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2 O ’I 5 ’I é Took delivery of the fourth F-35B
- Lightning Il aircraft.
Officially handed over the third Astute

H I g h I.l g h tS Class submarine, HMS Artful, to the

Royal Navy.

During 2015-16 we: e Awarded contracts worth £372 million

LS for the continued in-service support of
* Awarded a £1.1 billion contract to the Hawk fast jet training aircraft.

continue the modernisation of military

flying training in the UK. e Delivered the new Falkland Islands

_ Search and Rescue service on time and
* Powered up the diesel generators of under budget.

HMS Queen Elizabeth, the first of our
new aircraft carriers, marking a major
milestone on the way to her becoming
an operational warship.

e Signed an £11 million agreement with
Royal Mail to help military personnel
keep in touch with family and friends
back in the UK.

e Took a further step towards delivering
the Army’s first fully digitised armoured
vehicle by helping to open the facility
in Wales that will produce our Ajax
armoured vehicles.

e Successfully concluded our inventory
management transformation work,
beating our targets and achieving
a £10.3 billion overall reduction in
inventory holdings since 2011-12.

e Aligned all staff to one of 11 functions,
prior to beginning a balanced matrix
approach to staff management.
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Chairman’s Introduction

by Paul Skinner, DE&S Chairman

This Annual Report and Accounts reflects another
significant year of transition for DE&S. Our staff
continue to deliver some of the largest and most
complex procurement projects in progress in the UK,
while, at the same time, supporting ongoing operations
and demonstrating huge energy and ambition in driving
forward a comprehensive change programme.

This report reflects that backdrop and shows that,
despite many challenges over the last year, DE&S has
made positive progress against its Key Performance
Indicators, particularly in delivering procurement
projects, where the majority of our targets were
exceeded. This is the first year that the DE&S Bespoke
Trading Entity (BTE]) has formally measured its
performance against agreed Command Acquisition
and Support Plans, which replaced our former
arrangements. While there remain some reporting
complexities to be addressed, our experience this
year has established a solid basis for setting 2016-17
performance measures. In overall terms, delivery

of our projects and programmes shows continuing
performance improvement but there remain areas,
particularly in equipment support, where we need to do
better.

Alongside DE&S’ continued focus on the timely

and reliable delivery of equipment and support, the
organisation’s transformation programme is well into
the implementation phase. Everyone in DE&S is now
involved in driving change as the programme moves
forward. This momentum will see the organisation
achieve its transformation objectives, pushing for better
value for money across all areas of acquisition and
support. Our ambition remains to become a world-
class defence procurement organisation.

Underpinning the transformation programme, the
management freedoms and flexibilities that DE&S

secured when it became a BTE are enabling the
organisation to implement a new approach to people
management, which will help deliver improved
organisational effectiveness and, ultimately, a

better service to our customers. Over the past year,
significant progress was made in this area, including
the introduction of a revised performance management
approach and the launch of DE&S™ own competency
framework.

We want to make the very best of our existing talent
base and, where we have skill deficits, to fill these

by the recruitment of high-quality individuals. On

1 December 2015, Tony Douglas became the Chief
Executive Officer, bringing with him significant and
valuable project management experience. He has
made a very strong start. As Chairman of DE&S, |
have worked with my fellow Board members to support
this leadership transition and to continue to provide
strategic oversight and governance of the organisation.
This has included overseeing the organisational
changes and endorsing the Transformation
Implementation Plan and People Strategy.

Looking forward there remains much to do, not least
in managing an increased equipment programme
following the Strategic Defence and Security Review
2015. I'know that DE&S staff at all levels will continue
to seek improvements in supporting the Armed Forces
and that they are committed to making transformation
of the organisation a success. This is evident from
their achievements over the past year for which | thank
them. | am confident that DE&S is now well-placed

to build on this — ensuring continued success into the
next year and beyond.
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Chief Executive Statement

by Tony Douglas, Chief Executive DE&S

I am pleased to report on a successful year of DE&S
operations as we continue our transformation
journey. The establishment of DE&S as a BTE in

April 2014 marked the beginning of our three-year
programme of transformation into a world-class
acquisition and support organisation. Building

on the baselining activity conducted over the first
transition year, our focus during 2015-16 has been on
implementing the new systems and organisational
and behavioural changes required to deliver business
improvements.

Alongside our transformation work, we have continued
to deliver a genuinely impressive programme of

work in support of our customers on the front line.
Since joining, | have been incredibly impressed with
DE&S staff, who work with great commitment and
diligence to support our Armed Forces. This year

we have, among other achievements, awarded a

£1.1 billion contract to continue the modernisation

of military flying training in the UK, continued to
support Successor design work - the next generation
of nuclear submarines — and powered up the diesel
generators of the first of our new aircraft carriers.
This good work has also now been underpinned by our
new Command Acquisition Support Plans, which have
helped to formalise and crystallise our requirements
and outputs with our customers.

And all this in the context of the Strategic Defence
and Security Review 2015, which increases the size of
the equipment programme and requires us to deliver
more with less; a challenge DE&S staff have risen to
and we will continue to tackle. We have already made
demonstrable improvements in delivery right across
the programme of work — as the 2015 Major Projects
Report underlines. This recognised the progress

we have made in reducing the level of time and cost
overruns, and improved delivery performance of our
largest projects.

Transformation will lock in these gains — and everyone
in DE&S is involved in the changes as momentum
gathers over this next important year. All staff are now
aligned to one of 11 new functions — moving closer to
the balanced matrix approach which will both support
career management and ensure that the right person
is in the right job at the right time. Important new ways
of working are being rolled out through the Spirals
programme - ensuring that project teams have a
common set of processes for project management;
project controls and engineering. This is a key enabler
to minimising duplication and maximising efficiency.
We are also using our uniqgue management freedoms
to establish a new Human Resources capability. This
work is already helping us get better at being better
and takes us further towards becoming a leading
defence acquisition organisation, of which DE&S staff
and its customers can be proud.

A
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Chief Financial Officer’'s Report

'“ by Michael Bradley, Director General Resources

Our second year of operation as a BTE has seen

us make significant progress in developing and
implementing the changes in structure, business
processes, tools and skills envisaged by DE&S
Transformation. 2015-16 was an extremely busy
year, which included the 2015 Strategic Defence and
Security Review (SDSR), some significant leadership
changes and a great deal of transformational activity.
This combination of challenges has tested the whole
organisation, but the excellent results we have
achieved under this pressure are testament to the
skills, dedication and hard work of our staff.

Transformation is already having tangible and positive
impacts on the whole organisation and the way we
carry out our business. In my own area, we have
focused our efforts on standing up the brand new
Project Controls function, developing our thinking
about the future organisational design of the finance
and accounting function, and designing new processes
and tools that will improve efficiency and allow our
staff to improve the support they give to the wider
business.

DE&S programme of work

Despite the challenging environment, the organisation
has continued to improve the effectiveness of our
project management and delivery against performance,
time and cost envelopes across the equipment portfolio
as reflected in the National Audit Office (NAO) Major
Projects Report (MPR) 2015". This was published in
October 2015 and, while | referred to a number of the
key findings in my previous report, the following bear
repetition:

e Performance - MPR 2015 reported a continuing
forecast of 99% success in meeting customer
requirements.

e Time - MPR 2015 reported the smallest increase
(0.3%) in forecast project delivery timescales
since 20012.

e Cost - MPR 2015 reported one of the largest
reductions in forecast costs (totalling £247
million) in recent years.

A more detailed analysis of delivery performance

to our customers over the last year is contained in
the Performance Analysis on page 12, but there are
a couple of positive themes that | believe highlight
the improved control that DE&S is bringing to the
management of the equipment programme:

e The overall cost of the 10-year Equipment Plan
has been very stable over the last few years, and
moved by just 0.1% in 2015-16, a real testament
to the effective working between DE&S, the
Commands and MOD Centre.

e QOur ability to predict the rate of expenditure
is also improving. The equipment programme
2015-16 outturn expenditure of £13,115 million
closed within 1.3% of budget, with the minor
favourable variance largely attributable to
changes in the treatment of VAT receipts and
foreign exchange fluctuations, both of which are
outside of DE&S’ control.

These very positive results demonstrate the improved
financial control and predictability that our customers
rightly expect, and I am grateful to our staff for the
hard work they have put in to deliver such excellent
results.

The other significant achievement that I would like to
highlight is in relation to inventory management. Three
years ago we launched an Inventory Management
Transformation programme which targeted a £10
billion (25%) reduction in defence’s £40.3 billion
inventory. This programme came to an end in

March 2016 and | was absolutely delighted to hear
that the team managed to outperform its target. We
have started the 2016-17 financial year with £10.3
billion less value on the MOD balance sheet, which
represents a significant improvement in the economy
and efficiency with which we meet the demands of
our customers for stocks. We will continue to use the
processes and disciplines we have now established to
ensure that progress continues to be made.

T The Major Projects Report has been replaced by a project performance delivery summary published in the Department’s annual Equipment Plan
statement from 2016 onwards and which will be made available for Parliamentary and NAO scrutiny. The 2016 statement will be published towards the

end of the calendar year.

2 Excluding the exceptional issue associated with maintaining nuclear core production capability for VANGUARD class submarines.
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Operating costs

During the year we have continued to drive greater
efficiency and control of our operating costs as we seek
to meet the stretching budgetary challenges set by the
Department. Notable headlines are as follows:

e Operating cost forecast accuracy - DE&S
operating costs (excluding communicated
costs3) outturned at £1,111 million against a
budget of £1,130 million. The delivery of a budget
to outturn variance of less than 1% is clear
evidence of the robust and effective financial
management exercised by DE&S. In the process,
DE&S delivered in-year savings of £63 million
against its original budget, as a contribution to
the Department’'s management of its overall
financial challenge.

The organisation has continued to exercise firm
control of all operating costs including those
associated with external assistance (reflected
as private sector support in the Statement of
Comprehensive Net Expenditure]. As a result,
the costs of private sector support (excluding
those related to transformation activities)
reduced by £42 million (11%) in 2015-16
compared to the previous year 4.

e BTE accounting - We continue to face some
of the system and process challenges that
were evident in our first year of operation.
The management of the accounting boundary
between the BTE and the Equipment Plan
accounts requires more manual intervention
than is desirable, however, progress is being
made. The significant work undertaken over the
last year has importantly led to the removal of
the audit qualification on liabilities in this year's
accounts and provides a robust baseline for
the remaining qualifications on private sector
support and other programme cost expenditure
to be removed in 2016-17.

e Time Recording - We have completed the roll-
out of a time recording tool to all our project
and corporate teams and 98% of staff are now
routinely recording their hours. As a result, we
have been able to generate and use activity/
time-based information to inform decisions on
the optimisation of manpower/skills. The time
recording tool is also informing the ongoing
wark to develop and implement processes for
“hard charging” of DE&S operating costs to
customers.

Outsourcing of Logistics, Commodities and Services

The 2015-16 budget and outturn figures reflect the
outsourcing of a range of Logistics Commodities and
Services to industry - the contract with Team Leidos
becoming effective from 1 August 2015. The placement
of this contract necessitated a change in reporting of
costs from BTE internal operating activities to contract-
based equipment programme expenditure. The latter now
being reported in the Departmental, not BTE accounts. It
was a major undertaking and a significant achievement
that the complex system and process updates needed to
implement this change were delivered in an effective and
timely manner.

Outlook

DE&S has undoubtedly made tangible progress in
improving management of our programme of work. With
a programme portfolio as broad and as complex as ours,
we must continue to drive this agenda forward. Some of
our key priorities for 2016-17 are:

e Working closely with our Armed Forces customers
to fully implement the outcome of the 2015 SDSR,
which involves a significant expansion of the
equipment programme portfolio.

e Robust control of our operating costs, ensuring
that DE&S outturns within its current control
totals of £1,157 million for 2016-17 and £1,039
million for 2017-18. To put this budgetary
challenge into context, when transformation costs
are excluded, these control totals represent a
cumulative reduction of 24% in DE&S operating
costs from the 2013-14 baseline, with a further 5%
reduction expected in 2018-19. When the costs
of implementing additional programme activity
introduced since 2013-14 are also excluded, the
underlying reduction in our operating costs will
reach 31% by 2017-18, and 32% in 2018-19.

e Providing high quality financial information that
informs investment and long term financial
planning decisions.

e Continuing to deliver the transformation
programme by fully embedding organisational
design, business process and system
improvements as well as optimising the
deployment of our skilled manpower resource.

e Delivering a clean NAO audit opinion on the DE&S
BTE accounts in 2016-17.

I am delighted by the progress we have made but
recognise we must continuously strive to deliver

best value for money in the Equipment Plan and our
operating activities - our Armed Forces customers and
other stakeholders rightly demand no less from us.

3 Communicated Costs have been excluded from the commentary as these are estimates of costs incurred by other
MOD organisations in supporting DE&S operations for which the organisations and not DE&S have budgetary control.

4 The private sector costs are subject to qualification
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Our purpose and activities

DE&S’ purpose is 'to equip and support the UK’s
Armed Forces for operations now and in the future’.
We do this through safely managing a vast range of
complex projects to deliver equipment and support to
the Armed Forces; from submarines, warships, aircraft
and missiles, through to armoured vehicles, utility
trucks, body armour, field kitchens and postal services
to the front line. On behalf of our Ministry of Defence
(MOD]) customers, we aim to deliver a programme of
work that provides best possible support to the Armed
Forces and best value for money for the taxpayer.

DE&S has a combined workforce of more than 11,500

civilian, military and private contractor staff, who are
deployed at over 150 locations in the UK and overseas.

DE&S main locations and appoximate staff numbers*
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DE&S History

DE&S begins operating
following the merger of the
Defence Procurement Agency
and the Defence Logistics
Organisation.

The MOD launches the
Materiel Strategy programme
to examine how DE&S could
operate differently to become
more efficient and effective.

Proposals for a Government
Owned Contractor Operated
(GOCO) structure halted.

DE&S established as a bespoke
trading entity, an arm’s length
body of the MOD.

How we are organised

DE&S is a crucial part of the overall defence operating
model, linking supplier capability to our military
customers, ensuring that they are equipped and
supported to deliver what is required of them. The
DE&S operating model (overleaf] shows how DE&S is
set up as a business, reflecting how we do what we do.

We are organised into four domains; Fleet, Land,

Air and Joint Enablers. Each is headed by a Chief of
Materiel, who is responsible for our relationship with

a Command, and accountable to the Chief Executive
for delivering outputs as effectively, efficiently

and economically as possible. These domains are
supported by corporate delivery teams made up of
professionals from across our organisation, including
commercial, finance and accounting, corporate affairs,
HR and technical services.
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How we are organised

Industry .

Defence Infrastructure
Organisation

Information Systems
and Services

Defence Business
Services

Defence Science and
Technology Laboratory

DE&S Operating Model

DE&S EQUIP

SUPPLIERS

DE&S SUPPORT

MANAGE AND CONTROL PROGRAMMES
ACCOUNT
DELIVER SAFE & SECURE

DEVELOP OUR PEOPLE AND CAPABILITY

ENABLERS

CUSTOMERS

Navy Command
Army Command
Air Command
. Joint Forces Command

Strategic Programmes

DE&S Top Level Executive organisation as at 31 March 2016

Vice Admiral Lieutenant General Air Marshal Sir
Simon Lister Sir Chris Deverell Simon Bollom
Chief of Materiel Chief of Materiel Chief of Materiel
(Fleet) (Land) (Air)

(until April 2016) (until 29 April 2016)
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v

-~

o~

2016)

Commercial Resources Technical Human Corporate
. L Resources Services
Susanna Mason Michael Bradley  Air Vice-Marshal
(until 29 February Michael Quigley Don Cuthbert Barry Burton

Pete Worrall
Chief of Materiel
(Joint Enablers)

A4 A4
-~ »

Transformation

Geoff Robins
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Our budget

The MOD delegates the bulk of the equipment budget
to the Commands, giving them responsibility for
prioritising what is most critical and, consequently,
the risks and rewards of the equipment programme.
In DE&S, therefore, we do not hold the budget for the
equipment programme but, on behalf of our MOD
customers, we manage the acquisition and through-
life support of equipment in service, and undertake
decommissioning and disposal when equipment
reaches the end of its service lifel.

Budgets flow from our customers using individual
Command Acquisition Support Plans (CASPs], which
are agreements that formally capture the outputs
against which our teams will deliver. The agreements
set out the equipment, support and services DE&S
will acquire on our customers’” behalf, for what budget
and to what timescale. MOD Head Office holds DE&S
accountable for delivery, and measures performance
through the use of Key Performance Indicators (KPls),
which underpin our objectives. More detail on how we
performed against our KPIs in 2015-16 is on page 14.

DE&S is directly responsible for its own operating
expenses, and carries out its business activities
within an operating expenditure budget, which flows
from MOD Head Office. For 2015-16 the operating
expenditure budget was £71,130 million. This covers
DE&S manpower, operating support, and private
sector support costs, all of which enable us to

carry out our activities. The financial statements at
Section 3 have been prepared in accordance with the
accounting boundary agreed with the Department,
which delineates between DE&S operating activities
reported in the DE&S financial statements (manpower,
private sector support and other programme costs)
and equipment procurement/support activities which
are reported in the MOD financial statements. More
information on the accounting boundary can be found
in the Statement of Accounting Policies on page 74.

This Annual Report and Accounts sits alongside our
Corporate Plan, which sets out the strategic direction
for DE&S and summarises our structure, purpose,
objectives and corporate focus going forward. Our
Framework Document is the agreement between MOD
and DE&S which sets out the governance, policy and
finance framework within which we operate.

DE&S complies with Managing Public Money and
supplementary instructions issued by HM Treasury and

1

we observe the standard financial processes and rules
set out by the MOD Director General (DG) Finance as
the Defence Authority.

Operating as a Bespoke Trading Entity (BTE)

DE&S was launched as a BTE in April 2014. We are
an arm’s length body within the MOD - but remain
very much part of our parent organisationZ. Qur
status gives us a strengthened customer-supplier
relationship between the military and DE&S, and
facilitates a more business-like approach. As a BTE,
we also have a set of management freedoms that
are unique across Government and which recognise
the specialist nature of our organisation and what
we deliver. Set within an operating cost envelope
designed to drive efficiencies, these freedoms allow us
to implement changes outside of wider Government
norms, particularly around the management of our
people.

Our freedoms

— Freedom to manage all aspects of our
workforce as necessary to meet our
business needs.

— A pay strategy that is treated as separate
from the rest of the MOD.

— Freedom to pay 25 members of staff more
than the senior salary cap set by HM
Treasury without further agreement

— Exemption from Cabinet Office Controls
(v4.0) relating to:
e Strategic Supplier Management

e Advertising, Marketing and
Communications

e External Recruitment

e Redundancy and Compensation
e Civil Service Learning

e Commercial models

e (Consultancy

Our freedoms and flexibilities around how we recruit,
reward and manage our staff reflect our work in
carrying out some of the most complex procurement
activity in the world. They will help us strengthen our
capability as we become a world-class programme
management organisation, allow us to adopt industry

Any generated capital asset value is reported in the MOD Annual Report and Accounts

2 DE&S is classified as an Executive Agency of the MOD, which operates as a BTE in line with Chapter 7 of ‘Managing Public Money'".
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best practice, and help us to manage our resources
as efficiently and effectively as possible. We have
made good progress in designing and implementing
initiatives that make best use of our freedoms,
particularly in the areas of:

e Recruitment: targeted rolling recruitment
programme, use of social media.

e Pay: a DE&S pay strategy, new recruitment and
retention allowances, and tailored higher starting
pay.

e The DE&S Professional: a new competency
framework unique to DE&S.

e Performance management: a new policy
improving our ability to address poor performance.

e The DE&S People Model: being delivered
progressively with a fully operational balanced
matrix effective from April 2017.

e A bespoke HR Function: equipped to help DE&S
attract, develop and retain talent.

Working with industry

We work hard to sustain productive, robust
relationships with all of our suppliers. Our framework
for working with industry remains the White Paper,
‘National Security Through Technology’, which

was published in February 2012. This sets out the
Government’s approach to procuring Armed Forces
capabilities. Open competition remains our default
approach, and we examine the domestic and global
defence and security market for products that are
proven, reliable and that meet our current needs. Our
primary driver is to ensure we get the right capability
for our customers at the best value for money for the
taxpayer.

In line with all Government departments and arm'’s
length bodies, we aim to pay 80 per cent of our
undisputed invoices from suppliers within five working
days. This helps to ensure that the benefits of prompt
payment to main contractors are felt throughout

the supply chain and benefit smaller businesses. All
MOD invoices relating to DE&S BTE activities are

paid through the Defence Business Services (DBS])
organisation and are reported in the MOD Annual
Report and Accounts. The communicated costs shown
in our Statement of Comprehensive Net Expenditure on
page 70, include costs incurred by DBS in supporting
DE&S activities, including those relating to the
processing of invoices.

Performance overview, risks and issues

Three high-level objectives underpin what we do,
driving how we behave, deliver and prioritise as

an organisation: ‘Delivery’, ‘Transformation” and
‘Leadership and Engagement’. For our ‘Delivery’

objective, our performance is formally measured
through Command Acquisition and Support Plans,
with specific KPls, as outlined in our Corporate

Plan. Performance against our ‘Transformation” and
‘Leadership and Engagement’ objectives is measured
by internal business metrics and practices.

The KPIs outlined in our CASPs focus on two aspects;
how we deliver to our customers, and how we manage
our budget and inventory. Our customer-related

KPIs (1, 4 and 5) measure our delivery on equipment
projects, support to in-service equipment and the
accuracy of our financial forecasts. Against these, we
continued our recent trend of performing well on how
we deliver new equipment. On in-service support, we
recognise that the final position was mixed and we are
working closely with our customers to address the
challenges we face. It is worth noting, however, that
under-performing areas were principally where we had
joint metrics with our customer; they do not reflect an
isolated measure of DE&S performance. With regards
to forecasting accuracy, in-year the overall DE&S
position was balanced, with some Command-facing
outturns marginally under or over budget. Our 10-year
forecasts also reflect good performance. KPI 5, which
relates to customer satisfaction, was run as a shadow
KPI during 2015-16, in order to establish a baseline
against which we can measure performance in 2016-17
and beyond.

KPIs 2 and 3 are our inward-looking KPIs, focused on
managing our operating expenditure and inventory. We
are pleased to have met our targets for both of these
and the performance is reviewed in more detail in the
next section.

Delivery performance against our high-level
objectives, including our KPls, is monitored each
month by the Executive Committee and DE&S

Board. Our governance arrangements have been
further strengthened with the introduction of
‘Performance Committees” which are individual
monthly performance conversations between the CEQ
and each Chief of Materiel. In addition, we provide
quarterly reports to our Owner’s Council and we hold
regular reviews with each of our customers. Defence
Internal Audit conducted a review of our KPI reporting
process between March and May 2016, returning an
assessment of ‘substantial assurance’.

Our objectives are reviewed annually and are explained
in more detail in our Corporate Plan, which can be
found on gov.uk at the following link: https://www.gov.
uk/government/publications/defence-equipment-and-
support-corporate-plan-financial-years-2016-to-2019.

Information on the key risks and issues that have
faced DE&S over the past year are in the Accountability
Report on page 41.
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HIGH LEVEL OBJECTIVE 1: DELIVERY

Deliver safely the agreed DE&S programme of work and associated support and services to our customers.

This objective means that DE&S will:

e Improve delivery within the agreed performance, cost and time envelope and other metrics included in

the CASPs.

e Maintain and, where possible, improve, delivery performance during transformation.

e Ensure DE&S operating expenditure is within

the allocated provision.

e On behalf of the MOD, reduce the amount of inventory held.

e Ensure DE&S operating expenditure is within

the allocated provision.

e Provide ongoing availability of equipment that is safe to operate.

Delivery to our customers remains our purpose and
our priority and this has been reflected over the past

continue to pursue a challenging programme of
work. It is harder to assess DE&S performance

year in a clear focus on delivering CASP requirements.  in support of Army and Navy equipment as there

CASPs have now replaced our previous agreements
with our customers, embedding a more disciplined
customer-DE&S interface. Within each CASP

are detailed metrics and targets used to measure
our delivery performance and it is our aggregate
performance against these metrics that determines
how well DE&S performs against its corporate KPls.
These are explained further on the following pages.

Overall, we continue to perform well on delivering
procurement projects, although some of the nuclear
projects within the Strategic Programmes CASP
contain their own challenges as we collectively

remains a significant number of joint metrics in
these agreements and DE&S performance cannot be
isolated.

It is particularly worth noting that Navy Command
faced significant financial pressures within its
programme during 2015-16, which brought associated
challenges to DE&S. As a result of this, Navy
Command released DE&S from its obligation to meet
CASP targets in order to re-focus on addressing its
financial programming challenge. Nonetheless, we
continued to track and report our performance and
maintained a consistent level of delivery, focused on
the core outputs of the front line.

Keeping people connected

In March 2016, DE&S signed an £11 million agreement with
Royal Mail on behalf of the British Forces Post Office (BFPO)
to continue the carriage of mail to service personnel based
overseas at affordable rates. The agreement, which reaffirms the
relationship between Royal Mail and the BFPO, will help military
personnel keep in touch with family and friends back in the UK,
wherever they are in the world. The deal will ensure that friends
and family members can continue to support our troops with
letters, parcels and packages, without incurring extra postage
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KPI 1 - CASP DELIVERY PERFORMANCE

Each CASP included up to 12 strategic milestones that were due to be delivered in-year and which were agreed as
significant with the Command. We are pleased to have met 100% of the Army and Joint Forces Command milestones
on time or early and, if we exclude the Navy CASP (as we were released from our performance measures), 21 out of 23
strategic milestones were achieved on time or early.

While we report the delivery performance of all procurement projects, our KPls measure performance on projects with a
procurement value of more than £20 million. Variances to forecasts can arise from technical challenges or opportunities
encountered by the supplier, commercial and procurement processes, international collaboration, accounting adjustments,
changes to inflation or exchange rates, and dependencies in associated projects managed by other parts of DE&S.

We measure the quality of new equipment through how well it will fulfil its key user requirements. These are agreed with
our customers and specify the essential core characteristics the equipment must fulfil when in operational use. Under four
of our CASPs we forecast that we will achieve 100% of key user requirements when the equipment enters into service. The
exception is under the Air CASP where Air Command has elected not to proceed with a project. We expect this project to be
formally closed during 2016-17, when it will be removed from our programme of work.
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In 2015-16, DE&S managed 42 large demonstration and manufacture phase projects, with a total combined forecast of
nearly £37 billion. The aggregate forecast costs were either unchanged or lower under four CASPs. Only the projects
under Strategic Programmes reported an aggregate forecast cost growth and this was principally due to changes in
accounting policies, changes to build schedules and revised costs from suppliers.

We record the number of projects that forecast cost growth in-year in excess of 1.75% of their approved value. This
occurred on four of the 42 projects, three of which were under the Strategic Programmes CASP, and one under the Air
CASP.

In 2015-16, we managed 23 assessment phase projects with a combined forecast value of almost £4 billion. The aggregate
forecast costs were either unchanged or lower under four CASPs. The Strategic Programmes CASP was the exception
where forecast costs increased due to the maturing of the scope and assumptions of a number of capital programmes.

0 months

0.9 months

0.3 months

0 months

1 month

0%

14.3%

8.3%

0%

15.4%

0 months

-1.3 months

0.4 months

-0.2 months

0 months

This KPI reports the in-year variance to forecast in-service dates expressed as an average slippage per project. The factors
that lead to these variances can arise from the same potential causes as cost variances. In 2015-16, only projects under
the Army CASP and Strategic Programmes CASP reported aggregate time variances that exceeded targets. This was as a
result of poor contractor performance.

Out of 42 demonstration and manufacture phase projects, only four projects reported aggregate time slippage that
exceeded targets, which was the result of poor contractor performance. One project was under the Army CASP, one under
the Air CASP and two projects under the Strategic Programmes CASP.

For our assessment phase projects, there was only a marginal increase in duration under the Air Command CASP. Under
the other four CASPs our time forecasts were either unchanged or reduced.
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Not measured

In conjunction with DE&S, each of our customers determines how it defines availability, reliability, sustainability and safety
process administration, and negotiates its own performance thresholds. In the Army and Navy CASPs, performance of both
the customer and DE&S was measured jointly and, therefore, the table reflects our collective performance - not just that of
DE&S.

Due to the individual nature of the KPIs against each customer, it is important to note that a direct comparison of performance
between the CASPs is not possible. It is also worth noting that the safety process administration ‘green’ threshold was
particularly stretching at 100%. While we acknowledge that there is work still to do in this area, particularly in standardising
reporting methodologies, we are clear that safety remains effectively managed in service.

Navy: It has been a challenging year in support of this element of the Navy CASP, following a high operational tempo, and
changes to the programme of work and budget. In recognition of this and, as performance metrics were not subsequently
adjusted, Navy Command released us from our CASP obligations. Nonetheless, we have, of course, continued to sustain our
support to Navy in-service platforms. The measurements above reflect performance against the KPIs which were set at the
beginning of the year. For 2015-16, availability, reliability and sustainability KPls were measured against activities of joint
responsibility; a sole measure of the DE&S contribution will be used for 2016-17 onwards.

We highlight the low safety process administration score in the Navy CASP, which was largely due to the process for
measuring the Ships Operating Centre element changing during the reporting year to include a more-rigorous self-
assessment. This indicated ‘limited assurance’ of our safety processes and thereby significantly lowering the overall score for
the year. A safety improvement programme has been implemented and is expected to make our processes more efficient and
effective. We continue to work closely with Navy Command to address the challenges that we are both facing.

Army: The Army CASP equipment support programme measures were, in the main, joint measures of performance across
all four categories. The level of performance against our Army CASP support targets was relatively consistent, but, reflecting
the joint nature of the targets, the low availability of Army maintainers and spares issues in the helicopter environment
contributed to lower performance levels under reliability and sustainability. With regards to safety process administration, a
significant effort across the year to complete outstanding safety cases resulted in this metric reporting 97% in the final month
of 2015-16 and lifting the annual average to 81%.

Air: Performance against the Air CASP equipment support metrics was consistently high throughout the year. Where
shortfalls were identified, we worked closely with Air Command to address these, identifying cause and resolution as
efficiently as possible. Improving safety management (for example the timely completion of safety cases) remains one of
our key priorities for 2016-17, and the situation is steadily improving, particularly as newly recruited suitably qualified and
experienced personnel arrive in post.

Joint Forces Command: We are pleased that our performance was consistently high throughout the year. The performance
metrics selected were reflective of our performance, they were not ‘joint’, and the targets agreed with the Command were
achievable based upon historic performance.

Strategic Programmes: The Strategic Programmes organisation is unlike the three front line commands and JFC, as it does
not have front line military units under its control. There were only three support outputs and we consistently met them
throughout the year.

1 Percentage of CASP Equipment Support Programme outputs reported ‘green” and ‘yellow'.

2 Percentage of CASP Equipment Support Programme outputs reported ‘green’.
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KPI 2 - OPERATING EXPENDITURE EFFICIENCY

Our target was to spend less than our operating cost budget, which we achieved. Our final costs
were £1,111 million against a revised budget of £1,130 million (the budget at the start of the year
was £1,222 million, which was adjusted for various activities transferred out (for example, Logistics
Commodities and Services), offset by some increases. These figures exclude communicated costs
which are notional, non-budgetary items of expenditure.

The delivery of a budget to outturn variance of less than 1% is clear evidence of the robust

and effective financial management exercised by DE&S. The variance reflected lower civilian
recruitment, gapped military posts and other operating costs. The operating cost budget is set to
fall by some 18% between 2013-14 and 2017-18, so a continuing drive to reduce expenditure on
private sector support will be important, along with rigorous control of other forms of operating
expenditure.

We have taken action to address the accounts qualifications reported by the NAO in 2014-15 relating
to weaknesses in the robustness of the accounting boundary between equipment programme and
DE&S operating activities. The qualifications specifically related to private sector support and other
programme cost expenditure, and the associated liabilities. As a result of the action taken by DE&S,
the audit qualification on closing liabilities was removed by NAO in 2015-16 which provides a solid
baseline from which the remaining qualifications can be removed in 2016-17.

KPI 3 - INVENTORY MANAGEMENT

£30,086 million

£787 million

Inventory Management Transformation is a MOD project, executed by DE&S, which is intended to reduce the amount of
inventory the MOD holds, cut the amount spent on inventory, and effect lasting change in the way inventory is managed.
The Inventory Management Transformation project has now concluded and we successfully accomplished the targets set
out in the inventory management strategy:

e Closing inventory: As at 31 March 2016, the MOD had achieved a £10.3 billion overall reduction from the 2011-12
baseline position of £40.3 billion, to a closing position of £30 billion. In achieving this, £12.6 billion of inventory was
disposed of at the end of its useful life.

e Raw materials and consumables purchasing: As at 31 March 2016, the cumulative purchasing saving since 2011-12
was £2,593 million against the £561 million target.

The two DE&S in-year inventory KPIs have helped drive this achievement and we have again achieved our targets.

17



Defence Equipment and Support

KPI 4 - FORECAST ACCURACY AND STABILITY

£3,261M | £1,621M £701M £3,818M £13,242M

£3,683M

+0.5% -7.8% -0.9% -15.8% +3.1% +6% -1%
(+E£16M]) | (-E£126M) | (-£33M) | (-£111M) (+£117M) (+€9M) | (-£127M)

The Command-facing equipment programme outturn was £13,115 million against a budget of £13,242 million, which
includes adjustments for foreign exchange movement and accounting changes to VAT receipts. The overall underspend
of £127 million is not attributable to any overarching strategic change or adjustments. The DE&S outturn by customer is
provided above.

£10,188M | £11,693M | £9,040M £31,132M £63,592M

-0.0% +0.6% +0.6% -0.5% +5.1% +2.7%
(-E4M) (+£73M]) | (+£56M) (-E7M]) (+£1,584M) - (+1,702M)

The 2015-