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PREFACE

The Department of Defense study of
the Armed Services Exchange System
was initiated 27 April 1390 by the
Agsistant Secretary of Defense
({Force Management and Personnel),
Mr. Christopher Jehn, in response
to a Congressional reguest that
DoD undertake a feasibility review
of military exchange
consolidation. The tasking to the
study group was to c¢onduct an
unconstrained baseline assessment
of the Department of Defense Armed
Forces exchange systems to
identify increased efficiencies,
reduce overhead costs and increase
savings 1in nonappropriated fund
and appropriated fund rescurces.
The study was to review all
functional areas of the exchange
systems and identify efficiencies,
including the feasibility of
consolidating scome or all
functional areas. Any recommended
changes were to be based o¢n
maintaining the same or higher
level of service to the customer
with no increase in cost. This
study is submitted to fulfill the
study group tasking.

of Defense

The study organization included a
review group, a steering group, &an
advisory group and the study
group. The review group consisted
of selected membership at the
Assistant Secretary of Defense,
Comptroller of Department of
Defense, Deputy Assistant
Secretary o¢f Defense, Service
Deputy Assistant Secretary and
Joint Chief of Staff level. This
group, chaired by Mr. Jehn,
insured conformance with Deputy
Secretary of Defense guidance, the
Department’s long range goals,
Service requirements and
Congressional direction. The
steering group was represénted by
the Services’ Deputy Chief of
Staff for Personnel/Manpower, the
Coast Guard Office of
Personnel/Training and the Deputy
Assistant Secretary of Defense
Comptroller. This group, chaired
by Lieutenant General Donald Ww.
Jones, Deputy Assistant Secretary
(Military Manpower and
Personnel Policy), provided advice
to the Chairman on the study
direction and subsequent
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recommendations to ensure they
supported service regquirements as
well as the wviability of the
resale system. The advisory group
consisted of the commanders of the

Service Resale Activities, the
Directeor, Marine Corps Morale,
Welfare and Recreation Sugport

Activity and the Chief of Coast
Guard Exchange and Morale Office.

This group provided technical
advice to the steering group
chairman and steering group
members . The study group

consisted of a staff director, a

deputy staff director and nine
major functional area chairmen,
with membership of this group
representative of the Services,
This organizational structure

brought together qualified

incividuals to conduct the study
and provided for the necessary

oversight guidance and assistance

by Department of Defense (DOD} and
the Military Departments.
The study group sought and

received input from industry trade
groups and experts, the military
exchange systems’ staffs, military
installation commanders, senior
nencommissioned officers, exchange
patrons and regional and local
e€xXchange ©personnel. Extensive
onsite visits were conducted to
various CONUS and overseas resale
activities, ships stores afloat,
distribution facilities, Navy
lodges - and vendor support
operations. The review took place
between May and August 1990.
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CHAPTER 1

EXECUTIVE SUMMARY

BASIS FOR SUBMISSION

This report on the Armed
Services Exchange System is
submitted in response to
Mr. Atwood’s (Deputy Secretary of
Defense) direction that a review
of the military exchanges be
conducted. This directive led to

the formation of an exchange study
group with representatives from
each of the Armed Services, the
Army and Air Force  Exchange
Service (AAFES), and the U. S.
Coast Guard. Due to the limited
time available to conduct the
study, and the need for
individuals sufficiently
experienced and knowledgeable in
exchange operations, the Services
selected personnel from their
exchange systems with extensive
resale experience.

The study group prepared this

macro, conceptional report with
input from review and steering
groups comprised of senior
military and civilian leaders, a
technical advisory group of
exchange system commanders,

. functional experts

from the exchange systems’ staffs,
installation commanders, the
senior noncommissioned officers of
the military services and exchange
patrons. All cost and savings
projections for the alternatives
considered are based on estimates
developed by the study group
staff. ALl estimates are,
however, considered conservative.

The report is organized into
the following chapters:

¢ Chapter 1 summarizes
the study report, gives the
basis for submission and outlines
the study group’s overall
assumptions, methodology,
findings, conclusions, and final
recommendations.

© Chapter 2 gives a history
and evolution of the exchange
systems, presents the curzrent
scope of operations and provides a
description of 2ach of the
separate exchange systems.

0 Chapter 3 analy:zes current
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financial, business and
organizational strategies of the
exchange systems, explains current
MWR distribution policies, and
details estimated savings and one
time implementation costs.

© Chapter 4 examines
exchange procurement and inventory
management functions and potential
benefits through centralization.

0 Chapter 5 reviews the

existing distribution and
transportation systems of the
exchange systems and proposes

organizational changes to increase
efficiency.

o Chapter 6 examines current
and projected management
information systems utilized by
the exchanges.

o Chapter 7 focuses on
customer service, store | and
installation operatlng procedures
and special exchange programs.

¢ Chapter 8 dlscusses the

various food programs &f each
service, including the potential
for increased service and
earnings.

© Chapter 9 discusses the
broad category of services
operations and how each exchange

Ssystem fulfills these
requirements.

0 Chapter 10 outlines
options for operating design
construction departments of the
exchange systems more cost
effectively.

o Chapter 11 discusses human

resources program similarities cnc"
differences of each system arid’ 4
potential efficiencies throudn.
cooperative actions. h

© Chapter 12 examines the .
employee benefits programs of each
system and the costs and impact:of =
any proposed change. .

0 Finally, there are several i
appendices which provide .
additional data and a
detailed analysis of
topics.

specific

STUDY OBJECTIVE

The study mission was  to

provide an unconstrained baseline . i
the Department of . 4%

assessment of
Defense Armed Forces
system with the
identifying

efficiencies, reducing overhead
costs and increasing savings in_
nonappropriated fund and. .
appropriated fund revenues. Any

recommended changes were to,

exchange
objective of F
increas ed .y

maintain the same or higher 1evelﬂa, ﬁ,
of service to the customer with no - s
All functional ="
areas of the exchange systems were . #t!

increase in cost.

subject to
efficiencies, g
include, but not be limited to;'
the feasibility of consolldatlng
some or all functional areas.

review for

THE EXCHANGE MISSION

Each of the exchange: systems"'”
has a similar dual mission Sfk
providing patrons with merchandr”*:
and services necessary’ for theyf{'
health, comfort and convenience, 4

PAGE 1-2
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and of serving as a supplemental

source of funding for military
Morale, Welfare and Recreation
(MWR) programs. The exchange

located on military installations
encompass a wide variety of resale
activities, and compare favorably
with commercial retail stores and
shopping malls. Included in the
list of exchange activities are
retail, food and automotive
outlets; personal services such as
barber shops, beauty shops and
laundry/dry cleaning; amusement
and vending centers; Navy Lodges;
and, in the case of AAFES, motion
picture theaters. The exchanges
serve as an important nonpay
military benefit, providing wvital
services worldwide and saving the

patron an average of 20% over
outside prices.
The exchange systems are

unique Government organizations in
that they operate almost entirely
cn revenues generated from ' the
sale of goods and services.’. These
sales dollars pay for civilian
employee salaries, merchandise
inventory investment, . most
distribution and utility costs and
capital expenditures for
equipment, vehicles and facilities
-—-=— in short, all the normal costs
0f doing business. Limited
appropriated fund (tax dollar)
support 1is received for paying
some overseas transportation
costs; utilities overseas and in
designated isolated and remote
areas; and common services such as
fire and police protection.

Exchanges "are an integral
part of the military Services
quality of life programs,

.Droviding on-base services as well

as generating earnings to suppor:
MWR programs such as libraries,
child care and youth centers,
fitness programs and other vital
quality of life programs.

FINDINGS

The review
determined that
exchange systems are financially
sound, serving their patrons well
ancd making wvaluable contributions
to the MWR program. However, with
three separate exchange systems
accomplishing the same basic
mission, often within the same
geographical area, there are
duplications and redundancies in
both overhead and operating costs.
This is in no way meant to imply

group soon
the current

‘that any one of the systems is not

pursuing actions to optimize their
separate operation.

Yet, these are tumultuous
times and any immediate, system-—
wide consolidation taken simply to
realize the anticipated savings
identified in this study would
involve significant risks and
could adversely affect customer
service, ongoing programs and
exchange earnings, and ultimately
support to MWR.

The exchange systems today
are operating in a rapidly
changing political environment and
are absorbed in the process of
adjusting to a variety of internal
and external influences beyond
their control. These factors are
impacting on traditional methods
of operation, and any attempt to
project future savings on recent
historical data must take then
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into account. In an unbelievably
short span of time we’ve seen the
Berlin Wall come down, action
initiated and almost concluded for
the reunification o¢f Germany,
political reforms instituted in
the Soviet Unicon, the loosening of
the Soviet grip on her member
states, and an overall reduction
in tensions between East and West.
This has led to calls for massive
cuts in defense spending which
will be reflected in major force
reductions and base closures. 1In
a 19 June 1990 news briefing,
Secretary of Defense Cheney
responded to a Congressional
inquiry regarding the impact of a

25% force reduction --- equal to
approximately 442,000 military

personnel. The most recent crisis
in the Middle East may also
influence future force structure
and basing decisions.

The exchanges are also facing
increased competition from outside
retailers, which :is ‘expected to
grow through niche = formats,
everyday low prices,
warehouse/superstores amd the
movement of major competitors into
sections of the country they did
- not previously operate. To remain
competitive, the exchanges must
stay abreast of and implement
current retailing concepts such as
electronic data interchange and
rapid replenishment by suppliers.

Each of the separate exchange
systems has responded to this
changing environment by
instituting actions to scale down
and consolidate cverhead
operations and reduce costs to
meet the challenge of significant
reductions in the patron base.

Within AAFES,
Start" is well underway. This
project will reduce and relocate
the four major CONUS geographical
headquarters elements to Dallas.
Additionally, actions have been
initiated in both Europe and the
Pacific to reduce staffing to meet
reduced support requirements due

to changes in force levels.,
AAFES’ automated management
information and communication

systems are being greatly expanded

with a satellite communication .

network and installation level
computers tLo support operations
and decisicn-making functions.

The Navy Resale System has
begun steps to reduce costs by
reducing the
Support Offices (FS0Os) and further
centralizing some distribution and
procurement functions.
Additionally, the Navy
System is faced with the
complicated process of divesting
commissary
associated organizational turmoil.
The Navy also has a program to
update and improve their
management information system.

In the Marine Corps, the

exchange and MWR activities were
merged into a single organization
barely a year ago. Any exchange
consolidation would require this
organization to be split at a time
when it is both recovering from
this action and is placing total
concentration and effort on
managing the eminent changes due
to force structure adjustments.

Although the U. S. Coast
Guard participated in this study,
primarily in an observer status,
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no consideration was given nor
analysis wperformed on including
them in any consolidation of the
Armed Services exchange systems.

ANALYSIS OF ALTERNATIVES

The study group considered
and evaluated a number of
alternatives, including
continuation of separate systems
(status quo), a variety of partial
consolidation scenarios such as
Centralized support to separate
systems and gecgraphical
responsibility by dominant system,
operation as a Government
sponsored enterprise (GSE), and
total consolidaticen. Since the
partial consolidation scenarios
were cumbersome, did not provide
major savings and were not
supported by the = military
Services, they are not presented
here. These alternatives .are,
however, discussed in ilater
chapters and could become a step
in the movement to =total
consolidation if that course of
action is selected. There*appears
to be no advantage in converting
from a nonappropriated fund
instrumentality to a GSE.

The major pros and cons of
the two remaining alternatives,
sSstatus quo and total
consolidation, as identified by
the study group, are summarized in
Figure 1-1 at the end of this
chapter.,

CONCLUSIONS

Despite the complexity of
this action, total consolidation

of the three military exchanges 1is

feasible and is the most cost
effective alternative, There
currently is, in fact, a

consolidated exchange system in
existence. AAFES serves both the
Army and Air Force worldwide.
While the study group can identify
savings through further exchange
consclidation, such action must be
taken carefully over time due to
force Structure uncertainties,
with check points built in for
review action before moving from
phase to phase.

Figure 1-2 presents a summary
of projected savings and costs
which could be realized through a

total consolidaticn of the
exchange systems. Net savings are
expected to be $44.2 million
annually. (The full impact of
these savings would not be
realized until the end of the
implementation period.) One-time
net implementation costs,

projected to be $10.8 million, and
the impact on personnel are also
summarized in Figure 1-3. Chapter
3 gives a more detailed analysis
and explanation of the savings and
cost figures,

It should be noted that the
personnel impact of consolidation
would be substantial and every
effort should be made to reduce
the affect on individuals, such as
offering early retirement,
placement services, etc.

Since AAFES is the largest
system (73% of total direct sales;
14% of employees) and has in place
a worldwide, sophisticated
infrastructure, it is only logical
that any consolidation would be
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