Is it
appropriate to | eave the day-to-day responsibility for the

agencies with the PSAs, who are the Under Secretaries and the
Assi stant Secretaries? O, do you need sonething above that?



Next Steps Proposed for the QDR

Address L ong- Standing Management Concerns

* Strengthen DoD-wide supervisory and investment
mechanisms

* Accelerate high payoff end-to-end process initiatives

* Strengthen performance contracts, with improved metrics
& benchmarking -- link them to program reviews

* Institute DLA & DISA pricing reforms

* Create privatization and outsourcing strategy--link to
process initiatives
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One of the issues that we saw, which is obvious when you think
about it, is that the activities of the agencies, the support
function activities, have to interface on a day-to-day basis with
the Services. The chains of conmand between the Services and the
agenci es, since the agencies report up through the OSD staff,
never really conme together until you get to the |evel of the
Deputy Secretary of Defense.

So you do run into the appearance that you have the OSD staff and
t he Agency on one side of the |edger, and the Services on the
other side. It appears that that can sonetines inhibit

col | aborative sol utions.

This brings nme to the second point, which I thought was an

i mportant conclusion coming out of this study. The agencies need
to interface with the Services in many different ways. Yet on a
day-to-day |l evel, we found that the hand-off between the Service-
| evel activities and the agencies was often a significant

pr obl em



Next Steps Proposed for the QDR

Address Long-Standing Management Concerns

Strengthen DoD -wide supervisory and investment
mechanisms

- Accelerate high payoff end-to-end process initiatives

Strengthen performance contracts, with improved metrics
& benchmarking -- link them to program reviews

Institute DLA & DISA pricing reforms

Create privatization and outsourcing strategy--link to
process initiatives
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"Il give you one or two quick war stories to illustrate. DFAS
has taken a |ot of the central responsibilities fromthe
services. To exam ne the pay area, we went down to the Norfolk
Naval Base. They have an office that's responsible for
collecting all the base-level information. The information then
gets passed to Ceveland to the pay center up there.

They find they have a 7 percent error rate in the data. So they
have a big office in Norfol k whose sole job is rectifying the
errors in this automated system

The problemthat you run into is the service people are saying
"Those damm guys in DFAS," and the guys in DFAS are saying "The
dam guys in Norfolk." Fromwhat we saw, there is no real way for
this to cone together in the current organization

We saw the sane problemin the Defense Security Service. DSS has
an automated systemthat was supposed to dramatically inprove
productivity. The service-level people do not have insight into
the status of security clearances they are processing. One of
the results of that is DSS receives a trenendous nunber of

mul tiple applications for security clearances.

These are kind of nundane exanples. However, all of you know
that when you're trying to create automated systens, you've got
to have that end in perspective to really nmake it work. W think
that's a real big-ticket item

The third one on our list —is really the business of creating
expectati ons between the services and the agencies, neeting those
expectations, and then tying that wwth the budget allocation
process.



Next Steps Proposed for the QDR

Address L ong-Standing Management Concerns

* Strengthen DoD -wide supervisory and investment
mechanisms

 Accelerate high payoff end-to-end process initiatives

*  Strengthen performance contracts, with improved metrics
& benchmarking -- link them to program reviews

Institute DLA & DISA pricing reforms

* Create privatization and outsourcing strategy--link to
process initiatives
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| know that Secretary Runsfeld has enphasized the need for
metrics. We think the performance contract framework that PA&E
has been trying to develop could be a very good way to go with
t hat .

The fourth itemhere is pricing refornms. | think we have a whole
session on that, so | won't talk about it. Finally, we agree also
with a lot of critics that you really need to take a strategic

| ook at privatization and outsourcing.

We think that it's not really just a philosophical matter of just
getting things out of the governnment. W think there really are
advantages to trying to |l ook at the private sector for supporting
t hese end-to-end process initiatives using the technol ogi es and
the skills avail abl e there.

Li ke a good economi st, |I'Il conclude by saying that dealing with
the agencies is an on the one hand, and on the other hand kind of
endeavor. Like any really central support activities in any

| arge organi zation there are certain benefits from consolidation.
We' re seeing those benefits.

But whenever you consolidate things, there's always the question
of responsiveness to the operating organi zations. How do you
create the managenent structure that gives you the best of both
worlds? That is really the way of |ooking at the chall enge that
t he Agenci es present.



Ji m Locher: Thank you, David. Don?

Don Shycoff: After hearing the first two speakers, |I'mnot sure
where | want to start. In terns of what | agree with and what |
di sagree with. So, | won't agree or disagree with anything. As
sonmebody who participated with the DVRs, | think it's inportant
to enphasize that | | ooked at Defense as kind of a business.

| said what was the output of our business? The output of our
busi ness was the operating forces. The Defense Agencies, if you
will, were the supporting activities of those operating forces.
But | tried not to forget that we were really | ooking at how we
support the operating forces.

My experience in DLA after having spent 16 years in OSD in the
Operations and Wbrking Capital Fund Directorate, gave ne kind of
an insight, which I was able to use when | cane back to Defense
in '89. Because what | noticed about DLA, was their devotion and
the | everage that the services had in DLA.

There were an awful | ot of people in DLA who spent their lives

satisfying the services. |In fact, as a budgeter, | couldn't
stand those people. Because there was nothing the services
wanted that they didn't get. | look at clothing - the only thing

a Chief of Staff or a service can do is produce a new uniform W
got a |l ot of those.

So, with that background, | canme in when the DVR report had been
witten. W had a license to propose sone changes. | renenber
when we were proposing them people would say to ne, "You're
going too fast. You're going too fast. Slow down."™ | would
say, "You only do this every 25 years. You had McNamara, and now
you have Don Atwood. But in another 10 or 15 years you'll find

t he next one that conmes along. And we'll make sone deci sions.”



So, during our time, Dave has just outlined those decisions that
were made. Let ne tal k about a couple of them One was the
Supply Depots. At the tinme, there were approxinmately 30 - ny
nunbers aren't too good anynore - of which DLA had six. Wile
Dave Chu tal ked about the enphasis on cost, | will tell you there
was an enphasi s on perfornance.

As a matter of fact, if you will recall the decision initially,
they were going to run a test in the Bay area. One day | called
out to the Bay area, got sone nunbers, and took themto M.
Atwood. | showed himjust on a PCL, on the yell ow worksheet,
this was the effectiveness of supply depots - which can be
measured in ternms of the line itens in and out of a building.
This is what it was, and this is what it is now

We went forward and nade that decision. Everything |I've heard
since | retired was that the DLA has done a very good job in
mai ntai ning that effectiveness and in reduci ng costs.

We rmade ot hers that are not as easy to neasure and they are
taking longer. One of those I'Il switch on to DISA. W had an
activity in the Departnent of Defense called the Defense

Communi cati on Agency. Paul Strassmann convi nced ne, because |'m
not a techie, that comuni cati ons was now taking place with a
conput er.

| became convinced that you could not separate communi cations
fromconputing. Therefore you had to get themtogether

organi zationally. |I'mnot sure how well it has worked since

t hen, because unfortunately Paul |eft and we didn't get it - and
| don't think they've got there yet.



Peopl e were conming to me and saying "You cannot do that. DCA
doesn't have the sane outl ook as the DLA people in ternms of their

responsi veness to custoners.”™ But | said "You have to do it."
And so | will leave to others how well it has worked, and whet her
it wll - and when it will finally get some success. | think

we' ve had sone cost savings.

Let me switch a little bit. The nost significant savings that's
cone fromthese consolidation, we've hardly tal ked about yet.

And that's single systenms. There is no way you will get a single
systemw th five organi zati ons.

Wen we started this, we had 27 civilian pay systens. Mbst of
us, if not all of us, get paid under the sane law. Every tine
the | aw changes, 27 central design activities had to go out and
make changes.

You'll only get to a single systemby having a single

organi zation. | used civilian pay as an exanple, but the rea
one is in the inventory nanagenent. That was one of the
consolidations we didn't get. Jim Davidson is replacing one of
the big protagonists on that, Ed Straw, in terns of a very
articul ate spokesman for the other side.

But we spend billions - | don't want to say mllions - we spend
billions on designing inventory nmanagenent systens. Look today
at what's going on with the enterprise systenms. W're not going
to one. How many enterprise contracts are there today?

| am convinced you won't get to a single system no natter what
| eadershi ps or organi zation you have. It will only happen when
you have one person doing it, or one organization doing it. W
did not achieve the success we wanted with inventory nmanagenent.
We did get sone consumable itens transferred. That one didn't

t ake pl ace.



Ji m Davi dson: Wiile we're setting up here, first of all, thank
you for allowing ne to join this distinguished panel. [|'m pinch
hitting for Vice Admral Ed Straw. For those of you who know
him he's up in New York on his second career, or third job.
He's had troubl e keeping a job - he's gone fromRi der to Conpag.
He's now President of Estee Lauder's operations. So he has a
perspective froma conmmercial |logistics that I don't have. |
have still been in Defense in terns of Litton, PRC, and

| nf or mati on Technol ogy.

As was nentioned earlier on, | spent 35 years in the Navy. |
entered in 1961, which so happened to be the year that DLA or
then DSA was created by General McNamara, or M. MNamara. Those
of you who have had an opportunity to neet Gen. McNamara, he's a
del i ghtful gentl eman

He would tell you he got what was |l eft over fromthe services.
Al'l those depots, those six depots Don nentioned, were well

wi thin the boundaries of the United States. Certainly not a
Navy supply center on the coast.

So, | grew up then, 35 years. Fortunately |I had an early tour in
1968. In fact it was Lieutenant Ed Straw and ne in Phil adel phi a.
W were provisioning the A7 aircraft. It was the A7E aircraft,

which was really a Navy aircraft. Sonebody in OSD had forced it
upon Air Force, so it was A-7D and A 7E, which made it a Joint
ai r pl ane.

This really caused trauma. The rules then were that if an item
was used by two services it had to go to DLA, or then DSA. O
course, we in the Navy didn't want anything to go to DSA

So Lt. Ed Straw and | went up to our boss, who was a crusty old
Navy Captain nanmed Gene Ginstead. W said "Captain, we've got
this problem W've got to transfer these to DSA according to
the rules, but we know that's the wong answer." He said, "Young
man, you're wong. You ought to transfer those to DSA because

t hose guys don't have to consult with the Service Secretaries.

To get the spares noney at the bottom of the budget, they go
right to the top to OSD. So the Navy readiness is really
better.” | said "Oh, okay, Captain, | got that."

And that stayed with ne for another 20 years. Later | had a boss
in OSD. Not according to the wiring diagram but in fact. The
Comptroller - that was M. Don Shycoff. And he directed that we
consol i date these depots, and I'Il talk nore about that as we go
t hr ough.



* WhatisDLA
- $16.B Commodity wholesaler and a
- Combat Support Agency...in theatre

* What were the benefits the past 41 years
- Tothewarfighter...better
- Tothetaxpayer...cheaper

* What are the issues/problems
- Service perceptions...cost... focus
- OSD...management oversight

* What should SECDEF do now?
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But for nmy m ssion today, what is DLA? What are the benefits,
what are the issues, and what should be done now? As nmentioned,
it is a $16 billion dollar conmmodity whol esal er and a conbat
support agency. They're in theatre today. DLA goes to war with
the CINCs, and | think the CINCs would tell you that.

By the way, about $8 billion of that is fuel, right, Don? About

half of that is fuel. The rest: a billion in food, a billion in
clothing, a billion in nmedical, and a couple billion for parts.
So, what are the benefits? | think they' re obvious, as |'ve had

the opportunity to read the reports that say the war fighter is
really better off because there's nore stuff for the war fighter.

To the taxpayer it has been cheaper in the last 41 years. |'m
delighted to read those reports that docunment those savi ngs.
There are some issues and problens I'Il get into. Then we'll

tal k about SECDEF.



DLA today:
The DOD primary inventory manager for consumables
- 100% of Food, Fuel, Drugs, Clothing
- 83% Class IX repair parts
The DOD retail direct maintenance provider for
- Some bench stock at some depots
- Pilot ClassIX...for some Navy sites ...soon Army/AF
The DOD requisition processor all services
The Federal Stock Number Data repository for all DOD and NATO (DLIS formerly
DLSC)
The DOD distribution depot system

Bottom Line... Foundation of DOD logistics today!
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We nentioned DLA today has 100 percent of the food, fuel, drugs,
and clothing. To give you an idea, ten years ago when | was in
DLA, we had milcon to build a warehouse for food. W never put
any food init. This is because DLA to its credit, as Don
suggests, got with the food industry and nmade that prinme vendor
or direct vendor delivery.

Today, food does not go through a government warehouse. Even in
Af ghani stan, the food is com ng out of Europe. It does not go

t hrough a DLA warehouse and saving receipt, stow, and issue
costs. So those savings are real. There's no question about it.

Most of the issues center around repair parts. Wapons system
support. I'll get into that because there are sone probl ens
there fromtinme to tine. Wlat's exciting to ne right nowis DLA
i's nmoving beyond being a whol esaler to being a retail provider
beyond food, drugs, or I mght add drugs - the pharnaceutica
trucks back right up to the hospital. The inventory is in the

t ruck.
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That's pretty exciting conpared to what it was in Desert Storm
when we had IV solution in 15 warehouses getting ready for Desert
Storm By the way, we had as we know, Desert Shield, Desert
Storm and Desert Surplus - that was the rest of it.

There were a |l ot of |essons |earned in those days. Despite al

of that, DOD - all of the requisitions for all of the services go
t hrough DLA activity. Some of you don't realize it, but that is
incredible the capability that we just take for granted. Now,
it's gotten nodernized and there may be sone little problens here
and there, but that's all the requisitions fromall the services.
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The DLA runs the Federal Stock Nunmbers. Now, sone people wll
criticize the Federal Stock Nunmbers and say we should go to UPCs.
M. Strassmann can tal k much nore about that, about what the

i ndustry practices. In the end, it's the repository for all DOD
and NATO. There's five mllion stock nunbers; four mllion of

t hem managed by DLA. By the way, DLA runs the DOD distribution
system

My point is the DLA today, right or wong and | think it's right,
is the foundation for logistics. It's what enabl es Secretary
Runsfel d or Chairman Meyers to execute, to get |logistics there,
hopefully just before the troops get there.



DLA Benefits
- Single buyer for common items for DOD
- Single wholesale distributor for DOD
- Economies of scale vs. service managed
- Surge capability
- Inventories more flexible and agile
- Easy to usefor Solders, Sailors, Airmen, Marines
- Leader in outsourcing and privatization
- Support tailored to market ...one size does not fit all

Bottom Line: Taxpayer wins!...More Effective for the

readiness of the warfighter .. .at less cost than the
alternative
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The benefits, obviously the single buyer and the whol esal e
distributor. But the econom es of scale is saying, what is the
alternative to it? Let the services nmanage it. | think it's
clear that there are obvious benefits in econom es of scale.

More inportantly alnost is the surge capability. Particularly in
this day and age of war fighting where it's asymmetric threat.
Where is it going to happen? The ability to nove inventories to
the new point of need is absolutely a war fighting capability.

| can recall again, Desert Storm when we | ooked up and said "How
many chem suits do we need, and where are they?" Oh, ny God,
they were in the POM stocks in Europe, and they were in Korea.

There's nuch nore to that story, but that's an exanple of who
owned the inventory and who could nove it, as conpared to today
as we nmove forward, that wwth DLA's ownership of the inventory,
up to point of consunption, allows that flexibility and agility
of the inventories to be a war fighting enabler. You don't have
to say "Mother may 1?" and go through three staffs to get
sonething if it makes sense to the national command authority.
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In that regard, it's really easier for soldiers, sailors, airnen
and marines. They can point, click, order it, and it cones.
They don't have to go through the yell ow pages to find something.

Even though there are people out there that will say "W ought to
get rid of this arcane systemand go to FedEx to the foxhol e and
do it like Wal -Mart does.” | would argue that DLA is doing that,
where it nakes sense. |It's an evolution, by comobdities that

| end thenselves to a conmercial marketplace. 1In the end, in
weapons systens support, frequently there's only one producer and
one user. There's not many commercial activities that are
interested in funding that $60 billion dollar inventory.

So the point being, on a bottomline basis, the taxpayer w ns.

It has been nore effective for the war fighter, including Vietnam
when | got parts on the Oriskany in the Tonkin Gulf within three

days if | needed it. The sane forward through Vi etnam days all

t he way through Desert Shield, Desert Storm Kosovo, Bosnia, and

today in Enduring Freedom |It's certainly at |ess costs than the
alternatives so that's been denonstrated. So that's great. Now

what ?



- DLA Problems

- Actual shortfallsin local supply availability in support of service
managed weapon system maintenance and sustainability

- Perceived lack of focus on customer...the warfighter

- Perceived inefficiency... high cost

- Inconsistent inventory investment

- Outdated information systems

- Current OSD policy encourages Weapon Systems Program
Managersto free lance outside DLA.

- Bottom Line...Can do better...with help!
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There are problenms. There actually are shortfalls in supply

avai lability. A couple of years ago, or certainly |ast year,
there were a lot of articles in the press about "Ch, ny God, the
hol |l ow force; we're going back; readiness is going down." 1In the
Navy we tal ked about it and tal ked about it. Stay behind

readi ness. That we were okay with the depl oyed forces, but the
squadrons came back and they had airplanes down for parts. That
was also true in the Air Force and the Arny.

Frankly, what happened then was there were big studies, at
relatively high | evels with people who had not been around the
busi ness very nuch. They canme away, they said "Ah, the parts are
the problem™ They pointed the finger at DLA and say "See there
- DLA screwed up. W ought to give it back to the services."

Vell, the truth of the matter is, and | think you can find out,
that DLA did screwup a little bit. Some of these charts and
studies will show you that it was substantial decrease in the
fundi ng of inventory.
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Just like everybody el se that manages scarcity, you figure out
how to prioritize the noney and DLA in the mddl e 1990s bought a
| ot of cheap stuff and filled the shelves and nmade the

avai lability look better. It was better, on a percentage basis.
They didn't buy the high-cost itens.

So statistically it wasn't bad, but in fact it hurt readi ness

pl aneside. And that's not tal king out of school, that's been
fixed. They threw $100 mllion dollars at it. M point is that
this has been happened before. In ny career, we woul d underfund
the spares and have a crisis, get everybody excited, and they'd
throw a bunch of noney at it. I'msaying it's an inconsistent

i nventory managenent investment process. |It's a bureaucratic
process. It's not anything other than that.

But, outdated information systens, as Don alluded to, that the
consunabl e itens are okay, but we never standardi zed the systens.
That's true. DLA today is nodernizing their SAMS systemwi th
what's call ed BSM - busi ness systens noderni zation - with a
comrer ci al COTS product.
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That's great. But so is the Navy - it has four different pilots
for comrercial COTS. Arny has one great big program Air Force
i s doing what they call spiral devel opnent.

In the end, there is a |ot of noney being spent. Hopefully nore
productively than it was spent in the first five years of the
1990s on JLSC when we tried to standardize it and put $1.8

billion dollars down the tubes with nothing out of it.
So there's been problens. There's still problens in information
systens. | would argue that there's also a little bit of a

problemin OSD froma policy perspective, in that the acquisition
side not only encourages, it practically directs program nmanagers
to go out and develop their own |ogistics system That is, to
freelance and to go around DLA and quote "save the surcharge".
Which gets into the pricing issues that will come up this

af ternoon, | hope.

So, bottomline, DLA has done great, but they can do better.
However, they need sone policy help.



* What should SECDEF do about DLA?

- Modernize the information systems
- DLA the defacto foundation of service logistics IT systems
- BSM the sixth try in last 20 years
- Accelerate implementation of PBD 422...management of Retail
inventories... better readiness through better visibility
- Direct Weapon Systems PM’ s to use the DLA system interactively...take
advantage of scale while exchanging logisticsinfo...tech data,
maintenance and reliability data...inventory availability... for service and
DLA decision support systems

Bottom Line: Make DLA better...more
effective...higher readiness for warfighter...more
efficient for taxpayers
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So what shoul d SECDEF do? As | alluded to, | believe going after
noderni zing the information systens is the key, as Don all uded
to. The de facto foundation of service logistic systens is in
fact the DLA system And we think DLA is on track with BSM now,
busi ness systens nodernization. But it is the sixth try in the

| ast 20 years to nodernize that system

There is a PBD out, 422, that says DLA ought to take over

managenent of retail inventories. | totally agree. [It's a great
idea. They're noving forward on it. It'll get better readiness
and better visibility. |It's not easy. Because it has DLA

pushing material to a variety of stock points, all the way down
to point of consunption. Wether it's in a depot or plane side
at an air station, or on a post dealing with sone conbat support
envi ronment .
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That's a good idea. Meanwhile in the new systens, | believe that
the policy ought to be torqued just a little bit to allow, or to
not direct PMs to use the DLA systeminteractively. Today's

t echnol ogy ought to be able to exchange the informati on on both

t he program manager, the operator, and DLA in terns of a decision
support system

The bottomline is, DLA can be better. |t can be npre effective.
There are |ots of neasures - nmetrics to neasure it. But in
today's readiness it's better for the war fighter than it

ot herwi se woul d have been without DLA. It's also nore efficient
for the taxpayers than it otherw se woul d have been w t hout DLA.



Background
- Starting in 1960’ s U.S.corporations create “ Services
Divisions.”*
- Starting in 1970’ s DoD creates “service” Agencies.

= Objectives:
- Redlize economies of scale;
- Consolidate scarce resources,

* Strassmann, Managing the Costs of Information, Harvard Business Review, gllgdz%

Paul Strassmann: It's a pleasure to be here. | wll
concentrate on one issue, and one issue only. That is,
neasur enent of performance. |n a hierarchy of requirenents to

run an agency, the question of performance and particularly of
productivity, is the one that has to be answered before you can
get into subordinate issues which are equally inportant, but
nevert hel ess subordinate. Such as quality, availability,

readi ness, the war fighting conditions, and so forth. | wll
narrow y concentrate on noney and noney only.

The reason | will concentrate on perfornmance neasurenent is that
you shoul d appreciate the fact that in 1961 the General Foods
Corporation created a DLA kind of distribution services

organi zation. | was involved as an analyst in that venture. As
the distribution services organi zati on grew, nanagement becane

i ncreasi ngly concerned about the kind of issues that you pointed
out. Nanely cost, responsibility, hand over, systens
conpatibility, and so forth. | was particularly working the

pi ece of interoperability between plants and distribution.
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In 1970, | becane the founder and general manager of a DI SA-|ike
organi zati on of Xerox Corporation, where | owned the data
centers, tel ecomunication, progranm ng, nmanagenent services, and
so forth.

After the first two years of jubilation, the questions started
com ng up, "Well, how well are you perform ng?" | got thrown
out of a nmeeting with the Board of Directors because | did not
have adequate, verifiable indicators of perfornance.

| will be specific - I will show you how you assess Defense
Agency performance. | will concentrate entirely on Defense
Agenci es.

| will then concentrate on perfornmance measuremnment, recogni zing

that there are other issues.



How to Prove DoD Productivity Gains

from Agencies?

1990 2001
Manning  Manning

Army 1,200,000 61,000
Air Force 820,000 405,000
Navy 920,000 405,000
Marine Corps 205,000 198,000
Total Services 3,145,000| 1,069,000
Total 14 Defense Agencies 100,000 200,000

Agency-to-Services Ratios 31.5 5.3

Note: Manning approximate, scaled from IDA graphics
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This is an exanple of the kind of newspaper,

stuff that gets thrown at you soneti nes.

ratio going from31.5 to 5.3 saying "Wll, wh

goi ng on?

The services are going down by alnmost two mllion,

you guys are doubling.”

Washi ngt on Post
The agency to service

at in the world is

and



Performance Results Act Requires
M easurement

* Sect 1115;(6): Describe the means to be used to verify
and validate measured values.

= Sect 1116; (2): ‘ Outcome measure’ means an
assessment of the results of a program activity
compared to its intended purpose;

= Sect 1116; (5): ‘ Performance indicator' means a
particular value or characteristic used to measure
output or outcome;
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The next slide is even nore sort of scurrilous. You pick a
certain nunber. Then you quote the nunber. That is supposed to
then act as a way of discrediting the whole program



Why Total Performance Measurement is
| mportant

* The CORM also observed that 21,000 are
employed by Defense Agencies to administer the
Department’ s contracts with industry. Such
administration was estimated to increase the cost
of products by 18% .*

* Commission on Roles and Missions (CORM), 1994
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The next slide is nore serious. | will try to address the issue

David Chu pointed out this norning, performnce neasurenent - how
do you neasure output?



Proposed Measure of Productivity

Transaction Productivity = %%

Cost of Goods
Cost of Transactions

TP =

Note: & Information Productivity is a Registered Trademark of Strassmann, Inc.
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What | will propose to you today, is a neasure that 1've
successfully used for alnost 20 years, called transaction
productivity. By the way, this has been presented to the Board
of CGovernors of the Federal Reserve. | just published
transaction productivity ratings for over 2,000 U.S. corporations
and over 500 European corporations. So this is something that is
wel | -docunented. It's sonmething that | do continually.
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What | will show to you is what the thing really | ooks |ike from
a top level standpoint as seen froma comercial environnment. |
wi |l conpare the transaction productivity of Wal-Mart versus
Kmart. As you may recall, Kmart was nuch bi gger than Wal-Mart,
and presumably was benefiting from econom es of scale.

Meanwhi | e, these guys from Arkansas were just driving their
transaction productivity until finally in 1995 Kmart woke up to
the fact that their transaction productivity was |aggi ng Wl -
Mart’s.
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By the tine Kmart tried to inprove their transaction productivity
by spendi ng DLA ki nd of noney for inproving informtion systens,
they just ran out of cash and crashed.

The | esson here is that |'ve now been tracking this transaction
productivity |ike phenonena at the top |l evel for a | arge nunber
of corporations and organi zations. |'mconvinced that at the top
| evel the ability to | ook at transaction productivity is the
first indicator that a conpany or an organi zation |ike DFAS, DLA,
or DISA really have to respond to.



How to Measure Transaction Costsin
theValue Chain

Q 0
Supply Chain Distribution Chain »| Consumer
~———
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Wiy this is inportant. | will now denonstrate to you by | ooking
at the problemthat has been hinted here a nunber of tines,
namely, can you | ook at transaction productivity in isolation?
I n other words, can you |l ook at DLA and say "Wat is the
transaction productivity of DLA?".

"1l submt to you that it is not possible. | wll show you why
it's so, and what should be done about it. So | will start with
what's called a supply chain, then a distribution chain which is
the feed all the way down to the consuner, and show you what are
sone of the cost rati os.



Costsin a Supply Chain — Generd
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Now |'m going to | ook at General Mdtors. These are real 1998 GV
nunbers. \Wen you | ook at GV they buy 57.5 percent of goods in
parts and materials fromothers. They have all other costs which
are called organic costs. Then they have transaction costs.
That's what General Mtors |ooks I|ike.

Can you eval uate CGeneral Mdtors on this basis? The answer is no.
General Mdtors purchases are really the result of a supply chain
t hat cascades in and that has to fill out fornms and has to do al
sorts of unnatural acts to conply with General Mdtors stock
keeping units. This gets into the whole issue of coding, record
formats, and so forth. This is what the e-business is trying to
address with a great deal of pain.

But you see that the transaction costs are not just General
Mot ors' transaction costs. Everybody else is adding their
transaction costs, which ultimtely has to be paid for.



Costsin a Supply Chain — General
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So that when you sumit up, actually, the General Mdtors supply
chain has transaction costs which are equal to their costs of

goods. By the way, | have conpani es where transaction costs
exceed that. There are conpani es that have a sufficient nunber of
| awyers and acqui sition personnel - that sort of paper shufflers

- to account for the nmoney. And doing a very good job, follow ng
exi sting procedures.



Potential Supply Chain Gains— Best e-
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| have now | ooked at the autonobile industry, and | see that
there is an enornous possibility to change the transaction costs.
This is an e-comrerce case. So, what | suggest to you is a
starter. For instance, for DI SA, you would have to | ook at your
current value chain, with all the subcontractors, contractors,
out sourci ng, and tel ephone conpany purchases and what have you.
Then | ook at what's called the best e-case. Then conpare
yourself - how close you are to the e-case, before you could
stand up before a Congressional comrittee, and denonstrate best
practi ces.
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Let's now | ook at the downstream thing, which is the consuner
goods side. There, alnopst everything downstreamis transaction
costs. So that when you | ook at the U S. manufacturing
corporations - and by the way, this is a summary of over 2,000
corporations - what | see in the next 20 to 30 years is a nassive
reduction in transaction costs as e-comerce kicks in.

As the direct |inking betwen the point of consunption to the
poi nt of supply, subject to integrated control, allows enornous
reductions in costs. Delivered costs and al so increasing
profits.
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Different M easures of Transaction

Productivity
Costof  Transaction Transaction
Goods Costs Productivity
Corporate (Agency) Case 79% 16% 497%
Supply Chain Case 34% 34% 100%
Supply + Distribution Chain Case 64% 81% 79%
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Let me show you sone of the cal cul ati ons of how you can fake
things with nunbers. You can | ook at the cases | gave you, and
say, "Well, I"'monly going to ook at DLAin isolation. 1'monly
going to |l ook at design isolation. |I'msurely only going to |ook
at DFAS in isolation.” I1'mgoing to run Strassmann's nunbers

t hrough. As you could see here, | can show that my transaction
productivity in isolation is 497 percent.

On the other hand, | have to submit to you that I can make those
nunbers conme out any way | want by outsourcing, or by hiring
contractors. |If you take what's called the total supply chain
costs, your productivity goes down 200 percent. Then when you

i nclude the distribution which is end-user, the payroll check
delivery without errors, corrections, and wi thout adjustnents to
sonebody - the nunber is 79.

The issue as | see it in the future will be the negotiation as to
what are the appropriate netrics for agency performance? It wll
vary from 497 to 79 and all nunbers in between.
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Let me now conclude with a case that |'ve been tracking now, and
witing about, which is a dismal case. This is General Mdtors,
the largest corporation in the United States. Presunably, the

| argest user of information technology in the area of |ogistics.
Subj ect to a nunber of articles, particularly by computer
vendors, showi ng how wonderful General Mdtors is.

| want you to see this is the declining transaction productivity
of Ceneral Modtors. As the transaction costs increased faster
than the cost of goods, there has been a halving of their
transaction productivity. This is bad news for Anerica. This is
bad news for General Mdtors.



Case: GM Market Share Declined with Declinein
Productivity
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When you | ook what has happened to General Motors particularly on
t he i npact of Honda and Toyota, is that the slope of the market
share al nost coincides wth the slope of the decline in
transacti on productivity.

Let me cone to a conclusion. At this neeting devoted to the

i ssue of the future of DOD agencies, may | suggest to you that

t he nunber one issue that will be energing over the next decade
will be a question of agency performance.

The GAOis just looking for this sort of thing. Congress wll be
| ooking for it. Again, we are dealing with enornous operations,
enornmous enterprises. | submt to you that w thout verifiable
performance neasures as to the ratio of output to input, the
future of DOD agencies will remain questionable. Wth those kind
words, I"msure that nmy totally non-controversial remarks wll be
subj ect to sone questions. Thank you.



Summary

* Transaction Productivity can be used to measure DoD
Agency performance.
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Ji m Locher: Thank you, Paul. Now, before we turn to questions,
| would ask any of the panel nenbers if they have an additiona
comment they would like to nake in response to another
presentation or sonething that has conme to mnd? |If not, we're
ready to take your questions. Yes?

Q M. Strassmann, it was a very interesting presentation.
Coul d you tell us a bit nore about how you define the
transactions expenditures you're tal king about? Also, could you
tell us how easy it would be to neasure those with current

gover nnent cost accounts?

Paul Strassmann: Answering the first question, it is for

pur poses of |large sanple analysis | use the cost of goods, COG
by FASBE standards: good, bad, or indifferent; sufficiently

| arge sanple, elimnating sone of the cheating that's going on.

COG which is a standard line itemon any financial report filed
with the SEC is the cost of goods. Transaction costs are then
SGRA, sal es general and adm nistrative costs.

Now, to answer your second question, the accounting systemin DOD
i's hopel essly inadequate to even approxi mate such a cal cul ati on.

Q Do you have any suggestions on how the departnent could nove
in the direction you're suggesting, short of changing our cost
accounts, which is always the first answer to everything.

Paul Strassmann: | have very little hope for change of the cost
accounting systemin DOD. \What really has happened is that |
encountered simlar situations both in General Foods and in
Xerox. \What has ultimtely happened, managenent just threw up
their hands. Because there was squabbling between operating



di visions and the service divisions. They just outsourced the
whol e thing. They said "Get rid of this thing."

By the way, very often it was very bad, m xed results. But in
desperati on and under pressure for profits, outsourcing is the
answer to the inadequacy of the accounting systemin Anerican
corporations. Regrettably so.

Jim Locher: Sone additional questions?

Q This is for M. Shycoff or M. G aham or whoever wants to
answer it. You talked a little bit about the need for better
supervi sory nechani snms at the OSD | evel. And since so many of

t he Def ense Agencies use revolving funds, can you talk a little
bit about what kinds of tools m ght be available at the OSD

| evel , and what kinds of information m ght be needed there to do
a better job of supervising?

Don Shycoff: Well, the use of revolving funds is, in ny mnd,

used basically to nake the custonmer the supervisor. |If it works
right, the pricing nechani smand pricing should equal costs. So
that's one answer, ultimately you have to work for the custoner.

O herwi se, as sone of you know, | wote a book on Defense
Agencies. | proposed a Secretary equal to the Secretary of the
Services, to manage the Defense Agencies, and not to have the
managenent in the policy offices of OSD. That's what | woul d do.

Q For the supervisor - what role would there be?

Don Shycoff: No, the customer would not be the supervisor. The
custoner is a service, buying sonething fromDLA  They put a |ot
of pressure on DLA. The Service is buying from DFAS or buying
fromDI SA. As Paul says, and as we see, we often say, "Well,
this isn't any good, so let's go to another source.” O as Dave
Chu said, "Let's build our own capability here."

| know for a fact the Air Force and Navy have depot systens that
were set up because they didn't trust the DLA depots. So, you're
al ways going to get that.

In my mnd you have to get the prices right and have the
custonmers pay. Hopefully you will get a systemin which the
custonmer finally realizes that what he has set up as an
alternative is costing too nuch. To reduce his overall budget
he'll get to the point of buying from DLA, or buying from
whoever.

Debby Christie: A brief comment on sonething Don said. | think
one of the problens we'll probably talk about this afternoon is
that the customer frequently does not know his true full cost.
They sinply can't see it. They know what price they're paying

t he agency, but they have no idea of the alternative cost. 1In
fact, it frequently appears free to the custoner, which is one of
the big problenms | think we have.



Don Shycoff: | think you' re right in that he doesn't know his
total costs. Many tinmes he knows what he's paying, but he
doesn't know what it costs himto produce. Fromtine innmenorial,
since we've had industrial funds, we' ve had custoners objecting
to the costs of industrial funds. Minly because all these
mlitary people they have doing things, they're free to them In
fact that's probably the nost significant costs that they don't

i ncur, or don't get charged for.

Dave G aham We tal ked about a couple of nodels for the top

| evel s of managenent. One that Dr. Chu nentioned would be to
create a super-agency, roll a lot of these activities under a new
Deputy Secretary or sonething like that.

We al so tal ked about anot her nodel, which I think also has a | ot
of merit. That is to really strengthen the staffing support to
the Deputy today and have them focus on really a couple of
things. One is establishing a set of performance netrics.

woul d think the current PSAs would be able to adm nister - would
be part of that nechani sm

| think that what M. Strassmann is tal king about is right on the
mar k. How do you really |ook at these end-to-end processes and
begi n to understand whet her they're working well?

The second big thing that really needs to be done was poi nted out
by Adm Davidson's comments on DLA. That is, you are working on
an end-to-end distribution initiative to try to unify that. But

| ook at the big players. You have DLA answering to OSD; you have
TRANSCOM and then you have the ClI NC commanders who have
responsibility for logistics and for theatre.

Where does that cone together? How do you get the | eadership
that really drives the kind of end-to-end solutions that you're
tal king about? | sort of see sonmewhere, and as | said earlier,
it really doesn't come together until you get to the |evel of
Deputy and Secretary.

You' ve got to create the horsepower that is able to ask the
guestions, to drive the creation of netrics, and al so address

t hese end-to-end process issues. Sonebody who can break the ties
and get away from weak conprom ses if the system m ght drive you
that way. So that has been our thinking.

Jim Locher: One of the problens you have with the OSD staff
supervi sing the agencies is you end up with ownership behavior -
the staff versus line distinction. You have the corporate
headquarters that owns part of the business.

In talking to Deputy Secretaries of Defense, they find the
princi pal staff assistants often cone forward as advocates and do
not provide them an unbi ased vi ew. Deputy Secretaries of



Def ense have had to go off and create their own capability to
provi de sonme i ndependent exam nation of the agenci es.

The agencies grew up, initially as small Mom and Pop ki nds of
organi zations. They eventually reported through an OSD princi pa
staff assistant. Now that they're so large, the fundanental
guestion of whether assigning a line responsibility to a staff
organi zation conti nues to nake sense.

Q Fromyour perspective on howthis went forward, did OSD
provi de the type of arrangenents that you |liked, or were there

ot her arrangenents that woul d have nade nore sense to you? @G ven
your experience having done this ten years ago, how would you do
this differently to get better OSD oversight?

Don Shycoff: | nean, we were so perfect, how could you do it
better, right? Ha, ha. |'mnot sure how to answer that

guestion. A lot of it has to do with individuals as well as
institutions. |It's where the power is located. | don't see

anything in the OSD organi zation that affected the results. O,
not necessarily the results, but what we established, getting to
t he deci sion of what we established. That was individuals nore

than it was any organi zational setup. |If | could answer it that
way.
| will say that one of ny frustrations nore as a DLA person who

had worked in OSD, is what we call a PSA. That policy person in
OSD doesn't usually have a | ot of influence over the Service.
Many tines they manage the hell out of the Defense Agencies
because they can't nanage the Service. DLA found that.

There were things that happened in DLA out of the |owest |evels
of OSD because they couldn't get into the Services. So there
was this one place where they really had influence. The one
place. | would go to the Director of DLA and say "Go over their
heads. They're nothing." O they were afraid to take them on.
So sonme of that goes on too.

Q At a neeting | was recently at in Cklahoma City, the issue
canme out that it was not possible to performthe needed nunber of
aircraft reworks because we couldn’t get the support we needed
fromDLA for things Iike nuts, bolts, washers and spacers.

So, we’'re holding up production of PDVMs for aircraft on the basis
of these little itens being mssing. Couldn’'t nake them

oursel ves? Yes, we could, but we're too busy. Can we outsource
it downtown to a Mom and Pop shop? Yes, but we're not allowed to
because DLA woul d sue us.

It is on the basis of such anecdotes that you see the hostility
towards the central nanagenent of DLA.

It's nuts. W can't go on that way. W need better netrics,
better service netrics.



The next issue is that in the Air Force now, through sone
research that they're doing , they are to manage the whol e supply
chain in a different way, and centralize the repair of parts in
the depots. This would be done on the basis of a centralized

al gorithmwhich is based on a systemcalled drive and express.

The netrics they want to use there is - will be things |ike
canni balization rates and sortie capability. | think the | ast
one is quite a good one.

But the point is that we often use flawed netrics. Exanples are
full mssion capable rates and tinme waiting for parts to arrive.
These are seldomrelated to actual requirenents.

You can actually often neet the sortie requirenent of a
particul ar weapons systemat rates that are | ower than those set
for m ssion capable rates.

And so today we are noving toward being able to manage the supply
systemusing intelligent nodels that include costs and allocate
scarce time, scarce people, and scarce assets to repair those
itenms which give the highest output in terns of marginal
contributions to sone netric. W've got to get those netrics.
And they've got to reflect real operational requirenents. But

we' re not there.

It's a very inportant topic.

Ji m Davi dson: May | respond to that?

Ji m Locher: Yes.

Ji m Davi dson: You hit several subjects, but the one that you

describe as people rolling in and saying "Ch ny God, | can't do
the KG 135 PDM | i ne because | don't have nuts and bolts."

I ronically enough, | can make anot her argunent that they have
nuts and bolts fromthree different sources. They have a program
manager that has a PBL type of contract, that's going to fill up

the nuts and bolts. They have an inventory DLA out buying the
same nuts and bolts that they may have the PDL contract on. And
oh by the way the PMfor the KG 135 thinks he's in charge because
OSD told himhe was in charge.

| would argue we're providing the same itemfromthree different
directions today, at the depot in North Island and ot her pl aces
around DOD. | continue to have that conversation. So there's a
ot of flak in the air.

More inmportantly, | conpletely agree with your point that in ny
experience we never fully solved getting the right parts for
depot mai ntenance. So you had backl ogs of airplanes, backl ogs of
engines. It becane a jobs programfor the analyst to try and
figure out, you know, how many parts and how nany dollars are
going to fix this thing.



So we outsourced it. In the case of the F-18 engine, GE can do
it. | can renenber frankly GE comng in and telling nme they can
do it better than we can. Results were the sane. We've still
got bare firewalls, engi nes backl ogged because of the
difficulties in predicting the next part.

Havi ng spent a | ot of noney and a |lot of years trying to buy, in
sonme cases with unlimted funds in some years, to throw

everyt hing that sonebody thinks they m ght need, and we still
mssed it. So l'minterested in these exotic new nodels, but I
know that they'll have to be based on data. The quality of the
data and what goes on at the depot, what goes on at the field

| evel , and what goes on in the aircraft carrier. Those systens
are not in place today. The Air Force and the Navy do not have
it. They may have systens, but they don't pull it all together.

Then you have a 1.5 hour sortie for a Navy airplane, for years,

until last nonth or two nonths ago. Six hour sorties or these 14
hour sorties. Back to your arithnmetic of your nodel. If you're
going to measure sorties, you're going to neasure flight hours,

and it's a sinple "gozinta" - how many parts goes into how many
hour s?

The sophistication of the nodel does not matter. Wile |'ve got
the floor, one final thing. Don alluded to this. He nenti oned
that little war story as the Pentagon wars or the DVR when he
went to the Secretary and said "Look at how screwed up they are
with this prototype out in the Bay area.” That was a little
personal , because that was ny prototype.

Don Shycoff: No, | said they were better.

Ji m Davi dson: There was an Arny facility at Sharp and a Navy
facility at Oakland and the Air Force’'s was Sacranento. It was a
60 mle triangle. W could have tested anything, got the rea
nmetrics, and gone forward to convince the Services that this was
a good idea and that really we're going to be better off.

Because we knew it.

But it didn't happen. W had this enotional outburst in the
Pentagon. They said, "Ch ny God, the Services are building a
case against us. By God, 1 February 1990, all depots, all 30 of
them go to DLA." It was arbitrary, capricious, | would argue
conmuni stic. Ha, ha. The Wall had conme down. But the result is
why |'m going through this anecdote. The Arny, Navy, Air Force
and DLA focused on how are we going to make this work.

If you'll recall history, 1 February 1990 was ki nd of during
Desert Storm O, 1991 was when we did it. | said 1990, neant
1991. Because it was right during Desert Storm And Desert
Shield had occurred before that. At New Cunberl and Arny Depot,
there was a parade of trucks going around trying to get into the
new facility.



And they were out there what, Don - ten, twenty, thirty days
trying to get into offload? So that we could offload the trucks
and then load the trucks to go the other way to Dover to fly it
to Desert Shield.

So the | esson | earned was when you nmake t he decision, nake the
decision rather than drag it out. If we would have done it the
ot her way, we'd have had the prototype in the Bay area and then
we' d have gone pi eceneal across the country.

The energy in defense and offense and which side of the table
you're on and where you see is where you sit, is a |lot of wasted
effort that never gets nmeasured. So ny nessage is, make a

deci sion now. That's what OSD should do. Go for it and get the
attention on that. Including parts, nuts and bolts, for engines.

Ji m Locher: M ke?

Q Thank you. 1'd like to offer a question as sort of a devil's
advocate, and push back a little bit on sone of the solution sets
offered. Just to sort of pronote discussion a little bit.

|"ve been involved with some work over the years which confirns
sonme of the observations nmade by the panel this nmorning. It is
consistent with the idea that yes, when you have Def ense Agencies
under principle offices in OSD you do get ownershi p behavi or out
of that. That's sort of a downside that conmes with that

appr oach.

But in considering alternatives to that, what's the rationale for
sort of the higher |evel decision to nove to a new super agency
or sonething like a mlitary departnent that has responsibilities
for so many di sparate agencies?

Wul d they still have oversight? Maybe not hands-on |ine
managenment oversi ght responsibilities, but wouldn't you still
expect the Conptroller to oversee DFAS, to set policies for the
departnment, which govern DFAS operations? How would that work?

Don Shycoff: Well, the sane way the Conptroller has sone
responsibilities today. Looking over the financial systenms of the

Arny, Navy and Air Force. It's nore in the dispute resolution
that | look to trying to equalize the Secretary of the Air Force
speaking to the Deputy. | would see sonebody as a Secretary of

t he Def ense Agencies, at that |evel.

You would still have the same structure within DFAS or DLA. It's
the resolution of those higher disputes that I'm nore | ooking at.
The | ogi stics operations would still be supervised at all |evels,
as it is today. | think it's the resolution of disputes that

we' re nore tal ki ng about.

Jim Locher: If you look at this issue, the Defense Agenci es have

very diverse responsibilities. If you put themall together into



one fourth departnent, their responsibilities aren't anynore
di verse than the responsibilities of the mlitary departnents.

| f you were concerned about the problem of having the agencies
grouped, you could put theminto sone natural groupings. The
nmedi cal and personnel, the intelligence, the |ogistics and

acqui sitions things. Then you would not have one super agency,
but rather, you would have three or four agencies. The role you
woul d then have for the OSD person is the role that they play for
mlitary departnents. They don't own the business. They can step
back, they can do that policy job, and be independent in their
perspective; unbi ased, hopefully.

Especially as we start thinking about these issues of

hori zontally. How are we going to go end-to-end process? That
OSD official has the responsibility for overseeing that
functional area. He has a tendency to have limted push in the
mlitary departnents. We would expect much nore of a horizontal
push comi ng out of OSD to take on sone of these fundanental

di sconnects.

Jim Locher: This is going to have to be our |ast question.

Nancy Spruill: GCkay. And | amsorry, |I did cone in |ate, so
maybe this has already been said. One of the things that the
Def ense Agencies, at |least for AT&L, say is a concern is that
there are already too nany cooks in the kitchen. They get
direction fromthe Conptroller to do certain things, they get
direction fromOSD to do certain things, and they get overvi ewed
by the Joint Staff in their conbat support roles and revi ews.

W get OSD to tell us as the principal staff assistants. What |
hear you saying is that you're going to put another cook in the
kitchen, rather than skinmm ng down the nunber of people that are

giving themdirection. | guess ny thinking would be to tell the
PSA to get everything lined up, rather than to put another cook
in the kitchen. I"d i ke to hear your thoughts.

Don Shycoff: Well, maybe instead of another cook, it's a
spokesperson. | would argue that the Defense Agencies don't

al ways have sonmebody speaking for them They may have a | ot of
cooks, but who speaks for the Defense agency?

Nancy Spruill: Well, for all our five agencies, it's the PSA who
wor ked - who that agency reports to. For exanple, on the DLA
it's the Deputy Under Secretary for Logistics and Materi al

Readi ness. They speak for and give direction to the Defense
agency.

Don Shycoff: She doesn't always get to the Deputy.
Nancy Spruill: They may have not done it as well as they shoul d.

However, |I'mnot sure the solution isn't asking themto do it
better and helping themdo it better. One of the things they're



working on is trying to have a board of custoners which they

woul d chair. | think there are some things going on to have them
do a better job. | agree they should do a better job.
Dave Graham Yes. | think Nancy raises really great points.

Wen we | ooked at the issues in the agency review, the PDR |

t hi nk what we started was with the observation that historically
when a Deputy Secretary or the Secretary gets engaged in these
things, they really have nade a difference. So that's good.

But the problemis that they' ve got so little tine and resources
avai l abl e to devote to anything, nuch | ess the Defense Agenci es,
that there really is not enough horsepower at that |evel to
engage on these things.

So, we | ooked at alternative nodels. W never really cane down
hard one way or another. W were really |ooking nore at the pros
and cons. How do you get stronger DOD-wi de focus on these

t hi ngs?

One way to do it would be to assist the Deputy within the current
structure to weigh in on things. Support the coll aboration of
the PSAs and the Services on DOD-w de issues. So that's one way
to go about it.

The other stenms fromthe belief that the Deputy is just not going
to have the time to really get involved in these things. So then
that | eads people to the idea that you really need a third person
at that |evel who focuses on these managenent issues.

If they're just another voice, another player, then that woul dn't
acconpl i sh what people have tal ked about. It would have to be a
heavywei ght who is on the level of a Deputy or a Secretary, who
really | ooks at the DOD-wi de issues. But again, we didn't cone
out hard on either one of those.

Nancy Spruill: Sure. | would just ask which Deputies say they
are not willing to step uptoit? 1've seen a change over tine,
at least in AT&, where there really is an attenpt to stand up to
the problem Especially in the |ast year or so.

Dave Graham Well, | may be speaking out of turn, this is

history. The term “Muse A ynpics"” conmes to mnd. | don't know
i f anybody here knows that. But we were told at one point an
attenpt was nade to bring these sort of things to that |evel.

And they didn't want to get into the details. So those are the

i ssues you face.

Jim Locher: We'll let that be the last comment. That |eads into
the first panel this afternoon, which is going to address this

i ssue of managenent and oversi ght of Defense Agencies. On behalf
of the panel, we appreciate your attention. Thank you.



