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REFORMING INVENTORY MANAGEMENT
THROUGH INNOVATIVE BUSINESS PRACTICES

THURSDAY, JULY 24, 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 12:10 p.m., in room
2154, Rayburn House Office Building, Hon. J. Dennis Hastert
(chairman of the subcommittee) presiding.

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

Ex officio present: Representative Burton.

Also present: Representative Sessions.

Staff present: Robert Charles, staff director; Andrew Richardson,
professional staff member; Amy Davenport, clerk; Mark Stephen-
son, minority professional staff member; and Ellen Rayner, minor-
ity chief clerk.

Mr. HASTERT. Good afternoon. The Subcommittee on National
Seé:urity, International Affairs, and Criminal Justice will come to
order.

Today the subcommittee is holding its second hearing on defense
inventory management. While seldom openly discussed, this is an
issue of tremendous importance to the Nation, and one on which
we will begin to focus more vigorously as a subcommittee.

Our first hearing on defense inventory management served as a
survey course, providing an overview of existing problems and op-
tions. The scope of our hearing today will be more narrow. We shall
examine how the Department of Defense has used innovative best
business practices, including virtual prime vendor and direct ven-
dor delivery, to improve inventory management. We will also exam-
ine how the department can buildupon its successes and expand
the number of items for which virtual prime vendor and direct ven-
dor delivery are used.

Joining us today are representatives from the General Account-
ing Office and the Department of Defense to discuss current and
future reforms.

As you know, the Defense Department has historically empha-
sized “just in case” practices, which necessarily involve the over-
buying and stockpiling of excess inventory. This approach has of-
fered availability for supply and repair, but only at the cost of effi-
ciency and savings. Today, modern inventory management prac-
tices offer both availability and maximum efficiency. In fact, the
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American business community has pioneered in sophisticated
methods of inventory management which allow both timely deliv-
ery and valuable cost savings.

It is time that these methods were more widely adopted by the
Federal Government. Methods like “just in time” delivery, supplier
parts, and prime vendor contracts could easily be applied to the De-
fense Department. Obviously, where military readiness is at issue,
we side with the need for total preparation, but there are countless
opportunities today for increased cost savings.

The department has been slow to adopt the cutting edge business
practices, but they have achieved at least one notable success. This
is in the area of virtual prime vendor and direct vendor delivery
for medical and pharmaceutical supplies. Under steady pressure by
Congress and GAO, the department has replaced a slow, costly sys-
tem of managing medical supplies with one that is more like that
used by private hospitals. Instead of numerous warehouses, the de-
partment now places orders electronically and receives medical
supplies on an as-needed basis from commercial vendors.

Adopting these practices has saved the department over $700
million since 1991. The GAO has suggested similar techniques for
other categories of defense inventory items, including commercially
available industrial hardware. The estimated value of potential
savings to America’s taxpayers by improved inventory management
by the Defense Department is in the billions of dollars. Our mes-
sage today is, let’s do it.

One last point: The embryonic program at Warner Robbins Air
Logistics Center is a step in the right direction, but the department
must continue to apply new practices, particularly to acquisition of
industrial items. Remarkably, the department has embraced this
idea for only this facility, and only since January. If broadly ap-
plied, Americans could save billions, and we, as a Nation, would
have a more efficient and highly ready military.

In conclusion, I want to emphasize that we all understand the
need to reduce infrastructure so our Defense Department can prof-
itably devote greater resources to modernization. We also want
maximum readiness. The department’s budget has been cut for 13
consecutive years. But, by contrast, the department’s wide inven-
tory management improvements could bring major rewards home
to the average taxpayer. Today, we will together begin that effort.

[The prepared statement of Hon. J. Dennis Hastert follows:]
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TO: Members of the Sub ittee on National Security,

International Affairs and Criminal Justice

FROM: The Honorable J. Dennis Hastert, Chairman

DATE: July 17,1997
RE: Hesring: “Reforming Inventory M: Through I ive B:
Practices.”

On Thursday, July 24, 1997, the Subcomumittee on National Security, International
Affairs and Criminal Justice will hold a second oversight hearing on Department of Defense
{DOD) inventory management. The hearing will take place at 12:00 p.m. in Room 2154 of the
Rayburo House Office Building.

L INTRODUCTION

This hearing will build upon the introductory hearing the Subcommitiee held on March
20, 1997 on lngistics and inventory management. The purpose of the hearing will be to examine
how DOD has used innovative business ‘best practices’ to improve inventory management, and
how DOD can build upon its successes and expand the number of items for which virtual prime
vendor and direct vendor delivery are used.

Testifying before the Sub ittee will be rep ives from the General Accounting
Office (GAO) and the Department of Defense. They have been asked to address the following
topics:

» The success that DOD has had in using virtual pnmc vendor and dnect vendor delivery
practices for the acquisition and delivery of medical and ph ipplies to over 150

medical facilities nationwide, as well as the use of ive busi practices for food and
clothing items.

* The feasibility of using virtual prime vendor and direct vendor delivery for olhcr types of
inventory items, such as hardware items and other readily availabi
the approximate dollar value of sich items.

and
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+ How sections 102 and 221 of the House National Security Committee’s Defense Reform Act
of 1997, which was amended to the 1997 authorization bill, may affect inventory
management.

« Inaddition, they may suggest some other legislative or policy reforms that would allow DOD
to aggressively implement business best practices.

Historically, DOD has emphasized ‘just-in-case’ practices of overbuying and stockpiling
excess inventory at many different locauons and levels. Thxs approach provided good
availability of supplies and repair parts, but only by sacrificing efficiency and savings. However,
modern methods of inventory can provxde both availability and effi c:ency In
recent years, American busi have developed many modem and sophisticated methods of
inventory management which ensure timely delivery and also save money. Many of these

hods — such as just-in-time delivery, use of supplier parks, and prime vendor contracts —
could be apptied to DOD’s inventory management operations to achieve similar efficiencies and
savings. Obviously, such commercial methods could rot be applied o DOD in a whelesale |
manner, but would have to be tailored to the unique requi of military readi still,
there is significant room for improvement.

A CASE STUDY IN SUCCESS

‘While the Department still has much work to do to reform its inventory system in
general, there is a notable success which both GAO and DOD will address, which merits brief
mention here: the use of virtual prime vendor and direct vendor delivery for medical and
pharmaceutical supplies. Due to steady pressure by Congress and GAO, DOD replaced its slow
and costly system of managing medical supplies with a system more like that used by private
hospitals and businesses. Instead of maintaining numerous h DOD now places orders
electronically, and receives medical supplies directly from a commercial vendor.

Virtual prime vendor and direct vendor delivery practices were first applied to medical
facilities in June 1993 in the National Capitol Region (the D.C. metropolitan area) which
ludes |3 medical facilities. The practices were so successful that by December 1995, DOD
was using prime vendor for 150 medical facilities nationwide. Both the GAO and DOD assert
that the use of virtual pnmc vendor and direct vendor delivery has been a great success. The

} ion of these practices was seen first hand by Subcommittee staff at Walter
Reed Army Medical Center, Washi D.C.,on April 8, 1997.
The GAO i that between September 1991 and S ber 1996, DOD reduced its
phar i dical and surgical inventories and associated managemem costs by about
S7l 4 million through the use of best practices. The majority of savings has resulted from the
of i pplies to military without having to replace inventories through

the purchase of additional stocks. The prime vendor program aiso enables DOD hospitals to
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reduce inventory costs. In August 1995. GAO reported that Walter Reed, in addition to 2 $3.8
million reduction in pharmaceutical inventories, saves over $6 million a year in related inventory
management expenses.

Army medical personne! say that the quality and efficiency of the service have greatly
increased as 2 result of the prime vendor program. According 10 the Army. from September
1991 to October 1996, Walter Reed was able to reduce stock lines from 4,342 10 534 items:
reduce mventory from $17.4 million o $1.8 millien; reduce military and civilian manpower from
72 to 36 persomnel in the materiel division; cut average order to receipt time from 20 days to one
day; reduce the amount of inventory, as measured in days on hand, from 380 days to 10 days;
and close six out of seven warehouses — a total of 56,506 square feet. Walter Reed was then able
to convert one of these warchouses into a modern medical training facility and conference center.

The GAQO suggests that similar techniques be used for other categories of defense
inventory items, including industrial hardware, such as fasteners, wiring, construction supplies,
and similar types of common, commercially available hardware. The estimated value of these
itemns in the inventory is between $7 and $10 billion. If implementation of best practices was
successful, DOD could reduce the dollar value of the inventory by approximately that amount
and reduce the requi for future purch of such items, while improving service to DOD
customers. However, until this year, DOD bad resisted that kind of broad application. Although
it has extended these best business practices to the acquisition and delivery of food and clothing
items, DOD only began to use these practices for industrial items in January of this year at a
single Air Force base. While the pilot program at Warner-Robbins Air Logistics Center is a step
in the right direction, the Subcommittee believes that DOD should be more aggressive in
applying these new practices throughout the Department.

ft should be noted that the lack of spare parts is currently the most aggravating factor
affecting total repair times in DOD maintenance depots. By improving the availability of
industrial hardware, DOD could expedite repair times in general and aircrafi repair times in
particular, thus reducing the requirement for the enormous 3490 billion inventory of aircraft parts.
Improving this area of inventory management could have a snowball effect that could lead to
faster repair times, significant reductions in inventory, and substantial savings to the taxpayers.

DEFENSE REFORM ACT OF 1997

H.R. 1778, the Defense Reform Act of 1997, was amended to this yeas's 1997 Defense
authorization bill. Sections 102 and 221, if enacted, would have significant affect on inventory
management, and are therefore appropriate topics of discussion at the hearing. Section 102 calls
for a reduction of 124,000 acquisition personnel over the next four years. Section 221 would
reduce the overhead of DOD’s inventory centrol points (ICPs), which play an integral part of
DOD’s procurement system, 1o no more than 8% of sales by September 30, 2000. This was
determined by comparing the ICP’s overhead with that of stmilar organizations in the private
sector. DOD is opposed to both provisions, saying that these recommendations were arrived at

3
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arbitrarily, and that such reductions would inhibit reform and jeopardize the combat support
mission of the Department.

CONCLUSION

Underlying the Sub ittee"s investigation is the realization that the Department has to
further reduce its infrastructure so that it can devote greater resources to modernization.
Substantia} financial savings in inventory management would free up defense doliars for military
P : h and development. combat training, and other warfighting necessities
which have been under funded and somewhat neglected in recent years.

WITNESSES
The following witnesses are scheduled to testify:

Panel One:

Mr. David Warren, Director, Defense Manag Issues, National Security and Intematinr;al
Affairs Division, General Accounting Office.

Mr. Kenneth R. Knouse, Jr., Assistant Director, General Accounting Office.
M. Robert L. Repasky, Senior Evaluator, General Accounting Office.

Papel Two:

The Honorable James B. Emahiser, Assistant Deputy Under Secretary of Defense for Materiel
and Diswibution Management, Department of Defense.

Dr. Edward Martin, Acting Assistant Secretary of Defense (Health Affairs), Depariment of
Defense.

M. Jeffrey A. Jones, Executive Director for Logistics Management, Defense Logistics Agency,
Department of Defense.

STAFF CONTA!

If you have any questions, please contact Andrew Richardson, Professional Staff
Member, at (202) 225-2577.
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Mr. HASTERT. With that, I would like to yield to the chairman
of the full committee, Mr. Burton.

Mr. BURTON. Thank you very much, Chairman Hastert.

I want to thank you for holding this important hearing on De-
partment of Defense inventory management. This area has been
identified by the General Accounting Office as 1 of its 25 high-risk
areas in the Federal Government because of its vulnerability to
waste, fraud, abuse, and mismanagement, and it has been on that
list for several years.

As the principal oversight committee in the House of Representa-
tives, it is our responsibility to oversee the efficiency and effective-
ness of all aspects of Federal Government operations, including the
Department of Defense. Congressman Hastert’s subcommittee has
been vigilant and aggressive in pursuing Department of Defense
oversight, especially defense inventory management.

Unfortunately, the Department of Defense has not effectively and
efficiently solved many of the long-term inventory management
problems, and therefore it is necessary for Congress to hold strong-
er oversight and scrutiny of the department’s practices in inventory
management, and we intend to do that.

Today, the department currently holds an estimated $69 billion
worth of inventory. Recognizing that a “one size fits all” solution
will not work for inventory management and that the sub-
committee cannot tackle the entire issue of inventory management
in one hearing, today the subcommittee will be focusing solely on
the consumable items within the inventory.

These include items such as medical supplies, food, clothing,
screws, lumber, and building supplies. This portion of the inventory
is valued at $18.7 billion. This hearing, according to Representative
Hastert, will focus on how the Department of Defense is managing
the inventory of items within this category, with particular empha-
sis on the $7.2 billion worth of industrial hardware items, such as
bolts, valves, and fasteners held by the department.

Over the last several years, the department has successfully ap-
plied best business practices to medical, food, and clothing items.
Today, we will be given more details about their latest efforts to
apply these practices to hardware items.

The subcommittee also wants to learn what the potential savings
could be if the department more aggressively adopted modern busi-
ness practices over the next few years, a goal that is shared by
Chairman Hastert and myself. While I am encouraged by the re-
forms the department has made in this area, I am, frankly, con-
cerned that the department is not moving fast enough, and I think
the American taxpayer feels the same way.

At a time when we are contemplating additional cuts in our com-
bat forces, it is vital that the department’s infrastructure be as
lean and as mean as possible. There is the potential to save billions
of dollars over the next few years in inventory management, which
could be reinvested in higher priority programs within the Defense
Department or returned to the taxpayer. This is an issue that the
committee will be working on for the duration of the 105th Con-
gress.
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Mr. Chairman, once again, I want to thank you for your leader-
ship on this issue, and I look forward to working with you in the
future.

I yield back.

[The prepared statement of Hon. Dan Burton follows:]
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OPENING STATEMENT OF
THE HONORABLE DAN BURTON, CHAIRMAN
COMMITTEE ON GOVERNMENT REFORM
AND OVERSIGHT '
JULY 24, 1997

Good afternoon. Chairman Hastert, I want to
thank you for holding this important hearing on
Department of Defense inventory management.
This area has been identified by the General
Accounting Office as one of its 25 high risk areas
in the federal government because of its
vulnerabilities to waste, fraud, abuse, and
mismanagement, and it has been on that list for

several years. As the principal oversight
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committee in the House of Representatives, it is
our responsibility to oversee the efficiency and
effectiveness of all aspects of Federal Government
operations, including the Department of Defense.
Congressman Hastert’s Subcommittee has been
vigilant and aggressive in pursuing Department of
Defense oversight, especially defense inventory
management. Unfortunately, the Department of
Defense has not effectively and efficiently solved
many of the long-term inventory management
problems, and therefore, it is necessary for
Congress to hold stronger oversight and scrutiny

of the Department’s practices in inventory
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management.

Today, the Department currently holds an
estimated $69 billion worth of inventory.
Recognizing that a one-size-fits-all solution will
not work for inventory management and that the
Subcommittee cannot tackle the entire issue of
inventory management in one hearing, today the
Subcommittee will be focusing solely on the
consumable items within the inventory. These
include items such as medical supplies, food,
clothing, screws, lumber, and building supplies.

This portion of the inventory is valued at $18.7
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billion. This hearing will focus on how the
Department of Defense is managing the inventory
of items within this category, with particular
emphasis oﬁ the $7.2 billion worth of industrial
hardware items (such as bolts, valves, and
fasteners) held by the Department. Over the last
several years, the Department has successfully
applied best business practices to medical, food
and clothing items, and today we will be given
more details about their latest efforts to apply
these practices to hardware items. The
Subcommittee also wants to learn what the

potential savings could be if the Department more
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aggressively adopted modern business practices
over the next few years, a goal that is shared both

by Chairman Hastert and myself.

While I am encouraged by the reforms the
Department has made in this area, I am frankly
concerned that the Department is not moving fast
enough. At a time when we are contemplating
additional cuts in our combat forces, it is vital that
the Department’s infrastructure be as lean as
possible. There is the potential to save billions of
dollars over the next few years in inventory

management, which could be reinvested in higher
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priority programs within the Defense Department

or returned to the taxpayer.

This is an issue that the committee will be
working on for the duration of the 105™ Congress.
Mr. Chairman, I want to thank you for your
leadership on this issue, and I look forward to
working with you in the future. I yield back, Mr.

Chairman.
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Mr. HASTERT. Thank you, Mr. Chairman. I certainly appreciate
your leadership in this area and many areas in the full committee.

At this time, I would like to recognize the Member from New
York, Mrs. Maloney.

Mrs. MALONEY. Thank you very much, Chairman Hastert.

I am very pleased that you are holding this hearing today on re-
forming defense inventory management through innovative best
business practices. I applaud your efforts to keep this issue in the
public spotlight, because I believe that we have a real opportunity
here to eliminate substantial waste at the Department of Defense
and save taxpayers billions of dollars.

Very importantly, as both sides of the aisle work very hard to
balance the budget, and we have suffered cutbacks in all areas of
government, it is important that the limited dollars that we have
are spent on keeping our armed services the best equipped and the
best prepared in the world, and certainly not on unneeded inven-
tory.

Earlier this year, the General Accounting Office responded to a
request from Congressman DeFazio, then Congressman Durbin,
and Senator Harkin and myself to investigate the amount of
unneeded inventory at the Department of Defense. The GAO re-
ported to us that DOD has $41 billion in unneeded inventory, in-
cluding $14.6 billion in inventory that will never be used, according
to the GAO, and $1 billion in inventory that will last 100 years or
more.

I must say that since I have been on this committee, I have read
the GAO reports that they have been issuing on this issue, and
every time I read about the problem, I think, well, the next GAO
report will show that the inventory is becoming less, that the great
military Department of Defense that we have will address the
problem that they are pointing out to them.

I must tell you I am astonished that every time I read a GAO
report, the number gets bigger; it grows. The inventory grows, and
I don’t understand that, with the expertise that you have in the de-
partment, that a problem like this cannot be addressed.

For more than a decade, GAO has documented mismanagement
at the department, yet the Department of Defense has made little
progress. In fact, the inventory continues to grow. The Department
of Defense continues to use outmoded technology and inventory
practices which waste money, and delays the timely repair of weap-
on systems and their components.

For example, just this year, the Navy reported that it stopped re-

airing more than 12,000 broken aircraft components, valued at
5500 million, simply because parts were not available. At the same
time, the military services continued to order parts for which they
already have 20 more years’ worth of supplies on the shelf. By
using best business practices, a modern corporation would not only
make sure that it needed the part before ordering more, but it
would also receive parts as soon as they needed them.

To bring DOD into the 1990’s, I have introduced legislation, H.R.
1850, which Mr. Barrett, the ranking member of this committee,
has cosponsored, that would require the Secretary of Defense to
begin testing various best business practices to improve defense in-
ventory management.
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I also drafted a version of this bill as an amendment to H.R. 119,
the House Defense Authorization bill. Unfortunately, the Rules
Committee did not accept my amendment. At the same time, I sent
a copy to the Senate and urged them to accept my legislation as
part of the Senate Defense Department Authorization bill. I am
pleased to inform the subcommittee that a version of my legislation
passed the Senate on July 11.

I applaud the Senate’s actions and urge the House to adopt Sen-
ate language in conference that will implement best business prac-
tices at the Department of Defense. And I appeal, in a bipartisan
way, to the chairman and other distinguished members of the
panel to aid in keeping this language in the conference committee
report.

I designed my language to promote the use of best business prac-
tices, like cellular manufacturing techniques, which involve bring-
ing all the resources needed to complete repairs to one location, the
elimination of excess spare parts inventory, and the rapid initiative
of repair actions, like the use of private entities for logistics serv-
ices such as warehousing.

I urge the Department of Defense to implement these techniques.
Once implemented, I am confident that the department will dis-
cover that these techniques can improve the support to the military
customer and enhance readiness, as well as save inventory and re-
lated management costs, and therefore allow us to spend more of
our dollars on the defense of our country and on the support of our
military men and women, and the inventory that they need, but
not unneeded inventory.

I yield back the balance of my time. Thank you.

[The prepared statement of Hon. Carolyn B. Maloney follows:]



17

AN UETON OUNA
RN

s s e ONE HUNDRED F7TH CONGRESS
onarosiEs Srave LoaECTET .
T e Congress of the Enited States
e ‘

o ES Caroe Bouse of Representaties
B ang moancous
T COMMITTEE ON GOVERNMENT BEFORM AND OVERSIGHT

P mnos
10U SHADEGS :«r-'zé& " 2157 Raveurn House OFFIcE Builoing
SorerR S N o WASHINGTON, DC 20515-6143 e
PETE SESSIONS, TEXAS MAAGRD E FORD: Jn. TEMMESSZE
s eaeras e aseay o emevun
i s -

omma fikent
July 23, 1997

REP. CAROLYN B. MALONEY -- OPENING STATEMENT

HEARING ON REFORMING INVENTORY MANAGEMENT
THROUGH INNOVATIVE BUSINESS PRACTICES

‘Thack you Mr. Chairman.

Iamplmsedthayoumholding(hishearing:odayon forming deft
best b I applaud your - efforts to keep tlus
lssue m the public spothght because 1 believe ttm we have a real opportunity here to eliminate
i waste at Dep of Defense and save taxpayers billions of dollars.

Earlier this year, the General Ac ing Office responded to a request from me,
Congressman DeFazio, then Congressman Durbin, and S Harkin to i igate the

of ded i y at the Dep of Defense. The GAO reported to us that
DoD had $41 billion in ded i y including $14.6 billion in inventory that will never
be used and $1 billion in inventory that will last 100 years or more.

For more than a decade, GAO has documented inveatory lmsmanagemem at the
Department, yet they have made little progi DoD conti 10 use Y
and inventory practices which wastes money and delays the timely repair of weapon systems
and their components. For example, just this year the Navy reported that it stopped repairing
more than 12,000 broken aircraft components valued at $500 million dollars simply because
parts were not available. At the same time, the military serviccscondmwtootderpaﬂxfor
wluch they alm.dy have 20 or more years worth of supplies on the shelf. By using best

a poration would not only make sure that it needed the part
before ondcnng more, but it would also receive parts as soon as they needed them.

To bring DoD into the 90's, I have introduced legisiation, H.R. 1850, which Mr.
Barrent has cosponsored that wouid mquu'e the Secrehry of Defense to begin testing various
best busi toi 1 also drafted 2 version of
this bill as an amndmem to H R. 1119, the Defense Authorization bill. Unfortunately, the
Rules Committee did not accept the amendment.
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At the same time, 1 sent a copy to the Senate and urged them to accept my legisiation
as part of the Senate Defense Department Authorization bill. I am pleased to inform the
Subcommittee that a version of my legislation passed the Senate on Jnly 1. 1 applaud the

Senan: s actions and urge the House to adopt the Senate languag: £ g the
P ion of best busi practices at the Dep of Defense.
1 designed my legislation to p the use of best busi practices like cellul
f: ing techniques which involves bringing all the resources needed to complete repairs

to one location, the elimination of excess spare parts inventory and the rapid initiation of repair
actions, and the use of private entities for logistics services such as warchousing. I urge the
Department of Defense to implement these techniques. Once implemented, I am confident that
the Department will discover that these techniques can improve the support o the military

and enh di as well as save inventory and related management costs.
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Mr. HASTERT. The gentlewoman’s time has expired.

I would also like to note that Mr. Sessions, a member of the full
committee, will be joining us today. Mr. Sessions is a member of
the Results Caucus, and he will be addressing this issue through-
out the 105th Congress.

I yield to the %entleman from Texas for an opening statement.

r. SESSIONS. Thank you, Mr. Chairman.

I appreciate your allowing me to serve with you today. As chair-
man of the Results Caucus, I am here to not only participate but
to gather and gain information and insight into the testimony that
is %oin to take place today.

he Results Caucus is a caucus that was appointed by Majority
Leader Dick Armey, a gentleman who has a distinguished career
in looking not only at our military but also the efficiency of govern-
ment. We are concerned about any government agency that re-
mains on the high-risk series, as a result of GAO and any audits
they perform. So my function here really, as chairman of the Re-
sults Caucus, is to gather information into what is being discussed
today.

Fr}(l)m a perspective of purely trying to look at good manage-
ment—I have heard said many times today, and heard many times
today—the efficiency gained from reform in this area of the defense
inventory management, I believe, can result in more money for the
Department of Defense to support its ultimate target and mission
statement, and that is of not only the defense of our country but
also combat readiness.

I take a perspective that I believe that the best disinfectant is
the light of day, and that oversight by this committee and the Re-
sults Caucus will be critical to the success of not only the military
but any other area we get into. The Results Caucus and the work
that we do should be considered positive, not only by the taxpayers
of this country, but also those agencies. I hope that the Defense De-
partment views our interaction with them as positive also.

Mr. Chairman, thank you.

Mr. HASTERT. I welcome the gentleman from Texas’ comments
and just want to say that we look forward to working with him.
I know that both the chairman of the full committee and myself
think this is an important issue.

Just let me say for the record, our goal is not necessarily to cut
defense spending. Our goal is to make sure that the dollars that
are spent are spent to support the men and women who wear the
uniforms and protect this country, that they have the wherewithal
to do their jobs, and that we are in the most efficient support pos-
ture possible, to make sure that the dollars are spent for the things
that are most important.

At this time, I would like to introduce our first panel. Mr. David
Warren is the Director of Defense Management Issues at the Gen-
eral Accounting Office. He is joined by Mr. Kenneth Knouse, an As-
sistant Director at GAO, and Mr. Robert Repasky, a senior eval-
aﬁ:&r at GAO, and Mr. Matthew Lea, also a senior evaluator at

I thank you, gentlemen, all for coming. In accordance with House
rules, we will swear you in, so please stand and raise your right
hands.

[Witnesses sworn.]
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Mr. HASTERT. Let the record show that the witnesses answered
in the affirmative.

Before you begin, Mr. Warren, I would like to extend my thanks
to the GAO for your recent and good work with the subcommittee
on this issue. I especially want to thank Mr. Repasky and Mr. Lea,
both of whom worked out of your Dayton office, for the work that
they have done, including travel with the subcommittee staff and
investigative trips to military installations nationwide.

Mr. Warren, please proceed.

STATEMENT OF DAVID R. WARREN, DIRECTOR, DEFENSE MAN-
AGEMENT ISSUES, GENERAL ACCOUNTING OFFICE, ACCOM-
PANIED BY KENNETH R. KNOUSE, JR., ASSISTANT DIREC-
TOR, ROBERT L. REPASKY, SENIOR EVALUATOR, AND MAT-
THEW LEA, SENIOR EVALUATOR

Mr. WARREN. Thank you, Mr. Chairman. We appreciate that.

I would like to just briefly summarize my remarks, if I could, and
have my full statement entered into the record, please.

Mr. HASTERT. Without objection, the full statement will be en-
tered into the record.

Mr. WARREN. I would also, as an opening remark, mention that,
as a result of the last hearing, Mr. Emahiser, who will be on the
second panel and has major responsibilities in this area, he and I
got together and thought it would be constructive to talk about the
areas of, in essence, mutual disagreement that we had on certain
issues. We have agreed to do that.

We have also agreed to put together a team of folks to look at
those items, so we can constructively start working toward solu-
tions. I just wanted to mention that as a positive result of the work
that has already come out of this particular set of oversight hear-
ings.

Mr. Chairman, members of the subcommittee, Mr. Burton, we
are pleased to be here today to discuss DOD’s use of private sector
business practices to improve inventory management processes. As
you requested, we will look at consumable items. They represent
about $18.7 billion.

Our testimony addresses three points: First, DOD, in fact, has
made some progress in reducing inventory cost and improving serv-
ices to customers.

Second, we still think significant opportunities exist to reduce
those costs further, and we think they lie, as you have said, in the
area of prime vendor and best commercial practices.

Third, we do, in fact, think that legislation that has been intro-
duced in this Congress represents a positive step forward and is
consistent with many of the recommendations that GAO has put
out over the past several years with regard to ways to address
these problems.

Let me give you a few more details on each of those areas. Re-
garding DOD’s progress, about 2 percent of the consumable items
that DOD manages are through the prime vendor program. Simply
defined, a prime vendor is a commercial activity that buys, stores,
and then provides items to a military customer upon request.

To its credit, DOD has achieved significant cost and service im-
provements through the medical supplies program, as mentioned in
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the opening statements. We estimate that savings in those areas
are on the order of magnitude of $700 million over a 5-year period.
This program is also helping to get DOD out the storage, distribu-
tion, and inventory holding business, which we think is important,
as well, and I think the department would agree.

Another important item with regard to that program is that it
puts DOD in a position of not having or minimizing the amount of
excess inventory that they have, because they are making a pur-
chasing decision much closer to the point in time that the inventory
can be used. So things that would intervene where the period is
longer, natural changes in requirements, things of that nature, the
likelihood of that happening is reduced.

The first figure that we have here to my left provides an illustra-
tion of what was mentioned in the opening remarks regarding the
success of this program. The key point to look at, the bars rep-
resent the total amount of inventory that was held starting in
1991, about $600 million, and the amount of inventory that we
have today in the medical area, and that’s about $200 million.
That’s a significant reduction.

Now, some of that, obviously, was occasioned by the force reduc-
tion. Other portions of it, clearly, we believe are attributable to the
medical prime vendor. That program started in earnest in 1993.
Prior to that, we had made recommendations to adopt the program.
The department was in agreement with that and started some ini-
tiatives to buy down the excess inventory they had, in anticipation
of beginning the medical prime vendor.

To me, this is a true success story for the department. The dotted
line shows that as the prime vendor program is implemented, you
see a trend of the inventory being held moving down. From an
overall context, this is the approach the private sector has been im-
plementing, principally during the 1980’s and very aggressively
during the 1990’s.

In addition to reducing inventory costs, this purchasing approach
also improves service to the military customer. For example, the
use of this practice has reduced the time needed to supply an item
from an average of 110 days to 8 days. In short, this means you
have helped to improve readiness.

DOD is also making similar progress in the food prime vendor
program. They also have a program underway in the clothing area;
however, that has not progressed far enough for us to make a full
assessment, but the early indications are that the trends are simi-
lar to those that you see in the medical area. They moved out very
aggressively in the food area. They have a ways to go in the cloth-
ing area.

Let me turn to some of the things where we see there are oppor-
tunities for further improvement. An area where DOD has made
little progress in adopting best practices is hardware supplies. This
includes such things as bearing valves, bolts, things of that nature.
The reason that we believe it is significant is that it represents 97
percent of the items that DLA manages and represents a substan-
tial financial investment.

For example, DLA annually purchases $2.6 billion of these types
of items and holds these items valued at about $7 billion. However,
our work has shown, in many cases, customer needs can still not
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be met. For example, at one repair depot where we did some exten-
sive work on the repair process, we found that mechanics ordering
parts received the full order only 25 percent of the time. Obviously,
that’s not the type of supply responsiveness that we are hoping to
see.

To improve hardware inventory management, DLA has imple-
mented a commercial direct vendor delivery program in about 17
percent of the sales in the hardware items. Also, it has started a
limited program in the prime vendor area, and that represents
about 2 percent of those sales.

Our second illustration, to your far right, the comparison I want-
ed to make here, you have a very much less aggressive program in
the prime vendor going on in the hardware area. You note there,
for the amount of inventory being held, that there has been very
little change since 1992.

What we would hope and will talk a little bit about here as we
go on, and I am sure we will discuss, is that we believe that there
is an opportunity to get a similar trend in the hardware area. In
other words, as prime vendor use goes up, we hope to see inventory
cost go down and supply responsiveness improve.

Last, I would like to make a few comments about the legislation.
We think it is important to note that these represent, we think, im-
portant opportunities to improve not only inventory management
but the use of best commercial practices in that process. As I said,
they are consistent with many of the recommendations that we
have made over the last several years.

For example, the House Defense Authorization Act of 1989 calls
for reductions in the overhead of inventory control points. We be-
lieve such reductions are certainly needed. A recent study that was
done by LMI and that we evaluated showed that savings could be
on the order of magnitude of $3 billion over, I believe, a 5-year pe-
riod, if consolidation could be achieved.

Also, we support several requirements in the Senate version of
the 1998 Authorization Act. Particularly, we are encouraged by
those provisions that relate to the application of best practices at
depot-level repair activities and the expansion of the use of con-
cepts such as prime vendor within the Defense Logistics Agency.

We think, by doing these things, particularly in the hardware
items, that you have high potential for improving DOD inventory
management and, obviously, reducing costs without impacting on
the war fighting, and we would hope perhaps improve that service
and level of capability.

Mr. Chairman, that concludes my summary. We would be happy
to respond to questions.

[The prepared statement of Mr. Warren follows:]
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Mr. Chairman and Members of the Subcommittee:

We are pleased to be here to discuss the Department of Defense’s (DOD) use of innovative
business practices to improve inventory management and the opportunities we see for further
application of best practices to DOD's operations. 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.! Today, we will discuss DOD's g of consumable items,
which represent $18.7 billion, or 27 percent of the total secondary inventory dollar value.?  As
requested, our testimony today will focus on (1) an overview of the success DOD has had in
using prime-vendor-type programs for medical, food, and clothing items, (2) the feasibility of
using prime vendor systems for hardware items (such as bearings, valves, and bolts), and (3) our
observations on recently introduced legisiation that perfains to improving DOD's inventory

managerent practices.
RESULTS IN BRIEF

DOD has successfully applied best practices to improve the managemen of medical and food
items, which account for 2 percent of the consumable iterns DOD manages. DOD's prime vendor ‘
program for medical supplies, along with other DOD inventory reduction efforts, has resulted in
savings that we estimate exceed $700 million. More importantly, this program has moved DOD
out of the inventory storage and distribution function for these supplies, emptying warehouses,

eliminating unnecessary layers of inventory, and reducing the overall size of the DOD supply

'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 & high risk area at that time because of too high levels of unneeded inventory and
inadequate systems for determining inventory requirements.

*Consumable items are items discarded after use rather than repaired.

1
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system. Also, DOD buys only the items that are currently needed because consumers can order

and receive inventory within hours of the time the items are used.

Despite the success of its prime vendor program for medical supplies and, to a lesser extent, food
items, DOD has made little progress in adopting best practices for hardware supplies, which
account for 97 percent of the consumable items. DOD continues to manage hardware items
using inefficient and outdated business practices, which have resulted in excessive inventory
levels, poor customer service, and delays in the repair of expensive military equipment.

Although the private sector has developed solutions to these problems, DOD's efforts to adopt

such practices are limited in scope and represent only a small part of its logistics operations.

Since 1991, we have issued a series of reports highlighting best practices we believe have direct
application to DOD’s operations.” However, DOD has not applied these best practices to the
majority of DOD consumable items, and inefficiencies in DOD's logistics systems remain. In this
context, proposed legislative initiatives, if enacted, would encourage DOD 1o change its inventory
management practices. Also, congressional oversight will continue to be a critical element as
DOD establishes plans, goals. objectives, and milestones for addressing its inventory management

processes.

We strongly support the need to improve the DOD's business practices and further reduce the
logistics infrastructure. Because of the potential impact improved business practices would have
on DOD inventory levels, operating costs, and the repair of weapon sysiems and component
parts, we believe DOD must be more aggressive in expanding the use of new management

techniques for these items.

See Related GAO Products at the end of this testimony.

2
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NVEN Al VERVIEW

The Defense Logistics Agency (DLA) is the primary manager of DOD's consumable items and
acts as the custodian of military aircraft, ship, and vehicle parts. To perform these functions,
DLA operates a massive logistics system that currently contains about 4 million items with a total
inventory vatue of $11.1 billion.* To store and distribute DOD's secondary inventory, DLA has
reported that it uses storage structures at 27 sites that provide 531 million cubic feet of storage
space. According to DLA, it employed more than 30,000 people in its material management

operations in 1996.

DLA's 1996 material management costs, excluding the management of fuels, were repornted at
about $8.3 billion. Of that amount, approximately $5.5 billion was spent to purchase consumable
items and $2.8 billion was spent to manage and distribute inventory. Also, DLA reported that it

disposed of $1.1 billion of excess consumable material in 1996.

DOD recognizes that it can no longer continue to operate a costly and inefficient logistics system.
In addition, DOD needs to achieve significant savings in its support infrastructure to help
increase funding for weapon system modernization and meet the goal of increasing procurement
funding from about $40 billion to over 560 biliion between fiscal years 1997 and 2002. DOD is
relying on initiatives, such as outsourcing and privatization, acquisition reforms, organizational

Eni 1001

t g and ¢ ion: g process reengineering, base realignments and

closures, personnel reductions, and inventory reductions to help produce savings in its support

areas.

In this connection, the Secretary of Defense has established, as part of the Quadrennial Defense

Review, a Defense Reform Task Force to review the Office of the Secretary of Defense, defense

*The $11.1 billion value of the inventory was estimated using the last acquisition cost of each
itern. In reporting the value to Congress, DOD reduced the amount to $9.5 billion, because
excess inventory was valued at salvage value (3.2 percent of the last acquisition cost).

3
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agencies, DOD field activities, and the military departments to look at ways DOD can consolidate
functions, eliminate duplication of effort, and improve efficiency. The Task Force plans to
consult with Congress and business executives who have streamlined their corporations in recent
years. The Secretary has directed the Task Force to submit its findings and report by November
30, 1997.

We have identified several best practices that have been successfully used in the private sector to
reduce inventory levels and logistics costs. In general, these practices provide inventory users
with a capability to order supplies as they are needed and then delivering those items directly to
the customer within hours after the order is placed. Ordering supplies only as they are needed,
combined with quick Jogistics response times, enable companies to reduce or eliminate inventory
levels, buy only the items that are currently needed, reduce or eliminate the possibility of

inventory spoilage or obsolescence, and reduce overall supply system costs.

Since 1991, we have highlighted three best practices--prime vendor, local distribution
centers/supplier parks, and integrated supplier--that reflect the new business philosophy in the
management of consumable items {see table 1). These techniques resulted in significant savings
for the companies that have used thern to improve their inventory management systems. We
recommended that DOD test these concepts and expand them, where feasible, to other defense

facilities.
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Table |: Best Practiczs Recommended by GAQ

Concept

Description

Prime vendor

A single vendor (prime vendor) buys inventory from a variety of suppliers and
stores the inventory in its warehouse. This concept is characterized by a close
parinership between the prime vendor and customer. The customer orders
supplies from the prime vendor, using electronic ordering systems that, in some
cases, are provided by the prime vendor. The prime vendor delivers inventory

items 1o the customer within hours of receiving the order.

Local distribution

centers/supplier

One or more suppliers focate a distribution center within close proximity to their

customers. From this focation, the supplier delivers items {o the customer within

parks 24 hours or less of receiving an order. The supplier is linked alectronically with
the customer. in some cases, the supplier can perform the receiving function
tor the customer in the local distribution center belore the inventory leaves the
facility.

integrated An integrated supplier assumes almost total inventory management

supplier responsibilities for a customer. This is the most aggressive form of a supplier

parinership where a supplier rapresentative works in the customer's tacility,

ordering supplies as they are needed, and replenishing storage locations.

Inventory is stored.-by the supplier in the supplier's untit ordered and
then delivered on a ‘just-in-ime” basis. An inlegrated supplier can also perform
quality inspections, maintain data on usage, test the quality of parts, prepare
pars kits, astablish electronic data interchange links and bar coding, and

provide vendor selection management.

The companies that have adopted these best practices have significantly reduced their Jogistics

costs. For example, as we reported in December 1991, Vanderbilt University Medical Center

reduced inventory levels by $1.7 million (38 percent) through the use of a prime vendor program.

In 1993 we reported PPG Industries eliminated $4.5 million (80 percent) in maintenance and

repair supplies and saved approximately $600,000 in annual operating costs by locating 10

suppliers’ activities at a supplier park about 600 yards from the PPG facility. In 1996; we found
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that a leading distributor of aircraft supplies reported its integrated supplier program reduced one
customer's inventory by $7.4 million (84 percent), while filling 98 percent of the customer’s

orders within 24 hours.

D HA VED ESS A
PRIME VENDOR PROGRAMS

Starting in 1993, DOD has successfully applied the prime vendor concept to its management of
medical supplies. The prime vendor, which delivers the items to the DOD hospitals when
ordered, has enabled DOD to reduce the need to store and distribute medical supplies. As a

resuit, DOD has been able to reduce its inventory and supply system resource requirements.

DOD implemented this prime vendor program within a relatively short period of time. The
overall implementation strategy was to test and evaluate the concept first in one geographic
region (the National Capital Area), and expand the concept nationwide to 20 other geographic
regions. DOD began first with pharmaceutical items, such as aspirin and antibiotics, then
followed with medical supplies, such as syringes and surgical gloves. According to DLA, nation-
wide roll-out of the pharmaceutical and medical prime vendor programs took a total of 20 and 40
months, respectively. Presently, DLA reported that almost 200 DOD medical facilities use a

prime vendor to meet most of their pharmaceutical and medical supplies needs.

As the prime vendor program was established nationwide, inventory levels hegan to decline, and
warehouses once filled with these iterns were being emptied (see fig. 1). At one of DLA's
primary storage depots for medical supplies, DLA estimated that storage space requirements

dropped by about 40 percent over a 3-year period.
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Figure 1. DOD Medical Inventory Levels and Prime Vendor Lrends 1991 - 1996
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In addition, as a result of the prime vendor program, logistics systems at DOD medical facilities
were shrinking. Walter Reed Army Medical Center officials, for example, estimate the prime
vendor program reduced inventory lines stocked by the Medical Center from 4,342 to 534,
reduced inventory levels from $17.4 million to $1.8 million, reduced personnel levels from 72 to
36 full-time equivalents, and closed 6 out of 7 warehouses. Walter Reed officials estimate that
they save approximately $6 million each year as a result of the prime vendor program. Table 2
summarizes our estimate of savings that have accrued DOD-wide from 1991 to 1996 as a result

of the medical prime vendor program and other related inventory reduction efforts.
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Table 2. Estimnated DOD Medical Inventory Savings

Dollars in millions

Type of savings Estimated Amount
nventoty reductions $409.5
Helding cost reductions 118.9
Product cost reductions 154.0
Distribution cost reductions 313
Total $713.7

As table 2 illustrates, this estimate includes realized savings from reduced inventory levels and
the associated holding and distribution costs and realized reduced product costs. For example, in
1995, DOD estimated that the amount paid by medical facilities for the top 16 prime vendor

pharmaceutical items was $37.7 million lower than 1993 prices.

The medical prime vendor program has also provided a quicker pipeline between the
manufacturer and end-users, which has moved procurement decision closer to the time the items
are actually used. Under the traditional military logistics system, hospital warehouses would wait
an average of 20 days to receive supplies ordered from DLA warehouses. DL.A would take an
average of 90 days to order and receive items from manufacturers. The prime vendor can deliver
supplies directly to the hospital within 1 day of receiving the order and can order and receive
supplies from manufacturers within 7 days. Therefore, the process that used to take an average

of 110 days has been reduced to 8 days.
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Feod and Clothing Prime Vendor P

As with medical supplies, DLA's use of prime vendors for food has reduced DOD logistics costs
and improved customer service. In 1994, DLA began testing the use of prime vendors to supply
food to military dining facilities. By the end of fiscal year 1997, DLA plans to have prime

vendors supporting all military dining halls in the continental United States.

Since fiscal year 1994, DLA has reduced peacetime food inventories by over 40 percent. In a
demonstration test of the prime vendor concept in a four-state area (Florida, Georgia, South
Carolina, and Alabama), DOD estimated that it saved $16.8 million in food inventory reductions
and related costs.  Another location outside the test area using the prime vendor concept
estimated that it saved about f? million. At one facility we visited, service officials were able to
vacate two warchouses that previousty were needed to store food items. Officials we spoke with
were more satisfied with the delivery service provided by the prime vendor than that provided by
the traditional DOD supply system. For example, the prime vendor can deliver food to dining
facilitics within 1 to 2 days instead of 30 days under the DOD system. DLA is projecting that

the p ial savings jated with this program could be as much as 31 billion over the next 5

years.

DLA'’s adoption of the prime vendor concept for clothing items is not as advanced as the medical
and food prime vendor programs. In April 1994, we recommended that DOD test the prime
vendor concept 1o improve management of high-usage uniform items. In March 1996, DOD
began testing a prime vendor program at the Air Force recruit induction center Jocated at
Lackland Air Force Base. This test is expected to continue for two more years, Since 1993,
based on DLA's records, clothing inventory has decreased 12 percent, from $1.7 billion to $1.5
billion. According to our analysis, this inventory could meet DOD's requirements for the next

1.5 years, based on demands received in 1996,
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DO ES IN CIENT AND N TIVE
NAGEMENT Hi FOR WA TEMS

DOD’s use of best practices is least advanced for hardware items (such as bearings, valves, and
bolts), which represent 97 percent of DLA's inventory items. DOD continues to use outdated and
inefficient business practices that require DOD to buy and store hardware items in DLA
warchouses and base-level supply systems in an attempl to ensure that inventory will be available
to customers. In some cases, DOD buys inventory years in advance of when the items are
actually used. For example, based on our analysis of DOD records, over 60 percent of DOD
hardware items, valued at $2.7 billion, did not have a demand from September 1995 10 August
1996. Despile this inventory investment, however, in many cases, hardware inventory is not
available when needed by DOD customers. When hardware inventory is not available, the repair
of costly weapon systems and components is delayed. Although DOD has taken steps to improve
its Jogistics practices and reduce inventories, more aggressive steps could provide better customer

service, enhance readiness, and reduce logistics costs.

During fiscal year 1996, DLA reported it purchased $2.6 billion in hardware supplies and sold
$3.1 billion in supplies to the military services.” When the services order hardware supplies from
DLA, the supplies are sent from the DLA warehouses to the military services, which, according
to DOD records, takes an average of 25 days. The services operate a base-level logistics system
to deliver the inventory to the end user. This system usually requires that the inventory be stored
in three separate locations--bulk storage warehouses, central distribution storerooms. and end user
locations. When DLA and service-owned inventories are combined, the total inventory levels
could meet current DOD requirements, in some cases, for several years. Figure 2 is an
illustration of the traditional multi-layered logistics system, as highlighted in our April 1997
report on the Army's logistics system, and shows the millions of dollars of hardware inventory

that a service facility can hold.

*DLA buys inventory using working capital funds. The services purchase inventory from DLA
using operations and maintenance funds appropriated by the Congress.

10
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Figure 2. DOD's Logistics System Used at Corpus Christi Anmy Depot
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As of September 1996, DLA reported it stored $7.2 billion worth of hardware items in
distribution depots and warehouses. On the basis of inventory levels and past demands for items,
we estimate that this inventory could satisfy DOD's requiremnents, on average, for the next 2.3

years.

Despite DOD's large investment in inventory, the supply system frequently does not meet the
needs of its customers. As of September 1996, DLA reported it had over 574,000 customer
orders, valued at $843 miflion, that it could not fill because it did not have the right stock on

hand. C s had been waiting on these parts for an average of over 3 months. Also, the

base-level supply system frequently did not meet orders placed by mechanics and other

customers. For example, according to Army ds, the base h at one Army depot did
not fully meet customer orders 76 percent of the time during 1996. At four other locations we
examined, base-level systems did not meet customer nceds between 30 and 72 percent of the

time.

11
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When hardware supplies and other parts are not immediately available to mechanics, it delays the
timely repair of weapon systems and their components. For example, the Navy calculates that
the lack of parts increases the repair time for aviation parts by as much as 74 percent. As of
January 1997, the Navy reported it had stopped repairing over 12,000 broken aircraft components,
vatued at $516 miilion, because parts were not available to complete repairs. The Navy had
packaged and moved the partially repaired items to a warehouse next to the repair facility. At
the time of our review, these items had been storage for an average of 230 days. Also, according
to Air Force records, mechanics at one Air Force depot location had stopped repairs on 2,748

items, valued at $193 miflion, because necessary parts were not available,

DOD COULD BUILD ON EFFORTS TO ADOPT BEST PRACTICES
FOR HARDWARE ITEMS

To its credit, DLA has tried new inventory practices for managing hardware iterns. However, the
efforts are limited in scope and represent only a small pan of its logistics operations. To attain
the same level of success that DOD has achieved with the medical prime vendor program and to
realize the dramatic inventory reductions and infrastructure savings we have seen in the private
sector, we believe DOD should expand the prime vendor concept and fully use the services

offered by prime vendor and integrated supplier programs.

Since 1992, the use of a direct vendor delivery program has been one of DLA's main
improvement initiatives. Under the direct vendor delivery initiative, DLA uses long-term
contracts and electronic data systems to enable certain suppliers to deliver items directly to the
military customers instead of having the items delivered to DLA warehouses. in fiscal year
1996, DLA reported that |7 percent of hardware inventory sales were filled using the direct
vendor delivery program. This percentage has not varied much since 1992, Figure 3 shows the

direct delivery sales and inventory levels from fiscal year 1992 through 1996.
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Figure 3: DOD Hardware Inventory Levels and Direct Delivery Trends 1992 - 1996
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Although the direct delivery program eliminates the need to store and distribute inventory from
DLA warehouses, lowering the cost to the DOD customer, it does not provide a quick response
to customer orders. For example, according to DLA records, the cost recovery rate for some
hardware items is reduced from 46.6 percent to 7.4 percent under the direct vendor delivery
program. However, under the direct delivery program, it took an average of 54 days for
customers 10 receive items ordered, or twice as long as the 25-day delivery average for items
stocked in DLA warehouses. As shown in figure 4, both of these delivery times are significantly
longer than that achieved by prime vendors or integrated suppliers, which can often deliver parts

within hours of receiving an order.
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Figure 4. Delivery Time Companson
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In fiscal year 1997, DOD began using the prime vendor concept, called the virtual prime vendor
program, for hardware supplies on a limited basis. One of the two testing areas was supply
support of repair depot operations. In February 1997, DOD began using a prime vendor program
to support the C-130 propeller repair shop at the Warner-Robins Air Logistics Center. By the
end of fiscal year 1997, the Air Force, the Navy, and DLA plan to have prime vendor
demonstration projects at three other repair facilities. We estimate these demonstration projects

will account for about 2 percent of DLA's $3.1 billion annual sales of hardware items.

Also in February 1997, DLA began using the prime vendor concept for facility maintenance

supplies. such as plumbing, electrical, and lumber items. Under this concept, a prime vendor will

14
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serve a geographic region where all military facilities within the region can elect to order
maintenance supplies from the vendor. In the first test region, four military facilities have
elected to use the prime vendor, representing about $8 million in annual sales. By the end of

1997, DLA plans 10 have a prime vendor under contract for 10 geographic regions.

The Under Secretary of Defense (Comptrolier)/Chief Financial Officer endorsed these initiatives
in June 1997 and asked the DLA Director, along with each of the military services, to develop a
regional implementation blueprint for the Tacilities maintenance supplies prime vendor program.
He asked that the blueprint identify the critical events and site designations for regional
implementation within 12 months and nationwide availability by the middle of fiscal year 1999,

This blueprint is critical to the success of this particular prime vendor program because it will

A

ate top g support and encourage military units to use the prime vendor

services once they are established.

DOL N ime vend i .
programs {o a greafer exient

DOD's prime vendor programs for hardware items are similar to the best practices we observed in
the private sector. We believe, however, that DOD can build on this concept 10 achieve greater
savings and improve service. For example, neither DLA's direct delivery nor prime vendor
programs streamline the service's base-level logistics systems to the extent that we have seen in
the private sector. DOD personnel still perform the function of ordering, receiving, storing, and
distributing material to the end users. If DOD was more aggressive in its approach to
streamlining its system and transferred these functions to a prime vendor or to an integrated
supplier, it could achieve substantial reductions in rescurce requirements and improved service to
its customners. For example, al Walter Reed, the prime vendor program resulted in a 50 percent
reduction in full time equivalents associated with the supply system within the Medical Center.
Figure 5 illustrates the potential impact an integrated supplier program could have on the

traditional DOD supply system for hardware supplies.
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Figure 3 Potential Impact of an Integrated Supplier on DOD'S System
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As the illustration shows, the integrated supplier concept could by-pass the DLA wholesale
system and two of the three primary storage points in the base-level supply system. The
integrated supplier would deliver inventory directly to either maintenance shop storage points or
end user locations. In the private sector, having the supplier deliver inventory directly to these
locations has improved the availability of inventory and has actively involved the supplier as a
“partner” in the customer's operations. The supplier also becomes involved in testing parts for

quality, monitoring part usage, and ordering supplies as they are needed.

Our discussions with DLA and Air Force officials indicated that the main reason that a more
aggressive approach has not been adopted is that a cost comparison of the prime vendor and
DOD systems may be required. A prime vendor program that would replace the base-level
supply system (considered a commercial activity) and involve more than 10 government

personnel generally may not be contracted ont without a cost comparison in accordance with

16



39

Office of Management and Budget Circular A-76. According 1o the Air Force, the Warner-
Robins Air Logistics Center has approximately 219 government personnel involved in supply
operations. Air Force officials stated that, if these positions were eliminated through the prime
vendor program, a cost comparison would first be required that may take 2 years to complete.
We agree that A-76 could be a significant issue in implementing these programs. Our work has
consistently shown, however, that outsourcing is cost-effective because competition generates
savings--usuafly through a reduction in personnel--whether the competition is won by the

government or the private sector.

T TH H SE OF BEST P ICE

Several Jegislative proposals have been introduced this year in Congress relating to inventory
management and the adoption of best commercial practices. For example, the proposed Defense
Reform Act of 1997 (H.R. 1778) was a legislative initiative introduced in June 1997 that related
to defense personnel reforms, defense business practice reforms, and additional miscellaneous
defense reforms. We generally agreed with many of the aims of this particular legislation.
Pertinent provisions of H.R. 1778 were incorporated into the recently passed House version of the
proposed National Defense Authorization Act of 1998 (H.R. 1119). We believe that two specific
sections of H.R. 1119--one dealing with a reduction to the acquisition work force and another
with a reduction in overhead costs of inventory control points--can be addressed by DOD 10 a

certain degree by adopting best practices.

Section 1302 of H.R. 1119 would require DOD to reduce its acquisition work force by 42 percent
by October 1, 2001. If DOD were to aggressively pursue best practices in the form of an
integrated supplier concept for consumable items, DOD could reduce its work force involved in
procurement, storage, and distribution of consumable items. For example. the prime vendor
program at Walter Reed resulted in a 50-percent reduction in full time equivalents associated with

the medical supply system.
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Section 1421 of H.R. 1119 would require DOD inventory control poinis to reduce their overhead
costs 1o 8 percent of net sales by the end of fiscal year 2000. This goal is a very aggressive
goal, considering that the current cost recovery rate (the rate applied to the cost of goods to
recover overhead costs) for some DOD hardware items is as high as 41.4 percent. However,
DOD has accomplished the goal for medical supplies through the use of the prime vendor
program in that DLA reduced the rate for medical supplies from 21.7 in fiscal year 1992 10 7.9

percent in fiscal year 1997,

We also support several requirements of the recently passed Senate version of the proposed
National Defense Authorization Act of 1998 (S.936), that relate to the application of best
business practices at depot-level activities and the expansion of best inventory management
practices of DLA commodities. For example, section 312, which deals with the designation of
depot-level activities as "Centers of Industrial and Technical Excellence,” contains provisions
requiring DOD to establish a policy to encourage the military services and defense agencies to
reengineer their processes and adopt best business practices in connection with their core
competency requirements. The section also aliows the services to conduct pilot programs to test
practices they believe will contribute to the efficiency and effectiveness of depot-level operations,
improve support to the military users of such activities, and enhance readiness by reducing the

time it takes to repair equipment.

Section 366 of the act deals with the implementation of best inventory practices for DLA-
managed supplies and equipment. This section requires the DLA Director to develop and submit

to Congress, not later than 180 days after enactment of the act, a schedule for imp ing

practices that the Director defines as the best commercial inventory practices applicable to the

acquisition and distribution of medical supplies, food and subsistence, clothing and textiles,

commercially available electronics, construction supplies, and industrial supplies. The act
requires that the schedule for completing implementation of such practices be completed not later

than 3 years after the date of enactment.
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SUMMARY

In closing, we have identified the specific practices that warrants DOD's consideration and
recommended that DOD test best practice concepts and expand the most successful ones to its
logistics operations, where applicable. However, DOD has not applied these best practices to the
majority of DOD consumable items, and inefficiencies in DOD's logistics systems remain. In this
regard, proposed legislative initiatives, if enacted, would help encourage DOD to change its
inventory management practices. In addition, congressional oversight will continue to be a
critical element as DOD establishes plans, goals, objectives, and milestones for addressing its

invemory management processes.

Mr. Chairman, this concludes our statement. We would be happy to answer any questions you or

the Subcommittee may have.
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Mr. HASTERT. I thank the gentleman.

Let me ask you a question. You talk about the great advances
in health care inventory. One of the things that I've been doing
around this Congress for the last couple years is health care. We've
found that the increasing cost in health care, that was basically 15
percent a year, both on the private side and the public side, has
been reduced down to almost 2 or 3 percent, in some cases, in the
private sector, and down around 5 to 10 percent even in the public
sector, except in the cases of some issues in Medicare, where it was
almost still at 12 percent.

One of the ways that you squeeze down the price, of course, is
to put caps on costs for procedures, but also in the inventory. Most
hospitals that you walk in today, when a patient checks in, there
is a computerized situation where the substance that goes at bed-
side is punched in. So the health care industry, because of man-
aged care and other things, has been revolutionary in their man-
agement of hospital equipment and supplies.

So let me ask you a question. In your opinion, is the military’s
ability to control this a result of the trend in the industry, or is it
real innovation inside DOD?

Mr. WARREN. Specifically as it relates to?

Mr. HASTERT. Health care.

Mr. WARREN. Inventory management?

Mr. HASTERT. Yes.

Mr. WARREN. I guess, if 'm understanding correctly, I would
have to say it’s a combination. In other words, the actions that the
department has taken are very consistent with the innovative prac-
tices that were being implemented in the private sector.

What they did was to take a look at what was happening there.
They instituted pilot programs. They have a rather long schedule,
or a longer schedule, for the implementation. They saw early on
that that was working very well, and they said, “Hey, this is going
to work for us. Let’s expand that out and get the full benefit.” 1
believe they are up to 200 hospitals now.

So I think it would be a combination. In other words, the innova-
tion—I think the practice came from the private sector, but the de-
partment was willing to accept that practice, embrace it, move out,
and get the savings that were available, and improve services.

Mr. HASTERT. So the technology was basically there in the pri-
vate sector, and it was the willingness of DOD to accept it and go
forward with that.

Mr. WARREN. Yes, sir. What we’ve seen in this area, the logistics
inventory area, improvement is heavily dependent on information
technology advances that, again, principally have been made dur-
ing the 1980’s and now are going even further during the 1990’s.
That’s what they were able to latch on, along with business con-
cepts and philosophies.

Mr. HASTERT. Well, also in the private sector, when you say that
this hasn’t been followed or hasn’t been the savings in the hard-
ware and inventory levels, in that area, those types of things,
valves and fasteners and all that stuff.

Mr. WARREN. Yes, sir.

Mr. HASTERT. Our private sector has gone to just-in-time philos-
ophy or just-in-time procedures that were adapted from the Japa-
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nese, who adapted from American know-how philosophy. But, any-
way, it’s come full circle.

Is that tougher because the private sector is not willing to for-
ward that? Is it because of the unique properties of those things
that we have to have; it’s one of a kind? What’s the nature?

Mr. WARREN. Our general assessment is that we do not think it
would be tougher. In other words, we think it is feasible. However,
as in the past, our recommendation has been to let’s pilot this to
make sure, and just as you mentioned, that we’re not going to do
anything here that’s going to harm readiness.

One of the things in our studies, we can only do a hypothetical,
in essence, assessment of feasibility, so we think we need those pi-
lots to make sure they are directly transferable. The pilots have
been the key to assure that that transfer feasibility is there and
that readiness is not harmed. That’s been the vehicle.

What we have encouraged the department—and, again, as they
did in the medical area—is to establish a pilot schedule that you
feel is reasonable, but that if you see the results are working very
well, move forward as quickly as possible to expand that.

Mr. HASTERT. Let me ask you a question: How long should it
take the DOD to expand the practices highlighted in your testi-
mony, especially to cover the majority of the consumable inventory
items?

Mr. WARREN. I cannot give a precise answer, but I can give some
information around that.

Mr. HASTERT. General.

Mr. WARREN. It took 20 to 40 months, in the pharmaceutical and
medical area, to accomplish this. So you’re talking 2 to 3 years
plus. We have had information from private sector companies that
they are able to do this in 1 year; however, I think it’s important
to point out that many of those companies are not as large as the
Department of Defense. There may be special problems.

Also, the Senate bill recommends that this be done in about a 3-
year timeframe. So based on that information, I would say it’s not
unreasonable to look at a 3-year pilot program. All we would ask
is that there be a process where you can check as the program goes
along.

If it looks like you’ve got all the information to expand in an ag-
gressive manner, go ahead and do that. If you feel you need the
entire cycle to assure yourself that you're going to be able, in fact,
to meet all your requirements, and again, particularly toward read-
iness, then that would seem reasonable to me.

Mr. HASTERT. Mr. Warren, to be clear on the numbers, the GAO
asserts that there’s $7.2 billion worth of hardware items in DLA’s
distribution depots and warehouses. Is it feasible for the depart-
ment to try to employ virtual prime vendor and direct vendor deliv-
ery for all these items?

Mr. WARREN. Yes, I certainly think it’s feasible to test. I think
our indications are that there ought to be opportunities to go across
the entire spectrum. Yes.

Mr. HASTERT. Your statement discusses DOD’s progress in adopt-
ing best practices. What have been the keys to DOD’s successes,
and in what areas does DOD need to make more progress?
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Mr. WARREN. Clearly—and it’s similar to what happens in the
private sector—you need top-level management commitment. In
other words, the senior leadership, for any major change in an or-
ganization, whether it’s Department of Defense or the private sec-
tor, the senior leaders have to be committed and say, “We’re going
to stick with this and do it.”

Then another key to success is that you need to have success sto-
ries that you can relate to your middle manager, your rank-and-file
people, who are ultimately going to have to embrace this, to con-
vince them that, in fact, these things will work. I mean, those two
are critical to making that happen.

Mr. HASTERT. Well, one of the things this subcommittee is in-
tending to do is to get in the field and actually take its members
to walk through the warehouses and the bone yards and places
that we want to look and see actually what’s happening, and look
at the successes, as well.

What actions, other than that, either legislatively or regulatory,
can this subcommittee take to encourage DOD, in your opinion, to
become more aggressive in the adoption and implementation of the
best practices you point out in your testimony?

Mr. WARREN. I think, No. 1, holding oversight hearings of this
nature is critical, not only to hear, obviously, the testimony of the
General Accounting Office, but also to talk through with the de-
partment what they see as the true impediments or obstacles, or
things that are going to take them a little bit longer. Then that
would help to provide an agenda of things that perhaps can be
taken care of to help facilitate.

Second, I do believe the legislation that has been proposed on the
Senate side is important, in terms of providing the department the
authority, in the depot area, for example, to go in and do pilot pro-
grams to look at innovative ways in which to improve the economy
and efficiency of their operations.

I think it’s those types of things and, as well, setting milestones
for DLA to lay out a plan to fully implement these programs. I
think those types of things are critical. The department needs to
be given the legislative authority and sometimes direction to get
them going toward the full implementation.

And again, I would say testing of these, and I can’t emphasize
that enough. There may be some spots, because of the nature of the
Department of Defense, the unique nature of the Department of
Defense, contingency requirements and rapid response require-
ments, where some of this may not just fit, and we ought to know
what that set of things is before we say “one size fits all.”

Mr. HASTERT. I appreciate that, because that’s something, as you
go through this, I'm thinking to myself. You know, there’s a lot of
things that come off the shelf of a hardware store or other places,
there are other things that are certainly unique needs. So what
we’re talking about here is not the special equipment that can only
fit in a military widget of some type.

Mr. WARREN. I think, clearly, those items are the ones that best
lend themselves to this practice, and particularly because, with the
prime vendor, where you have a very hot bed of competition, they
can work to drive down the cost, which then is passed on to the
military.
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In the military-unique items, you have, typically, a less competi-
tive situation. So my thought would be that you would likely not
get significant reductions in cost. You still may have some oppor-
tunity to reduce warehouse space, things of that nature. But,
again, those are the things that should be looked at in a pretty rig-
orous way as they go through the testing of this.

Mr. HASTERT. There’s a lot of, quote, unquote, things, we can just
say, without being descriptive, that some of them are outmoded,
some of them are parts that the equipment they were intended for
isn’t necessarily in prime use today, or it’s somewhat discarded or
less used, some parts that people say we have a 100-year inven-
tory.

How, in your opinion, is the best way to start to work that inven-
tory down or dispose of it, or is there a way to do that?

Mr. WARREN. Yes, I think there is.

It would be a pretty straightforward management analysis of
taking a look at those items; in other words, understanding what
they are, understanding what requirements they are associated
with, from a weapon system standpoint, and determining, first, the
likelihood that those items might be needed at some point in time,
then doing an analysis of what it’s costing you to hold those pieces
of equipment, and move from there to, I think, a prudent decision
about whether we should keep these items, in view of the fact that
we may need them and we don’t want to run out and purchase
them again, or sit down with a good management judgment and
say, it really does look like the right thing for us to do is to dispose
of those items.

Mr. HASTERT. Is this activity in progress now or beginning?

Mr. WARREN. The department has entered into a process similar,
I believe, to what I've described, and that’s part of the reason the
overall inventory, in fact, has come down, say over the last 5 years.
And that’s part of the inventory reduction effort.

I think it would be inappropriate to say the department has not
been mindful of this. They have been working toward that issue.
Could we go a little bit faster? I would say, maybe; perhaps we can.

Mr. HASTERT. One of the bright spots that you and your staff
have seen firsthand is the implementation of the practices at War-
ner Robbins Air Logistics Center. Can you describe both the posi-
tive and the negative aspects of the program as it’s currently being
implemented? And what additional changes, from your perspective,
are needed to improve the system further, or is it too early to make
any recommendations at all?

Mr. WARREN. I think it’s a little bit early for us to make rec-
ommendations, but I think we can make some general observations
about what we’ve seen. No. 1, I would clearly say it’s very impor-
tant that that program, in and of itself, that it’s underway, because
that’s the type of thing that’s needed.

I'd like to ask Mr. Repasky to expand a little bit on that, because
he was actually down there recently and visited, and has some
firsthand knowledge on discussions with the people working the
program.

Mr. REPASKY. First of all, the overall observations of the pilot
program at the Waner-Robbins Air Logistics Center are, No. 1, the
depot commander is very aggressive and very much a supporter of
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best practices and using best practices to improve logistics oper-
ations.

In fact, he made some statements basically along the lines that
he wanted to lead the Air Force in adopting these best practices for
that organization. So, in that sense, it’s very similar to the top-level
support we’ve seen in the private sector.

Overall, the initiatives that he has underway there are limited,
and they are limited in the sense that it represents only a small
portion of the hardware sales to that organization. Mr. Warren
mentioned earlier that it represents about 2 percent of DLA sales
of hardware items.

In addition, the initiatives that they have underway do not really
address the entire logistics supply chain for those items. In par-
ticular, they don’t look to reduce the retail supply system as much
as it does the wholesale supply system, or the need to store hard-
ware inventory at the wholesale level.

The depot commander also mentioned that he would like to take
that prime vendor program further down into the organization and
expand it. He highlighted during our visit that there were some re-
quirements or potential requirements under OMB Circular A-76
that would require cost comparison analysis of that operation.

His main concern there was that it would take approximately 2
years to complete that analysis. He would prefer to have the initia-
tives or the improvements under way before then. He was a little
bit frustrated in that sense.

I think, as far as additional changes, as Mr. Warren mentioned,
it’s too early to really give a complete assessment of that program,
but we did talk, I think, extensively with the depot commander
about the need to expand the prime vendor services to their fullest
extent, to maximize the savings that could be accomplished by hav-
ing an integrated supplier concept in place there. I think, in gen-
eral, he agreed with us on that point, but again recognized that
there would be some time involved in the cost comparison, if that
issue came up.

Second, I think that it’s also important that Warner Robbins be
held as an example to the Department of Defense, or for the De-
partment of Defense, as a success story, if these initiatives prove
to pan out the way we think they would. Along those lines, we sug-
gested to the commander that a track of the cost savings be pre-
pared, basically to baseline the system as it today and compare it
to the cost savings or the more efficient process under a prime ven-
dor or an integrated supplier program.

So those were two areas that we discussed with the depot com-
mander related to ways that the initiative could be expanded.

Mr. HASTERT. Thank you.

I would now like to turn, for questioning, to the chairman of the
full committee, Mr. Burton.

Mr. BURTON. Thank you, Mr. Chairman. I'll just ask a couple of
questions.

Chairman Hastert and I have both been very interested in the
war against drugs in Colombia and the support for the people in
the police force down there who are fighting so diligently. With re-
gard to our support efforts, I wonder about one of the problems
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that has occurred, that appears to be a procurement problem and
a management problem.

We requested that mini guns be sent down to the Colombian po-
lice so they could put them on the helicopters that we supplied.
When the guns were delivered, they delivered the barrels, but they
didn’t deliver the mechanism that makes the gun fire.

You said earlier in your testimony, as I recall, that about 25 per-
cent of the deliveries, there is a shipment malfunction of some
kind. What I wanted to know is, in the case I just alluded to, was
that caused by the mismanagement of the supplies that the mili-
tary has? If so, how do we correct that? Because in a time where
we might be in a conflict, this is something that would be intoler-
able.

Mr. WARREN. The answer is that I think I would actually have
to look at that individual situation in the same way that we looked
at the activities of the repair depot, and I do not have any direct
knowledge on that. It’s possible, but I would have to go in and see
the circumstances.

There are a variety of things that could have happened. In other
words, the item could have very well been, in fact, in the inventory
system. There could have been just simply a paperwork foul-up and
a misunderstanding about what was actually to be shipped. It
could have been, in fact, the item had not been purchased. There
would be a myriad of things, and I would have to look at that one
to give you a good answer.

Mr. BURTON. Well, is the problem that you alluded to earlier en-
demic to the entire system?

Mr. WARREN. Yes, I would say that is a systemic problem as it
relates to the repair depots. In other words, many of the items that
are needed to fully perform the repair function at the major depots
in the department, our work is finding that oftentimes that full
complement of items is not there when requested to accomplish the
repair.

Mr. BURTON. OK. One other question, Mr. Chairman. One of the
problems that we’ve talked about for years in the Congress is the
procurement process. We have the different branches of the service
ordering supplies independent of one another that could have been
ordered collectively and maybe saved the taxpayer a lot of money.

Does that leach over into the management problem at depots
you’re talking about?

Mr. WARREN. Not so much, because these items that we’re talk-
ing about today, the consumable items, actually, in fact, are cen-
trally procured through DLA, what they call inventory control
points. So that is actually the system that’s occurring today for
these consumable items.

Mr. BURTON. OK. Thank you very much, Mr. Chairman.

Mr. HASTERT. Thank you, Mr. Chairman.

The gentleman from Florida, Mr. Mica.

Mr. MicA. Thank you, Mr. Chairman. I’'ve got a couple questions
for, I believe, Mr. Warren.

Is there any portion of the $7.2 billion worth of hardware that
is excess to the current and future requirements, and how soon will
that be disposed of?
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Mr. WARREN. My understanding is about $1.5 billion of that
amount is currently excess, or is excess to needs, and the depart-
ment is in the process of moving that through the disposal process.

That process is defined through law, through the Property Act.
Those items have to be made available first to the military services
that might be able to use them, then to other users in the Federal
Government, then to State and local communities, and finally, if
there is not a need there, then they would go into the sales pro-
gram and either be sold, depending on whether or not there are
military technology implications, as is, or if, in fact, that’s the case,
then they would be destroyed in certain ways and sold as scrap.

Mr. MicA. Can you please discuss the impact that successful im-
plementation of prime vendor for hardware items may have on re-
pair times in our maintenance depots?

Mr. WARREN. In general, the answer is that we think what this
is going to result in is much quicker repair times. The availability
of items is going to be more prevalent. And the overall result or
the biggest effect is, obviously, improved readiness. In other words,
equipment that’s needed for the troops is going to be available on
a much quicker cycle than we experience now.

Mr. MicA. Let me ask you about the application of the best prac-
tices approach that you advocate. How will it help DOD sustain its
operations in peacetime and meet its readiness requirements in the
event of a contingency?

Mr. WARREN. Well, consistent with what we’ve seen in the med-
ical area, and again, assuming that the pilots would be successful,
we think this is going to be a win-win situation. In other words,
the department will ultimately spend less dollars for the inventory
that they need to do their job. It will be available in a more timely
manner than it is today. Again, when you put those factors to-
gether, that should equal better readiness.

Mr. MicA. Well, I was just going to ask you about readiness. How
do you think this will impact readiness because of, again, a dif-
ferent approach here?

Mr. WARREN. Our indications are that, again, if it works prop-
erly, it probably should be a readiness enhancer. But as I men-
tioned earlier, I think that’s why the pilots are important. There
very well could be some set of items where this concept, for what-
ever reason, could be detrimental to readiness; in other words, it
would be less effective. Again, that’s why we support taking a look
at that.

But, in general, we believe that that will be the case. I do not
believe, and the next panel can speak better to this than I can, that
in the medical area, for example, that has been an issue of concern.
It seems to me everybody is pretty satisfied that the readiness
needs are being met.

Mr. Mica. From what I've been able to gather, your testimony
and comments seem to indicate that the current model DOD uses
to manage hardware items, compared to the private sector, is based
on logistics systems, processes, and capabilities that really date
back some years to the 1950’s.

Given the amount of work GAO has done in this area, what
should the so-called “new” model look like, in your opinion?
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Mr. WARREN. OK. If we could put up one more chart here that
helps to describe that. In general, it would look like a system that
relies much more heavily, obviously, on the private sector and re-
duces significantly existing components of the logistics supply sys-
tem that exists today, from the standpoint of warehousing.

Yes, the chart would indicate, basically, you would be able to
make reductions in wholesale depots, military warehouses, and in
storage location at bases or other facilities. In essence, the prime
vendor would become the holder of your inventory.

As T understand from dealing and talking with private sector and
the Council on Logistics Management, that is the approach that
many companies are going to. They refer to this as third-party lo-
gistics or outsourcing logistics functions. So, kind of a familiar
phrase today, what you would have is a streamlined system that
would depend heavily on technology, information data exchange be-
tween the end user and the prime vendor to accomplish the inven-
tory function in a timely manner.

Mr. MicA. Let me ask you another question on a more sensitive
issue, and that’s relating to defense jobs, employment. At Walter
Reed, you noted that 50 percent of the positions in materiel man-
agement were eliminated. Such reductions, applied department-
wide, would result in the elimination of thousands of jobs.

Do you have an estimate as to how many jobs would be at stake,
and can you discuss the challenge of getting workers to implement
changes that could also lead to elimination of their jobs?

Mr. WARREN. We do not have a precise estimate on the number
of jobs that would be affected, but I think it is fair to say that they
could be substantial. There are about 30,000 personnel working in
this area, just in the Defense Logistics Agency. What portion of
that might ultimately be affected, again, I can’t give you a good es-
timate, but it could be tens of thousands or more, if you go to a
totally streamlined fashion.

Typically, again, what private industry has done is to substitute
technology for manpower. As a result, many of the streamlining
savings that have occurred during the 1980’s and again during the
1990’s have been a result of using that technology to replace per-
sonnel that were formerly performing some of these functions.

So, clearly, there is the potential for a personnel impact, and I
think it’s fair to say that it could be high. The department may
have a better estimate on that, or perhaps even a different view.

Mr. MicA. Do you expect some of these positions to be absorbed
by private sector activity, or are they going to be permanently
eliminated positions?

Mr. WARREN. The work I'm most familiar with in that regard is
in the depots, where some of the depot work has been privatized
in place, a commercial contractor has taken over the work. Typi-
cally, what we’ve seen is, a portion of the work force is, in fact, re-
tained. However, typically, along with that is some reduction.

So while there would be an opportunity for some transfer, I don’t
think it would be appropriate to assume that you're going to have
a one-for-one transfer. Again, the reason for that is the enabler for
achieving these logistics reduction costs is the substitution of tech-
nology for manpower in performing these logistics functions.
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Mr. MicA. Now, in closing, I wanted to ask you: DLA, as primary
manager of DOD’s consumable items, acts as custodian of all these
military ship and vehicle parts. What is the total value of the in-
ventory that they purchase and control?

Mr. WARREN. The total value of inventory that they control is
$11.1 billion.

Mr. MicA. You have 30,000 people in materiel management oper-
ations in 1996.

Mr. WARREN. Yes, sir.

Mr. MicA. And then this report says the materiel management
costs, excluding the management of fuels, was reported at $8.3 bil-
lion. Of that amount, $5.5 billion was spent to purchase con-
sumable items, and $2.8 billion was spent to manage and distribute
inventory.

Is that almost—I mean, it’s not a one-to-one; it’s a 0.8 to 1 ratio.
Is that what we'’re looking at?

Mr. WARREN. In terms of personnel to purchases?

Mr. MicA. It costs us $8.3 billion for materiel management costs,
to pugchase and to oversee an inventory of $11.1 billion, or is there
more?

Mr. REPASKY. Let me just clarify that a little bit. The $8.3 bil-
lion, as you mentioned earlier, is comprised—$5.5 billion of that
were obligations to buy new materiel. The supply management
costs and depot operations costs amounted to the $2.8 billion. And
that’s to manage consumable items.

Mr. MicA [presiding]. What’s the total figure of the consumable
items?

Mr. REPASKY. The total figure for consumable items, DOD-wide,
is $18.6 billion.

Mr. Mica. What I'm trying to get just a handle on is how much
it’s costing us to manage acquisition and this whole activity, com-
pared to, you know, the management cost.

Mr. REPASKY. I understand. The details that I can provide today
relate primarily to DLA’s costs. And that, again, is the $8.3 billion,
including the $5.5 billion to buy new materiel. Again, DLA stores
and distributes all of DOD’s inventory, including the reparable
parts.

Mr. MicA. That’s part of the cost in here?

Mr. REPASKY. And that total inventory is the $68.4 billion.

Mr. MicA. It still seems awfully high overhead cost. If you were
in the private sector, you would be out of business.

Mr. WARREN. If I could mention, as I mentioned earlier in the
statement, part of that is high overhead cost at the inventory con-
trol points where the purchasing function actually occurs. Again, in
an LMI study, and we went in and took a look at that, and we
think it’s a pretty solid number, talked about the opportunity for
$3 billion in savings through consolidation of that.

So I think that’s very consistent with your point, Mr. Mica.

Mr. MicA. The other thing, in closing, I chair Civil Service and
have dealt with downsizing. I must say that DOD has taken its
licks and picked itself up and moved forward without a lot of whin-
ing and coming to Congress, like some of these agencies. Also, you
have had to bear the brunt of downsizing. About 80 percent of any
downsizing in government is actually in DOD, in the last 4 years.
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If we're going to eliminate these positions, the other thing I am
asked is, do we have in place adequate protections, soft landing
transition? DOD has been pretty good at this, but this is something
that we are preparing for or anticipating and can handle?

Mr. WARREN. Again, I'm most familiar with the depot situation
where, as you say, there have been a number of reductions. From
the work that we did, we believe that the department does, in fact,
have one of the best programs to try to address what is a very dif-
ficult problem, in terms of people’s separation.

They have a priority placement program. They have an excellent
program for assisting personnel that want to move from one loca-
tion to another when an activity is closing, and have done several
other things to avoid the number of persons that they have to RIF.
So from where I sit and the work that I've seen, I would give the
department high marks on that. But I would also share your con-
cern that it’s still not easy.

Mr. MicA. I thank you.

I will yield to the gentleman from Texas.

Mr. Sessions, you are recognized.

Mr. SEssioNSs. Thank you, Mr. Chairman.

Mr. Warren, if I could, I'd like to take just a few minutes. You
and I have met before, and I have somewhat of an idea of what
we're talking about. We have always dealt with and all the reports
deal with numbers and the things that are out there.

Can you take just a minute with me, knowing, as you know
about me, I'm process oriented, and I'm not asking for you to do
a flow chart or a food chain type of a flow chart, but I'm interested
in knowing how decisions are made. From the world that I came
from, we had decisionmakers, we had logistics, we have the cus-
tomer. We have all these people that are involved in this, kind of
like this schematic you've got.

What I’'m interested in knowing is, how is the decision made, for
instance—and you can pick any item that you choose, whether it’s
raincoats, whether it’s jet fuel, whatever it is, whether logistics is
the person that does the ordering, or is it the person who’s respon-
sible for inventory, where they all of a sudden look, and they have
a little marker there that says, when we get to here, we order Z
number more.

Kind of go through it with me, if you can, in several different
areas, that let me understand who is the responsible party for or-
dering these items that we’re talking about, and how that process
works.

Mr. WARREN. In a general sense, the process works the same for
all the items. The department sets up acquisition objectives. Those
objectives, in general, are based on demands and requirements that
they have for inventory. An item manager is the responsible person
for making the buy decision, but that demand information is com-
ing in to him or her from the user. So it is, in fact, an integrated—
it’s kind of a partnership.

Mr. SESSIONS. Probably, what I call for my business, a forecaster,
inventory forecaster?

Mr. WARREN. Yes, they are forecasting what the demands are.
Their job is to make sure that, when the phone rings, they can pro-
vide that item, in a very simplistic way.
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They built into that process—and Mr. Emahiser can give you
more detail on this—but there are safety levels. There’s an eco-
nomic order quantity quotient. Necessary war reserves are in there.
I think, typically, a 30-day supply of war reserves. If a surge has
to occur, we've got those in. You have lead times built into the com-
putation.

So there’s a whole series of factors that are built in, that reflect
all of those things that need to go into consideration about how far
in advance of the need for an item do I actually, as an item man-
ager or a forecaster, go out and purchase that.

Mr. SessioNs. Now, what you have described would seem and
appear to be normal and regular, to me. Is it that these inventories
that we have may never be used, as we've heard from testimony
that has been given here today, is that because there was a change
in equipment, because of update in technology, or what would pre-
cipitate us having, not only buying, but keeping around these types
of items? So that’s a two-part question.

Mr. WARREN. OK. Let me go to the second part of the logistics
process. We just talked about how items are bought. Part of what
we've been discussing and in our reports is that the logistics sys-
tem, once you've purchased an item, looks a lot different in the
military system than it does in the private sector system.

The military system—and, again, it was built largely in the
1950’s and 1960’s—was built on a multilayered system, to avoid
shortages of items, very well intended, and had multiple layers of
warehousing, prime warehouses, main warehouses at bases, then
shop stocks, and then some level of items at the user. And that was
the way a lot of companies operated during the 1960’s, during the
1970’s, and into the 1980’s.

The change that has occurred, and it’s principally on this chart
to your far right, is that, in the private sector, many of those types
of things have gone away because technology now allows the inven-
tory manager to have total visibility over the items and be more
responsive to buys. So the concept of having to layer items in order
to assure that they are available—again, it was a good concept, and
that was what was needed—is the piece of the process that’s be-
coming outdated through technology.

But you also raised, are some of these items a result of the
downsizing of the force? Clearly, that is the case. We've had a sub-
stantial reduction in military force, from about 2.1 million military
members, in around 1991, down to 1.4 million, I think, will be by
the year 2000. And then there have been corresponding force re-
ductions with that. The inventory managers were buying in good
faith up until the point that decision was made, so some of that,
obviously, is a result of those circumstances.

What we’re advocating and would like to see tested is, let’s try
to get that buy decision closer to the point in time we’re really
going to use the item, so that some of these unforeseen things that
are going to happen—I can’t tell you what the next one will be, but
they are going to happen—will have less impact on the amount of
inventory that we actually end up holding after that event.

Mr. SESSIONS. I do understand that difference, and thank you. In
other words, we’ve got to make sure the system works. I'm just try-
ing to make sure, also, that the decisionmaker in this process is
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aware of, has information at his fingertips, his or her fingertips,
that tells them, before they think they are going to order some-
thing, the reason why they are ordering it, what’s available, and
then what those timeframes would be.

Mr. WARREN. Yes, clearly, that system is in place. We do have
some questions about how well it operates. We think it could be
tweaked and run a little better. There’s no question about that.
But, clearly, there’s a very elaborate system for doing that.

One area where we think there would be—and, again, I think the
department would agree with this—is a concept called “total asset
visibility.” The department has been working on that very dili-
gently here over the last several years.

Those item managers or forecasters are in a case of sometimes
not being able to have total visibility of all the items that, in es-
sence, DOD owns, that they are responsible for. Our work has
shown, from time to time, that then that causes unnecessary buys.
But, again, the department is working toward getting a total asset
visibility system in that fully meets their needs.

Mr. SESSIONS. Last, let me say this, Mr. Warren. It’s probably
really to anybody that’s from DOD that’s in the room. You've ex-
pressed to me, not only confidence but appreciation, at least what
you’ve said to me in my office, privately to me, that you feel like
the Department of Defense is very professional and that they deal
with you on an up-front basis, not only sharing of information, but
availability of the things that they have.

So I would like to publicly thank you and the Department of De-
fense, because I feel like what you're doing is an attempt to get
closer to making sure the readiness of our men and women is
there. And I want to pat you on the back and congratulate you
also, because you're part of that participatory team, and the other
men and women who work with you.

Mr. Chairman, thank you.

Mr. MicA. Thank you.

I thank the gentleman from Texas, who indeed has been a leader
on bird-dogging some of these issues and making certain that the
interests of the taxpayer and also the best interests of the Congress
are served in overseeing, again, this area for some of the leader-
ship. I thank the gentleman from Texas again in his pursuit.

We all get off on different activities, but your role is very impor-
tant, Mr. Sessions. We thank you.

I have just a couple of final questions, either for Mr. Warren or
anyone else. Do you see any problems with inner service or inter-
agency conflicts within DOD that could be obstacles to reforming
defense inventory management?

Mr. Warren.

Mr. WARREN. The general answer is yes, and hopefully they can
be solved.

Mr. MicA. Can you tell me, just real briefly, what they are?

Mr. WARREN. Well, it’s just by the nature of the organization of
the department. Army, Navy, Air Force, each of them own certain
processes in the logistics system. They manage some of their own
inventory. DLA manages a portion of that inventory.

Mr. MicA. Jurisdictional disputes?
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Mr. WARREN. Absolutely. If you think about it in terms of the
way the private sector talks about it, they talk about supply chain
management, and they talk about managing an item from the time
that it comes into the door till the time it goes out the door. And
they are trying to think of that as an integrated, seamless process.

The department is attempting to move in that direction.

Mr. MicA. So the nature of the beast, the disjointed structure, et
cetera, is a problem.

Mr. WARREN. It requires a high premium on cooperation.

Mr. MicA. Any other interagency conflicts or problems? The other
question that I would ask, are there any legislative impediments,
anything that we need to do legislatively to move this process for-
ward? Or do you have the tools and authority and legislative flexi-
bility to move?

Mr. WARREN. Again, I think, particularly in the Senate bill—the
department—and they would be better positioned than me—they
need the opportunity where they have an innovative practice that
they want to attempt to do, they need to be given the authority to
do that in such a way that they can make a good faith analysis of
that.

Mr. MicA. And they don’t have that?

Mr. WARREN. In some cases, that’s not there. Partnering comes
to mind, and that’s included in the Senate bill. I think part of the
discussion will have to be, well, what do we mean by “partner-
ships” between public sector depots and private sector entities?
What does that mean, and how do we, in fact, operationalize that?

That would be the only area I'm aware of.

Mr. MicA. OK. Did anyone else want to comment?

Mr. KNOUSE. Mr. Mica, as the department goes through imple-
menting some of these legislative proposals, in terms of account-
ability and oversight, there may be a need, if the committee so
deems it appropriate, for our organization to act in maybe an eval-
uative mode to see just exactly how well those proposals are being
achieved and whether there are any additional impediments that
we're not aware of that are surfacing as they try to implement
these best business practices.

Mr. MicA. This question may have been touched on before about
excess inventory being purchased. It’s about $1.3 billion, according
to this report; is that correct?

Mr. WARREN. $1.6 billion was the estimate that we provided to
the committee at the end of the last hearing.

Mr. MicA. $1.6 billion?

Mr. WARREN. Yes, sir.

Mr. Mica. Do we have sufficient actions being taken to reduce
the amount of excess inventory, in your opinion?

Mr. WARREN. We provided that information to the department.
The answer to that, I firmly believe, is really in what we’ve been
talking about this morning. The true key to reducing excess inven-
tory to kind of its most reasonable level is to implement best prac-
tices that allow people to succeed in what they are doing. That’s
the key.

Mr. MicA. The other question was disposing, and that’s $1.1 bil-
lion of excess consumable materiel, in 1996. And you feel we have
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adequate plans and there will be an attempt to bring that figure
down, too, Mr. Warren?

Mr. WARREN. Yes, I believe those plans are there. Over time,
there have always been, because of the volume of materiel that’s
moving through the disposal process, there have been concerns
here and there. But the department has put in a fairly aggressive
program to move the disposal process along.

Their concern, and it’s very legitimate, is that they do not want
to be sending things out the door that, 2 weeks later, all of a sud-
den, they have to buy. Obviously, that’s not a good situation for the
taxpayer; it’s not a good situation for the department.

Mr. MicA. It says $1.1 billion in consumable materiel. Is that
based on the cost of purchase or depreciated?

Mr. WARREN. $1.1 billion is in the acquisition cost.

Mr. MicA. Acquisition cost?

Mr. WARREN. That’s what it cost to buy those items.

Mr. MicA. It’s not coming in at $2.2 billion, then, and going out
at $1.1 billion. Right.

Finally, many of the defense inventory problems that have been
discussed here today have been with us for at least three decades.
Why has change been so difficult, Mr. Warren?

Mr. WARREN. I guess, first of all, change is difficult for any insti-
tution. I think, first of all, the department had in place, during the
1960’s and 1970’s, a system that worked pretty well for them. They
felt it was responsive; they felt it looked pretty close to what was
being done in other places.

As time moved on, I really believe that cultural resistance to
change—in other words, the system was working OK, we were
being funded sufficiently to operate it, and it’s kind of—you ask the
question: Why change?

You could take it back, the same thing, to the U.S. private sector.
It was really not until the 1980’s, when we felt we got into a very
noncompetitive situation in a world market, that we had to decide,
boy, we've got to do something different, and then that spurred
change.

DOD now is at that point where they are getting that incentive
to say, “We need to look carefully at how we’re going to change.
Our budgets are being severely squeezed. We need money for mod-
ernization. We think this is an area to do it.” So you’ve kind of had
this action-forcing event that was not there previously.

Mr. MicA. I want to thank all of our panelists for their participa-
tion today, and also for their examination of this issue for the Gen-
eral Accounting Office. It’s important that we move forward with
trying to reform our inventory management through innovative
best practices, and you can help us make it happen.

We may have additional questions to submit to you in writing.
At this time, we will thank you again for your participation and
good work.

We will excuse this panel, and I will call our second panel.

Thank you, gentlemen.

Mr. WARREN. Thank you.

Mr. MicA. Our second panel consists of representatives of the De-
partment of Defense. Dr. Edward Martin is the Acting Assistant
Secretary of Defense for Health Affairs; James Emahiser, Assistant
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Deputy Under Secretary of Defense for Materiel and Distribution
Management; and Mr. Jeff Jones, Executive Director for Logistics
Management, the Defense Logistics Agency.

Mr. Emahiser and Mr. Jones have testified before this sub-
committee last March, and I appreciate your coming to update our
subcommittee today.

In accordance with our House rules and, as you know, this is an
investigation and oversight subcommittee, gentlemen, if you will
stand, I will swear you in.

[Witnesses sworn.]

Mr. MicA. Thank you.

As you know, we welcome your condensed opening oral state-
ments, and lengthy statements will be made part of the record. I
will recognize each of you for 5 minutes.

You are welcome. To our panel, again, several of you have been
here before. I will recognize first Dr. Edward Martin, Acting Assist-
ant Secretary of Defense for Health Affairs.

Welcome, and you are recognized, sir.

Mr. MARTIN. Mr. Chairman, if it would be all right, I would like,
actually, Mr. Emahiser to be the lead witness, and then I will fol-
lowup.

Mr. Mica. All right. That’s fine. Then I will, in fact, recognize
James B. Emahiser, Assistant Deputy Under Secretary of Defense
for Materiel and Distribution Management.

You are recognized, sir, for 5 minutes.

STATEMENTS OF JAMES B. EMAHISER, ASSISTANT DEPUTY
UNDER SECRETARY OF DEFENSE FOR MATERIEL AND DIS-
TRIBUTION MANAGEMENT; EDWARD D. MARTIN, ACTING AS-
SISTANT SECRETARY OF DEFENSE FOR HEALTH AFFAIRS;
AND JEFFREY A. JONES, EXECUTIVE DIRECTOR FOR LOGIS-
TICS MANAGEMENT, DEFENSE LOGISTICS AGENCY

Mr. EMAHISER. Thank you, Mr. Chairman, members of the com-
mittee, and staff.

Thank you for the opportunity to appear before you today to dis-
cuss the Department of Defense’s use of innovative business prac-
tices to reform our inventory management and the program and
the initiatives we have underway to increase efficiency while main-
taining support to the war fighters’ needs.

I would like to enter into the record my written statement re-
sponding to the issues raised in your letter of invitation and make
a brief oral statement.

Mr. MicA. Without objection, your entire statement will be made
a part of the record.

Mr. EMAHISER. You have already introduced the gentlemen who
are with me here today. The Department of Defense is imple-
menting a series of wide-ranging initiatives to adopt best business
practices. As I testified in March 1997, our inventories have, in
fact, decreased from $107 billion in 1989 to currently $67 billion,
with a target of $48 billion in the year 2003; overall, a reduction
of 55 percent.

The initiatives that we have are enabling us to move toward buy-
ing many commercially available items at the local bases, using the
Internet and the government purchase card to obtain delivery di-
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rectly from a vendor to a user in a few days, rather than maintain-
ing multiple levels in inventory of such items within the depart-
ment.

A key indicator of our success in this area is the rapid expansion
of DOD usage of the government purchase card, the GSA Inter-
national Merchants Purchase Authorization Card [IMPAC] card. I
testified in March that DOD use of the card increased by nearly 80
percent from fiscal year 1995 to fiscal year 1996, from just under
$800 million to more than $1.4 billion. I can now report to you that
DOD use of the purchase card is projected to exceed $2.3 billion in
fiscal year 1997, an increase of more than 60 percent.

The purchase card and Internet ordering are two key elements
of the menu of innovative practices the department is using, along
with prime vendor, virtual prime vendor, and direct vendor deliv-
ery. The goal of this menu of practices is to improve services while
lowering costs.

Customers of the Defense Logistics Agency can already use on-
line Internet ordering to obtain commodities as varied as clothing
and textile items, maintenance and repair items such as electrical,
plumbing, and refrigeration supplies, through a hardware prime
vendor in the Southeastern United States.

The success of these various initiatives can be seen in the bottom
line numbers for the portion of DLA sales provided directly from
a vendor to a customer without going through a DOD warehouse.
That portion was 24.5 percent in fiscal year 1992. It increased to
33.2 percent in fiscal year 1996.

In the medical prime vendor program, 98 percent of the orders
are delivered by prime vendors within 24 hours, as opposed to the
30 days it used to take from government stocks. The response time
and fill rate of this program enabled DLA and the military hos-
pitals to drastically reduce their inventories, resulting in signifi-
cant savings in their cost of operations.

Walter Reed Medical Center reduced its medical on-hand inven-
tories by 83 percent and closed six warehouses in this process.
They also reported over $7 million recurring annual savings by con-
verting to prime vendor. We anticipate further increases as we use
lessons learned from this successful application of innovative prac-
tices in the medical and food commodities to the more complex area
of hardware items.

The Department of Defense is proud both of the progress we
have made in adopting innovative business practices to improve
our inventory management processes and committed to further im-
provements. We are confident that management improvements and
ambitious deployment of technological advances will continue to en-
able us to expand our use of innovative business practices.

I would also like to confirm what Mr. Warren said earlier, that
he and I have agreed that our folks will try and work the inventory
issues together, and we should be meeting over the next several
weeks.

We appreciate the interest of the subcommittee in defense inven-
tory management reform and look forward to working with you in
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the future to ensure success in this crucial area. Thank you for
your interest and support. I will be glad to answer any questions
that you may have.

Thank you.

[The prepared statement of Mr. Emahiser follows:]
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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
initiatives to reform inventory management through innovative business practices
while maintaining support to the war fighter’s needs. In response to your specific
requests in the letter of invitation, I will discuss: (1) the success that DoD has had in
using direct vendor delivery practices for the acquisition and delivery of medical
and pharmaceutical supplies to over 150 medical facilities nationwide, as well as the
use of innovative business practices for food and clothing items; (2) the feasibility
of using virtual prime vendor and direct vendor delivery for other types of inventory
items, such as hardware items and other readily available commercial products; and
(3) bow provisions contained in the House National Security Commitiee’s 1997
authorization bill may improve inventory management, as well as any other
legislative or policy reforms that would allow DoD 1o aggressively implement
business best practices. To put these issues in the proper context, I will first provide
an overview of the Department’s initiatives to implement best business practices.
With me today to assist in responding to questions are Mr. Jeff Jones, Principal
Executive Director, Materiel Management, Defense Logistics Agency, and Dr.

Edward Martin, Acting Assistant Secretary of Defense for Health Affairs.
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OVERVIEW OF DOD BEST BUSINESS PRACTICES INITIATIVES

The Department is implementing a series of wide-ranging initiatives to adopt
best business practices. One such initiative, the Defense Logistics Agency’s
business automation initiative termed Fuels Automated System (FAS), will
provide a fully integrated financial, acquisition, and inventory management system
that meets all Congressionally mandated requirements. The field level source data
collection process used throughout the commercial oil industry has been
implemented at over 200 bases worldwide and will be implemented at over 600
bases when fully implemented. FAS will be the DoD prototype for commercial-
roff the-shelf (COTS) efforts and is planned for full deployment in FY98. Asl
discussed in my previous testimony on March 20, the Department is relying upon a
series of initiatives to increase the use of commercial practices and distribution
systems to satisfy our materiel requirements. These initiatives are enabling us, as ]
testified in March, to move 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 Department. A key initiative in this area is expanded use of the

government purchase card (the International Merchant Purchase Authorization
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Card, issued by GSA)for buys of commercially available items up to $2500. 1
testified previously that DoD use of the purchase card increased by nearly 80
percent from FY 1995 to FY 1996—from just under $800 million to more than
$1.4 billion. I can report to you that we now project that DoD use of the purchase
card will exceed $2.3 billion for FY 1997—an increase of more than 60 percent
from FY 1996.

The importance of this increase is indicated by the August 1996 GAO Report
entitled “ACQUISITION REFORM: Purchase Card Use Cuts Procurement Costs,
Improves Efficiency.” That GAO report pointed out that purchase card use
enables Federal agencies to improve efficiency and service delivery, and that the
purchase card program has significant growth potential. In relation to the DoD
materiel management system, increased use of the purchase card for small
purchases of commercially available items offers substantial administrative
savings and reduced response times to customers. We intend to continue to pursue
these advantages through expanded use of the purchase card. Toward that end, the
Deputy Secretary of Defense issued a memorandum on June 16, 1997, approving
the recommendations of a purchase card program reengineering team. Those
recommendations are intended to provide the policies and procedures necessary to

promote and streamline the Departments use of the government purchase card.



65

Furthermore, the Under Secretary of Defense (Comptroller) has issued four
Purchase Card Reengineering Implementation Memoranda, with two more in
coordination. Through this series of initiatives, the Department is moving out
vigorously to take maximum advantage of the government purchase card as a
method of reengineering our business practices. Those of us in the DoD materiel
management community are fully committed 1o enhancing the Department’s
application of this tool in order to reduce administrative costs and improve
responsiveness 1o users.

INNOVATIVE PERSONNEL SUPPORT MATERIEL PRACTICES

Your first question requested an overview of the success that DoD has had in
using prime vendor and direct vendor delivery practices for the acquisition and
delivery of medical and pharmaceutical supplies to over 150 medical facilities
nationwide, as well as the use of innovative business practices for food and
clothing items. As the Department’s commodity manager for nearly all
consumable items (defined as those items which are normally expended or used up
beyond recovery in the use for which they are designed or intended), the Defense
Logistics Agency (DLA) plays a crucial role in our efforts to adopt best business
practices for these commodities. A key measure of DLA’s success in using

alternatives to the traditional “stock, store, and ship” method of meeting customer
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requirements is the portion of sales shipped directly from a vendor to a customer
without going through a DoD warehouse. This portion increased from 24.5% of
total sales in FY 1992 to 33.15% in FY 1996. This increase is important to note
since it includes all forms of innovative business practice aimed at using
commercial distribution systems instead of DoD warehouses—whether these
practices are labeled prime vendor, virtual prime vendor, direct vendor delivery, or
something else. The key point here is that while the specific method of increasing
our use of cormmercial logistics capabilities may vary, the trend toward greater use
of these capabilities is clear. I will now provide an overview of the Department’s
application of innovative business practices to the medical, food, and clothing
commodities—what we refer to as personnel support items.
MEDICAL PRIME VENDOR PROGRAM

The Medical Prime Vendor Program provides that private firms will supply
a wide range of pharmaceutical and medical/surgical items directly to
geographically clustered groups of customers. Prime Vendors deliver 98% of their
orders within 24 hours as opposed to the 30 days it used to take from government
stocks. The response time and fill rate of this program enabled DLA and the
military hospitals to drastically reduce their inventories, resulting in significant

savings in their cost of operations, because they order only what they need. Prime
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Vendors invoice electronically with summary billings that reduce the
administrative cost of handling a massive amount of paper invoices. Payment to
the vendors is also made electronically.

Prime Vendor must satisfy customer orders by obtaining the required items
from manufacturers/dealers that have Distribution and Pricing Agreements. In
general, those prices are substantially less than customers used to pay for products.
More importantly, increased use of this program has allowed customers to reduce
their inventories by up to 80% which saved considerable storage space and
avoided additional construction or modernization of warehouses. The program
likewise reduced the need for warehousing and transportation at DLA facilities.
Additionally, the program helped to eliminate supply backorders, stockpiles, depot
disposal, and miscellaneous handling charges. Initiatives under this program are
estimated to have allowed inventories to be reduced by over 29.1% ($143.5
million) and to have achieved $95.7 million in cost avoidance for FY 1995.

We estimate that the program will permit further inventory reductions and
will save customers an additional $353 million over the next five years. Walter
Reed Medical Center reduced its Medical on-hand inventory by 83%, and closed
six warehouses in the process. They also reported over $7 million in recurring

annual savings by converting to Prime Vendor.
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Medical Prime Vendor has expanded beyond the continental United States
with the award of a pharmaceutical fleet Prime Vendor contract to Tennessee
Wholesale Drug Co. This contract covers support for the fleet as well as
contingency support for two hospital ships.

SUBSISTENCE PRIME VENDOR

For decades, the Defense Logistics Agency relied primarily on its own depot
distribution system 1o store and distribute food to the armed forces. The Agency
intends to cut its costs further and improve service by reducing the need for
storage of food items. DLA has applied the Medical Prime Vendor approach
discussed above to food as well in order to maximize its use of private-sector
distribution capabilities. Under Subsistence Prime Vendor, a contract is awarded
to a supplier to ship food directly to military activities, on an as-needed and when-
requested basis, within a specific geographical area. This process reduces delivery
lead time to the customer and, by utilizing the private sector's storage and
distribution system, reduces the Agency's associated warehousing and
redistribution costs. It also facilitates reductions in local inventories held by food
preparation activities. This, in turn, reduces the costs bome by the U.S. taxpayer.
Due to the unique requirements of Navy vessels, some food requirements may be
more effectively met through government-owned but contractor-operated

warehouse facilities.
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The Subsistence Prime Vendor Program was tested during FY 1995 in the
southeastern United States, and was determined to be a feasible and viable method
of providing high quality food for DoD stateside garrison feeding. With lessons
learned during the demonstration, the potential for optimizing the use of
commercial food systems will continue to be realized. DLA estimates a $20
million reduction in wholesale inventory alone during FY 1996. In conjunction
with the Services, DLA is aggressively expanding the Subsistence Prime Vendor
Program throughout the continental United States. As of the end of 1996, 95% of
all proposed subsistence prime vendor contracts had been awarded. As of June
1997, all Army, Navy and Marine Corps bases in the U.S. were receiving their
food from commercial food distributors. All Air Force installations will be under
this initiative by September 1997.

Subsistence Prime Vendor is being expanded beyond fixed bases in the
United States. In December 1996, two contracts valued at $75 million were
awarded for the support of nearly 140 ships in the Norfolk area. By the end of
1997, contracts are scheduled to be awarded for all West coast ships. Prime
Vendor support to Europe and the Pacific is also being planned. After Subsistence
Prime Vendor is completely implemented, the only subsistence stocks in DoD

warehouses will be operational rations such as Meals Ready to Eat.
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Finally, it should be noted that the U.S. General Accounting Office, in a
May 1997 report entitled “SCHOOL MEAL PROGRAMS: Sharing Informatic
on Best Practices May Improve Programs’ Operations,” selected the U.S.
Department of Agriculture/Department of Defense Fresh Fruits and Vegetables
Programs as a “best business practice.” This program allows school food
authorities to order fresh fruits and vegetables through the Defense Logistics
Agency for deliveries to state warehouses, local central kitchens or directly to
schools. A wider variety of higher-quality fresh fruits and vegetables at
competitive prices is available through the Defense Logistics Agency Produce
Business Unit. A total of 32 states now participate, with further expansion
planned for the 1997/1998 school year.

INNOVATIVE CLOTHING AND TEXTILE PRACTICES

The Defense Personnel Support Center’s (DPSC) Clothing & Textiles
Directorate has accepted the challenge of establishing the textile commodity on
the "information superhighway.” Using home grown talent and commercial off-
the-shelf software DPSC created a Home Page on the World Wide Web and
developed what may be the most sophisticated electronic catalog with on-line
ordering capabilities in the Department of Defense - ASCOT (Automated Systemn

for Cataloging & Ordering Textiles).
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The system can be accessed through the Clothing & Textiles Home Page on
the World Wide Web using any industry-standard web browser that supports
forms. Customers without direct access to the Web will eventually be able to dial
into the Clothing & Textile commodity center via modem and gain access through
a dedicated server. The system allows customers to search the complete catalog by
various methods, including key word descriptions (shirt, trousers, boots, etc.),
national stock number or specification. When a customer scans by description, a
list of all matching items is displayed. The catalog includes full screen digitized
photos for all items, various item-specific information (including price and sizes),
and a point of contact for any additional information or questions the customer
may have. Hypertext allows the customer to send E-mail to the point of contact
without exiting from the catalog. After identifying the item or items desired,
customers then have the option to place an order via the Internet by filling in a few
fields on a user-friendly screen. Although anyone can browse the catalog, a
security check restricts ordering to registered customers.

Requisitioning on-line through this system saves customers from hours to
days, depending on the previous method utilized. The search capability greatly
facilitates the requisitioning process for our customers. The system allows the

user to get to the right item and provides all the information necessary to submit
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an order. This eliminates manual research on the part of the users and reduces the
possibility of submitting a requisition for the wrong item. The system also
provides necessary controls by allowing requisitions only from authorized
customers. The system went "live” in December 1995 and has been well received
by those who have visited the Web site. A growing number of customers submit
their clothing and textiles orders through this system.

INNOVATIVE BUSINESS PRACTICES FOR HARDWARE ITEMS

The second question in your invitation letter asked that we address the
feasibility of using virtual prime vendor and direct vendor delivery for types of
inventory other than personnel support items, such as hardware items and other
readily available commercial products. As I discussed in my March testimony, the
Department is now 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
(Robins Air Force Base, Georgia), which initiated Virtual Prime Vendor in

January 1997. Contractor proposals are being requested for other air logistics
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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.

As we pursue the Virtual Prime Vendor approach for maintenance depot
requirements, we are also using a variety of other innovative practices to increase
our use of commercial logistics support capabilities. For example, the Defense
Logistics Agency’s Defense Supply Center, Columbus (Ohio) has established
contracts with four major commercial heavy equipment vendors for all items in
their parts catalogs. These contracts offer discounts off the retail list prices
ranging up to 23 percent—and in some cases more—when orders are placed using
the government purchase card (IMPAC) that 1 discussed previously. Furthermore,
response times to customers are being reduced to between 24 hours and 5 days—a
substantial improvement over delivery times averaging 30 days when ordering
through the DoD warehouse system.

Another initiative established a Prime Vendor for maintenance, repair and
operating (MRO) materiel support to Department of the Navy activities in the
Southeast. The contract was established in March 1997 with Strategic

Procurement Services Inc., and involves support to the Marine Corps Recruit
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Depot, Parris Island (5.C); Camp Lejeune Marine Corps Base, N.C.; and the
Marine Corps Air Station and the Naval Hospital both located in Beaufort, S.C.
Instead of these activities placing requisitions and receiving shipments from a
DoD warehouse, orders will be placed over the Internet directly to the vendor,
with delivery within 72 hours. If this pilot is successful, the MRO Prime Vendor
concept will be expanded to all 73 military installations throughout the
southeastern region of the United States, with the potential dollar value as high as
$200 million annually. In the pilot, Strategic Procurement Systems will provide
brand name commercial items ranging form electrical, plumbing and refrigeration
supplies to small tools and small hardware items. Since all ordering occurs over
the Internet, orders can be placed 7 days a week, 24 hours a day, with emergency
orders available within 24 hours.

The Navy has recently awarded a contract for direct vendor delivery of
reparable components. The Naval Inventory Control Point has contracted with
Litton Guidance and Control for the Replacement Inertial Navigation Unit used on
the P-3 and C-130 aircraft. This contract is estimated to save $200 million over 20
years. Litton manages the inventory, will ship replacements for failed units within
a day, and has guaranteed reliability improvement to 9000 hours Mean Time

Between Failure versus the 200 hours Mean Time Between Failure experienced by
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the current system. If the improved reliability is not achieved, Litton is required to
provide additional units to meet Navy demand at no cost to the Government.

Your invitation letter asked about the approximate dollar value of hardware
items and other readily available commercial products. For Fiscal Year 1996,
sales by the Defense Logistics Agency’s hardware centers were $3.09 billion at
item cost, with $529 million (17 percent) of that total provided directly from
commercial vendors.

In summary, the Department is aggressively pursuing the implementation of
innovative business practices for hardware items. In so doing, we are using a
complete menu of innovative practices, including prime vendor, virtual prime
vendor, direct vendor delivery, Internet ordering, and use of the government
purchase card. I would also like to note that within the contractual relations we
have entered into, we have also negotiated surge and sustainment clauses to ensure
uninterrupted support during contingency or wartime situation. We anticipate
substantial increases in the application of these innovative practices over the next
several years.

LEGISLATIVE PROVISIONS
Finally, your invitation letter asked for a discussion of how provisions

contained in the House National Security Committee’s 1997 anthorization bill may
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improve inventory management, and for any other legislative or policy reforms
that would allow DoD to aggressively implement business best practices.

Section 102 of the authorization bill would require annual reductions in the
number of defense acquisition personnel (excluding civilian employees at a
maintenance depot) of 40,000 by October 1998; 80,000 by October 1999; 102,000
by October 2000; and 124,000 by October 2001. The impact of such reductions
on the DoD materiel management system would be extremely negative. Since the
civilian depot maintenance workforce is excluded, the reductions would largely
come from the Military Service Inventory Control Points, and, in particular, the
Defense Logistics Agency. The Department is in the process of reducing its
materiel management workforce in a meaningful fashion while avoiding undue
disruption with the negative impact on mission accomplishment such disruption
entails. As previously stated by other DoD officials, the Department opposes the
adoption of Section 102. In terms of its impact on materiel management, I can
state it would be extremely disruptive to mission accomplishment.

Section 221 of the authorization bill would require a reduction in the annual
overhead costs of the Department’s Inventory Control Points to not more than
eight percent of annual net sales at standard price. Section 221 excludes military

and civilian personnel related costs from overhead costs. The Department agrees
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with the intent of Section 221 to reduce overhead costs at DoD Inventory Control
Points. However, we are concerned that Section 221 as written may have the
unintended effect of causing a reduction in services that are outsourced by our
Inventory Control Points. The most recent Inventory Control Point data available
(FY 1996) show that 89.1% of annual net sales pays for materiel costs and
civilian/military personnel costs. The remaining 10.9% of annual net sales pays
for transportation and other outsourced services, in addition to payments for
services performed by other parts of DoD, such as distribution and disposal.
Limiting payments for costs other than materiel and military/civilian personnel to
no more than eight percent of net annual sales would not only prevent additional
outsourcing where appropriate, but would require a reduction in the current level.
Such action would contradict the DoD initiative to make greater use of private
sector capabilities where appropriate.

As to other legislative reforms that would allow us to aggressively
implement best business practices, the Department views existing legislative
authority as sufficient to continue to appropriately implement innovative private
sector practices. This view is borne out by the series of policy initiatives in the

areas of prime vendor, virtual prime vendor, and direct vendor delivery | have
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described, taken together with the dramatic increase in DoD's use of the
government purchase card and Internet ordering.
SUMMARY

The Department of Defense is both proud of the progress we have made in
adopting innovative best business practices into its materiel management process
and committed to further improvements. The increase in the portion of Defense
Logistics Agency sales shipped directly from a vendor to a customer without
going through a DoD warehouse from 24.5% in FY 1992 to 33.15% in FY 1996
shows a clear trend toward greater use of commercial logistics support
capabilities. Furthermore, the initiatives 1 have outlined that aim to apply private
sector practices that have proven successful for personnel support commodities to
hardware items offer the potential for substantial increases in the future. We
appreciate the 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.
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Mr. MicA. Thank you, Mr. Emahiser.

Dr. Martin.

Mr. MARTIN. Thank you, Mr. Chairman.

I would like to submit my written statement for the record.

Mr. MicA. Without objection, so ordered.

Mr. MARTIN. Thank you, sir.

My comments, I think, are from the perspective of running that
integrated business, Mr. Sessions, you were alluding to. I mean,
we’ve basically got a $15 billion health care delivery system. We
take1 care of about 7 million people, 150,000 employees, 130 hos-
pitals.

So when we look at what these questions youre asking have
done for us, from the business point of view, there have been any
number of changes, in addition to the efficiencies that have been
well articulated in the written testimony submitted. It fundamen-
tally changes how we are able to do business within our facilities.

When you have one warehouse instead of seven, and when you
are able to free up staff, and you have 95 percent of your orders
there within 48 hours, the way your system runs is dramatically
impacted, particularly in regard to the providers. This has been an
extremely popular effort on the part of us in the Defense health
program, with DLA and DPSC.

A couple questions that came up before that I'd just sort of like
to proffer my thoughts on: First of all, the difficulty within DOD
or any department—I spent the bulk of my career in Health and
Human Services—doing things that are different or making
changes is well known, both to this committee and particularly to
Mr. Mica.

The fact of the matter is, we would not have been able to do this,
the success story that is, in fact, part of the testimony, if it had
not been for DLA and DPSC. Without their help, pushing through
a fairly complicated bureaucracy with many, many rules, we simply
could not have done something that I think we jointly believe is
one of the great success stories in this area.

The second which needs to really be pointed out, and I think we
touched on it in a couple of questions, is that it takes the business
area manager’s commitment to make it happen, and not just DLA
and DPSC. The example was given, which is a good example, of the
depot commander or the base commander, when they really want
to do these kinds of things, or a hospital commander, like they did
at Walter Reed, it’s much, much easier for DLA and DPSC to make
it work.

The flip side would have been, if we had this example at Walter
Reed, and the commander at Walter Reed didn’t want to make it
work and wanted to continue the old business practices, little that
prime vendor could have done could have made it work. I think
that’s important to put into perspective since you've got a lot of
business areas that are going to need to take the leadership, like
I believe my predecessor did in health.

A very important point in the differences between health and
some of the other business areas, we were very lucky to have uni-
versal product numbers in pharmaceuticals, of course, because of
the regulation by the Food and Drug Administration, and also for
many of the other areas like food, where that’s also regulated by
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Agriculture and FDA. So we already started out with an enormous
advantage, as did the private sector.

In the area of medical-surgical where our statistics are less, we
have actually been in the position of being the industry leader try-
ing to get medical-surgical universal product numbers used by the
industry so we can implement prime vendor. Without that con-
sistent approach to identification, it becomes very difficult in those
kinds of markets.

The fact is, the industry has been very receptive, and we are
moving aggressively with the private sector and industry. In fact,
many of the real savings of our efforts now in med-surg will be in
places like Medicare, Medicaid, and in the private sector. Because,
indeed, they have problems with the ability to use prime vendor ef-
fectively.

The last thing I think I would like to point out was made a cou-
ple times during the testimony. In order to effectively implement
these programs, you fundamentally have to redo your current auto-
mation. I think it is very clear, in the hospital industry, automa-
tion was changed most of the hospitals to the AIS systems in the
mid- and late 1980’s.

The government, unfortunately, takes a little longer to get
changes made, but we had advantages in that we would rapidly be
able to develop the automation and to get products that helped us
move this aggressively forward. Without an automated infrastruc-
ture, this particular approach simply does not work, especially in
regard to the electronic commerce part.

So the success that we feel that we have had I think has been
more to us been amply repaid in the impact, positively, on our busi-
ness. Again, the point that I don’t think that we could have done
it without DLA and DPSC assistance, because it’s not an easy job
at all.

Thank you, Mr. Chairman.

[The prepared statement of Mr. Martin follows:]
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Mr. Chairman, and Members of the Committee:

Thank you for the opportunity to appear before you today to discuss the Department of
Defense’s Medical Prime Vendor related initiatives. The offices of the Deputy Under Secretary
of Defense (Logistics) (DUSD(L)) and the Assistant Secretary of Defense (Health Affairs)
(ASD(HA)) are partners in a joint wholesale and retail initiative to reduce the total cost of
healthcare to our beneficiaries. We have made great strides over the last five years and have
affected not only the Military Health Services System but the way the entire US Healthcare
industry manages, procures, transports and distributes medical supplies and equipment. The key
element, the Prime Vendor Program, managed by the Defense Personnel Support Center (DPSC),
was identified by former Secretary of Defense William Perry in his report to the Vice President
and President on the National Performance Review as the best example of outsourcing in the
Department. This reference is backed by numerous awards including the Superior Management
Award (Electronic Commerce) 1992; Gold Medal, Federal Executive Board 1993; Public Service
Excellence Award 1995; Innovations in American Government, Ford Foundation/Harvard
University 1995; Vice President Gore’s “Hammer” awards for 1995/96/97; plus personal
recognition for members of the DPSC statf.

The overall goals of the DoD Prime Vendor Programs are to: (1) reduce Defense
Logistics Agency (DLA) depo; stocked items by half; (2) reduce wholesale inventory by two
thirds; (3) reduce military treatment facility (MTF) inventory levels by half; (4) achieve a 5%
price reduction on at least half of items purchased; (5) reduce the time spent by clinical staff in
ordering and managing supplies; and, {6) enhance medical readiness enabling a secamless

transition from peace to war.
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The Pharmaceutical Prime Vendor program alone exceeded expectations for every goal.
Order and receipt time was cut from 20 days to one day, DoD-held inventories were reduced
from 380 days to 10 days, and cost of materials was reduced by 15%. Specifically, depot items
were reduced by 81% from 16,000 lines to 3,000, with a revised target of 95% by FY2000. The
DLA inventories were reduced from $629 million to $200 million. MTF inventories were
reduced from $160 million to $70 million. The program goal of 5% or $40 million reductions in
pharmaceuticals was actually exceeded by an additional $40 million in FY96. The
Pharmaceutical Prime Vendor program proved successful because there was an industry-wide
numbering system, the National Drug Code identifying all products, and a classification systern
managed by the Food and Drug Administration which identified therapeutic equivalencies. Qur
joint initiative with the DUSD(L), the Defense Medical Logistics Standard Support Program was
able to obtain commercial data bases and develop tools which facilitated product and price
comparison at the MTF level. Service personnel have been very aggressive in using these
products to effectively reduce their expenditures.

The Medical Surgical Prime Vendor Program was established using the same format.
Although the Medicai Surgical Prime Vendor program proved much harder to implement than
initially expected, many MTFs are achieving significant benefits with up to 40% of medical
surgical items being covered. Our target goals of $256 million in sales and $25 million per year
in savings for the Medical Surgical Prime Vendor program have not been obtained. The Medical
Surgical Prime Vendor program is severcly hampered by the lack of an industry-wide numbering
and classification system to enable product comparison. Without these it is nearly impossible to

identify products being used in the MTF or to effectively accomplish product and price
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comparisons. As a result, implementation has been limited, with success often determined by the
experience level at the local medical activity. Even with these constraints, Medical Surgical
Prime Vendor sales continue to increase consistently.

Perhaps our greatest asset is our people, from both medical and logistics communities,
who recognize the importance of these initiatives. The DPSC is the recognized pace setter and a
champion for chax_xge in US Healthcare. Not content with our past achievements, our joint
endeavor is changing the face of the entire healthcare distribution and transportation industry as
well as direct providers of healthcare. Our current initiative to implement the Universal Product
Number (UPN) ti'nroughout US Healthcare is the key to the future for cost reductions and
efficiencies for medical and surgical products.

The UPN with barcode technology is a derivative of the Universal Product Code
commonly used throughout the retail industry within the United States and Europe. The
importance of this initiative cannot be overemphasized. For instance, the Efficient Healthcare
Consumer Response (EHCR) report, “Improving the Efficiency of the Healthcare Supply
Chain”, states that adoption of the UPN throughout US Healthcare will reduce annual
distribution costs for $60 billion in US healthcare medical surgical sales from $23 billion to $12
billion, a full 48% reduction. To the Department of Defense this transition will also support
peacetime, wartime, and humanitarian support missions using the US industrial base rather than
the Defense Depot based system. At the same tinie, we will continue our work with both the
General Accounting Office and the Healthcare Financing Administration of the Department of
Health and Human Services to adopt the UPN as a National Standard, assisting in efforts to

preserve Medicare and Medicaid funding.
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The Prime Vendor Programs are also being modified to better meet the needs of the
military facility clinical staffs. Many of the changes being made are new to industry as well as
the DoD, but they follow three basic principles: (1) increased product coverage; (2) better

’pricing; and, (3) innovations in automation as an enabler for all Services. Initiatives such as
lSoD and regional formularies, committed volume contracts, tiered pricing based upon regional
commitment, a National Mail Order Pharmacy Program, Pharmacoeconomic clinical based
formulary decisions, mandated use of the Federal Electronic Commerce and Electronic Data
Interchange conventions and standards, and fully integrated logistics systems common to all
Services are currently being implemented.

Initiatives building on the Prime Vendor concept require our full attention to make these
exceptional programs even better. The Pharmaceutical Prime Vendor and Medical Surgical
Prime Vendor programs have evolved several times during their implementation. Benefits
derived from summary billing, single source procurement at the MTF, reduced warehousing and
distribution costs, and reduced manpower requirements are well understood. We look forward to
the future working with the DUSD(L) in our joint partnership with the US Healthcare industry.
The continued support of this Committee and the Congress will have significant impact on our
ability to achieve continued cost reductions and efficiencies for all Americans, whether military

or civilian,
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Mr. MicA. Thank you.

Mr. Jones, you are recognized.

Mr. JONES. Thank you, Mr. Chairman.

If there is no objection, I would like to enter into the record an
article from the Navy Times which came out this week, called “Be-
lieve It or Not, Food in the Navy is Getting Better.”

Mr(.1 MicA. Without objection, we will make that part of the
record.

Mr. JONES. Thank you, Mr. Chairman.

The reason is, we’ve been able to expand our prime vendor expe-
rience and what we've learned in the process of doing it to the
point now where we're able to put commercial items directly from
vendors onto ships. We have awarded a contract to do that for the
Norfolk, VA, area and we’re going to do that in other places, as
well.

We have talked a lot about specific techniques today. I want to
add to the list of things we are doing, so the committee isn’t left
with the impression that we are sitting on our hands.

No one is more impatient to implement best commercial practices
than we are at DLA. I say that because the devil is in the details
in implementing these programs. As hard as we try to push a pro-
gram, as Dr. Martin said, you have to have a customer that’s ready
to move with you. When customers have not seen evidence of suc-
cess in areas that have been traditionally hard to penetrate, such
as aircraft spares, their confidence isn’t there with you. So you
have to work as a partner over a fairly long period of time.

I would also agree with Dave Warren’s assessment that pilots
are very important, pilot programs, to build confidence in areas
where there hasn’t been demonstrated success in the past.

I want to point out that while GAO does say that only 2 percent
of our items are covered, it is a third of our sales. The reason that
we bring up the difference is that the maturity of the industry, the
ability of the industry to participate in something like a prime ven-
dor type arrangement, is key to being able to do it. The last thing
the Department of Defense wants to do, or the Defense Logistics
Agency, is impose another new, unique defense business practice
on the industry.

So in the case of medical-surgical, the industry wasn’t exactly
where pharmaceuticals have been, for the reasons Dr. Martin men-
tioned. The universal product numbering system wasn’t there.
Other things weren’t there. So we had a more difficult time, but
we are making progress and we will get there.

We have, in fact, awarded contracts now, as Mr. Emahiser said,
for facility maintenance and repair type items: civil engineering
supplies, 8,000 stock numbers are being supported by prime ven-
dors at southeastern bases in the United States. The comptroller
of the Department of Defense has directed that we roll that pro-
gram out as quickly as possible, and we are in the process of work-
ing out a schedule, once again, with our customers, for doing that.

That takes us out of the business of stock-store-issue of all items
that are used in the process of maintaining facilities. So we will be
completely out of that business within a couple of years.

But we had some false starts, because first we looked at indi-
vidual commodities. We looked at plumbing, we looked at electrical,
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and then we found that there was no industry practice there to
meet us. Finally, the industry had matured. We found that there
was an industry practice that dealt with the entire range of items
that we were looking at, and that’s the industry that we went to.

The procurement process is very difficult. I have to caution the
committee on one point, that although we are, as I said, impatient
to roll out these practices, we have to be very mindful that, as we
do, we observe all of the rules and the regulations which uniquely
apply to the government. We cannot and will not walk away from
small business. We cannot and will not walk away from disadvan-
taged businesses. On top of that, we have to make sure that what
we do in pricing is what the committees in the Congress would ex-
pect us to do, and rightfully so.

I would point out very briefly that the commercial practice in
aviation sparing and in automobile sparing, and in a lot of other
commodity areas that have been discussed today, is basically to
provide a full-service product at a price which the market will bear.
That’s the American way. That’s competition, and that’s exactly
what the industry is about, and there’s nothing wrong with that.
But when it comes to the Defense Department, when we buy
spares, all the market will bear is not good enough.

So I would remind the committee that, as we progress down this
path of looking at prime vendor and other types of direct vendor
delivery processes, we have to be very cautious, because the over-
sight functions that are rightfully performed here will catch up
with us if we aren’t as careful as we need to be. So we can’t move
quite as fast as we would like to for a number of those reasons.

I will say one last thing, that it has been a pleasure working in
this environment. The GAO, I think, has made a substantial con-
tribution to a change in our relationship. Dialog is much more pro-
ductive, and I want to thank the gentleman on my right for exert-
ing leadership in that area. We look forward to continuing to work
with the committee on this and other related subjects.

That concludes my oral remarks.

[The Navy Times article referred to follows:]
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Mr. MicA. Thank you, Mr. Jones.

I yield now to the gentleman from Texas for questions.

Mr. SEssioNs. Thank you.

My questions would be for any of the three of you that wish. Just
a couple observations. I heard the words, “The devil is in the de-
tails,” and I heard the words that you’re dealing with a bureauc-
racy with many, many, many rules. Let me tell you, I have not
walked a mile in your sandals.

I know this is difficult, but please tell me, have any group of you,
meaning even individually, been out to a depot in the last 2 years?
And if you could, please tell me where you’ve been and what your
observations were. A depot, as opposed to a military operation—
Walter Reed wouldn’t count—but a depot.

Mr. EMAHISER. Let me go ahead and respond first.

Mr. SESSIONS. Please.

Mr. EMAHISER. I've been to Jacksonville and to Warner Robbins.

Mr. SESSIONS. What were your observations when you were
there?

Mr. EMAHISER. The observations were that, first of all, the folks
were extremely energetic and extremely proud of the products that
they were producing at those depots, were proud to be employees
of the services responsible for the depot, and thought they were
doing a quality job, producing a quality product.

Mr. SEssIONS. Did they provide any feedback to you, or are there
any observations that you made that—and I don’t know which
depot—I don’t know what Jacksonville handles. I don’t know what
they did, but was there any feedback. You were there to look and
hear people, and you've heard they were proud of the job, felt like
they were part of the mission, were pleased to be there.

Mr. EMAHISER. I would just follow that on by saying that at War-
ner Robbins they were excited about the virtual prime vendor, that
is the thing that was going to be put in to help support the propel-
lers and hubs and rotors, and that kind of thing.

They recognize that they are under the watchful eye of not only
the department but of the Congress, in all honesty, to assure that
they are producing quality products. They recognize they’ve got to
have a handle on costs, particularly at those two depots, they are
very cognizant of that. And that permeates from the commander on
down for both those installations.

Mr. SESSIONS. Are these depots run by the military with the as-
sistance of civilian employees, or what was the nature?

Mr. EMAHISER. Those both are military depots. They are not run
by contractors. They are both military depots with, I would say, 95
percent, 98 percent being DOD civilian employees. There are some
contractors there that may be on board that do provide some sup-
port, but they are primarily DOD civilians.

Mr. SESSIONS. Mr. Jones, could you please discuss with me, have
you been to any depots at all?

Mr. JONES. Yes, Mr. Sessions, I have, although, in my current ca-
pacity, most of the depots that I visit are distribution facilities that
are co-located with maintenance facilities. That’s my primary re-
sponsibility now. I have been to Warner Robbins, Kelly Air Force
Base, McClellan, Sacramento, numbers of places. Of course, our
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primary distribution depots are in San Joaquin, CA, and Susque-
hanna, PA.

So I have seen quite a bit of change in all of those locations and
an eagerness on the part of our customers for us to bring new solu-
tions to them; again, a combination of some frustration in how long
it takes, and some caution that they want to see demonstrated re-
sults before they jump in all the way with this.

Mr. SESSIONS. Can you tell me, in this case or in any case that
you choose, in your testimony, who is a customer? Who are they
expressing this concern to, and how do you find out about it?

Mr. JONES. Yes, I would be pleased. In the case of Warner Rob-
bins, we have a number of channels. No. 1, we work directly with
the commander, in some cases. A gentleman who used to work for
me in uniform is now one of the change advocates down there. We
have a direct line.

We have an interchange of people, basically, that know what’s
going on, who are also facing new pressures from their commander
at Wright Patterson to reduce costs, control and manage costs.
They know what we have tried to do and want us to partner with
them, and we’re just itching to do it. So it’s a communication that
works that way.

We also have customer representatives on the ground, perma-
nent employees of the Defense Logistics Agency who are there, field
a lot of the direct input, attend the commanders’ staff meetings, so
we have a third direct channel that way.

Mr. SEsSIONS. Would you describe, in your capacity as the execu-
tive director for logistics management, the people who are in your
organization? Can you describe how they are appraised? In other
words, what part of their performance evaluation would deal with
effective use of resources, these sorts of things? Is that included
within their appraisals?

Mr. JONES. Yes, it is, Mr. Sessions. By law, it’s in mine, and it’s
also in theirs. There are, as a matter of fact, several elements that
they are rated on. We are also moving toward giving higher marks
to those that spend more time solving customer problems. We have
both an emphasis on solving customer problems and accountability,
which is a requirement of FNFEA.

Mr. SESSIONS. Would you say that this is—and I know we've
heard it’s just a matter of time till we get to zero, it may be the
year 2050, but at some point we’re working that number down—
would you say that you are well on the road or that there are a
good number of bureaucratic rules that are getting in the way of
you performing it better?

Mr. JONES. Well, if you mean inventory being zero.

Mr. SESSIONS. I do mean inventory and proper management. I'm
not trying to get to zero; I'm trying to get to where you feel better
about what that level is, proper management.

Mr. JoNES. I think we’re within a very short time. The main
problem that we have is something that will never go away, and
I think the GAO would agree with this, is that there is a pattern
of demand in a lot of our materiel which is highly irregular.

It’s not like manufacturing. Inspect and replace causes demand
to fluctuate wildly. When you have equipment that’s 50 years old,
there are problems in trying to maintain low balances and antici-
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pate and forecast correctly. Those will always be with us as long
as we're in the environment we are.

If you talk about the vast bulk of our items, our dollar sales, I'm
comfortable that within 3 to 4 years we’ll have a much better han-
dle on having the right stuff at the right place at the right time.

Mr. SESSIONS. Really, what I'm in reference to is management.
Are you making good judgments about what is there, that’s on an
appraisal; you feel like you’re cutting through rules and regula-
tions, and that your management structure and decisionmaking is
good?

Mr. JONES. Yes.

Mr. SESSIONS. I hear you say you feel good about it.

Mr. JONES. Absolutely. We've overhauled the whole agency, reor-
ganized it, reshaped it from the bottom up, changed the incentive
process, changed the management structure. We’ve done an awful
lot in the last 3 years to change the culture. I'm not going to say
it’s done. It’s never done. We have to change it every day.

Mr. SESSIONS. Good. Well, hopefully as a promise, not as a
threat, I'd like to join any of you someday out at a depot and go
learn more about it, and see those kinds of things that you walk
through. So if either one of you three, as you have those opportuni-
ties that are coming up this year or early next year, I would wel-
come that opportunity when you do that same evaluation yourself.

Mr. EMAHISER. Sir, we would be glad to do that for you.

Mr. SESSIONS. Good. Thank you.

Mr. MicA. I yield to the ranking member, Mr. Barrett.

Did you have any questions?

Mr. BARRETT. Thank you, Mr. Chairman. No, I unfortunately
have been in other hearings all day. I may submit some written
questions to the panel, but at this time I have no questions.

Mr. MicA. I thank the gentleman.

Mr. Emahiser, in your testimony, you say that in 1996 DLA sold
about $3 billion worth of hardware. What is your estimate of the
total value of hardware inventory? Do you agree with the GAO that
DLA has a $7.2 billion inventory of hardware items in its distribu-
tion warehouses and depots? Is that correct?

Mr. EMAHISER. Yes, sir.

Mr. Mica. It is?

Mr. JONES. With one exception, Mr. Chairman, that’s the way
GAO is computing the value of inventory we have declared to be
potential excess. They value it at full acquisition cost, and the gov-
ernment’s own Federal Accounting Standards Advisory Board rule
says that we have to value that at recovery cost, which is essen-
tially scrap value. That takes about $1.1 billion to $1.2 billion off
of that total. So we’re closer to $6 billion in assets.

Mr. EMAHISER. That’s an ongoing discussion that we’ve had with
the GAO, how to, in fact, value that inventory once it appears that
it’s going to be excess.

Mr. Mica. The GAO, again, asserts this $7.2 billion worth of
hardware items in DLA’s distribution depots and warehouses that
you have agreed to. Is it feasible for the department to try to em-
ploy virtual prime vendor and direct vendor delivery for all of these
items?
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Mr. JONES. Let me break that answer, if I can, Mr. Chairman,
into two parts. One, the first answer is no, not all items. But the
more important answer to the question is, we’re going to try. We
have plans in place now to try avionics components. As I said, we
have a potential breakthrough in bench stock prime vendor that’s
in a very sensitive procurement stage now. I can’t really talk about
it, but that’s a huge potential change in our business practices if
we're able to get that to work.

We are working in the hardware areas intensively, but the way
we're doing it is, we're looking at how the industry does business.
I have to say again that if the industry does business one way, and
Defense tries to direct them another way, we’re not going to make
it work. We have to go find what’s working and capitalize on that.
That’s why we did so well with pharmaceuticals, and that’s kind
of a pacing factor in some cases.

Mr. MARTIN. Mr. Chairman.

Mr. MicA. Yes, Dr. Martin.

Mr. MARTIN. Just let me add, because this is important, there
are, given the industry practices, some important exceptions. Even
in medical, where our organizational philosophy is to reach toward
100 percent, there are clearly hundreds of items that, no matter
what happens, we will not be able to use prime vendor for.

Second, we have to always be concerned—and I think Mr. War-
ren touched on this very, very clearly—for surg requirements. To
the extent that our prime vendors can’t meet our surg require-
ments, all of a sudden we need very large numbers of things when
we deploy, we have to work a different arrangement than prime
vendor.

Prime vendor works very well for those consumables where there
is a through-put within our facilities that’s very predictable. It does
not work very well when the item is not an industrial standard
andor we have unique needs that are substantially different than
the industry. I can think of one immunization right now where we
constitute 95 percent of the requirement for the industry. Those
kinds of things are very, very difficult to fit into the prime vendor
system, and sometimes they are fairly sizable in number.

I think that is consistent with what Mr. Warren alluded to in re-
gard to the process of going through and figuring out which are
those things. We want all, of course, in medical, but we are very
cognizant of the fact that there would be another oversight hearing
if, all of a sudden, we needed 150,000 of something and we didn’t
have it and couldn’t get it, and we went to war and we only had
40,000. So we have to worry about that in those cases, particularly
with surg.

Mr. MicA. Mr. Emahiser, you had indicated in your testimony
that one of the problems in obtaining inventory and maintaining
inventory is some of the materiel, et cetera, is, I think you said,
40, 50 years old, that you're storing parts and acquiring materials
for. How much of a problem is this with outdated military equip-
ment? Is this a small part, or is this major? I don’t know if you
could give me a percentage or some estimate. Are we dealing with
this as the major problem or just one of the problems?

Mr. EMAHISER. There’s no doubt that the age of our inventory,
that is the age when we procured equipment, whether it be tanks,
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personnel carriers, helicopters, or airplanes, is a problem, because
as the age of the inventory grows, we still have to maintain parts.
Conversely, as we do technology insertion to upgrade that equip-
ment, we find that we have parts on the shelf that are no longer
applicable to that equipment.

That, in fact, causes us some problems. I believe the example
that GAO used in the 100 years of supply is, in fact, an item like
that, that was caught up in a technology upgrade, and therefore
there was not basically a requirement for that after that was done.

I can’t give you a number. It has an impact. Rather than to
quantify that off the top of my head, I just would prefer not to do
that.

Mr. MicA. Well, the department has implemented prime vendor
practices at Warner Robbins Air Logistics Center. Did you say you
visited there?

Mr. EMAHISER. Yes.

Mr. MicA. If this pilot program proves successful, will it be im-
plemented nationwide or on a broader scale?

Mr. EMAHISER. Well, when we see that the pilot program proves
out, and the program really has just started, it certainly provides
a basis for further implementation, not only in the aviation com-
modities like at Warner Robbins, but in other commodities to sup-
port the depot maintenance program. Mr. Jones alluded to the avi-
onics expansion that was being looked at now. That certainly would
be a case that could be made for that.

Mr. MicA. Where do you anticipate that these practices would be
implemented in the future?

Mr. EMAHISER. I could see where programs like this could be
issued across the entire depot community; again, either under a
pilot or on a case-by-case basis. Certainly, Corpus Christi Army
Depot, where we’re doing helicopters, is a prime case where some-
thing like that could be put into place. Anniston Army Depot,
where primarily we do tanks and heavy combat vehicles, would be
another place that we could take a look.

So I think that the time would be ripe, as this case down at War-
ner Robbins proves out, to expand that.

Mr. MicA. Does the department have any estimate, based on the
experience with medical supplies of how much money could be
saved by adopting prime vendor for all hardware items currently
held?by the department? Is there any indication from that experi-
ence?

Mr. EMAHISER. Sir, I don’t know of any number that’s been pro-
jected out.

Mr. MicA. Mr. Emahiser, it’s my understanding that you made
this point in the subcommittee, in our hearing in March, that the
department could not aggressively adopt these practices without
conducing thorough testing first to ensure that changing practices
would not affect readiness. What effect do you think the prime ven-
dor practices, like those employed—the example we’ve used here is
Warner Robbins—is having on readiness, and can you make such
a determination or evaluation yet?

Mr. EMAHISER. Based on the limited test that’s going on at War-
ner Robbins, I would say that it’s had a positive impact on readi-
ness, and it’s had a positive impact on throughput for the depot for
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those items. I think my comments, which I don’t really remember
from the last time, in that area would have been caution in that
there may be some commodities or some areas that it just would
not fit. Again, the idea would be not to create a new business enti-
ty, but rather be able to follow on what industry would currently
be doing, to make sure that that fits.

Mr. MICA. So, so far, also, you are not able to provide the sub-
committee with any estimate of saving from implementation of the
Virtgal prime vendor at Warner Robbins? You’re still in that posi-
tion?

Mr. EMAHISER. I couldn’t provide those now. We could go back
and look and provide that for the record, if it’s available.

Mr. JONES. Mr. Chairman, if I could just add one thing.

Mr. MicA. Yes, Mr. Jones.

Mr. JONES. Thank you. The virtual prime vendor at Warner Rob-
bins is different from prime vendor that we practice in other com-
modities. The virtual prime vendor is essentially an integrator, pro-
viding a service, and has access to our contracts for parts or his
own parts chain and parts supply.

What we are attempting to do there is to demonstrate the capa-
bility to provide an integrated logistics support service for a par-
ticular weapon system. There are 1,400 weapon systems that we
manage parts for in DLA. I don’t think that the method we’re going
to use is going to be to go system by system. What we’re probably
going to do is to go commodity by commodity, and in certain cases
where the customer wants us to take on a particular problem in-
volving an air frame or something like that, we will then look for
an integrated service.

So one of the reasons it’s hard to answer your question is, we're
not sure what service our customers will want us to provide. When
they do, then we can make the estimates on the point cases for the
materials that will be involved in those cases.

Mr. MicA. Real quickly, it’s my understanding that at Walter
Reed the prime vendor for medical supplies procedure has resulted
in the reduction of about 50 percent of the materiel management
personnel, somewhere in the 70’s to 30’s. Is that correct?

Mr. MARTIN. It’s about a 50 percent reduction from the mid-70’s
to about half of that.

Mr. MicA. It’s my understanding that this prime vendor for med-
ical supplies has been extended to over 200 DOD medical facilities.
Are there similar results in reductions of personnel anticipated or
underway?

Mr. MARTIN. I think it’s fair to say that within the health care
delivery system that the results at Walter Reed are being seen
pretty consistently throughout. And it’s not only the savings in the
personnel, particularly for us, which was warehousing and man-
aging the inventory, that is a large responsibility that has changed,
but also, it’s freed up a great deal of space.

I mean, when you visit the Brooks Army Hospital, the new hos-
pital in San Antonio, for example, there is a vast amount of space
that we used to have to dedicate, within the hospital, for storage,
that this new approach has essentially freed up for other uses,
which has been also a big factor in its popularity at the hospital
level. Again, there was the point I made before, this is very popular
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with our hospital commanders and doctors and administrators, be-
cause it makes life a lot easier in the hospitals.

Mr. MicA. Well, gentlemen, we're getting into the meat of some
of the issues I wanted to discuss with you, and look at, again, sav-
ings and how we can best pursue practices that, again, will aid us.
We're all up against a budget crunch. We’re trying to do more with
less and also transition folks who may lose positions as a result of
our actions.

I won’t be able to get into all of those questions. We have a vote
and a series of votes coming up. However, I am going to submit to
you additional questions, and I'd like a response. I'm going to leave
the record open for 2 additional weeks. They will be submitting
them to you, and if you could respond to the subcommittee.

We appreciate your cooperation in this endeavor and our over-
sight obligations. I would like to thank each of you for being with
us. The record will remain open, as I said, for 2 weeks.

There being no further business to come before the subcommittee
this afternoon, this meeting is adjourned. Thank you.

[Whereupon, at 2:15 p.m., the subcommittee was adjourned.]
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