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ABSTRACT

The Departnent of Defense (DOD) has been unable to
conplete a financial audit since the enactnment of the
Accounting and Auditing Act of 1950, requiring periodic
audits of all federal agencies. Wth corporate accounting
scandals such as Enron, WrldCom and Xerox fresh in
America’s mnd, Congress has given high priority to
exam ning DOD s financial nmanagenent situation, their plans
for inprovenent, and ensuring taxpayer nobney can be
accounted for throughout the departnent. This thesis wll
examne the root causes behind DOD s perceived wasteful
culture, failed attenpts to renmedy the situation, the top
10 obstacles inpeding proper financial managenent, and the
outl ook for attaining and passing an audit based on current
strategy. In addition, this thesis wll analyze the
conplexity of DOD budget execution and why budgets are
rarely executed as witten. Wth a slowng econony and
other federal departnents forced to do nore with less, a
nore efficient financial structure could free billions of

dol I ar s.
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. 1 NTRODUCTI ON

A PURPGCSE

The purpose of this research is to evaluate the status
of financial nanagenent in the Departnent of Defense (DOD)
DOD has been under intense scrutiny for several decades
because of a perceived wasteful culture. This thesis wll
examne the departnment’s current situation, the events
leading to that situation and the outlook for the future.
Congress’ nost pressing concerns will be explored and the
top 10 obstacles inpeding proper financial mnanagenment wl|
be identified. Testinmony of DOD and the General Accounting
Ofice (GAO officials wll be examned regarding the
probability of proposed changes resulting in a long-term
sol uti on. A secondary focus of this research will be to
determine how effective DOD has been in the past in
i dentifying fi nanci al managemnent short com ngs and
i npl enenting sol utions. Budget and spending data wll be

analyzed to determine the extent execution turbulence

affects financial managenent. The issues will be addressed
in terms of solvability, in both the short and the |ong
term The research goal is to provide a survey of the

hori zon of financial managenent and budget execution for
DCD. A secondary goal is to determne the inpact of
probl enms and possi bl e sol utions.
B. BACKGROUND

In 1995, Departnent of Defense |Inspector General
El eanor Hill testified before Congress that a turnaround in
t he Pentagon’s budgeting practices m ght be expected by the
year 2000. Hundreds of auditors and tens of billions of
dollars in recomended adjustnents later, DOD s books
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remain in shanbles. To date, no mmjor part of the Defense
Department has ever passed the test of an independent
audit. [Ref. 2:p. 2] Congress has made DOD s financi al
managenment situation a priority as years have gone by

wi t hout tangi bl e inprovenents.

Franklin C. Spinney, Tactical Air Analyst for the
Department of Defense, described the quandary for the
Def ense Departnent when speaking about current financial
practices at the Pentagon. He said:

Both 1links are broken. The historical books

cannot pass the routine audits required by |aw

and planning data systematically msrepresents

the future consequences of current decisions.

The double breakdown in these information I|inks

makes it inpossible for decision nmakers to

assenble the information needed to synthesize a

coherent defense plan that is both accountable to

the Anmerican people and responsive to the

changing threats, opportunities and constraints,

of an uncertain world. [Ref. 2:p. 3]

Leaders on Capital H Il and at the Pentagon are in the
m dst of planning a financial reform effort they hope wll
yield a reformed and inproved system Recent GAO reports
and DOD self-studies have concurred the first step to an
effective system is creating an architecture wth
integrated processes from end-to-end. However, the
financi al managenent system that exists today is plagued by
its own robustness and conplexity. Initial estimtes for
obtaining a clean audit are eight to ten years. However,
there is optimsm attributed to the Secretary’s |eadership
and transformation agenda. O hers have attenpted well -
intentioned prograns in the past and nonentum seens to

exist for reform but Congress wants to alleviate its



concerns and ensure the nmomentum continues in the future to
nmake the necessary cultural, systenms, human capital, and
ot her key changes to nmake successful reforma reality.
C. RESEARCH QUESTI ONS

1. Primary Research Question

VWat are the primary financial managenent and budget
execution problens facing DOD as seen by Congress and by
DCD sel f-study?

2. Secondary Research Questions

o How does DOD explain the persistence of these
probl ens?

. Is there a correlation in budget execution
t ur bul ence between various categories?

. VWhat strategy does GAO recommend to correct
problems with the DODs financial nanagenent
syst en®?

. VWhat is the probability that DOD s reform plan
wi ||l succeed?

. What types of incentives, penalties or rewards
can Congress inpose to help sustain DODs
efforts?

D. SCOPE

This research anal yzes Departnment of Defense financial
managenent since 1989. The scope of this research sought
the perspective of the Departnent of Defense, nenbers of
Congress, the GCeneral Accounting Ofice and independent
anal yst s. Dat a anal ysis focused on Department of the Navy
budgeti ng and spendi ng trends since February 1999.

E. METHODCOL OGY

The net hodol ogy for this research was divided into six
steps: (1) review of pertinent literature, (2) data
collection, (3) analysis of governnment docunments, (4) data
analysis, (5) identification of the Top 10 critica

3



obstacles for reform (6) devel opnent of conclusions about

current status.

. Literature Review. A review of Iliterature and
| egal support references relating to the federal
budget fornulation and execution process. Thi s

research included a literature search of books,
magazi ne articles, journals, Wrld Wde Wb, DOD
ref erences, and ot her l'ibrary i nformati on
resour ces.

. Data Col l ection: Conpiled Departnent of the Navy
appropriation and budget execution data from
February 1999 to August 2002.

. Government  Docunent s: Conducted a review of
Cener al Account i ng Ofice reports and
Congr essi onal hearing testinony.

. Anal ysis of Data: Selected an account from three
different categories for trend analysis and
t urbul ence determ nation

. Top 10 List: From literature review, dat a
col | ection, government docunments, and anal ysis of
data; conpiled Top 10 list of issues critical for
reform

. Concl usions: From previous analysis, determ ned
the probability of DOD reaching an auditable
status with their current strategy.

F. ORGANI ZATI ON

Chapter Il provides a brief background of DOCD budget
execution and spending turbulence. Starting with a list of
legislation providing the legal franmework for budget
execution, it then provides a conparison of budget data
between three accounts from separate categories to make

concl usi ons about budget turbul ence.

Chapter 111 discusses Congressional priorities and
failed attenpts at reform in the past two decades. Next ,
is a list of the Top 10 problenms wth the financial

managenent environnent with specific exanples of each.

4



Chapter IV identifies the perspective of GAO and DOD
regarding the status and outlook  of the Defense
Departnent’s fi nanci al managemnent . Specific
recommendations will be cited for future strategy and keys

t 0 success.

Chapter V presents a conparative analysis and
concl usi ons.
G BENEFI TS OF STUDY

This study provides a synopsis of the current DOD
financial managenent situation, how it evolved to what it
is today and the prospects for the future. It also
details the difficulty encountered in DOD budget execution
and why it is difficult to budget and spend in the current
system A top 10 list of problens is identified, as well
as analysis of the |likelihood of ~current initiatives

achi eving i ntended goal s.
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1. DOD BUDGET EXECUTI ON AND SPENDI NG TURBULENCE

A | NTRODUCTI ON

The Departnent of Defense had $373 billion in budget
authority for fiscal year 2002, the mpjority of which was
funded by United States taxpayers. Wth corporate
accounting debacl es such as Enron, WrldCom and Xerox fresh
in America’s mnd, the question confronting the United
States Congress is- Can the Departnent of Defense account
for every dollar it spends? The answer, as of Novenber
2002, is no. DOD is wuniversally perceived as having
ineffective accounting nmethods and as the segnment of the
federal governnent nost susceptible to financial waste and
abuse. This is evidenced by their inability to receive a
clean audit since the enactnent of the Accounting and
Auditing Act of 1950, requiring periodic audits of all
federal agencies. Further anplifying their difficulties is
the inability to adhere to the basic financial reporting
requi renents for federal agencies established by the Chief
Financial Oficer’s Act of 1990. DOD has attenpted to fix
the departnent’s financial managenent shortcom ngs for the
past half century, but the same general problens persist.
In 1995, Departnent of Defense Conptroller John Hanre
prom sed a Senate Arned Services Subcommttee he would,
“Take conprehensive action to sort out the accounting
nmess.” [Ref. 1l:p. 2] Seven years |later, Defense Secretary
Donald Runsfeld is making simlar statenents. Congr ess
wants to know how DOD |eaders plan to make fundanenta
changes to the departnent’s financial architecture to
assure the American people that their tax dollars are being

spent appropriately.



B. LEGAL FRAMEWORK OF BUDGET EXECUTI ON

The United States Constitution provides the basis for
all aspects of DOD spending. Congress has also passed
specific rules and regul ations throughout the years to help

ensure proper budget execution. Specific |legislation
i ncl udes:
1. Article 1, Section 9, United States Constitution
States, “No noney shall be drawn from the Treasury,

but in Consequence of Appropriations made by Law’ and upon
whi ch the apportionnment and Treasury warrant is based. The
O fice of Managenent of Budget (OVB) apportions this anmpount
to DOD, who delegates to subordinates the authority to
incur a specific amount of obligations. Clause 7 requires
that a regular statement and account of the receipts and
expenditures of all public noney shall be published from
time to tine.

2. Title 31, United States Code (U . S.C.) Section
1301

“Application of appropriations.” Restricts the
expenditure of funds to the purposes for which they are
appropri at ed.

3. Title 31, U S . C, Sections 1341, 1342

“The Anti-Deficiency Act,” states no federal officer
or enployee may authorize Governnent obligations or
expendi tures in advance of or in excess of an
appropriation, unless otherwi se authorized by law, and that
no Federal officer or enployee may accept voluntary
servi ces except as authorized by |aw.



4. Title 31, U S.C., Section 1514

“Administrative D vision of Apportionnments,” requires
establishnment of admnistrative control of funds designed
to restrict obligations against an appropriation or fund to
t he amount of the apportionnment or reapportionnent, and the
agency to be able to fix responsibility for the creation of
any obligation in excess of an  apportionment or
reapportionment.

5. Title 31, U S.C., Section 1517

“Prohibited Obligations and Expenditures,” prohibits
maki ng or authorizing expenditures or obligations in excess
of available apportioned funds, or anount permtted by
regul ati ons under Section 1514, and requires the reporting
of violations of this section to the President and the
Congr ess.

6. The Budget and Accounting Procedures Act of 1950

Defines the legal basis for issuance of appropriation
warrants by the Secretary of the Treasury, who is
responsible for the system of <central accounting and
financial reporting for the governnment as a whol e.

7. Chief Financial Oficer’s Act of 1990

This Act established the |egal framework for inproving
financial managenent in the Federal Governnent. Si gned
into law in January 1990, the Act represented the nost
aggr essi ve and conpr ehensi ve fi nanci al managemnment
legislation in the previous forty years. Recogni zi ng t hat
the governnent’s antiquated financial structure was failing
to provide decision nakers tinmely, reliable and all-
i nclusive information, Congress designed the Act to lay a
foundation for conplete reform It also established a
| eadership structure, provided for |ong-range planning,

9



required audited financial statenments, and strengthened

accountability reporting.

In the twelve years since the signing of the CFO Act,
DOD has never been close to conpliance. In April 2001, the
DOD Fi nanci al Managenent Study G oup conpleted their review
of their progress concer ni ng financi al managemnment
transformation. They observed that, “DOD was unable to
produce tinely, reliable, and relevant financial reports on
a regular basis, and was clearly wunable to neet the
requirenents of the CFO Act of 1990.” [Ref. 2] Def i ni ng
the ternms, “tinely” is self-evident, “reliable” refers to
accurate nunbers that are confirmable by audit, and
“relevant” means the task force had difficultly identifying
the significance of nuch of the data provided to managers.
It is an axiomin managenent that if you cannot neasure it,
you cannot manage it. The CFO Act and related |egislation
have not solved the financial managenent problens, but have
succeeded in bringing the financial reporting problens of
nost federal agencies, including DOD's, to |ight. DOD now
has the Congressional attention to provide the m ssing
scrutiny needed to help correct their financial practices.
C. BUDGET EXECUTI ON COVPARI SON

Bui I ding and executing the Defense Departnent’s budget
is difficult business. DOD seldom executes the docunent as
witten. It contains thousands of line itenms in broad and
conplex categories ranging from Procurenment to Mlitary
Constructi on. A basic assunption about DOD budget
execution is individual accounts can be classified as
either stable or highly unpredictable. In reality, even
the perceived stable accounts do not perform in a
predi ctabl e manner. For exanple, Congress approves Mlitary

10



Per sonnel accounts on an annual basi s and t he
appropriations rarely change in the mddle of the year, yet
outlays do not follow a strict schedule. This chapter wll
illustrate the turbul ence inherent in managi ng DOD budgets
and examne the instability of three individual accounts
from fiscal year 2000, the MIlitary Personnel Navy (MPN)
account, the Air Operations account from the Operations and
Mai nt enance Navy (QOVN) appropriation, and an appropriation
for the LPD 17 programin Ship Building and Conversion Navy
( SCN) .

1. Mlitary Personnel Navy Account

It would be reasonable for the public to assune an

account for mlitary personnel woul d  not fluctuate
significantly from nonth to nonth. The MPN account
provi des authorization for standard line itenms such as

Basic Pay, Housing Allowances, Retirenment Pay, Hazardous
Duty Pay, Basic Allowance for Subsistence, Enlistnment
Bonuses, and C ot hing Al owances. The following (Table 1)
is a chart of the Gand Total MPN account from Septenber
1999 through Cctober 2000. The first colum | abeled “APPN
YTD' contains the anmount of nobney Congress appropriated to
DOD to incur an obligation year to date. The second col um
| abeled “OBLIG YTD' is the anmpbunt that DOD officials have
obligated year to date in contracts that legally bind the
government to a future expenditure. The third colum
| abeled “DISB YTD' is the total outlay from the Treasury
for the fiscal year in execution of the account’s
obl i gati ons. The fourth colum |abeled “% OBL Per MN' is
the percentage of new obligations incurred during the nonth
conpared to the total for the fiscal year. The last colum
| abeled “% DISB Per MN' is the percentage of actual noney

11



spent during the nmonth conpared to the total for the fiscal
year.
Mont h APPN YTD OBLI G YTD | DI SB YTD % OBL % DI SB
Per MN | Per MN

Sep- 99 16909133 16903230 15681715
Cct - 99 16814377 1530961 1450599 8.76 8. 30
Nov- 99 16831427 2889514 2825433 7.77 7.87
Dec- 99 17290760 4315097 4153254 8.16 7. 60
Jan- 00 17310972 5712740 4875431 8.0 4.13
Feb- 00 17330725 7151770 6253722 8.24 7.89
Mar - 00 17362469 8603070 8381684 8.31 12.18
Apr - 00 17379878 10053077 9099385 8.29 4. 11
May- 00 17397810 11517176 10534485 8. 38 8.21
Jun-00 17418949 13012091 12699296 8. 56 12. 39
Jul -00 17392367 14510662 13406883 8.58 4. 05
Aug- 00 17420989 16102110 14948983 9.11 8. 83
Sep- 00 17472900 17434859 17172535 7.63 12.73
Cct-00 17728554 1669236 798025
Total FY 99.78 |98.49
2002

Tabl e 1. Grand Total MPN (I n Thousands of

Dol lars) [From Ref. 3]

Al though pay and allowance figures are approved

annually, the fiscal year 2000 MPN account denonstrates

turbul ence as the appropriated anount
t hat
The appropriation went

It also

i ncr ease.

Jul y,
2001.

of obligations
These nunbers appear

one nonth

as well

shows

The table al so

is the sane as

budget s

as during

t he

reveal s that

to support

budget ed never becomnmes obl i gat ed.
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an orderly scenario,
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the nonthly percentage

the year.

yet no

what is




Simlarly, disbursenent nunbers display a discernable
pattern. Total quarterly spending gradually rises from
23.73% in the first to 25.58% in the fourth. Additionally,
after a consistent Cct ober t hr ough Decenber wher e
di sbursenents stayed wthin .7% of each other, nonthly
patterns began to appear. The remainder of the year
yi el ded an average spending of 4.10% for the first nonths
of each quarter, 8.31% for second nonths and 12.43% for the
| ast nonths. Figure 1 displays the relationship between
obl i gations and disbursenents. The top (dianond) line is
the total obligations while the bottom (square) line is the
total disbursenent. The account behaves predictably as
there is a steady upward slope in obligations, but total
di sbursenents never match or exceed obligations incurred.

OBLIGATED vs DISBURSED

—e— Obligated
—m— Disbursed

20000000
18000000 -
16000000 -
14000000 -
¢ 12000000 -
% 10000000 -
A 8000000 -
6000000 -
4000000 -
2000000
0 4 } } } } } } } } } }
Oct- Nov- Dec- Jan- Feb- Mar- Apr- May- Jun- Jul- Aug- Sep-
99 99 99 00 00 00 00 00 00 00 00 00
FY 2000 Month
Figure 1. MPN Cbl i gation versus Di sbursenent
[ From Ref. 3]
Simlar to obligation patterns, no single nonth's

di sbursenents matched another and 1.51% of obligations were

never di sbursed.
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2. Air Ops Account

The account designated “AG 1A’ in the Navy budget
refers to Air Operations and resides in the Operations and
Mai nt enance category. Individual Iine itenms include
M ssion and Qher Flight Operations, Fleet A r Training,
Aircraft Depot Mai nt enance, and Safety Support.
Traditionally, this account has been the subject of nuch
budget debate because the l|arge expense to maintain
aircraft is weighed against the inportance of maintaining
pi | ot proficiency. The flight hours and aircraft
mai nt enance prograns becone targets of budget cuts and
m ssi on readi ness increases during both peace and wartine.
The Table 2 lists the AG 1A account for fiscal year 2000
and a nmonth before and after. Differences from the MPN
table previously listed are the colums |abeled “Revised,”

and “APPN vs REV.” The Revised colum contains the
dollars appropriated and includes any reprogram ng,
suppl emental s and rescissions. “Reprogranm ng” occurs when

there is a change in the allocation of resources in a
budget . A “supplenental” is a budget request subnitted
separately to Congress and is generally related to
unforeseen circunstances such as funding for disaster
relief. A “rescission” accomodates changing priorities,
helping to offset new spending wth cancellations of
funding previously made avail able. The “APPN vs REV
colum 1is a conparison of +the difference between the

appropriated amount and the final nunber after al

revisions.

Mont h Appropri ated | Revi sed bligated | D sb APPN
For Year vs REV

Sep- 99 3741527 4163821 4160307 3070814 | 11. 29

14




Cct - 99 3402490 3402490 345635 167538 | 0.00
Nov- 99 3402490 3895179 794859 367754 | 14.48
Dec- 99 3402490 3814776 1095921 696639 |12.12
Jan- 00 3402490 3922129 1498939 986682 | 15. 27
Feb- 00 3402490 4036298 1800733 1374413 | 18. 63
Mar - 00 3402490 4040249 2137559 1820672 | 18. 74
Apr - 00 3402490 4043529 2637064 2316700 | 18. 84
May- 00 3402490 4037861 2905024 2771119 | 18. 67
Jun- 00 3402490 4064057 3160359 2664554 | 19. 44
Jul - 00 3402490 4151047 3625119 2945082 | 22. 00
Aug- 00 3402490 4149634 3902857 3268183 | 21. 96
Sep- 00 3402490 4144233 4136944 3635864 | 21. 80
Cct - 00 4275064 4263635 627158 140842 |-0.27
Tabl e 2. AG 1A Air Ops (In Thousands of Dol l ars)
[ From Ref. 3]

Unli ke the MPN account, the Air Ops appropriation remins
stabl e throughout the fiscal year. However, the revised

| evel
bet ween
fiscal

year

varies significantly.
the budgeted,
2000.
there was significant

approved

activity

in the

and revised

There were no revisions for

total s
Cct ober,

remai ni ng nonths as

Figure 2 displays a conparison

for
but

revi sions added anywhere from 12.12% to 22% to original

appropriations.
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Figure 2. AG 1A Air Qps Appropriation

[From Ref. 3]
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Figure 3 conpares the Air Account’s cumulative nonthly

revised, obligated, and disbursed totals. There is a

distinct upward trend, but there is one exception as the

anount decreases between April and My. Additionally, the

total anobunt executed exceeds the original appropriation

f or
t he

the year, while 12% of obligations are never spent for

fiscal year.
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O Revised @ Obligated [ Gross Dis
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Fi gure 3. AG 1A Air Ops Appropriation
[ From Ref. 3]

3. LPD 17 Advanced Procurenment Account

The first platform in the Navy's new generation of

Amphi bi ous Assault Ships, the LPD 17 SAN ANTONI O O ass, was
approved by Congress on 17 Decenber 1996. However, due to

desi gn conpl i cations and construction del ays, t he

conpl eti on date has been pushed back from Septenber 2002 to
an estimated date of Novenber 2004. [Ref. 6] By focusing

on

a specific LPD 17 advanced procurenent account;

designated 99/03 1611 in the Shipbuilding and Conversion

Navy

(SCN) section, the difficulties of planning and

executing an unpredictable budget becone clear. The
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fol |l owi ng

di sbur senent

| ast

nmont hs of
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i ncl udi ng August
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nunbers for
the quarter
2002.
the percentage of
The far

t he percentage of the obligated

lists

right

fiscal

The col um

col umm

appropri at ed,
2000,
from Sept enmber

year

| abel ed
the appropriation
| abel ed

obl i gat ed and

as well

as the

1999 through and

“APPN vs OBL”
t hat

becane

“CBL vs DISB" is

anount that was spent.

Mont h APPN FY OBL YTD DI SB YTD | APPN vs OBL vs
OBL Dl SB
Sep- 99 636878 357023 23404 56. 06 6. 56
Cct - 99 279855 1364 1345 0. 49 98. 61
Nov- 99 279855 4904 3513 1.75 71. 64
Dec- 99 279855 10559 4570 3.77 43. 28
Jan- 00 275900 13808 3607 5.00 26. 12
Feb- 00 275900 22843 4690 8. 28 20. 53
Mar - 00 275900 25309 10868 9.17 42.94
Apr - 00 275900 28457 12421 10. 31 43. 65
May- 00 275900 38121 15203 13. 82 39. 88
Jun- 00 275900 46694 18737 16. 92 40. 13
Jul - 00 275900 49506 21662 17. 94 43.76
Aug- 00 275900 50816 23616 18. 42 46. 48
Sep- 00 275862 53038 26172 19. 23 49. 35
Cct - 00 222824 920 2172 0.41 236. 09
Dec- 00 222824 9346 8826 4.19 94. 44
Mar - 01 222824 25527 19622 11. 46 76. 87
Jun- 01 222824 30453 32112 13. 67 105. 45
Sep- 01 222824 45096 55303 20. 24 122.63
Dec- 01 177727 7609 21108 4.28 277. 41
Mar - 02 177727 15774 46934 8. 88 297.54
Jun-02 177727 97186 91043 27.11 156. 26
Aug- 02 177727 97925 107320 55. 10 109. 59
Tabl e 3. LPD 17 99/03 Appropriation (In
Thousands of Dollars) [From Ref. 3]
The table reveals the LPD 17 program had significant
funding in fiscal \year but delays resulted in

di sbur senent of

1999.

only 6.56% of
Appropriations were cut

17

obligated funds
by 56% for fiscal

I n Septenber
year 2000,




but del ays persisted. Not until tangible progress began in
the ship’s construction toward the end of the year did
obl i gati ons and di sbursenent s begi n to approach
appropriated |evels. Figure 4 depicts the turnoil delays
can cause with executing a budget of an unstable program as
it conpares the total appropriation (Series 1), obligation
(Series 2) and disbursement (Series 3) for fiscal year
2000.

APPROPRIATED vs OBLIGATED vs DISBURSED

300000

250000 -

" 200000 - O Series1

% 150000 B Series2

D f
100000 1 [ | O Series3

b b [l [ 1 10 U LG

1 2 3 4 5 6 7 8 9 10 11 12
FY 2000 Month

Fi gure 4. LPD 17 Appropriation versus Obligation
versus Di sbursenent [From Ref. 3]

The LPD 17 account displays the difficulty of planning
for a devel opi ng program There are additional obstacles
because this is the first ship in the class. Once the
design is formalized and proper test and evaluation are
conducted, budgeting and spending wll becone far nore
predi ct abl e. Hi storical data reveals the obligation and
outlay percentages are not far from the nedian for SCN
appropri ations. SCN accounts average 63% of t he
appropriation being obligated during the base year, and 14%
the year after. The LPD 17 99/03 account does not deviate
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significantly from the norm as it obligated 56% and 19%
respectively. The outlays reveal sinmlar statistics, as
the average outlay during the base year is 7.1% while the
LPD 17 appropriation yielded a 6.56% in Septenber 1999.
D. CHAPTER SUMVARY

A sanpling of budgeting and spending data from three
broad categories reveals the imense difficulty inherent in
DOD budget executi on. Accounts are hard to nanage because
appropriations get revised, revisions rarely becone
conpletely obligated, and obligations are seldom fully
di sbur sed. This leads to budgets that are arduous to

predi ct and even nore taxing to execute.
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['11. CONGRESSI ONAL PRI ORI Tl ES

A | NTRODUCTI ON

O utnost concern to |awrakers is ensuring DOD is able
to get control of its financial systens and increase
accountability. Wth $368 billion of the $773 billion (48
percent) of the federal governnment’'s fiscal year 2003
di scretionary funds going to defense, Congress’'s wants to
certify that all funds are spent wsely. In conpari son,
t he Departnment of Education will receive only $50.3 billion
and the Departrment of Agriculture is appropriated $19.8
billion of federal discretionary noney. Wth a slowng
econony and other departnents forced to do nore with |ess,
Congressional representatives have given DOD s financial
situation the highest priority. A nore efficient financial
structure could potentially save billions, freeing noney
for other agencies.
B. ATTEMPTS AT REFORM SI NCE 1989

On Septenmber 10, 2001, Secretary of Defense Donald
Runsfeld announced a broad initiative intended to
“transform the way the departnent works and what it works
on,”
budget, or about $15 billion to $18 billion annually. [Ref.
4:p. 1] Wth the terrorist attacks the follow ng day on

which he estimated could save five percent of DOD s

Septenber 11'", departmental priorities were forced to shift
to the War on Terror, but it made the federal governnent’s
short and |ong-term budget challenges nore inportant than
ever. Transform ng business operations was seen as
inperative to get the nost from every dollar appropriated.
As Gegory D. Kutz, director of Financial Managenent and
Assurance for the CGeneral Accounting Ofice, testified:
21



Even before the events of Septenber 11, increased
gl obalization, <changing security threats, and

rapid technol ogi cal advances were pronpting
fundanmental changes in the environnent in which
DCOD oper at es. These trends place a premum on

i ncreasing strategic planning, enhancing results
orientation, ensuring effective accountability,
mai ntai ning transparency, and wusing integrated
approaches. [Ref. 4:p. 2]

The challenge facing DOD is inmense. The past half-century
is littered with failed attenpts by the departnent to gain
control of its finances. In 1995, the Ceneral Accounting
Ofice identified DOD on its high-risk |ist, because of the
departnment’s failure to protect assets from fraud, waste
and abuse. One exanple; GAO recently uncovered mllions of
dollars erroneously charged to governnent credit cards
i ncluding personal itens, trips, and even plastic surgery.
[ Ref. 5:p. 5]

Congress has continually sought ways to |egislatively
i nprove control over DOD spendi ng. For exanple, in 1990
Congress passed a |law governing the use of appropriation
accounts because they found DOD spent hundreds of mllions
of dollars for purposes they had not approved. The | aw
specified that five years after the expiration of a fixed-
term appropriation, the appropriation account be closed and
all remaining balances canceled. [Ref. 7] However, the
probl enms persi sted. DOD records from fiscal vyears 1997
t hrough 2001 showed that it nade approximately $12 billion
of adjustnents affecting closed appropriation accounts,
including $1.9 billion as recently as fiscal year 2001.
Further research found that DOD had nade over $615 mllion
of illegal and otherwi se inproper adjustnments to closed

appropriation accounts during fiscal year 2000. [Ref. 7]
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The Departnent of Defense has initiated several reform
canpaigns since the first Bush admnistration reform
designed to overhaul the existing systens and realize
significant savings, but they failed to achieve intended
goals. These prograns include:

1. The Cor por at e I nformati on Managenent (am
Initiative

The CIM began in 1989 and |eaders forecast savings of
billions of dollars through streamined operations and
standard information systens. CIM was expected to reform

all DOD s functional areas-including finance, procurenent,

mat eri al managemnent , and human resour ces-t hrough
consol i dati on, st andar di zat i on, and i ntegration of
i nformati on systens. DOD also expected CIM to replace
approximately 2,000 duplicative systens. Over the years

the General Accounting Ofice (GAO has made nunerous

recommendations to inprove CIM nanagenent, but these
recommendations went largely unaddressed. I nstead, GAO
reported, "DOD spent billions of dollars with little sound
anal ytical justification.” [Ref. 8] As of 1997, DOD spent
nearly $20 billion on the initiative and the expected
savings had yet to materialize. The initiative was

eventual | y abandoned.

2. The Defense Business Operations Fund

In Cctober 1991, DOD established a new entity, the
Def ense Business Operations Fund by consolidating nine
existing industrial and stock funds and five other
activities operated throughout DOD. The fund was intended
to bring greater visibility and managenment to the overal
cost of carrying out certain critical DOD busi ness

oper at i ons. However, the fund was plagued by managenent
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pr obl ens. In 1996, DOD announced the fund’ s elimnation
In its place, they established four working capital funds.
These new  worKking capi tal f unds i nherited their
predecessor’s operational and financial reporting problens.

3. The Defense ReformiInitiative (DRI)

In announcing the DRI program in Novenber 1997,
Secretary of Defense WIIliam Cohen stated that his goal was
to “ignite a revolution in business affairs.” DRI was a
set of pr oposed actions ai med at I mprovi ng t he
ef fectiveness and efficiency of DOD s business operations,
particularly in the areas that had been [|ong standing
probl ens-i ncl udi ng financial managenent. In July 2000, GAO
reported that while DRI got off to a good start and nmade
progress in inplenmenting many of the conponent initiatives;
it did not neet expected tine frames and goals. Wth the
turnover of adm nistrations, the program | ost nonentum and
the initiatives have not been pursued since.

C. TOP 10 PROBLEMS W TH CURRENT DOD FI NANCI AL MANAGEMENT
ENVI RONVENT

It appears ironic today, but at one tine, the
Department of Defense was the |eader in adapting new
financial nmanagenent concepts for governnent agenci es.
It’s Planning, Progranm ng and Budgeting System (PPBS) was
widely enulated in other federal departnents, and by 1965,
President Lyndon Johnson nandated governnent-w de PPBS
i mpl enent ati on. However, other agency officials eventually
found the systemdifficult to relate proposed programs wth
intended results. [Ref. 13,p. 64] Soon thereafter, DOD was
the only agency using the system The uncontrolled
proliferation of non-standard systenms and processes for

performng both financial and non-financial functions
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eventually created a host of problens that continue to
pl ague the departnent. Those include an inability to
consistently produce either wuseful day-to-day financial
information or comercial type financial statenents. A
plethora of factors conbined to <create the enornous
accounting problens DOD faces today. The following is a
consolidated list of the top 10 issues conpiled throughout
this thesis research that have contributed to the problem
and require addressing if a DOD hopes to reach a sol ution.

1. Conpl exity of Current Financial Structure

The financial managenent difficulties at DOD have
becone progressively wor se over tinme. Lack of
standardi zati on across the departnment has caused previously
reliable systenms to evolve into a conplex business network
that is highly prone to errors. VWat remains is a
structure where nultiple systenms perform simlar tasks, the
same data are stored in nultiple systenms and, in this
technol ogi cal age, nuch data entry is nmanual. [Ref. 2:p.
25] The heart of the problem is an antiquated business
structure. As David R Warren of the General Accounting
Ofice stated in July 2002:

The business processes within the Departnent of

Defense largely were developed as it relates to

the logistics area in the 60s and 70s, and at

that tine, they were quite good systenms, and
based on nodern business and practice at the

tinme. However, over tine, they have evolved and
have not noderni zed. So what you're faced with
is what is often referred to as a brute force
system It gets the job done but in nmany

respects, is very inefficient. [Ref. 5:p, 15]

The sheer size of DOD has spawned thousands of non-
standard business systens. The failure to centrally
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nodernize the financial architecture forced individual
conmands to create their own sol utions. As of June 2002,
DOD identified 1,127 different financial and non-financia
f eeder syst ens, with approxinmately 3,500 interfaces
providing informtion. As Tina Jonas, Deputy Under
Secretary of Defense for Financial Mnagenent testified in
June 2002:

What this illustrates is that it is inpossible to
be accurate or tinely with this type of business
envi ronnent . Peopl e wonder why we can’'t get a

clean audit statenent.The further you get out
from one of the core systens, accounting systens,
the nore likely it is that an error wll have
been made. [Ref. 2:p. 8]

The plethora of systens has also resulted in difficulty
trai ning new personnel and an imense problem of accurately

tracki ng costs throughout the departnent.

In 2002, the General Accounting Ofice conducted a
study to investigate the accounting paths of two itens.
The first item a chem cal-biological protective garnent
called JSList (Joint Service, Lightweight, integrated suit
t echnol ogy), was sel ected because it is unique to DOD. The
second item a comercial conputer obtained with a DOD
pur chase card. The results reveal a sanple of the

conplexity of the current DOD financial structure.

Wth regard to the JSList, GAO traced 128 processing
steps to acquire, control inventory, and pay for the item
[ Ref. 5:p. 13] Gregory Kutz of the GAO observed:

The chem bi o sui t i nventory process was

characterized by st ove- pi ped, non-i nt egr at ed

systens with nunerous costly error prone nanual
processes. O the 128 processing steps that we
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identified, 100 or about 78 percent were manual
[ Ref. 5:p. 7]

The comercial conputer case study inpressed GAO
menbers with the advantages provided by the DOD purchase
card. They noted, “The system was nostly autonated and
provided the flexibility to acquire goods and services on
the day needed.” [Ref. 5:p. 8] However, GAO discovered
that the Defense Finance and Accounting Service (DFAS)

still received nonthly credit card statements mainly by
mai | or fax. Personnel were required to manually reenter
each line of the purchase card statenent. Manual entry of

data is required because DFAS does not have the ability to
accept the credit card data electronically. This practice
is costly because there is a $17 per line processing fee
per nmanual transaction. Analysis of the Navy nonthly
purchase card statenment revealed 228 such transactions,
resulting in DFAS charging the Navy alnpbst $3,900 in extra
processing fees. In contrast, both Wal-Mart and Sears make
extensive use of electronic data transm ssions within their

internal systens and suppliers. [Ref. 5:p. 8]

In an effort to better manage nore conpl ex procurenment
transactions, the Defense Contract Managenent Agency runs a
system called Mechanization of Contract Admnistration
Services (MOCAS). The MOCAS System is capable of
processing contracts and receiving invoices electronically,
with the MOCAS nmnual rate approxinmately $20 nore per
invoice than the electronic rate. However, to receive the
reduced electronic rate, both the contract and the invoice
must be received electronically. [Ref. 5:p. 33] DFAS uses
MOCAS to pay financing and deliverable invoices, but in the
exanple of JSList, DFAS still received only seventy four
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percent of the invoices electronically. Therefore, not
utilizing a worthwhile systemto its full potential nay be

costing DOD m|lions of dollars a year.

There are also exanples of l|aziness within individua
services. Representative Kucinich sites an exanple where a
sinple consolidation of line items, coupled with electronic
processing instead of manual data entry could have saved a
significant anmount of noney. On one purchase card
statenent, a sanple of l|line itenms read: vendor, Staples,
amount of purchase $4.37, processing fee $17.13; vendor,
Culligan Water Conditioning, amount of purchase $5.50,
processing fee $17.13, vendor, Ofice Depot, anount of
purchase $8.59, processing fee $17.13. [Ref. 5:p. 36] Not
only were the processing fees nore than double the anount
of the individual purchases, the manual entry charge woul d
have been only $6.96 if sent el ectronically.

Contract overpaynent is another product of the
conplexity of the financial structure. The lack of a
standard accounting system to track costs throughout a
programis life cycle has resulted in an unusually long tine
to calculate the total cost of ownership of a system or
equi pnent . As Steven Friedman, Chairman of the Defense
Fi nanci al Managenent Study Goup stated in June 2002:

These systens that grew up over decades, hundreds
and hundreds of feeder systens, typically were at
the service level or lower, were old. Roughly 80
percent of the systens were not in control of the
DOD s central financial managenent. These feeder
systens funneled information to DODs central
financial and accounting system Over the years,
standardi zation and conpatibility had not been
mandated, these really couldn’'t speak to each
other. [Ref. 2:p. 5]
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The GAO states that for fiscal years 1994 through 1999,
contractors returned over $1.2 billion of overpaynents to
DCD. That figure represents only accounts that have been
resol ved. Based on an |Inspector GCeneral Report, $1.2
trillion in transactions cannot accurately be accounted for
by the Departnment of Defense. [Ref. 5:p. 14]

2. Transi ent Nature of DOD Leadership

The sheer size of the task of fixing the DOD financial
structure requires long-term commtnent that has proven
difficult to acconplish in the Departnent of Defense. New
adm nistrations typically appoint their own |eadership, and
often they have significantly different philosophies from
their predecessors and take the departnment in an opposite
di rection. Further conplicating the process is a Pentagon

estimate of eight to ten years until a clean audit may be
attained. [Ref. 2:p. 3] Influential conpanies such as
CGener al El ectric, Pfizer, and Boeing, all identified

| eadership as the nobst inportant factor in naking cultura
change and establishing effective financial nanagenent.
Sustaining top nmanagenent commtment to performance goals
is a particular challenge for DOD. The departnent’s top
political appointees have averaged only a 1.7 year tenure,
hi ndering long term planning and follow through. [Ref. 2:p.
25] The lack of a chanpion for long term reform has

contributed to the failure of previous initiatives.

The high turnover rate is also counterproductive. The
scenario creates a cycle where new admnistrators are
forced to buy into the organization’s culture and nmethods
from the start if they hope nmake a difference in their
short time. Then once they start to grasp system dynami cs
and begin to generate ideas to inprove the process, it is
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time for a new appointee to take over. As Franklin
Spi nney, Tactical Ar Analyst for DOD, puts it, “W don't
have the kind of corporate nenory, so a |ot of people cone
in and they go along with this stuff in the short term
they don’t really get the big picture until they |eave.”
[ Ref. 2:p. 29]

The turnover also has a direct affect on the attitude
of the Ilong-term enployees. Speaking to the lack of
continuity in this effort, Stephen Friedman testified:

| f people there in the Defense Departnent believe

this is a flavor of the nonth and that their

bosses are going to be |eaving in—whatever the

actuarially measurable tine is—a year and a half

for senior people and then this wll not be a

continuing priority, you wll not have the
sustained effort. [Ref. 2:p. 11]

3. Lack of Consequences, Incentives and Rewards

One of the main obstacles preventing significant
fi nanci al reform is a pervasive |ack of per sonal
consequences, incentives and rewards. The stereotypical
government enployee is a person who does just enough to get
by and is very hard to fire. The financial nanagenent
problens of DOD will take significant effort and innovation
to correct, however, experts contend the current structure
does not provide sufficient notivation for enployees to
enact change. Conparing managers in the Defense Departnent
with those in the private sector, Stephen Friedman states:

If you |looked at a nmanager’s incentives, he

hasn’t gotten any material bonus for doing better

work. It’s hard to neasure whether he’'s in fact,

done better work. It’s hard for himto discharge

an enployee that he considers to be inconpetent,

and then at the end when he looks at it, there
aren’t the incentives to really stick your neck
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out and do anything other than nanage the budget.

[ Ref. 2:p. 11]

There is also a lack of penalties in the current
structure. The nature of the defense industry nmakes it
difficult to inpose a nonetary penalty on the Departnent
because it could adversely affect national security. Rep
Kuci ni ch states:

| do not believe the Departnment of Defense will

fix this broken, unsustainable systemon its own.

What notivation does it have? Despite its

routinely dreadful performance, Congress al nost

never rejects a Pentagon request for nore noney.

The tinme has cone for Congress to treat the

Department of Defense as the market treats any

commer ci al enterprise. Just as investors

wi thhold their supply of capital to a conpany

that fails to neet its expectations, Congress

must refuse to supply additional funds to the

Pentagon wuntil its books are in order. | f

Congress keeps appropriating nore and nore noney,

despite these horrendous practices, what’s the

incentive for the Pentagon to reforn? [Ref. 2:p.

3]

VWiile it is presently politically unrealistic for Congress
to withhold funds from defense wth the ongoing war, Rep
Kuci nich’s words echo the sentinent throughout the nation's
capital; the tinme is long overdue for DOD to fix the

accounting probl ens.

There is a long history of non-consequence that nust
be overcone as well. In the civilian sector, conpanies
have a sense of urgency to stay on top of their operations
or place thenselves in danger of going out of business.
Representative Shays, who has been in Congress since the
Reagan administration states, "W need defense so we keep

operating. But if we knew that we couldn’t function unless
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we got our act together, 1 think it (reform would happen

nore quickly.” [Ref. 5:p. 6]

The lack of personal accountability is the nost
di sturbing for observers. According to the GAQ, the
departnment |ost 250,000 possibly defective JSList (Joint,
Service, Lightweight integrated suit technol ogy) garnents,
and could not track 1.2 mllion new suits, many of which
were discovered being auctioned on the Internet for three
dol | ars. Commenti ng about those in charge, Representative
Jani ce Schakowsky (D-1L) states, “Nothing happens to
people. On the purchase cards.little to nothing happens to
people who misuse them so there are absolutely no
conseqguences. DOD keeps failing us and we keep passing
hi gher and hi gher budgets.” [Ref. 5:p. 25]

There is also frustration in the fact that many of the
people responsible for m st akes or in charge of
i npl ementing solutions do not pay the price for failure.
The culture of the Departnent of Defense has no
consequences for sl oppi ness. Representative Tierney
concl uded about people in positions of responsibility who
don’t perform “Wat happens is they get pronoted. It’'s
not that nothing happens to them They get pronoted by
| ongevity being in there.” [Ref. 5:p. 26] Again, while it
is unrealistic to affect immediate change to the structure,
the thenme remains clear, the longer there are no
consequences, the |onger nothing happens.

4. Cul tural Resistance to Change

The Departnent of Defense has |earned over the years
that even if they cannot pass an audit or nake progress
towards fixing an ineffective financial system eventually
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the organization will revert to the status quo. The nature
of the defense industry and its |eadership’ s non-comrtnent
to reform efforts has bred a culture where DOD can
virtually ignore changes it does not enbrace. Rober t
Li eberman spoke of the pessimsm regarding inplenenting a
new financial architecture for the departnent:

The DOD might lack the discipline to stick to its

bl ueprint. The DOD does not have a good track

record for deploying large information systens
that fully neet user expectations, conform with

appl i cabl e st andar ds, stay W thin budget
estimate, and neet planned schedules. [Ref. 2:p.
24]

GAO cited one of the reasons the Corporate Information
Managenent (CIM Programfromthe late 80's fail ed was:
There was resistance between Departnent of
Def ense conponents and a lack of sustained
commtnment to the program because sone mlitary
departments did not want to participate in
corporate informati on managenent, believing their
financial rmanagenent systens were superior to
that which was proposed by the CIM [Ref. 2:p.
17]
This attitude contributed to the proliferation of stovepipe
systens that has allowed the services and DOD agencies to

devel op redundant solutions to business needs.

Additionally, a defiant culture causes resistance to
conformng to basic internal contr ol pr ogr ans. For
exanple, when DOD attenpted to inprove the credit card
paynent program Gegory Kutz, GAO s Director of Financial
Managenent and Assurance, stated:

There is nothing wong with the system people

sinply are not following the controls in many

cases that are in place. We’'re paying nonthly
credit card bills with nobody actually review ng
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the bill, so we find ourselves paying for things

t he governnent shouldn’t actually be paying for..l

think there’s a lot of people that are probably

trying to wait this out and hope that this too

will pass. [Ref. 2:p. 37]

5. Low Ball Gam ng Strategy

The gaming strategy of both planners and contractors
has contributed to DOD s current financial situation. The
practice of frontloading, where cost estimtes are |ow
balled in projected |ong term weapons cost in the out years
of production, is a political tool to get prograns
approved. This is followed by what Franklin Spinney calls,
the Political Engineering Process. He says it is ained at
spreading the production base around the country to build
constituent pressure to support t he program
Representative Kucinich observes, “The contention is that
once the out years are reached and the true costs of
production beconme evident, there is no |longer the political

will to cancel the program” [Ref. 2:p. 29]

Lowball cost estimates have severe ramfications
t hroughout the defense industry. Franklin Spinney notes:

Bi ased nunbers hide the future consequences of
current policy decisions, permtting too many
programs to get stuffed into the out years of the
| ong-range budget plan. This sets the stage for
unaf f ordabl e budget bow waves, repeating costs—
cycles of cost growh and procurenent stretch-
out, decreasing rates of nodernization in older
weapons, shrinking forces, and continual pressure

to bail out the self-destructing nodernization
program by robbing the readiness accounts. [Ref.
2:p. 10-11]

For exanple, the actual cost of an F/ A-18 becane tw ce as
much as predicted when it went into full production. [Ref.

2] Because of ms-estimations of wunit costs, production
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rates beconme |lower than anticipated. This |eads to a | ower
repl acenent rate, neaning not enough equi pnent is purchased
in a tinmely manner to replace the older equipnent.
Therefore, there is an increase in the average age of
equi pnment , exponentially i ncreasing operating costs.
Utimtely, DOD is left with a shrinking force structure

and potentially degraded readi ness.

DOD conducted a study of the GC- 130 program that
revealed the costliness of the political engineering
process. Franklin Spinney reported the C 130 is a very
sinple airplane, built in an wunderutilized factory in
Geor gi a. What struck him is the air fuselage sections
which could have been nade in the sane factory, were
contracted out. Upon asking an assenbly line worker if it
was cheaper to contract the other sections, he said, “No
way at all. W did this for political reasons.” [Ref. 2:p.
32] The cost has exponentially increased over the years.
The cost to produce the C 130H in 1969 was approxi mately
$11 mllion per plane. By 1993, when the last C 130H was
assenbled, virtually identical to the first one and m nus
the cost of inflation, the price DOD paid was between $41
and $42 mllion per copy. [Ref. 2:p. 32]

Corporate America realizes it has to play the |ow
balling game to stay conpetitive for defense dollars. Wen
asked about the frontloading practice, a corporate vice
presi dent of a mmjor aerospace conpany said, “Look, we have

to do this, because if we cone clean, we won't get the

contract because everybody else is doing it.” [Ref. 2:p.
30] The dilenma conmpounds because the same conpetition
exists inside the Pentagon. Because there is constant
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conpetition for resources, different factions fight wth
each other to nmke programs |ook the nobst appealing for
t heir own survival

6. Inability to Benchmark of f Successful Conpanies

The DOD financial nmanagenent questions the public
often ponders are: why can't they fix their financial
structure sinply by enulating civilian corporations?, and
how can a clean audit be obtained in less than the eight to
ten year estimate. The answers are sinply, DOD dwarfs the

| argest civilian conpanies in size and personnel, and
defense is a unique business. Maj or corporations in the
Uni ted St ates have under gone simlar fi nanci al
restructuring recently wth proportional periods. For

exanple, Gllette, G sco and Hershey took between al nost
three to four years to finish their transformation
Lawrence Lanzillotta, Deputy Under Secretary of Defense for
Managenent Ref orm conpared these changes wth what
confronts DOD stating, “These are individual efforts that
took three years. W are not happy with the conplexity of
the problemthat we found (in DOD).” [Ref. 2:p. 9]

DOD's challenges are further conplicated by the
dramatic change in business organization |andscape that
occurred during the 1990’s. John Coyle, an official from
the Center for Supply Chain Research, identified nunerous
external forces affecting the supply chain. First, today’s
consuner is better educated, possesses greater incone, and
has much nore information at his/her disposal. Second,
there is a tremendous anount of consolidation at the end of
the supply chain in the hands of the retailers. Third, is
a change in governnent policy over a decade and a half with
deregulation of major sectors that support business and
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liberalization of trade. Fourth, the exponential growth of
gl obalization and gl obal conpetitive forces inpacting
busi nesses; and |astly, technology dramatically changed the
way businesses interact with each other and changed the way
they could act theoretically with the consuner. [Ref. 5:p.
17]

Additionally, DOD does not possess the skill sets
needed to accommobdate the nodern business procedures in the
21" century. St ephen Friedman cites, “People were trained
in many systens that we are trying to nove away from and
that we need nore advanced degree professionals, nore
people who are trained in business practices.” [Ref. 2:p
12] Those are part of the imediate difficulties and an
addi ti onal conplication toward reachi ng busi ness
t ransformati on.

7. | nadequat e I nventory Control Procedures

| nventory nanagenent is an area where DOD is deficient
and civilian conpanies excel. GAO identified the inventory
managenment practices observed at Wal-Mart and Sears as
differing sharply from those at DOD. For exanple, both
conpani es have standardi zation of data, little or no nmanual
processing and systens that provide conplete asset
visibility. Unlike DOD, Wal-Mart requires all conponents
and subsidiaries to operate within its franmework and does
not foster stovepipe system devel opnent. They al so found
Wal - Mart and Sears had visibility over inventory at the
corporate distribution center and retail store |evel. In
contrast, DOD does not have visibility at the departnent,
mlitary service, or unit levels. Integrated or interfaced
systens and standardized data allowed both Sears and Wal-
Mart to specifically identify inventory itens. For
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exanple, Wal-Mart’'s headquarters staff was able to readily
identify the nunber of 6.4-ounce tubes of brand nane
toothpaste that were available at a Fairfax, Virginia
store. Oher information was al so avail able, such as daily
sales volune. [Ref. 5:p. 8 However, a simlar system does
not exist at DOD and would be difficult to inplenment

because of the conplexity and size of the system

In DOD, there are warehouses full of items, each wth

a different National Stock Nunmber (NSN). During a GAO
study, DFAS was handling 1.8 mllion wunique itens of
i nventory. By conparison, the typical Hone Depot carries

about 70,000. [Ref. 5:p. 23] The Defense Supply Center has
over 22,000 custoners, but many have non-conpatible
systens. As John Coyle states about the requirenents for
reliable and tinely information, “That requires that the
systens interface with each other.” [Ref. 5:p. 23] He also
notes, "The key to success in a conpany like Dell or Wal-
Mart is they do have inventory visibility. They know where
the inventory is up and down their supply chain.” [Ref.
5:p. 18] The problem is solvable, but the architecture
must be fixed before a reliable inventory managenent system
can be attai ned.

The lack of a proven inventory control system has
broad ram fications for DOD. Being unable to accurately
track itens directly contributes to a |lack of readiness, a
culture of waste, and high susceptibility to fraud.
According to a January 2001 GAO report, the Department of
Def ense cannot properly account for and report specifics on
its weapons systens and support equi pnent . They

specifically cite exanples of the Arny not knowi ng the
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extent to which transport ship inventory had been |ost or
stolen, and the Navy being unable to account for nore than
$3 billion worth of shipped inventory, including sone
classified and sensitive itenms. [Ref. 5:p. 16-17] The
weaknesses in inventory control procedures  pronpted
Representative Kucinich to pose the question, “Wiat’'s the
possibility that nmaterial paid for by the Anerican
taxpayers is ending up in the hands of groups that may not
be particularly friendly to the United States of Anmerica?”
[Ref. 5:p. 17] This unpleasant realization is a product of

a long history of |ackadaisical bookkeeping at DOD

The GAO s JSList study also gives a brief glinpse of
the scope of the problem facing DOD. The Pentagon contract
called for production of 4.4 mllion of the two-piece suits
over a fourteen-year period at approximately $100 each.
[Ref. 5:p. 5] GAO uncovered the first incident of waste
and abuse when they found 917 of the 1.2 mllion already
purchased had been auctioned on the Internet for |less than
$3 each. [Ref. 5:p. 2] They also found that sone of the
mlitary units kept no records on the nunmber of suits they
possessed in inventory. QO hers used dry erase boards to
maintain their tally. Wien told of these abuses, Douglas
Bryce, Program Manager for JSList, said, “lI had no idea
that these re-sales were occurring.” [Ref. 5:p. 3] Selling
a needed itemfor a fraction of the cost, while at the sane

time buying nore is the epitonme of waste.

A Congressional Conmittee hearing was held in 2000
because of the sane concerns about the Pentagon’s inventory
control over JSList. They discovered nmany suits were

defective and needed to be renobved from inventory. As of
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June 2002, the Pentagon had not been able to |ocate about
250,000 of these defective suits. [Ref. b5:p. 4] After
initial issuance of equipnent to comrands, the Pentagon
relinquishes responsibility to individual units. Tr acki ng
nmet hods at the command |evel are dom nated by unique and
| argely nmanual systens. Dougl as Bryce observed, *“They
build an Excel spreadsheet or a Wndows spreadsheet or sone
spreadsheet to track thenselves internally, and what that

creates is manual processes.” [Ref. 5:p. 39]

Cvilian conpani es of ten denonstrate how a
standardi zed tracking system throughout an organization is
i nperative for conducting a proper recall. For exanple, a
health risk pronpted Johnson & Johnson to recall Tylenol in
the early 1990's. [Ref. 5:p. 13] Their system enabl ed
tracking all the way to the retailer’s shelves, and
resulted in swift action.

The Departnment of Defense has denonstrated it has the
capability to maintain tight inventory controls over
priority itens. David Warren, GAO Director of the Defense
Capabilities and Managenent Team testified that sensitive
items such as firearns are controlled in a nuch better
manner than other itenms. [Ref. 5:p. 23] The JSList may
become a higher priority for the mlitary in light of the
United States contenplating possible nilitary action
against Ilraq, a country said to have biological and

cheni cal weapons.

According to DOD' s records, there are presently about
$200 billion dollars worth of inventory in various storage
facilities. [Ref. 5] Rep. Schakowsky states:

DOD continually stores huge anounts of nmaterial
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and equi pnrent that has no use. Additionally, the

DOD process for tracking acquisitions and

purchases is antiquated and seriously flawed.

Otentimes, the DOD can not find records of

procurenent, accounting, control and paynent.

[ Ref. 5:p. 5]

Anot her part of the problem is accountability for an
item cannot be traced to one individual or organization.
Dougl as Bryce, testifies about procurenment experience wth

JSLi st :

There are twenty-four major steps to the process.

O those twenty-four steps, | have visibility of
five that | can track through some type of system
that | have access to or nonitor or input to.
That |eaves nineteen that | do not. Those who

have control over the other nineteen include
various agencies within DOD, which could be DFAS,
it could be DLA, Departnent of Defense.Each one
of those have processes and do things that | have
very little visibility of as the program manager
[ Ref. 5:p. 39]

8. Lack of Fundanental Control s/Inaccurate Paynents

The turbulence of DOD contracts has caused inaccurate
paynments and potentially thousands of man- hours  of
financial reconciliation to correct errors. DOD data for
fiscal year 1999 showed that alnost $1 of every $3 in
contract paynent transactions was for adjustnents to
previously recorded paynments- $51 billion of adjustnents
out of $157 billion in transactions. [Ref. 7:p. 3] GAO
found that DOD contracts containing nultiple fund citations
and conplex paynent allocation terns were nore likely to
have paynment errors. This is because of the amount of
manual ly entered data and the opportunities for errors.
For exanple, on one reviewed case for closed contract

adj ust nment s, t here wer e 548 di fferent Account i ng
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Classification Reference Numbers (ACRN). GAO al so found
the contract had been nodified over 150 tinmes and had
received two conplete contract reconciliations to correct
paynent problenms, including one that produced 15,322
accounti ng adj ustnents. DOD now plans to conplete a third
reconciliation for this contract to correct about $3
mllion of illegal and otherw se inproper closed account
adj ust nment s. It estimates that the reconciliation wll

t ake over 9,000 hours to conmplete. [Ref. 7:p. 3]

DOD has nmde progress cutting down on the nunber of
cl osed account adjustnents. Adjustnents are deened ill ega
when initial di sbursenent s (1) occur after t he
appropriation being charged had al ready been cancel ed, (2)
occur before the appropriation charged was enacted, or (3)
were charged to the correct appropriation in the first
pl ace and no adjustnent was necessary. Al so included are
adjustnments not sufficiently docunented to establish they
were proper. [Ref. 7:p. 5]

For fiscal year 2000, DOD reversed $592 nillion of
$615 million illegal or otherw se inproper closed account
adjustnments involving forty-five contracts. Thirty of
those had additional accounting errors that required
correction. Because of the conplexity of the contracts and
the time it takes to conplete a re-audit, officials at DFAS
estimate that it would take over 21,000 hours to correct

the accounting for the thirty contracts. [Ref. 7:p. 4]

In July 2001, GAO recomended inplenmenting controls to
i ncrease nmanagenent oversight and apply renewed vigor to
the 1990 account closing |aw, prohibiting adjustnments. In
Sept enber 2001, DFAS upgraded the Contract Reconciliation
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System (CRS) to identify and prevent illegal adjustnents.
This neasure is geared to stop disbursenent charges unti
an appropriation had been enacted. A sanple of fiscal year
2001 cl osed appropriation account adjustnents found $172 of
$291 million (59 percent) were either illegal or otherw se
i nproper; an inprovenent from 96 percent the previous year.
Gregory Kutz of the GAO noted, "Qur review disclosed that
CRS routinely processed billions of dollars of closed
appropriations account adjustnents w thout regard to the
requi renents of the 1990 account closing law.” [Ref. 7:p
5]

| mprovenents have been significant. During the first
six months of fiscal year 2002, DOD reported making $200

mllion of cl osed account adj ust mrents—+ncluding only
$253,000 of illegal adjustnents—which was 80 percent |ess
than the $1 billion of reported closed account adjustnents

made during the same six nmonths of fiscal year 2001. [Ref.
7:p. 3] Therefore, Gegory Kutz concl uded:
The lack of fundanental controls and nanagenent
oversight had fostered the idea anong DCD
contracting and accounting personnel that it was
acceptable to maxim ze the use of available funds
by adjusting the accounting records to use up the

unspent funds in the closed accounts, regardless
of the propriety of doing so. [Ref. 7:p. 3]

9. Lure of Technol ogi cal Sol ution

A common thenme to failed attempts for fixing the
financial managenment structure at DOD has involved bl anket
allocations for Information Technology (IT) solutions.
These non-conprehensive changes have achieved nothing nore
than perpetuating DOD s stovepi pe environnment, and |left no
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noti ceabl e i nprovenents, while costing billions of dollars.
As John Coyl e sai d:

You got to re-engineer, because if you throw

technology at the problem it doesn't solve the

pr obl em Every conpany |’ve ever worked wth

that tried to throw technology at the problem

have ended up costing thenselves a |ot of noney.

They got to start basic with the processes. [Ref.

5:p. 23-24]

In addition to restructuring the overall architecture,
the pieceneal practice of disbursing |IT noney has not

wor ked. Gregory Kutz states:

| T noney is being shelled out all over the place
within the departnment, and that is how you get
the proliferation of systenms and everybody
building their own systens. One thing Congress
could do, which has been at a place like IRS, is
to try to centralize that funding to get contro
over it. [Ref. 5:p. 27]

He adds, “There are buckets of noney all over the
departnment that are being spent on |IT inprovenents or
upgrades that are not being controlled properly at this
point.” [Ref. 2:p. 33]

Lawrence Lanzillotta from the DOD Conptroller’s office
cited a DOD study where it becane apparent that trying to
bring small piece IT fixes together, was not going to work.
There has to be an overarching architecture or a plan for
people to follow [Ref. 2:p. 15]

The conposition of the Secretary of Defense s advisory
group has also cone into question. Instead of having
menbers of the cutting edge of industry and technol ogy,
John Coyle points out, “The problem is that sonetines
retirees like nyself are appointed to those advisory groups
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and sone of them aren’'t always up to date on the nost
nodern technol ogy.” [Ref. 5:p. 28] This contributes to a
dangerous path when there 1is focus on technol ogica
sol uti ons. Technol ogy advances so rapidly, that when
advisory groups recommend a solution, the system is
outdated by the tinme it is inplenented because of
procurenent practices. [Ref. 5:p. 31]

10. Existing Regul ations |npedi ng Reform

DOD is hanpered in its reform efforts by rules and
regul ations that are tinme consumng and restrictive. Wile
it is inportant for Congress to maintain spending controls,
t hese checks and bal ances also provide little flexibility
in executing the budget. It is an unwitten rule anongst
fleet supply officers that if they do not spend all of
their allotted funds for the fiscal year, there is a high
probability decision nmakers would take note and slash their
budget. This pronptes a culture of waste as managers have
an incentive to make potentially frivolous purchases

i nstead of reallocating or reinvesting excess funds.

O her legislation inpeding a nore efficient financia
infrastructure include cunbersome appropriation accounting
requi renents, detailed record keeping and reporting
mandat es, and obstacles to private sector partnering in
areas that are inherently comercial. John Coyle concl udes
that governnent policy, “In effect, preclude sone of the
types of strategic acquisition practices that are going on
in the private sector and allow a conpany like Dell to do
the kind of things they do.” [Ref. 5:p. 29] To enact
significant reform DOD nust overcom ng budget | anguage and
strict procurenent regulations.
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E. CHAPTER SUMVARY

DOD has many hurdles to overcone before a suitable
fi nanci al managemnent system can be successful ly
i npl enent ed. Congress has a keen interest in DOD's reform
efforts and they wll do everything in their power to
ensure positive progress is maintained.
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| V. CURRENT EVALUATI ON FROM GAO AND DCD

A | NTRODUCTI ON

The General Accounting Ofice is the investigative arm
of the United States Congress and is charged wi th exam ning
all mtters relating to the receipt and disbursenment of
public funds. They support Congress by performng a variety
of services, the nost promnent of which are audits and
eval uations of Governnent prograns and activities; the
majority of these reviews are nmade in response to specific
Congr essi onal requests. DOD operations have been under a
m croscope for several decades as Congress has tasked GAO
with investigating their financial situation and making
recommendations to achieve | egal conpliance. For its part,
DOD has conducted self-assessnents to chart a course to
i nprove financial managenent, including reaching an end
state of a conpletely auditable business structure.
B. GAO PERSPECTI VE

The Ceneral Accounting Ofice has been encouraged by
the recent direction exhibited by DOD as they attenpt to
reengi neer their business practices. They give credit to
the departnent for spearheadi ng nunmerous reforminitiatives
to inprove Kkey business processes in such areas as
fi nanci al and information nanagenent, weapons system
acquisitions, and |ogistics reengineering. They observe
that while these initiatives have produced ©positive
results, many deficiencies remain to be corrected before
t he process is conpl eted.

1. Root Causes

GAO concluded DOD s financial managenent problens are
“pervasive, conplex, long-standing, and deeply rooted in
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virtually all business operations.” [Ref. 8:p. 1] Si x of
the twenty-two areas on GAO s governnment w de “high-risk”
list are DOD program areas, and DOD shares responsibility
for two other high-risk areas that are government wi de in
scope. [Ref. 9] Central to an effective reform strategy
will be the wunderstanding that these eight areas are
interrelated and cannot be addressed in an isolated, stove-

pi ped, or pieceneal fashion.

GAO observed that problens wth the department’s
fi nanci al managemnment operations go far beyond its
accounting systens and processes. Gregory Kutz, GAO s
Director of Financial Managenent and Assurance, determ ned:

The departnment continues to rely on a far flung,

conpl ex network of finance, |ogistics, personnel,

acquisition, and other rmanagenent information
systenms- 80 percent of which are not under the
control of the DOD Conptroller- to gather the

fi nanci al data needed to support day-to-day

managenent decision making. [Ref. 8:p. 4]

He concludes that the network has evolved into the overly

conplex and error-prone operation that exists today,

characteri zed by:
Little standardization across DOD conponents,
multiple systens performng the sanme tasks,
redundant data stored in nmultiple systens, nmanual
data entry into independent systens, and a |arge
nunber of data translations and interfaces that
conbi ne to exacer bat e probl ers Wi th dat a
integrity. [Ref. 8:p. 4]
2. Chal | enges and Proposed Strategy
Gregory Kutz detailed what he and the GAO perceive as
the wunderlying challenges hanpering reform efforts of

financial and rel ated busi ness processes. These include:
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A lack of sustained top-level |eadership and
managenent accountability for correcting problens

. A deeply enbedded cultural resistance to change

. Mlitary service parochialism

. St ove- pi ped operations

. Lack of results-oriented goals

. | nadequat e perfornmance neasures and nonitoring

. | nconsequential incentives for seeking change
[ Ref. 8:p. 8]

GAO has identified several key elenents that they fee
collectively would enable the departnent to effectively
overconme the wunderlying causes of |ong-standing financial
managenent problens. Strategies include:

. Addr ess t he departnment’s fi nanci al
managemnent chal | enges as part of a
conprehensi ve, integrated, DOD-w de business
process reform

. Provide for sustained |eadership by the
Secretary of Defense and enpowering the
office wth overarching resource control to

jointly i mpl enent fi nanci al management
ref orns
. Establish clear |I|ines of responsibility,

aut hority, and accountability to ensure
singl e point accountability

o | ncorporating results-oriented perfornmance
nmeasures and nonitoring tied to financial
managenent reformns

. Enact appropriate incentives or consequences
for action or inaction

. Institute ef fective management controls
[ Ref. 8:p. 12]

If inplemented correctly, GAO s recomendations would
bring conpliance with the dinger-Cohen Act, requiring

agencies to leverage Information Technol ogy investnments to
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devel op, i mpl enment and nmai nt ai n i nt egrated system
architecture. [Ref. 10] Wth the proposed fiscal year 2003
DOD Information Technol ogy investnent budget at $26
billion, Gegory Kutz expressed GAO s concern by stating,
“Wthout an architecture, DOD risks spending billions of
dollars to perpetuate the existing conplex, stovepipe, high
mai nt enance environnment that exists today.” [Ref. 2:p. 26]

3. Speci fi ¢ Recommendati ons

GAO has made a nunber of specific recommendations to
aid DOD' s reformefforts. They include the need for DOD to
sinplify contract accounting and realize short-term savings
by transitioning to electronic billing. For exanple, a
Navy Child Care Center submtted a $1,209 contract for
children’s toys, candy, and holiday decorations witten
wth nost l'ine itens assi gned separate Account
Classification Reference Nunmbers (ACRN). A separate
requi sition was generated for each item ordered, in total
the contract was assigned 46 ACRNs. To record this paynent
agai nst the one appropriation, DFAS manually allocated the
paynent to all 46 ACRNs. [Ref. 7:p. 7] Significant savings
could be realized with a reduction in man-hours if a
concerted effort were nmade to fully transition to

el ectroni c contract accounti ng.

There are also significant short-term challenges in
correcting inproper account adjustnents. Wiile recent
changes in contract witing procedures and additional
policy requirenents will help reduce errors that require
subsequent correcting, GAO found that there are stil
t housands of older contracts in the Mechanization of
Contract Admnistration Services (MOCAS) that have one or

nore closed accounts that need to be nonitored closely to
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ensure illegal or otherwise inproper adjustnents do not
occur. As of April 2002, a MOCAS inquiry showed there were
15,421 active contracts valued at $519 billion for which at
| east one appropriation had been canceled. [Ref. 7:p. 8]

4. GAO Prognosi s

The GAO recognizes the enornous challenge facing DOD
and supports Secretary Runsfeld in his eight to ten year
estimation of conpleting the transformation. They have
expressed that critical to progress wll be long-term
actions focused on the Secretary’s envisioned business
transformation and short-term actions concentrated on
I nprovenent s W thin exi sting systens and processes.
Gregory Kutz concl udes:

Short-term actions in particular will be critical

if the departnent is to achieve the greatest

possi bl e accountability over existing resources

and nore reliable data for day-to-day decision

making while longer-term system and business

process reengineering efforts are under way.

Beginning with the Secretary’s recognition of a

need for a fundanental transformation of the

departnent’s business processes, and building on

some of t he wor k begun under past

adm ni strati ons, DOD has taken a nunber of

positive steps in many of these key areas. [Ref.

8:p. 13]

At the sanme tine, the challenges remaining in each of
t hese key areas are daunti ng.

GAO has praised the re-initiation of the quarterly
nmeetings of the Secretary of the Treasury, the Director of
the O fice of Mnagenent and Budget, the Director of the
Ofice of Personnel Managenment and the Conptroller General
called the Principals of the Joint Financial Mnagenent
| nprovenent Program Begi nni ng again in August 2001, this
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marked the first tinme the four key officials had gathered
together in 10 years. Their purpose is to agree on
neasures to include in future systens to be able to
routinely provide tinely, reliable, and useful financial
i nformation. Gregory Kutz notes, “To date, these
sessions have resulted in substantive deliberations and
agreenents focused on key issues such as better defining
measures for financial nanagenent success.” [Ref. 8] The
pl anned integration of the DOD Conptroller into these

nmeetings is also a step in the right direction.

GAO |l ooks to the future by stating that they support
Secretary Runsfel d s Vi si on for transform ng t he
departnment’s full range of business processes. They
bel i eve substantial personal involvenent by the Secretary
and other DOD top executives will be essential to change
the DOD culture that has over tine perpetuated the status
quo and been resistant to a transformation of the magnitude
envi sioned by the Secretary. GAO also identifies the need
for the DOD Conptroller, Dov Zakheim as the Secretary’s
| eader for financial managenent nodernization, to have the
ability to make the tough choices on systens, processes,
and personnel, and to control spending for the new systens

across the departnent. Processes w | have to be
reengi neered, and hierarchical, process-oriented, stove-
pi ped, and internally focused approaches will have to be

put asi de. As Gregory Kutz points out, “The past has
taught wus that well-intentioned initiatives wll only
succeed if there are the right incentives, transparency,
and accountability mechanisms in place.” [Ref. 8:p. 22] |If
DOD fails to sustain positive results, GAO may reconmend

t hat Congress take financial reformout of DOD s control.
52



C. DOD PERSPECTI VE

Al though DOD's financial situation appears dire, a
feeling of hope and optimsm is prevalent throughout the
departnment that the new admnistration’s direction wll
result in effective and |lasting change. DOD strategy for a
financi al managenent solution is to reengineer their
busi ness processes and devel op an overarching architecture
to provide information needed to guide and account for
managenent deci si ons. As Lawence Lanzillotta, Principal
Deputy Under Secretary of Defense (Deputy Conptroller),
states, “A well designed business managenent system wl|
enable us to produce not only relevant managemnent
i nformation but al so audi t abl e conpl i ant financi al
statenents.” [Ref. 2:p. 7] Wth strong and commtted
| eadership, wllingness to invest in new architecture and
the patience to see initiatives through, the departnent
forecasts full conpliance with the CFO Act wthin the
decade.

1. Feeling of Optimsmw th Current Leadership

Even though DOD is faced with a nmountain of problens,
Robert Lieberman, the Deputy Inspector General for the
Department of Defense, cites, “Secretary Runsfeld is the
first secretary in nenory to state repeatedly that the
financi al managenent systemis badly broken and needs to be
fixed. He has inparted the attitude that he expects it to
be fixed and he is willing to spend noney to fix it.” [Ref.
2:p. 35] An inportant aspect to successful change is
acknowl edging reality and elimnating skepticism from
previously failed reform efforts. Def ense | eaders are
attenpting to distinguish their strategy from those of the
past in hopes of purging the cultural feeling of another
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i mm nent hal f-hearted attenpt. Lawrence Lanzillotta
believes the nobst inportant feature distinguishing this
from past endeavors is this financial nanagenent reformis
| eadership driven. He states, “This is a top-down effort.
Past refornms were bottom up. That was a piecenea

approach, which only vyielded marginal change and were
unable to achieve the needed cultural changes and the

conprehensive solution.” [Ref. 2:p. 6]

The presence of a powerful Secretary of Defense is a
primary reason why optimsm is prevalent throughout DOD.
Donal d Runsfeld s résumé brought instant credibility to the
office and by virtue of previously holding the position in
the Ford admnistration, elimnated the need for a
significant turnover period. Additionally, he has becone
very powerful on Capital H Il because of his recognized
subject matter expertise and political savvy. He has been
| auded for his |eadership on the War on Terror, and it can
be argued he is the nost influential Secretary of Defense
in nodern tines. Runsfel d has also given every indication
he plans to stay in office significantly l|longer than the
1.7 years for the average political appointee. In an
interview he gave on the one-year anniversary of the
Septenmber 11'" terrorist attacks he said:

| spend nost of ny waking hours working here (at

t he Pentagon) and thinking about the problens of

the country and the tasks the departnent faces

and you can't help but think when you think about

Septenber 11th, the people who died and their

famlies, and be energized by the inportance of

what we're doing and the inportance of our doing

it well for the people who are alive and the

people who are in uniform putting their lives at
risk. [Ref. 11]
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2. New Comm tment for Reform

The Secretary’s actions have also shown comritnent to
inmproving the financial structure. Because of a 1998
Congressional requirement, DOD began providing a financia
managenent i nprovenent plan to Congress. However, the plan
did not include an integrated assessnent for system
reengineering requirenents and a flat cost statenment to
achi eve CFO Act conpliance. Secretary Runsfeld |obbied to
pl ace alnost $100 million in the Fiscal Year 03 budget to
step back and create a blueprint for new financial
managenent architecture. Robert Lieberman thinks this is
significant because, “It shows the departnent is forcing
itself to face reality, and this is the first tinme any
| arge, visible chunk of noney has gone into a DOD budget
for a financial managenent inprovenent.” [Ref. 2:p: 35]

3. Time Table Until Conpletion

DCOD believes the eight to ten year estinmate to achieve
an unqualified opinion audit is a reasonable tine framne.
Wen asked by Representative Kucinich why it will take so
Il ong, Lawence Lanzillotta replied, “Do we hope to do it
faster? Yes. Sone of the criticism we’ve taken is that
our plan is actually too aggressive.” [Ref. 2:p. 9] In
April 2002, DOD officials began tackling the financial ness
by hiring IBM under a $100 million blanket purchasing
agreenent. The contract calls for the devel opnent of a plan
to nmerge all DOD business systens that contain financial
data into an agency-w de network. The network is
envisioned to deal with what Lanzillotta calls the root of
DOD s probl em “The uncontrol | ed proliferation of
anti quated and standal one financial mnanagenent systens and

the inefficient business processes that they support. [Ref.
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1l:p. 2] Once the departnent approves IBMs strategy, an
architecture and transition plan will be devel oped over the
next year. IBM will then launch a proof-of-concept effort
to validate the architecture. Cat herine Santana, acting
fi nanci al managenment noderni zati on program nanager, said:

Def ense-wi de inplenmentation would begin by 2005,

but the entire rollout will take up to six years.

The network could conbine current systens and new

technol ogy and energing technology will be part

of the system so it wll remain current and be
adaptable. [Ref. 12:p. 1]

Congress sees these estinates as reasonable because of the
exanple of conpanies such as Gllette. Small in scope
conpared to DOD with a less conmplex financial structure,
Gllette conpleted their financial reformin four years.

4. I nfl ux of Skilled Personnel

Secretary Runsfeld has al so enphasi zed having the best
peopl e dedicated to oversee financial reform Drawi ng on
his private sector experience and the expertise of his key
advi sors, Runsfeld has put together a team to create a
wor | d-cl ass business structure. Lawence Lanzillotta
pronotes one of the benefits of the new staff additions by
stating, “The influx of cutting edge civilian |eadership
has also established a direct link to private industry.”
[Ref. 2:p. 7] Another significant step is the creation of
the position of Deputy Under Secretary of Defense for
Fi nanci al Reform This is part of a reorganization and

realignnment of the Conptroller’s office to direct assets

totally devoted to the problem Lawrence Lanzillotta
echoes the view of the departnent by stating, “Besides
being |eadership driven, it wuld also distinguish our

reform as a conprehensive centerpiece of defense w de
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architecture, seamessly linking our reengineered business
practices and our financial information system” [Ref. 2:p.
7]

Al though DOD does not have a stellar track record
i npl enenti ng change, the departnment got the job done facing
the Y2K crisis. They brought in technical experts and
St ephen Friednman observed, “It [Y2K] had a high priority,
peopl e were brought together and there was a centralized
deci sion naking that there couldn’t be |eniency about your
way of doing it.” [Ref. 2:p. 18] Therefore, the precedence
has been set that if the right specialists are incorporated
and there is an wunderstanding of the inportance of a
problem the work can get done no matter the difficulty of
t he task.

5. DOD s Perspective on Congressional Oversight

When asked by Representative Tierney what Congress
could do to provide an incentive, Robert Lieberman, DOD s
Deputy | nspector General, responded:

| would think, sir, that Congress should insist

on very explicit mlestones. Get back to this

idea of what is the road map and does everybody

under st and whet her progress has been nade or not.

And the release of nobney can be tied to these

m | estones. Right now, the problem has been this

nyriad of systenms, many of which have noney being

spent on them right now, to nodernize them or

change them or replace them There’ s i nadequate

visibility to the Congress in terns of which of

these are meking progress and which aren’t. And

even though some of these projects are reviewed

in depth, by various congressional comittees,

it’s not in the context of the overall financial
managemnent i nprovenent plan. [Ref. 2:p. 32-33]
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Based on past events, if there is no sustained interest
from Congress; the probability of a drop in interest from
DCD dramati cal ly increases.
6. Short Term Specific Sol utions

a. | nvent ory Contr ol

Addressing shortcomngs in inventory control
procedures, DOD is attenpting to inplenent changes simlar
to the successful programs inplenmented by Wal-Mart and
Sear s. These <civilian conpanies wutilize revolutionary
automated systenms to track inventory, or deri ng, and
shipping at near real tinme for all |ocations. DOD has
planned a pilot program for JSList that wll enploy
traditional bar codes, radi o frequency identification
taggi ng, scanners and readers to track the garnments from
stocks in Albany, Georgia to the receiving unit. 5, 000
suits will be tagged for the pilot effort and arranged for
units in the 2" Marine Expeditionary Force at Canp Lejeune,
North Carolina to receive them The goal is to track the
suit novenents at several commands sinultaneously to
validate near real tine visibility. Collaterally, attenpts
will be nmade to conpile information to a central database
so that the Defense Logistics Agency, the Program Ofice,
and individual services will be able to track JSList from
the manufacturer through DLA, via the services, and
ultimately at operating units in real time. [Ref. 5:p. 33]

The Defense Logistics Agency and Defense Supply

Cent er Phil adel phia have al so enbarked on a plan to repl ace

the standard automated material mnmanagenent system with a

state-of -the-art system call ed Busi ness Syst ens

Moder ni zat i on. Dougl as Bryce, Program Manager for JSList,

states, “This system is expected to be wuser friendly,
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flexible, and fully inplenmented by fiscal year 2005.” [Ref.
5:p. 34] This will allow nore accurate tracking of the
Def ense Logi stics Agency’s inventory.

b. Automated Bill Payi ng

DCOD is also making progress towards fixing bil

paynment i nefficiencies. DFAS has spearheaded the
initiative to | ever age comer ci al , I nt er net - based
technology and streamline the bill paying process. As a

result, credit card officials now have an online capability
to set up, revise and cancel card accounts, and to review
credit card transactions as they post to bank systens.
Oficials also have the capability to review, approve or
di spute transactions without waiting the 30 days for paper
statenents to be received. Bruce Sullivan, Director of the
Joi nt Purchase Card Program O fice, cites:
DFAS has done an outstanding job of mapping its

systens to accommodate these electronic invoices
and has lowered its rate it <charges its DOD

conmponent custoners for billing services by as
much as 60 percent, a real incentive for the
conponents to use the online process. [Ref. 5:p.
35]

Significant inprovenents have been nade. Currently, over

50 percent of the Navy’'s invoices and about 80 percent of
the Army and Air Force’s bills are paid with this process.
[Ref. 5:p. 35] DODis on its way to achieving its goal of
conplete elimnation of paper credit card processing.

An additional bonus is the system is noving away
fromreliance on the postal service. The ability to review
transactions had been limted to the end of the billing
cycle, when paper statenents were received by the
cardhol ders and approving officials. Any mail delays, such
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as those in the wake of the anthrax threat, could
accurrul ate interest charges as the weeks are added between
the time an invoice is sent and the originator receives
paynent. [Ref. 5:p. 35]
C. I nternal Controls
DOD al so recogni zes the potential benefits of the
internal controls the Internet can provide. A cardholder’s
statenent can be placed on a secured Internet site,
allowing participants to look at their statenent at their
di scretion throughout the billing cycle. As Bruce Sullivan
st at es:
A custoner can find out if their card nunber has
been conpromised before getting a nonthly
st at enment . Not only can the cardhol der account
for transactions, but also his supervisor or the
approving official can nonitor card usage and
provi de a det errent agai nst unaut hori zed
pur chases. In addition, the program official

provi di ng over si ght can perform the sanme
function. [Ref. 5:p. 43]

Technology has significantly enhanced DOD's ability to
accurately account for credit card usage.
D. CHAPTER SUMVARY

GAO and DOD both seem to agree on the root causes of
the current financial crisis in the defense departnent, and
nore inportantly, they seem to have a clear focus of the
steps needed to energe with a nodern business system that
possesses the flexibility to nodernize and stay current.
The easy part of the equation is reaching a consensus and
the hard part is inplenenting an effective solution. DOD
has many obstacles to overconme for current reform plans to

not work, starting with the top 10 list in Chapter I11.
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V.  CONCLUSI ONS

A | NTRODUCTI ON

| mproving financial managenent at the Departnent of
Def ense is an enornous task. Conpounding this challenge is
DOD |eadership’s imediate priority of Wi nning the
wor | dwi de  war agai nst terrorism while concurrently
transformng business architecture and systenms for the 21°

century. As explained in Chapter |I1I, DOD budget
formulation and execution is difficult business. Thi s
point was illustrated by the sanpling of individual Navy
accounts from the Mlitary Personnel, Operations and
Mai nt enance, and Shi pbui I di ng and Conver si on
appropriations. Chapt er 11 descri bed Congressional

concerns; the attenpts nade recently to renedy the
financial nanagenent system and described the Top 10
environmental factors DOD nust address before inplenenting
a suitable framework. Subsequently, Chapter |V explored
GAO s assessnent of the root causes contributing to DOD s
problenms and their recomended courses of action. DOD s
sel f-assessnment foll owed, acconpanied by reforminitiatives

and their own outl ook for plans succeedi ng.

This chapter wll draw general conclusions of the
feasibility of proposed solutions from the analysis
conducted during this research. Finally, it wll answer
the research questions listed in Chapter | and will suggest
areas of further study associated with this thesis.

B. CONCLUSI ONS

As discussed in Chapter 111, DOD faces a nyriad of

challenges on the road to a nodern financial managenent
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system Table 4 below recaps the Top 10 issues, assigns a
val ue based on the difficulty to achieve a solution wth
the current strategy, and identifies the primary issue to

be addressed.

| ssue Assessnment | Corment ary

(1- Low

Prob to 5-

Hi gh Prob)
1- Conpl exity of 2 As nentioned in Chapter
Current Financi al [11, DOD nmust transformthe
Managenent current 1,127 financia
Envi r onnment systens and 3, 500

interfaces into an

i ntegrated architecture.
The devel opnental contract
with IBMdetailed in
Chapter |V has nerit,
however, other initiatives
have | ooked prom sing in
the past, only to be
abandoned. Early success
will be the key elenment to
bui | di ng and sust ai ni ng
monmentum for reform

2- Transient Nature 2 From Chapters 11l and IV,

of DOD Leadership bot h GAO and DOD recogni ze
the inmportance of a program
chanpi on when enacti ng
signi ficant change.
Unfortunately, there is
little |ikelihood of the
political appointee process
changi ng in the near
future; therefore, it is
reasonabl e to assune the
tenure of | eadership wll
continue to average the
current 1.7 years.

3- Lack of 3 Di scussed in Chapter 111,
Consequences, DOD has neither positive
| ncenti ves and nor negative repercussions
Rewar ds tied to performance. Wth
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the nation fighting a war,
Congress woul d not inpose a
nmonetary penalty on DOD for
failure to reach a

fi nanci al managenent
standard, but it is a
possibility to explore in
the future. Additionally,
personal accountability
could inprove if barriers
were eased to fire poor

per f orm ng gover nnent

wor ker s.

4- Cul tural

Resi st ance to

Change

Chapter |1l gave exanpl es
of the culture of DOD being
unreceptive to change.
Altering the environnment to
be trigger a receptiveness
to sweeping financi al
change is tied directly to
the events in issues 1 and
2, the early success of
reformefforts and

| eader shi p invol venent.

W thout those two el enents,
it is probable DOD s
culture will continue to do
the mninumto get by until
the systemreturns to the
stat us quo.

5- Low Bal l
Strategy

Gam ng

As summarized in Chapter
I1l, the gam ng strategy of
the defense industry has a
ripple effect throughout
DOD. Contractors underbid
to conpete for contracts
knowi ng DOD has set a
precedent for bailing out
conpani es as costs
exponentially increase. As
contract costs escal ate,

pl anned production nunbers
are reduced, increasing

mai nt enance costs for an
aging force structure, as
the fleet incorporates
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progressively nore conpl ex
and expensive systens.
Congress and the Pentagon
have the opportunity to end
the | ow ball gam ng
strategy if they strictly
enforce the terns of
contracts, which would
enabl e nore accurate
budgeti ng. This nmust be
done carefully to not

al i enate defense-oriented
cor porations because
conpetition al so renmai ns an
i nportant part of the
process.

6- Inability to
Benchnar k of f
Successf ul
Conpani es

From Chapters Il and 1V,

al t hough DOD dwarfs the

| argest civilian conpanies
in scale, the influx of
corporate | eadership is a
positive step to be able to
enmul ate i nfluenti al
conmpani es and nove away
from anti quat ed busi ness
practices.

7- | nadequate
| nventory Contro
Pr ocedur es

Described in Chapters |11
and 1V, DOD has great
potential to fix their

i nventory control problens.
Taki ng advant age of new
practices and technol ogy
such as radi o frequency
tags used by Wal - Mart and
Sears can renedy the
inventory visibility

probl em DOD has
denonstrated it can
accurately account for
itens such as weapons, now
they need to apply the sane
vigor to all procurenents.

8- Lack of
Fundanent al
Control s/ I naccurat e
Paynent s

Di scussed in Chapters Il
and |V, inaccurate paynents
and cl osed account

adj ust mrents cost DOD
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mllions of dollars and
count | ess man- hours per
year. On a positive note,
the 80 percent i nprovenent
in closed account

adj ustnents for the first
six nonths of fiscal year
2002 i s evidence progress
can be nade and nore can be
done. The critical elenent
will be to ensure strict

rul es governing adj ustnents
are enforced to prevent the
current backl og of accounts
requiring reconciliation
fromincreasing.

9- Lure of 4 From Chapters 11l and IV,
Technol ogi cal after years of pieceneal IT
Sol ution solutions, DOD has started

to dedi cate resources
specifically to a

conpr ehensi ve reengi neering
of the systens IT

archi tecture.

10- Existing 3 From Chapter 111, it is in
Regul ati ons the best interest of
| npedi ng Ref orm Congress to do everything

in their power to aid DOD s
efforts. Passing

| egi sl ati on easi ng
accounting requirenents and
providing nore authority
for DOD | eaders coul d hel p
transformation efforts.

Tabl e 4. Top 10 | ssue Assessnent

The current initiatives to inprove DOD s financial
managemnment situation have great potential. The prognosis
is favorable because of dynamic |eadership and a strategy
based on proven nethods that have been effective for the
private sector. The critical elenent to sustaining

progress over the estinmated eight to ten year period is
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early success and neeting planned nilestones. The entire
reengi neering effort could be in danger of dissolution if
the program fails to reach schedul ed waypoints and causes
despondency t hroughout the departnent.

C. ANSVERS TO RESEARCH QUESTI ONS

. What are the primary financial mnagenent and
budget execution problens facing DOD as seen by
Congress and by DOD sel f-study?

As described in Chapter 111, Congress is particularly
concerned about DOD' s financi al management situation
because defense accounts for 48%  of the federal
government’s discretionary spending and they are not able
to conplete an audit. DOD i s disturbed because the system
does not provide relevant and tinely information to
deci sion nakers. Congress and DOD have identified the
primary financial managenment and budget execution problens
facing DOD as: the conplexity of the current financial
managemnent structure, the transient nature  of DCD
| eadership, the lack of consequences, incentives and
rewards, a cultural resistance to change, a |low ball gam ng
strategy of <contractors, an inability to benchmark off
successf ul conpani es, i nadequat e i nventory control
procedures, a lack of fundanental controls/inaccurate
paynents, a lure of technological solution, and existing
regul ati ons inpeding reform

. How does DOD explain the persistence of these
probl ens?

As detailed in Chapter 1V, DOD determned shortfalls
with previous reformefforts existed in a |lack of sustained
| eadership, failure to transform the organization's culture
to commt fully to transformation, a pieceneal solution
instead of reengineering the entire system architecture,
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and the people |eading change did not possess significant

experience in reform

. Is there a correlation in budget execution

t ur bul ence between various categories?
Data from Chapter 11, conparing the Navy’'s budget
figures wth execution levels from three different

categories reveal that although accounts such as Mlitary
Per sonnel di splay distinguishable patterns, t ur bul ence
still exists, but not to the extent of a new shipbuilding
program like the LPD 17. There is turbul ence throughout
t he budget, but small correl ati on between categori es.

. What strategy does GAO recommend to correct
problems with the DOD s financial managenent
syst enf

As described in Chapter 1V, GAO s recommended strategy
to DOD involves: creating a conprehensive and integrated,
DOD-wi de financial structure, providing DOD | eadership with
overarching resource control to jointly inplenment reforns,
create single point accountability, establishing results
oriented perfornmance neasures, and enacting appropriate

i ncentives or consequences for results.

. VWhat is the probability that DODs reform plan

will succeed?
From Chapter 1V, both GAO and DOD are optim stic about
the course of action succeeding. Much will depend on the

progress nade in the IBM contract and if the mlestone of
2005 for defense-wide inplenentation is net. If DOD can
instill the urgency within the organization simlar to the
Y2K situation, probability is high for a worthwhile

financi al managenment systemconming to fruition.
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o What types of incentives, penalties or rewards

can Congress inpose to help sustain DOD s
efforts?
As nmentioned in Chapters 11l and 1V, prescribing the

proper incentives, penalties and rewards could provide the
notivation DOD needs to push reform efforts through to a
final product. Congress could hold Secretary Runsfeld to
his word that transformation efforts will yield a savings
of between $15 to $18 billion dollars a year, by adding
incentives and penalties to future year budgets for not
reaching ~certain threshol ds. In addi ti on, easi ng
restrictions on firing government workers could provide
enough job insecurity to be the catalyst the departnent has
| acked to get the nopst out of its enployees.
D. AREAS FOR FURTHER RESEARCH

1. Track the Progress of ReformlInitiatives

This research would <chart the headway current
initiatives have made toward reaching the goal of an
audi table financial structure for the Departnent of Defense
sonetinme between the years 2010 and 2012. Research on this
topic should include an assessnment of where DOD stands in
relation to planned m | est ones, pr ogr ans added or
abandoned, and a re-estimated date to attain full financial
conpl i ance.

2. DCOD I nventory Control and Visibility

o maj or concern to Congress is a perceived
| ackadai si cal approach to inventory control in DOD. Thi s
research woul d analyze the results of the JSList protective
garnment pilot program with the 2" Marine Expeditionary
Force at Canp Lejeune, and identification of other strides
made in the field of DOD inventory managenent. Speci al

enphasis should be paid to technological innovations,
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satisfying Congressional concerns, and if DOD is able to
neet its goal of full inventory visibility from

headquarters to the unit |evel.
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