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THE SECRETARY OF THE NAVY
WASHINGTON, D.C. 20350-1000

October 2006

The Navy-Marine Corps team continues to fight what we expect to be a prolonged
international war on terror. In addition to defending our nation on the battlefield and at
sea, our Sailors and Marines have performed other missions superbly, most visibly
providing urgent humanitarian assistance in response to natural disasters. Working with
Congressional stakeholders, we have been provided with the resources and are meeting
these challenges on multiple fronts, while continuously seeking new and innovative ways to
accomplish our mission. Qur team is further leveraging these resources by increased
reliance on partnerships with our sister services, the private sector and other nations.

In Fiscal Year 2006, we significantly broadened operational capabilities in response to our
expanding role in the Global War on Terror (GWOT) and security and stability operations.
Specifically, we established the Naval Expeditionary Combat Command to enable the Navy
to train and operate with partner nations—efforts needed to bolster maritime dominance.
Similarly, we integrated capabilities of our Special Operations Forces into the submarine
community and established the Marine Corps Special Operations Command, which
leverages growing irregular warfare capabilities in support of operational requirements. In
addition, the Marine Corps has invested over $5 billion in Fiscal Year 2006 toward resetting
the force which will mitigate the impact and demands of GWOT on its warfighting
equipment. Through our partnership with industry, we are developing next generation
battle force ships that will move us closer to our goal of a 313-ship Navy.

We have also made significant advances in business transformation. In particular, we have
begun Department-wide integration of Lean/Six Sigma, an industry-proven methodology
for harvesting efficiencies in business processes. Savings generated from these efficiencies
will then be used to recapitalize our Fleet. Additionally, the Navy has begun to implement
an enterprise model that will deliver war-fighting capabilities and increase productivity at
reduced costs. The Navy Enterprise model includes five warfare enterprises operating as
collaborative teams—Naval Aviation, Naval Surface Warfare, Naval Undersea, Naval
Expeditionary Combat, and Naval NETWAR/FORCEnet. The Marine Corps, through its
Financial Improvement Initiative, is on track to achieve a “clean audit” within the next two
years; this will ensure our growth as a world-class enterprise.

I can assure you we take our role as public stewards of the taxpayers’ money very seriously.
We are responsible to the Congress and the nation for providing dependable national
security as well as accountable fiscal performance. The Department of the Navy’s Fiscal
Year 2006 Annual Financial Report, Global Access, Global Responsibility, represents our
enduring commitment to the proper stewardship of public resources that are critical not
only for the defense of our nation but for the protection of our war-fighters.

Donald C. Winter
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THE ASSISTANT SECRETARY OF THE NAVY

(FINANCIAL MANAGEMENT AND COMPTROLLER)
1000 NAVY PENTAGON
WASHINGTON DC 20350-1000

October 2006

The Department of the Navy financial management team made significant progress in executing
our strategic plan, Transforming Today to Win Tomorrow, introduced in April 2005 and highlighted
in last year’s annual financial report. We have focused on improving business processes, on
attracting and retaining the future of our financial management workforce, and on making our
communication with customers and shareholders more comprehensive and transparent. The
changes we have made in Fiscal Year 2006 have allowed us to provide more timely and accurate
financial information to senior leaders so that they can make more-informed resource allocation
decisions.

In particular, we began implementation of a standard cash forecasting tool that will reduce average
levels of operating cash within the $25 billion Navy Working Capital Fund, allowing us to minimize
cash on hand and maximize the purchasing power of our customers. This undertaking attracted
the attention of the Harvard Business school where one of its case studies featured how commercial
best practices can be effectively applied to a large, complex government business. We also
implemented the Financial Efficiency Index, a scorecard that measures ex-post budget execution
performance but also allows more informed ex-ante decision making, stimulating a results-oriented
organizational culture. Additionally, we developed a portfolio management methodology based on
leading industry best practices and academic research that provides a capability to analyze our mix
of capital investments along expected military value and risk variables, with the aim of optimizing
Navy-Marine Corps resource allocation. This methodology has been adopted by the Office of the
Secretary of Defense and offers significant long term potential to all of DoD.

We also marked steady progress on our ambitious Financial Improvement Program (FIP), a
comprehensive, bottom-up plan to transform our business and financial processes and systems. We
aggressively reviewed and documented existing processes, systems, and controls and established a
foundation that supports corrective actions where necessary either to eliminate or strengthen
inefficient practices and ineffective systems. Our FIP is a component of the broader defense
Financial Improvement and Audit Readiness (FIAR) effort, which is updated throughout the year
and presented to Congress twice a year. The goals of the FIP, as well as the FIAR, are consistent
with our Strategic Plan: to put better financial data into decision-makers’ hands. This financial
information results from better controlled, better integrated business processes that will over time,
result in a favorable audit opinion.

Regarding audit, during the past year, we made significant progress within the Marine Corps,
positioning it to become the first military service within Department of Defense to be “audit ready.”
We also proceeded according to plan with our Enterprise Resource Planning (ERP) initiative—
among the world’s largest—designed to automate, integrate and standardize our business
processes. As part of the FIP, we issued a Department-wide manual on internal controls with the
expanded focus on financial reporting as mandated by the recent revision of the Office of
Management and Budget Circular A-123 This visible commitment to strong internal controls will
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sustain process improvement and ensure accountability. The Department of the Navy audit
committee that we established in Fiscal Year 2005 will continue to monitor and encourage our
internal control efforts. In all of our financial management process improvements, consistent with
the objectives of the Secretary of the Navy, we have sought to use the Lean Six Sigma methodology
where applicable. Please visit our web site at www.finance.hg.navy.mil to review the details of
these efforts, as well as our other products and services. )

Finally, I proudly note that the Department of the Navy’s 2005 Annual Financial Report, Combat
and Compassion, received a Gold Award from a professional organization which ranked our report
in the top three-percent of almost two thousand reports evaluated. Our 2006 Annual Financial
Report, Global Access, Global Responsibility, should match the caliber of last year’s, building on
previous achievements and highlighting the strengths of the worldwide Navy-Marine Corps finance
team. It serves to communicate the commitment to the American Public—our shareholders—that
your investment in the Department of the Navy is sound. It represents an investment in our

Nation’s future.

Richard Greco, Jr.
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Fiscal Year 2006 In Review DepartmeniiieNay

The Military Sealift
Command hospital ship
USNS Comfort (T-AH

20) moored in the Port of
Pascagoula, Mississippi to
provide medical support
and humanitarian aid

to victims of Hurricane
Katrina.

The amphibious assault ship
USS Nassau (LHA 4), in
foreground, sailed through
the Suez Canal in November
2005. Nassau was the
flagship for Expeditionary
Strike Group Eight, which
was deployed in support of
the Global War on Terror.

The 31st Marine
Expeditionary Unit’s Fox
Company participated in
PHILBEX 06, an annual
bilateral exercise designed
to improve interoperability,
increase readiness, and
continue professional
relationships between the
United States and Philippine
Armed Forces.

NOVEMBER 2005
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An F/A-18F Super Hornet launched from the
aircraft carrier USS Kitty Hawk (CV 63) during
the bilateral Annual Exercise (ANNUALEX)
conducted in November 2005. The purpose

of ANNUALEX is to improve bilateral
interoperability, defend Japan against maritime
threats, and to improve capability for surface
warfare, air defense and undersea warfare.

The Nimitz-class aircraft carrier USS George
Washington (CVN 73) returned to her homeport
in Norfolk, Virginia after completing sea trials.
Carrier sea trials help determine the ship’s
material readiness and ability to rejoin the fleet as
a fully operational unit.

USS Ohio (SSGN 726) returned to Puget Sound
Naval Shipyard and Intermediate Facility

in Bremerton, Washington after completing
sea trials. Ohio was the first ballistic missile
submarine to complete conversion to the new
class of guided missile submarines.

DECEMBER 2005

On January 3, 2006, the Honorable Dr. Donald
C. Winter, accompanied by his wife, Linda, took
the oath of office as the 74th Secretary of the
Navy. The Honorable Gordon England, Deputy
Secretary of Defense administered the oath.

JANUARY 2006
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Chief of Naval Operations
Admiral Michael Mullen
met with Sailors assigned to
the 30th Naval Construction
Regiment at Camp Fallujah,
Iraq.

Helicopter Anti-Submarine
Squadron Two (HS-2)
reviews flight details on

an operational map prior

to an evening combat
search and rescue training
evolution during Operation
Foal Eagle, a joint land and
maritime training operation
utilizing forces from both
the United States and the
Republic of Korea.

Marine Combat Engineers
boarded a CH-53
helicopter to support
humanitarian relief efforts
in the Philippines, where
a landslide occurred on
February 17, 2006.
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A Boatswain’s Mate 1st Class hugged his daughter
goodbye as the amphibious transport dock USS
Trenton (LPD 14), part of the Global War on Terror
Surface Strike Group, prepared to depart Naval
Station Norfolk.

APRIL 2006

The guided-missile cruiser USS Cowpens (CG 63),
in foreground, followed by the guided-missile
destroyers USS Lassen (DDG 82) and USS John

S. McCain (DDG 56), the guided-missile frigate
USS Vandegrift (FFG 48), and the Military Sealift
Command underway replenishment oiler USNS
Tippecanoe (T-AO 199) sailed in formation during
Exercise Valiant Shield 2006. Valiant Shield
focused on integrated joint training among U.S.
military forces, enabling real-world proficiency in
sustaining joint forces and in detecting, locating,
tracking, and engaging units at sea, undersea, in
the air, and on land.

JUNE 2006

Nine hundred eighty Midshipmen graduated
from the U.S. Naval Academy in Annapolis,
Maryland on May 26, 2006.

MAY 2006

Commandant of the Marine Corps General
Michael Hagee delivered the first in a series of
speeches at Camp Pendleton, California on the
value and significance of the Marine Corps and
proper decision-making.
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Master Chief Petty Officer
of the Navy (MCPON) Joe
R. Campa Jr. received the
ceremonial cutlass from
MCPON Terry D. Scott
during a change of charge
ceremony at the Washington
Navy Yard on July 10, 2006.

JULY 2006

A Seaman stands watch
on the quarter deck of the
amphibious dock landing

ship USS Tortuga (LSD

46) as Philippine Marines
arrive to take part in the
amphibious landing and
training phase of exercise
Cooperation Afloat
Readiness and Training
(CARAT). CARAT is an
annual series of bilateral
maritime training exercises
between the United States
and six Southeast Asia
nations designed to build
relationships and enhance
the operational readiness of
the participating forces.

The guided-missile
destroyers USS Pinckney
(DDG 91) and USS

Shoup (DDG 86) sailed

in formation during the

Rim of the Pacific exercise
(RIMPAC), which concluded
July 28, 2006 after a month
of intensive warfare training
conducted off the coast

of the Hawaiian Islands.
RIMPAC, the world’s largest
biennial maritime exercise,
brings together military
forces from Australia,
Canada, Chile, Peru, Japan,
the Republic of Korea, the
United Kingdom, and the
United States.

AUGUST 2006
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At the request of the U.S. Ambassador to Lebanon
and at the direction of the Secretary of Defense,
the U.S. Central Command and elements of

Task Force 59 assisted with the departure of U.S.
citizens from Beirut, Lebanon.

SEPTEMBER 2006

The F-14 Tomcat was officially retired at Naval Air
Station Oceana after 36 years of honorable service
in the U. S. Navy.

Secretary of the Navy, Dr. Donald C. Winter
presented the Navy Cross to the wife of Sonar
Technician 2nd Class (SEAL) Matthew G. Axelson
during a ceremony at the Navy Memorial in
Washington, DC.

The nation’s first Littoral Combat Ship, Freedom
(LCS 1) was christened and launched on
September 24, 2006 at the Marinette Marine
shipyard in Wisconsin. The 377-foot Freedom
will help the U.S. Navy defeat growing threats
from the littorals (i.e., close-to-shore areas) and
provide access and dominance in coastal water
battle-space.
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The official seal of the Department of the Navy is engraved on the Navy and Marine Corps Memorial. The Navy and Marine Corps
Memorial is dedicated to the thousands of Americans who have perished in the sea and to those whose destiny still is linked with our
naval and maritime services.
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Introduction

The men and women of the U.S. Navy and the U.S. Marine Corps are deployed around the
globe at sea and ashore. Operating from the sea, our Sailors and Marines use revolutionary

information and dispersed,
networked force capabilities to deliver
unprecedented offensive power,

The Department of the Navy

. . Founded 30 April 1798
defensive assurance, and operational
independence to Joint Forces Our Mission: Maintain, train and equip
Commanders. Shore installations at combat-ready Naval forces capable of winning

wars, deterring aggression and maintaining

key forward locations provide logistics freedom of the seag.

support benefits and facilitate rapid

response to threats and contingencies.
When our ships, aircraft, Sailors, and Marines deploy around the globe, they carry with them
what they need to accomplish the mission at hand —with or without host-nation support.

With global access comes global responsibility. Our Sailors and Marines must sustain combat
readiness to fight and win the long war on terror and other armed conflicts, deter aggression,
and promote peace and security. They must keep the global sea-lanes open for the peaceful
movement of international commerce, forge constructive relationships with navies and coast
guards around the globe, and provide humanitarian and crisis response to natural disasters.

This global perspective begins at home with the Department of the Navy’s commitment to

its overall mission and the Congress’ investment that makes accomplishing this mission a
fiscal reality. The Fiscal Year 2006 Management’s Discussion and Analysis (MD&A) provides
perspective on the breadth and depth of the Department of the Navy’s mission and the
resources appropriated to it by Congress. Specifically, the MD&A provides an overview of the
Department of the Navy’s financial and performance results for the 12-month period ending
September 30, 2006 and is comprised of the following sections:

*  Organization and Mission
e  Strategic Management

* Management Integrity

*  Financial Reporting Results

* Looking Forward: Fiscal Year 2007 and Beyond

Organization and Mission

The Department of the Navy is organized under the Secretary of the Navy, a civilian appointed
by the President, who conducts all Department affairs under the authority, direction, and
control of the Secretary of Defense (Sections 5011 and 5013, Title 10 U.S. Code).
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Under the purview of the Secretary of the Navy are key military leaders—the Chief of Naval
Operations, a four-star Admiral, and the Commandant of the Marine Corps, a four-star

General. The Chief of Naval Operations is responsible to the Secretary of the Navy for the
command and operating efficiency of the U.S. Navy and Navy shore establishment as well as
their utilization of resources (Section 5033, Title 10 U.S. Code). The Commandant of the Marine
Corps is responsible to the Secretary of the Navy for the performance of the U.S. Marine Corps,
including the administration, discipline, internal organization, training, efficiency, and readiness
of the service and for meeting all of its resource requirements (Section 5043, Title 10 U.S. Code).

The U.S. Navy and the U.S. Marine Corps together comprise the Department of the Navy’s
joint war-fighting team. Both services have numerous major commands that operate under the
authority and responsibility of a commander or other designated official and typically support
a network of subordinate commands. Each major command has a clearly defined mission that
supports the overall Department mission.

The chart below provides a simplified illustration of the Department of the Navy organizational
structure. The full structure is shown online at http://www.navy.mil under “Navy Organization.”

D A A

I I I |

Assistant Secretary of the Nav

Assistant Secretary of the Navy
(Research, Development & Acquisition

Assistant Secretary of the Navy

Assistant Secretary of the Navy
(Financial Management & Comptroller)

(Manpower & Reserve Affairs) (Installations & Environment)

COMMANDANT OF THE
MARINE CORPS

| |
l I | | I

U.S. Nav, U.S. Navy U.S. Navy . U.S. Marine Corps U.S. Marine Corps U.S. Marine Corps
Shore Establishment Reserves Operating Forces Operating Forces Reserves Supporting Establishment

* Dashed line signifies collaboration of the U.S. Navy and the U.S. Marine Corps operating forces.

United States Navy United States Marine Corps

The Navy shall be organized, trained,

and equipped primarily for prompt and
sustained combat incident to operations at
sea. It is responsible for the preparation

of naval forces necessary for the effective
prosecution of war except as otherwise
assigned and, in accordance with integrated
joint mobilization plans, for the peacetime
components of the Navy to meet the needs
of war. (Section 5062, Title 10 U.S. Code)

Founded 13 October 1775
http://www.navy.mil

The Marine Corps shall be organized,
trained, and equipped to provide fleet
marine forces of combined arms, together
with supporting air components, for service
with the fleet in the seizure or defense of
advanced naval bases and for the conduct
of such land operations as may be essential
to the prosecution of a naval campaign.
(Section 5063, Title 10 U.S. Code)

Founded 10 November 1775
http://[www.usmc.mil
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Navy Organization

The Navy continued its organizational transformation efforts in Fiscal Year 2006. A brief
discussion of the Navy Enterprise Model and Navy organizational changes follows.

Navy Enterprise Model

The Navy Enterprise Model is an evolving, behavioral concept designed to maximize
the operational efficiency and effectiveness of the Navy. Over the next four fiscal years,
the Navy will undergo a management transformation that uses existing organizations
and resource allocation mechanisms but applies a different construct. This management
transformation also includes corporate governance, lines of business, and supporting
functional units (see illustration below). This change will create incentives and produce
behavior that should result in a better aligned, more effective infrastructure.

Below is a brief description of each Navy Enterprise component and the Navy Enterprise’s
primary customer —the Naval Components of each of the Unified Commands.

Enterprise Governance. The Navy Enterprise governance structure is comprised of senior

Navy civilian and military leaders who are responsible for the strategic guidance and
fiscal direction of the overall Navy Enterprise.

The Emerging Navy Enterprise Model - a behavioral construct

Providers/Enablers Warfare Enterprises
(Supporting Warfare Enterprises) (Delivering Combat Capability)

B People
B Dollars
B Capability

Resources at Each
Enterprise Intersection

Providers and Enablers
| Output =

Manpower Readiness at cost
Logistics
Installations

Health Care

Science/Tech

Uloiuioic

Aviation Surface Undersea  Networks Combat




Chief of Naval Operations (CNO) Admiral Michael Mullen answers questions during an all-hands call in the auditorium at the Pentagon.
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Warfare Enterprises and Supporting Organizations. The Navy Enterprise includes five
Warfare Enterprises that function as lines of business to deliver war-fighting capabilities to their
customers, the Naval Components of each of the Unified Commands.

Naval Aviation Enterprise — Responsibility of Commander, Naval Air Forces (CNAF)

Naval Surface Warfare Enterprise — Responsibility of Commander, Naval Surface
Forces (CNSF)

Naval Undersea Enterprise — Responsibility of Commander, Naval Submarine Forces
(CSF)

Naval Expeditionary Combat Enterprise — Responsibility of Naval Expeditionary
Combat Command (NECC)

Naval NETWAR/FORCEnet Enterprise — Responsibility of Naval Network Warfare
Command (NETWARCOM)

Additionally, five Navy program elements will support the Warfare Enterprises in meeting their
warfare requirements.

Manpower, Personnel, Training and Education (MPT&E) — Led by the Chief of Naval
Operations’ Director of Naval Education and Training, and the Deputy Chief of Naval
Operations for Manpower and Personnel

Acquisition, Technical Authority and Logistics (AT&L) — Led by the Senior
Commander of the Systems Commands

Installations Management — Led by Commander, Navy Installations Command
Health Care — Led by the Navy Surgeon General

Science and Technology — Led by the Office of Naval Research

Warfare Enterprises’ Primary Customer. The Naval Components of each of the nine Unified
Commands are the Warfare Enterprises’ primary customer. The nine Unified Commands are
comprised of five Geographic Commands and four Functional Commands (see illustrations on
the next page).
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USPACOM
1

USSOWCOM
n

Geographic Commands
1.

U.S. Pacific Command (USPACOM): U.S. Pacific Fleet, 3rd and 7th Fleets
(www.cpf.navy.mil); U.S. Marine Corps Forces, Pacific and Fleet Marine Force,
Pacific (www.mfp.usmc.mil)

U.S. Central Command (USCENTCOM): U.S. Naval Forces Central Command
and 5th Fleet (www.cusnc.navy.mil); U.S. Marine Corps Forces Central Command
(www.marcent.usmc.mil)

U.S. European Command (USEUCOM): U.S. Naval Forces Europe and 6th Fleet
(www.naveur.navy.mil); U.S. Marine Corps Forces, Europe (www.mfe.usmc.mil)

U.S. Southern Command (USSOUTHCOM): U.S. Naval Forces Southern Com-
mand (www.cusns.navy.mil); U.S. Marine Corps Forces, South (www.mfs.usmc.mil)

U.S. Northern Command (USNORTHCOM): USNORTHCOM has few
permanently assigned forces. However, naval personnel (civilians and uniformed
services) are among the civil service employees and uniformed service members at
USNORTHCOM headquarters (Peterson Air Force Base, Colorado)
(www.northcom.mil)
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Functional Commands

U.S. Joint Forces Command U.S. Strategic Command

U.S. Fleet Forces Command
(www.cffc.navy.mil)

U.S. Marine Corps Forces Command
(www.jfcom.mil/about/com_marfor.htm)

U.S. Special Operations Command

U.S. Naval Special Warfare Command
(www.navsoc.navy.mil)

U.S. Marine Corps Forces, Special Operations
Command
(www.marsoc.usmc.mil)

U.S. Fleet Forces Command
(www.cffc.navy.mil)

U.S. Marine Corps Forces, Strategic Command
(www.marforstrat.usmec.mil)

Ballistic Missile Submarines
(www.chinfo.navy.mil)

U.S. Transportation Command

Military Sealift Command
(www.msc.navy.mil)

An Airman salutes the flag during morning colors aboard the amphibious assault ship USS Tarawa (LHA 1).
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Navy Organizational Changes

Our organizations are dynamic, adapting to a changing operational and business
environment. Below are representative examples of significant Navy organizational
changes that occurred during Fiscal Year 2006 or that are anticipated in Fiscal Year 2007.
The examples are part of a broader list of Navy organizational changes.

*  OnJanuary 13, 2006, the Navy Expeditionary Combat Command (NECC) was
established, bringing together Explosive Ordnance Disposal, Naval Coastal Warfare,
Navy Expeditionary Logistics Support functions, and the Seabees under one
organization. NECC integrates all war-fighting requirements for expeditionary
combat and combat support elements for naval anti-terrorism and force protection
missions.

e U.S. Naval Special Warfare Command (http://www.navsoc.navy.mil) established U.S.
coastal support activities in response to the Department of the Navy’s expanding role
in the Global War on Terror.

e Office of Naval Research (hftp://www.onr.navy.mil) established the Expeditionary
Maneuver Warfare and Combating Terrorism Department to lead the Department
of the Navy’s Science and Technology effort in developing future naval combat
capabilities and combating terrorism.

e Office of Naval Intelligence (hitp://www.nmic.navy.mil), in collaboration with the U.S.
Coast Guard Intelligence Coordination Center, expanded its organization to include
a Maritime Homeland Threat Analysis Division to support the Department of the
Navy’s role in Homeland Security.

*  Bureau of Medicine and Surgery (http://navymedicine.med.navy.mil) established four
regional commands to increase efficiency of Navy medical and health care services.

¢ Naval Facilities Engineering Command (kttp://www.navfac.navy.mil) reached the final
milestone of its transformation structural realignment, consolidating 25 component
commands to 16 and aligning with Commander, Navy Installations Command (kttp://
www.cni.navy.mil) regions.

e  Effective October 1, 2006, the Navy Personnel Command (http://www.npc.navy.mil) and
the Naval Education and Training Command (https://www.cnet.navy.mil) merged to
become part of the Manpower, Personnel, Training and Education (MPT&E) domain,
established in July 2005.

®  Space and Naval Warfare Command (http://www.spawar.navy.mil) Program Executive
Office for Information Technology (PEO (IT)) was renamed “PEO for Enterprise
Information Systems (EIS)” with leadership and oversight responsibilities for the
Navy Marine Corps Intranet (NMCI), Navy Enterprise Resource Planning (ERP), Base
Level Information Infrastructure/One NET (BLII/One NET) and the Global Combat
Support System — Marine Corps (GCSS-MC).

¢ All Naval Reserve Centers were renamed “Navy Operational Support Centers” to
more accurately describe the integrated role of the Navy Reserve (http://navyreserve.
navy.mil) in the daily planning and operations of the U.S. Navy Operating Forces.
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The Navy’s Flight Demonstration team, the Blue Angels, performs the Fleur De Lis, a maneuver performed as an aerial salute to the men
and women of the Armed Forces at Marine Corps Air Station Miramar.

—@
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Marine Corps Organization

The Marine Corps continued its organizational transformation efforts in Fiscal Year 2006.
A brief discussion of Marine Corps Business Enterprise and Marine Corps organizational
changes follows.

Marine Corps Business Enterprise

The Marine Corps Business Enterprise crosses all organizational
boundaries and includes all resources, processes, and products

and services that support the war-fighter. Sustained by the skills
and knowledge of the Marine Corps workforce, the Business
Enterprise drives innovation and change through end-to-end
business process improvements that deliver value with fewer resources. Among the
business transformation tools employed by the Business Enterprise are lean thinking,
regionalization, competitive sourcing, process reengineering, divestiture, and elimination
of non-core functions. Through a common business information system, the Business
Enterprise will provide timely and accurate cost and performance data required for
effective decision-making and command and control of business operations.

The Business Enterprise is instrumental to achieving the objectives of the President’s
Management Agenda, the Department of Defense Business Transformation Agency,

the National Security Personnel System, the Sea Enterprise vision, and a series of
congressional measures that challenge the military services to transform business practices
as well as military capabilities.

Marine Corps Organizational Changes

Below are representative examples of significant Marine Corps organizational changes
that occurred during Fiscal Year 2006. The examples are part of a broader list of Marine
Corps organizational changes.

¢  The Marine Corps established a Special Operations Command, known as MARSOC,
to provide direct support to current and future Special Operations Forces missions
under the purview of the U.S. Special Operations Command (USSOCOM). MARSOC
will train Marines to perform key tasks, such as special reconnaissance, foreign
internal defense, and counterterrorism. MARSOC is expected to be fully operational
by 2010.

*  Marine Corps Depot Maintenance and Supply Management Activity Groups
expanded their organizations to increase efficiency and improve customer support.
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A Marine assigned to India Company 3rd Battalion 3rd Marines (3/3) patrols enemy positions after taking fire in a palm grove.
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Strategic Management

Changes in the global security environment and the challenges that have emerged since the
events of September 11, 2001 and the subsequent engagement in Afghanistan and Iraq have
compelled the Department of the Navy to balance the requirements of traditional naval
capabilities with those needed to confront and influence our changing world. Non-traditional
missions, such as counter-terrorism, humanitarian affairs, disaster relief, and counter-piracy,
have become integral to the overall Department of the Navy mission. These new missions
require the Department of the Navy to change rapidly and become a more agile, effective, and
efficient enterprise in support of the war-fighter.

The Department of the Navy’s keystone vision document, Naval Power 21, focuses on the near-
term development of the Navy and Marine Corps team to meet the emerging global threats and
challenges of this new era. The Navy and Marine Corps have defined their respective Service
strategies for achieving the Naval Power 21 vision in Sea Power 21 and Marine Corps Strategy 21.
Each strategy reinforces and expands operational concepts that will enhance America’s ability to
project offensive power, defensive assurance, and operational independence around the globe.

The emerging Navy Enterprise model, described under “Organization and Mission,” will
support Sea Power 21 by aligning, organizing, integrating, and transforming the Navy to

meet 21st century challenges, especially the demands of unrestricted, irregular warfare. In
particular, the Navy Enterprise strategic management process will include an integrated model
that cascades to the Warfare Enterprises and supporting organizations and informs decision-
making and resource allocation. Additionally, customer-driven business processes, a common
set of linked metrics, integrated capabilities, transparency of information, and other factors will
enable the Navy Enterprise to maximize readiness while minimizing cost.

The Department of the Navy Financial Management Strategic Plan, Transforming Today to
Win Tomorrow, issued by the Assistant Secretary of the Navy (Financial Management and
Comptroller) in April 2005, will support the Navy’s transition to the Enterprise Model. The
Navy and Marine Corps financial management community has sustained progress in human
capital development, business practices improvement, and customer communications. These
are three areas described in the strategic plan as critical to effective and efficient financial
management—a key enabler for the success of the Navy Enterprise Model implementation.

Balanced Scorecard for Risk Management

The Department of the Navy uses the Balanced Scorecard for Risk Management to measure,
evaluate, and improve strategic performance consistent with the goals of defense policy

and the President’s Management Agenda—a government-wide initiative to improve federal
performance and management (Lftp://www.whitehouse.gov/omb/). The scorecard is comprised

of the Department of Defense’s four risk dimensions, as delineated in the 2006 Quadrennial
Defense Review —Force Management Risk, Operational Risk, Future Challenges Risk, and
Institutional Risk—and includes corresponding performance goals and measures. The guiding
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principle for risk management is to balance strategic and operational decisions among and
within the four risk dimensions.

Balanced Scorecard for Risk Management

Strategic Goal 1: Strategic Goal 2:
Balancing Force Management Risk Balancing Operational Risk
Performance Goals: Performance Goals:
1.1 Maintain a Quality Force 2.1 Ensure Force Availability
1.2 Ensure Sustainable Military Tempo & 2.2 Maintain Force Readiness
Workforce Satisfaction 2.3 Shape Force Posture
1.3 Maintain Reasonable Force Costs 2.4 Link Contingency Planning to
1.4 Shape the Force of the Future Capabilities & Resources
Strategic Goal 3: Strategic Goal 4:
Balancing Future Challenges Risk Balancing Institutional Risk
Performance Goals: Performance Goals:
3.1 Drive Innovative Joint Operations 4.1 Institutionalizing Capabilities-Based
3.2 Define Human Capital Skills & Planning, Improving Financial
Competencies Management & Driving Acquisition
3.3 Develop More Effective Organizations Excellence
3.4 Define & Develop Transformational 4.2 Improve the Readiness & Quality of Key
Capabilities Facilities
4.3 Manage Overhead / Indirect Cost
4.4 Realign Support to the War-fighter

Following is a discussion of Department of the Navy strategic performance in terms of the
Balanced Scorecard for Risk Management. Included in the discussion are representative
examples of performance for each strategic goal. Other examples are available in Highlights of
the Department of the Navy FY 2007 Budget, found on the Office of the Assistant Secretary of the
Navy (Financial Management and Comptroller) website, hitp://www.finance.hg.navy.mil.
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Strategic Goal 1: Balancing Force Management Risk

14 e remain focused on providing adequate

pay, health care, housing, proper work
environments, and career-long learning for our
Sailors.”

— Admiral Michael G. Mullen, Chief of Naval Operations, March 2006

14 hough the mission must always come first,

we continue to search for opportunities to
improve the experience of serving as a Marine both
during and after their active service....”

— General Michael W. Hagee, Commandant of the Marine Corps, March 2006

The Department of the Navy continued its transformation of the military and civilian
workforce in Fiscal Year 2006. Military tempo and force costs, which are discussed below,
are representative areas of Navy and Marine Corps force management. Note that military
tempo corresponds to performance goal 1.2 and force costs correspond to performance
goal 1.3 of the Balanced Scorecard for Risk Management.

Military Tempo

Sustainment of Military Tempo. Aggressive transformation of naval forces contributed
to smaller operating forces in Fiscal Year 2006, continuing a downward trend in naval end
strength. Changes in force structure and workforce composition, increased efficiencies
through use of technology, and new manning practices enabled the Department to sustain
a force structure capable of meeting the deployment requirements of the Global War on
Terror, Homeland Security, and stability operations. Sustainment of military tempo will
be a critical requirement of the Navy Enterprise.
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U.S. Navy, Military Personnel
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The Brigade of Midshipmen stand at attention during their pass-in-review ceremony at the parade grounds of the U.S. Naval Academy.
Chief of Naval Operations Admiral Mike Mullen and Commandant of the Marine Corps General Michael W. Hagee reviewed the 30
companies that made up the Brigade. Besides instruction and practice in military drill, all midshipmen receive thousands of hours of
education and training.
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U.S. Marine Corps, Military Personnel
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Marines stack rockets, mortars, and bags of propellant.

Force Costs

Maintaining Reasonable Force Costs. The Department of the Navy strives to achieve

the most effective and efficient workload balance among its military, civilian, and support
contractors. As part of the Strategic Sourcing program, the Department of the Navy will
continue to study military and civilian positions and to identify military billets that are not
“military essential” for conversion to civilian employees or support contractors.
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Civilian Personnel
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Strategic Goal 2: Balancing Operational Risk

Yy he world has entered a ‘new era’ in which
our military is confronting a highly dynamic

security environment far more complex, uncertain,

and potentially threatening than any we have faced

before.”

— Admiral Michael G. Mullen, Chief of Naval Operations, March 2006

Y /In an uncertain world, readiness is
the coin of the realm.”

— General Michael W. Hagee, Commandant of the Marine Corps, March 2006
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The Department of the Navy continued to ensure that the U.S. Navy and U.S. Marine
Corps are available and ready at all times to respond to the full spectrum of joint military
operations. Force availability and readiness, which are discussed below, are representative
areas of naval operating performance. Note that force availability corresponds to
performance goal 2.1 and readiness corresponds to performance goal 2.2 of the Balanced
Scorecard for Risk Management.

Force Availability

Fleet Response Plan Will Increase Ship Availability. The Department augmented its
fleet of deployable battle force ships in Fiscal Year 2006, bringing the total number of battle
force ships to 282. The Department’s goal is to sustain a fleet of 313 ships. Battle force
ships include aircraft carriers, nuclear attack submarines, and amphibious warfare ships.
While the overall inventory of warships is smaller than in recent decades, the Navy’s

Fleet Response Plan (FRP) seeks to offset this slight decline by increasing the availability
of warships. The FRP calls for the capability to deploy up to six Carrier Strike Groups
(CSGs) within 30 days and one additional CSG within 90 days in response to a national
emergency. For a complete list and description of U.S. Navy ships, see “Fact File” at
http:/[www.navy.mil.

A tug assists the guided-missile destroyer USS Donald Cook (DDG
75) pier-side at Naval Station Norfolk. Donald Cook is returning to its
homeport after a six-month deployment in support of the Global War

on Terror.
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A greater emphasis on research and development for next generation warships and investment
in the future fleet attributed to the rise in ships from FY 2005 to FY 2006.

Realignment of Marine Corps Land Forces. The Department realigned Marine Corps
land forces in Fiscal Year 2006 as part of overall naval force transformation. Land forces
affected by the realignment were expeditionary brigades and total battalions. Specifically,
the 4th Marine Expeditionary Brigade (Anti-Terrorism) was officially deactivated on
February 24, 2006 and its major subordinate units were reassigned to other commands.
This realignment enabled the Marine Corps to concentrate its resources more effectively
while at the same time preserving the unique capabilities of the 4th Marine Expeditionary
Brigade. Similarly, the establishment of the Marine Corps Special Operations Command
(MARSOC) in FY 2006 contributed in part to the realignment of expeditionary brigades
and total battalions.

Marine Corps Land Forces
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A brief description of Marine Corps Air-Ground Task Forces is presented below.

Marine Expeditionary Force: the largest Marine air-ground task force, with as many as
45,000 war-fighters, comprising ground forces, an air wing, and a service support group.

Marine Expeditionary Brigade: a Marine air-ground task force that is larger than a Marine
Expeditionary Unit, but smaller than a Marine Expeditionary Force. It comprises a

ground regiment, an air group, and support personnel.

Marine Expeditionary Unit: the smallest air-ground task force, built around an infantry
battalion, a helicopter squadron, and a support group.

For more information on U.S. Marine Corps forces, see “Units” at hftp://www.usmc.mil.

Readiness

Ship Operational Tempo. Fiscal Year 2006 marked the fifth consecutive year that the
Department has exceeded ship operational tempo (OPTEMPO) goals for deployed and
non-deployed naval forces. The Navy-Marine Corps team fully supported the Global War
on Terror and quickly responded to other global challenges. As a result, the Navy steamed
at a higher OPTEMPO than the Global Naval Force Presence Policy goal of 51 deployed
days and 24 non-deployed days. Non-deployed naval forces are fleet units that participate
in various training exercises. Ship OPTEMPO is the number of days that deployed and
non-deployed naval forces are away from their homeport.

Ship Operational Tempo
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Aircraft Operational Tempo. Aircraft operational tempo (OPTEMPO) is the number of
monthly flying hours recorded by Navy and Marine Corps active and reserve air crews.
In Fiscal Year 2006, aircraft OPTEMPO for Navy and Marine Corps active and reserve air
crews was 22.6 and 13.2 hours, respectively.

Aircraft Operational Tempo
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Two F/A-18E Super Hornets conduct a fly-by of Mount Rushmore during a recent training exercise.
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Strategic Goal 3: Balancing Future Challenges Risk

Y | /Investing in the ships, aircraft, submarines,

and Marine Corps war-fighting equipment
and people to preserve this Nation’s historic naval
power...remains an enduring fundamental strategic
requirement.”

— The Honorable Donald C. Winter, Secretary of the Navy, March 2006

The Department of the Navy remained focused on human capital strategic initiatives

and research and development to prepare for the challenges of an uncertain future.
Progress made in human capital and research and development, which is discussed
below, represents a broader list of Department accomplishments in Fiscal Year 2006. Note
that human capital corresponds to performance goal 3.2 and research and development
corresponds to performance goal 3.4 of the Balanced Scorecard for Risk Management.

Human Capital

Workforce Trends. Below are representative examples of Department of the Navy
workforce trends.

*  Maturing Workforce. The Department of the Navy, like many other federal
departments and agencies, continues to face a workforce eligible to retire in the next
five years. To counter this trend, the Department is aggressively pursuing retention
and recruitment efforts.

¢  War-time Expansion. The Department of the Navy’s expanding role in the Global
War on Terror has created the need for additional personnel. Examples include the
U.S. Naval Special Warfare Command, the Naval Criminal Investigative Service,
Office of Naval Intelligence, and the Marine Corps Depot Maintenance Activity
Group.

¢  BRAC Reductions. The Department of the Navy anticipates personnel reductions in
response to Base Realignment and Closure (BRAC) Act of 2005.

Integration of Navy Active and Reserve Forces. Essential to force readiness have been
the Department’s continued efforts toward Active Reserve Integration, an initiative
directed by the Chief of Naval Operations to fully integrate the Navy’s Reserve
Component with the active force. Increased integration provides the Navy’s Reserves with
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a path to current equipment, concepts and tactics, maximizing combat readiness and war-
fighting capability in support of the full spectrum of joint military operations.

Shift Toward Increased Military Capabilities. The Department is increasing the
capabilities of the U.S. Navy and U.S. Marine Corps to maximize future combat
effectiveness, pursuant to the goals and objectives of the 2006 Quadrennial Defense Review
Report and the Department of the Navy'’s Strategy for Our People. The Navy, in particular,

is expanding its Foreign Area Officer program to include additional officers who have
foreign language skills and cultural expertise in support of Fleet Commanders, Combatant
Commanders, and Joint staffs.

Focus on Workforce Models for Financial Management Community. Following the
human capital initiative outlined in the Department of the Navy Financial Management
(FM) Strategic Plan, Transforming Today to Win Tomorrow, the Department is creating a
PC-based interactive workforce model that will facilitate the development of workforce
strategies for the FM community now and a decade into the future. The models will be
used to predict workforce age, size and grade structure based on numerous variables, and
will enable the Department to make staffing decisions nationwide. The models should be
fully operational by the end of the first quarter in FY 2007.

National Security Personnel System. The Department of the Navy, in collaboration with
the Department of Defense (DoD), is participating in the first group of conversions to the
National Security Personnel System (NSPS). Authorized by Congress, NSPS provides
DoD leaders the right tools to manage the civilian workforce, facilitate competition for
high quality talent, offer compensation competitive with the private sector, and reward
outstanding service.

Research and Development

Development of Next Generation Warships and Aircraft. The Department of the Navy
continued to fund development of next generation warships and aircraft. Representative
examples of these war-fighting platforms include the DD(X), V-22, Littoral Combat Ship,
and Joint Strike Fighter, as described below. All platform development is funded in the
Research, Development, Test and Evaluation, Navy (RDT&E,N) appropriation.

*  DD(X) - a family of advanced multi-mission warships capable of long-range
firepower. The design and construction of the DDG 1000 begins in FY 2007.

® V-22-ajoint aircraft program designed to meet the varied needs of the Navy and
Marine Corps team and to supplement the U.S. Special Operations Command special
mission aircraft.

e Littoral Combat Ship — a family of ships, optimized for war-fighting in the littorals
(close-to-shore areas) that employs a unique modular architecture enabling mission-
tailored tactical capabilities. Construction of the second Flight 0 design ship
commenced in FY 2006.
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Joint Strike Fighter — a joint aircraft program designed to meet the needs of the Navy
and Marine Corps team, the Air Force, and allied forces. The Joint Strike Fighter

program is in the systems development and demonstration stage.

The EA-18G Growler, the Navy’s next-generation electronic attack aircraft, is being developed to replace the fleet’s current carrier-based
EA-6B Prowler. The EA-18G is expected to enter initial operational capability in 2009.

Development Funding of Representative Next Generation Warships and Aircraft Programs
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Development of Free-electron Laser for Shipboard Defense. The Office of Naval
Research continued to oversee development of the free-electron laser (FEL) under its
Directed Energy Program. The FEL is more powerful than a conventional laser and
could be placed on next generation battle force ships, such as the DD(X) and CVN-21, for
shipboard defense. The FEL is expected to be operational by 2020.

Use of Robotics for Force Protection. The Department continued to aggressively research,
develop and field technologies to counter the evolving problem of improvised explosive
devices (IEDs), a major hazard to military forces and civilians in Iraq and Afghanistan. In
particular, the Unmanned Systems Branch of the Space and Naval Warfare Systems Center
(85C) San Diego demonstrated the robust capabilities of the Multi-Robot Operator Control
Unit (MOCU) command and control software by simultaneously controlling multiple
unmanned surface, ground, and aerial vehicles in a force-protection scenario.

In addition, the Marine Corps Forces Pacific Experimentation Center, in collaboration
with the Naval Facilities Engineering Service Center, established the Western Area
Robotics Test and Evaluation Center (WARTEC) at the Marine Corps Air/Ground Combat
Center in Twenty-nine Palms, California. WARTEC is a National Unmanned Systems
Experimentation Environment site and encompasses an all-purpose test center supporting
year-round test, evaluation, and assessment of technology prototypes.

Strategic Goal 4: Balancing Institutional Risk

14 roviding Sailors, Marines, and Department

P of the Navy civilians with high quality
facilities, information technology, and an
environment to achieve goals... will demand a
revolution in management, technology and business
practices to reduce redundancies and ensure the
efficient flow of business processes.”

— The Honorable Donald C. Winter, Secretary of the Navy, March 2006

The Department of the Navy made significant advances in business transformation,
information technology, and family housing during Fiscal Year 2006. These areas
of progress, which are discussed below, are part of a broader list of Departmental
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accomplishments in institutional management. Note that progress made in business
transformation and information technology corresponds to performance goal 4.1 of the
Balanced Scorecard for Risk Management; and progress in family housing corresponds to
performance goal 4.2 of the scorecard.

Business Transformation

Implementation of Navy and Marine Corps Financial Improvement Plans. All major
commands, including the Marine Corps, have implemented their financial improvement
plans under the Department of the Navy Financial Improvement Program (DON FIP).
The DON FIP is the integrating plan of DON'’s business transformation strategy and a

key initiative under the DON Financial Management Strategic Plan, Transforming Today

to Win Tomorrow. As part of their financial improvement plans, all organizational levels
are addressing deficiencies in business processes, internal control, and systems with

the primary goal of improving the quality and timeliness of financial management
information. Accomplishing this goal will enable the Department’s financial management
community to take the steps necessary for preparing auditable Department-wide financial
statements.

Additionally, the Marine Corps is on its way to becoming the first Military Service to
produce auditable financial statements. The Marine Corps began preparing subsidiary
financial statements for the first time in Fiscal Year 2006.

Development of Navy Enterprise Resource Planning (ERP) System Template. Under the
Navy ERP Program, the Navy has developed an ERP system template that will integrate
and improve Navy processes for logistics, acquisition, and financial operations. The

Navy ERP Program is a cornerstone of the DON business transformation strategy and key
enabler of the Navy’s Sea Enterprise vision to transform business processes and generate
efficiencies to improve combat capabilities. The first implementation of the Navy ERP is
scheduled for October 1, 2007 at the Naval Air Systems Command.

Implementation of Wide Area Workflow. The Department of the Navy realized
substantial savings in Fiscal Year 2006 from implementation of Wide Area Workflow
(WAWF), the Department of Defense’s web-based application for generating, capturing,
and processing invoices and payments. WAWF-related savings, including lower

Defense Finance and Accounting Service processing fees and reduced Prompt Payment
interest charges, will increase as the Department of the Navy’s user base and transaction
volume increase. The Office of Naval Intelligence is among the Department of the Navy
commands that implemented WAWF in Fiscal Year 2006. The Naval Surface Warfare
Centers, a subordinate of the Naval Sea Systems Command, plans to implement WAWF in
Fiscal Year 2007.

Planned Integration of Lean/Six Sigma. During Fiscal Year 2006, the Department
initiated plans for broad integration of Lean/Six Sigma, one of the Secretary of the Navy’s
priority initiatives for improving the Department’s overall effectiveness and efficiency.
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Lean/Six Sigma is an industry-proven methodology for harvesting improvements in
business processes. Many of the Department’s major commands and related program
offices and business activities have successfully implemented Lean/Six Sigma techniques
in various segments of their business operations. These business segments include: Naval
Air Systems Command; Supply Management, Navy under the purview of Naval Supply
Systems Command; Naval Shipyards under the purview of Naval Sea Systems Command;
and the Program Executive Office for Command, Control, Communications, Computers,
Intelligence and Space under the Space and Naval Warfare Enterprise. Lean/Six Sigma
integration will complement business process improvement initiatives under the DON FIP
and Navy ERP Program.

Information Technology

Increased Connectivity to Navy Marine Corps Intranet (NMCI). The Department has
significantly increased connectivity to NMCI from Fiscal Year 2002 to Fiscal Year 2006

(see chart). NMCl is integral to the Department’s plans for global knowledge management
and the next generation of combat, combat support, and business operations. It has
replaced numerous independent and disparate networks ashore and is vital to the
Department of Defense Global Information Grid (http://www.dod.mil/dbt/). By Fiscal Year-
end 2007, the Department expects to complete deployment of NMCI seats, transition
legacy systems and servers to NMCI, and integrate sea and shore networks.

Connectivity to Navy Marine Corps Intranet
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Family Housing

Planned Elimination of Inadequate Housing. The Department expects to achieve

the Department of Defense (DoD) goal of eliminating inadequate housing for Sailors,
Marines, and their families by Fiscal Year-end 2007. Inadequate housing is any unit that
requires a major repair, component upgrade, component replacement, or total upgrade.
Progress toward the DoD goal is due in part to private sector capital and expertise that the
Department has leveraged through public-private ventures.
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Cumulative Number of Privatization Projects
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A Sailor attached to Carrier Air Wing Two (CVW-2) meets his newborn
child after a deployment aboard the Nimitz-class aircraft carrier USS
Abraham Lincoln (CVN 72).
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Management Integrity

Commanders and managers throughout the Department must ensure the integrity of
their programs and operations. Part of this responsibility entails compliance with federal
requirements for financial management systems, financial reporting, and internal controls.

Below is a brief discussion of Department compliance with federal requirements during Fiscal
Year 2006.

Systems

Federal Financial Management Improvement Act of 1996

The Federal Financial Management Improvement Act (FFMIA) of 1996 requires agencies
to implement and maintain financial management systems that comply with federal
systems requirements, applicable federal accounting standards, and the U.S. Standard
General Ledger at the transaction level. The Department continues to progress toward
full compliance with FFMIA as represented by the Navy ERP system initiative. The Navy
ERP will be compliant with the Department of Defense Standard Financial Information
Structure, which parallels the U.S. Standard General Ledger at the transaction level.

Financial Reporting

Chief Financial Officers Act of 1990, as amended by the Government
Management Reform Act of 1994

The Chief Financial Officers Act of 1990, as amended by the Government Management
Reform Act of 1994, requires agencies to produce auditable annual financial statements.
The Department has been producing annual financial statements for the Navy Working
Capital Fund since Fiscal Year 1991 and the General Fund since Fiscal Year 1996. Through
its Financial Improvement Program, the Department will be able to take the necessary
steps for preparing auditable Department-wide financial statements.

Government Performance and Results Act of 1993

The Government Performance and Results Act (GPRA) of 1993 requires agencies to
engage in strategic planning and performance management for the purpose of improving
the effectiveness and efficiency of programs they administer. During Fiscal Year 2006,
the Department implemented the financial efficiency index (FEI), a comprehensive
measure of how well the Department is executing its budget. See “Financial Reporting
Results” for more information on the FEI. Improved measurements combined with
NSPS implementation will move the Department forward towards an outcome-oriented,
performance-based culture.

Inspector General Act of 1978

The Inspector General Act of 1978, as amended, requires agencies to provide an
explanation for all audit reports that have open recommendations exceeding one year.
As of September 30, 2006, the Department of the Navy, Naval Audit Service, had 66 audit
reports open for more than one year, with potential monetary benefits of $105.4 million.
The Department closed out and implemented recommendations from 45 audit reports in
Fiscal Year 2006 with claimed monetary benefits of $244.6 million.
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Improper Payments Information Act of 2002

The Improper Payments Information Act of 2002 seeks to reduce improper payments
throughout the federal government by requiring agencies to report on programs and
activities that are susceptible to improper payments. Improper payments are those that
should not have been made or that were disbursed in incorrect amounts. Departmental
programs and activities that have reporting responsibilities under the Improper Payments
Information Act include Personnel Support Activities and Detachments, which calculate
travel payments, and Disbursing Officers aboard ships and at other isolated locations.
Note, however, that the Defense Finance and Accounting Service performs most of the
Department’s entitlement computation and disbursement functions.

In Fiscal Year 2006, the Department identified $2.5 million in potentially improper
payments. This amount is significantly less than the threshold of $10 million, as
established by the Office of Management and Budget. The Department has instituted
internal controls to reduce the occurrence of improper payments in the future.

Management Controls

Federal Managers’ Financial Integrity Act of 1982

The Federal Managers’ Financial Integrity Act (FMFIA) of 1982 requires agencies to
evaluate their system of internal accounting and administrative controls and to report

on the effectiveness of these controls in an annual statement of assurance. The Sarbanes-
Oxley Act of 2002, which applies to publicly traded companies, led to the federal
government’s reevaluation of internal control policies under FMFIA. Consequently, the
Office of Management and Budget issued a revised version of Circular A-123 in December
2004, Management’s Responsibility for Internal Control. Appendix A of the revised circular
requires agencies to provide a separate statement of assurance on the effectiveness of
financial reporting controls.

In Fiscal Year 2006, the Department of the Navy evaluated its management controls. The
results indicate that the Department’s system of administrative and operational internal
controls overall, in effect as of June 30, 2006, provides qualified assurance, with the
exception of material weaknesses, that controls are in place, operating effectively, and
being used. For the internal control weaknesses, the Department has either initiated or
planned aggressive corrective action to strengthen internal controls. Milestones have
been established for ensuring corrective action, and oversight officials have been assigned
responsibility for meeting such milestones.

In addition, to comply with the revised A-123 Circular, Appendix A, the Department of the
Navy conducted an assessment of the effectiveness of its controls over financial reporting
for the General Fund, the Working Capital Fund, and the Marine Corps. The Department
conducted tests of controls over financial reporting in selected focus areas, as prescribed
by the Department of Defense Financial Improvement and Audit Readiness Program. The
assessment identified several weaknesses that require corrective action. Corrective actions
as well as an expanded and on-going testing program will validate and sustain financial
audit readiness.
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The Department of the Navy’s Fiscal Year 2006 FMFIA Annual Statement is available at
http:/[www.finance.hq.navy.mil.

The Honorable Richard Greco, Jr., Assistant Secretary of the Navy (Financial Management and Comptroller), receives the Department of
Defense Award of Excellence on behalf of the Department of the Navy from the Honorable Gordon England, Deputy Secretary of Defense,
recognizing best practices in internal management controls through the Department of the Navy Managers’ Internal Control Program and
implementation of the revised OMB Circular A-123, Appendix A.
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Financial Reporting Results

yy ffective controls will enable us to do our jobs

more effectively, lessen the risk of undesirable
outcomes, and ensure the resources entrusted to us are
used in support of the Navy-Marine Corps wartime
mission.”

— The Honorable Richard Greco, Jr., Assistant Secretary of the Navy (Financial Management
and Comptroller), October 2005

The Fiscal Year 2006 Department of the Navy Annual Financial Report presents for the
first time subsidiary financial statements and related notes for the U.S. Marine Corps. The
Office of the Under Secretary of Defense (Comptroller), with support from the Department
of the Navy, designated the Marine Corps a financial reporting entity in Fiscal Year

2006, which effectively allowed the Marine Corps to prepare comprehensive financial
statements and related notes for its General Fund and Working Capital Fund. While the
Marine Corps financial statements and related notes have been presented separately in
the annual report, the Fiscal Year 2006 Department of the Navy General Fund and Navy
Working Capital Fund financial statements are still consolidated statements, meaning that
the line item values include dollar values from the Marine Corps General Fund and the
Working Capital Fund.

A discussion follows of financial analysis relative to the Department of the Navy General
Fund and the Navy Working Capital Fund consolidated financial statements for Fiscal
Years 2005 and 2006.

DON General Fund

Overview of Operations

The Department of the Navy (DON) General Fund, which includes the U.S. Marine
Corps General Fund as a subsidiary entity, supports overall Departmental operations.
Direct appropriations from Congress comprise the majority of the General Fund account
structure.

In Fiscal Year (FY) 2006, the Department was appropriated a total of $145.5 billion,
which was allocated among five major appropriation groups—see chart, next page.
Appropriations received flowed to the major commands, which in turn obligated the
money to fund operational expenses and capital investments. Obligations represent
the financial value of orders placed, contracts awarded, services provided, and similar
business transactions that support the DON mission.
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Major Sources of Funding in FY 2006 ($ in Billions)
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Total obligations incurred against direct appropriations were $146.0 billion. As depicted in
the chart below, the Department obligated the majority of FY 2006 funds, or $91.7 billion,
to cover contractual services, such as ship construction, aircraft procurement, shore-side
facilities construction, infrastructure maintenance; and personnel costs, both military

and civilian. More information on Department of the Navy appropriations received and
obligations incurred is available in the Combined Statement of Budgetary Resources and
in Note 20 of the Department of the Navy General Fund Notes to the Principal Statements.
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Financial Efficiency Index

In Fiscal Year 2006, the Navy and Marine Corps Financial Management Community
began to use a new metric for evaluating budget execution performance —the Financial
Efficiency Index (FEI). The FEI is an innovative, real-time measurement of how well
the Department of the Navy has obligated approved program funds. It is part of the
Assistant Secretary of the Navy (Financial Management and Comptroller) strategic
vision to measure and improve program performance. Performance measures cascade
to the lowest level in the organization so that individuals can positively influence results
and be rewarded accordingly under performance evaluation systems. The goal is to
institutionalize a performance-based culture and lay the foundation for measurements
that can be specifically tied to individuals’ performance plans. This initiative is aligned
with the objectives of the Department of the Navy senior leadership and the President’s
Management Agenda.

Expressed as a composite score, the FEI assesses how efficiently the Department’s major
commands are executing their funds throughout the life of an appropriation. The index
reveals how well their funds are obligated during the active year(s) of an appropriation
and during the funds’ “lifetime” before expiration or cancellation. The Department’s FY
2006 FEI was 98 percent. The FY 2006 data will be used as the baseline for future trend
analysis, making the index more valuable to managers every year.

Overview of Financial Position

Discussion of financial position focuses on the Consolidated Balance Sheet. The balance
sheet is similar to that used within the private sector, presenting assets, liabilities, and net
position (stockholder’s equity in the private sector).

Assets

The Department of the Navy (DON) reported $354.8 billion in total assets as of September
30, 2006, representing a $20.1 billion, or 6 percent, increase from the restated September 30,
2005 total asset value.

Increase in Total Assets, FY 2005 to FY 2006
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Changes in General Property, Plant and Equipment and Intragovernmental Assets,
which include Fund Balance with Treasury, accounted for the majority of the $20.1
billion increase in total assets as of September 30, 2006. Following is a brief discussion of
significant changes in total assets from Fiscal Years 2005 and 2006.

General Property, Plant and Equipment (PP&E). DON recognized $187.0 billion in
General PP&E as of September 30, 2006, an increase of $5.4 billion, or 3 percent, from the
restated September 30, 2005 value. The overall increase in General PP&E as of September
30, 2006 is primarily due to the use of a new estimation methodology (explained below)
and subsequent increase in the value of Military Equipment.

DON began reporting military equipment as General PP&E according to Statement of
Federal Financial Accounting Standards Number 23, “Eliminating the Category National
Defense Property, Plant and Equipment” in Fiscal Year 2003. At that time, a net value

of $132.7 billion in military equipment was represented on the balance sheet. Initially,
the value for all DoD military equipment was based on data provided by the Bureau of
Economic Analysis (BEA), Department of Commerce.

Beginning April 1, 2006, DON replaced the BEA methodology with one that uses internal
records and historical costs. DON now updates the military equipment baseline value
using records maintained by acquisition and logistic support personnel. This change was
made through the Department of Defense Financial Improvement and Audit Readiness
(DoD FIAR) Plan and the DON Financial Improvement Program (FIP) efforts and is
expected to result in an auditable value for military equipment, enhance the usefulness
and reliability of military equipment information, and provide better information
regarding military acquisitions and disposals to decision makers.

General Property, Plant and Equipment
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More information on General PP&E is available in Note 10 of the Department of the Navy
General Fund Notes to the Principal Statements.
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Intragovernmental Assets. DON recognized $97.1 billion in Intragovernmental Assets

as of September 30, 2006, an increase of $10.0 billion, or 12 percent, from September 30,
2005. This increase is primarily the result of an increase to the Fund Balance with Treasury
(FBWT), specifically in Appropriations Received that have not been fully executed. Of the
$10.2 billion increase in FBWT, $8.1 billion was an increase in multi-year appropriations.
The majority of the $8.1 billion was comprised of $6.2 billion for Procurement
appropriations and $1.5 billion for Research, Development, Test, and Evaluation (RDT&E).
The procurement appropriations involve addressing the requirement for the acquisition,
modernization, and recapitalization of the fleet and fleet Marine forces war-fighting

assets. The RDT&E appropriations are used to transition science and technology, process
innovation, and general research and development to meet the acquisition community and
ultimately war-fighter requirements.

Liabilities

DON reported $31.3 billion in total liabilities as of September 30, 2006, representing a

$2.0 billion, or 7 percent, increase from September 30, 2005. Changes in Environmental
Liabilities and All Other Nonfederal Liabilities, which include Accounts Payable,
accounted for the majority of the $2.0 billion increase in total liabilities as of September 30,
2006. Following is a brief discussion of significant changes in total liabilities from Fiscal
Years 2005 and 2006.

Increase in Total Liabilities, FY 2005 to FY 2006
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Environmental Liabilities. DON recognized $17.3 billion in environmental liabilities
for cleanup costs as of September 30, 2006, representing an increase of $0.2 billion, or
1 percent, from September 30, 2005. DON recognizes environmental liabilities based
on accounting estimates because actual costs cannot be determined until completion
of cleanup and disposal operations. The majority of the environmental liability is
noncurrent, meaning that cleanup and disposal operations will occur subsequent to
September 30, 2007. Through the Financial Improvement Program efforts, the DON
revised its estimation methodology for nuclear ship and submarines. The revised
methodology resulted in a more realistic estimate for managers and caused an overall
decrease in the environmental liabilities estimate. However, for the first time, during
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FY 2006, the DON began recognizing an environmental liability for Spent Nuclear Fuel,
which offset the overall decrease. Spent Nuclear Fuel is defined as the used fuel that is
removed from the nuclear reactors of nuclear powered ships and submarines.

Environmental Disposal — Weapons Systems Programs
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All Other Nonfederal Liabilities. DON recognized $8.5 billion in All Other Nonfederal
Liabilities as of September 30, 2006, representing an increase of $1.3 billion, or 19 percent,
from September 30, 2005. This increase primarily results from a change in Department
of Defense accounting policy that requires DON to estimate a contingent liability for
progress payment-type contracts. In FY 2006, DON recognized a contingent liability of
$1.1 billion.

Navy Working Capital Fund

The Navy Working Capital Fund (NWCF), which includes the Working Capital Fund - U.S.
Marine Corps as a subsidiary, is a revolving fund established to meet the diverse requirements
of the Navy and Marine Corps operating forces. Under the revolving fund concept, an
appropriation or a transfer of funds finances initial NWCF operations. General/appropriated
fund payments from customers for goods delivered or services performed subsequently
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replenish this initial working capital investment and sustain a continuous cycle of operations,
minimizing the need for additional annual appropriations by Congress.

NWCEF has five business areas: Supply Management, Depot Maintenance, Research and
Development, Transportation, and Base Support. Each business area is responsible for one or
more business activities (see illustration).

The goal of the NWCF is to break even over time by matching revenues earned to costs
incurred. Achievement of this goal is occasionally complicated by the requirement that
NWCEF business areas maintain stable prices for goods and services, to protect customers from
unforeseen price fluctuations.

Discussion of the financial performance of the NWCEF focuses on the Consolidated Statement of
Net Cost and cash management at the Departmental level.

Navy Working Capital Fund Business Activities By Business Area

Supply Management Depot Maintenance

Supply Management, Navy Depot Maintenance, Shipyards
(www.navsup.navy.mil) (www.navsea.navy.mil)

Supply Management, Marine Corps Depot Maintenance, Aviation
(www.logcom.usmc.mil) (www.navair.navy.mil)

Depot Maintenance, Marine Corps
(www.logcom.usme.mil)

Base Support Transportation

Facilities Engineering Commands Military Sealift Command
(www.navfac.navy.mil) (www.msc.navy.mil)

Naval Facilities Engineering Service Centers
(www.navtac.navy.mil)

Research and Development

Naval Research Laboratory Naval Air Warfare Centers
(www.nrl.navy.mil) (www.navair.navy.mil)

Naval Surface Warfare Centers Space and Naval Warfare Systems Centers
(www.navsea.navy.mil) (www.spawar.navy.mil)

Naval Undersea Warfare Centers
(www.navsea.navy.mil)
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Overview of Operations

Net cost of operations is the “bottom line” on the statement of net cost. It is similar to the
private sector’s net income (or net loss) on the income statement (also known as “the profit
and loss statement”). Both the statement of net cost and the income statement present
revenues earned and costs (or expenses) incurred for the reporting period. However, to
arrive at the bottom line, federal entities calculate costs incurred less revenues earned,
whereas the private sector calculates revenues earned less expenses incurred.

In Fiscal Year (FY) 2006, NWCEF net cost of operations decreased by $859.4 million (or
33.3 percent). The majority of this decrease, $726.4 million, is attributed to Supply
Management, Navy. There were two events during FY 2005 that caused unusually

high gross costs in this business area. The two events were the reconciliation of system
problems with the Depot Level Repairable Carcass Returns; and the Enterprise Resource
Planning (ERP) Supply Maintenance Aviation Re-engineering Team Pilot concluding its

objectives.
Combined Net Cost of Operations ($ in Billions)
$2.6
$2.4
2002 2003 | 2004 2005 2006

Fiscal Year Ending September 30

NOTE: Totals above represent the combined total of net cost of operations for the NWCFE.

Fluctuations in the combined net cost of operations from FY 2002 to FY 2005 were
primarily attributable to the increase in work-related efforts supporting the ongoing
Global War on Terror and Iraqi operations (FY 2002 to FY 2003); an increase in fuel
consumption costs for the Transportation business area (FY 2004 to FY 2005); and the two
events identified above for Supply Management, Navy (FY 2005 to FY 2006).

To view the combined total of program costs and earned revenue for the NWCE, see the
NWCEF Consolidated Statement of Net Cost. Supporting details for this statement are in
the NWCF Consolidating Statement of Net Cost.

See Note 18, NWCF Notes to the Principal Statements, for more information on the
FY 2006 Statement of Net Cost.
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Overview of Financial Position

The Department of the Navy manages working capital fund cash at the Departmental
level. It must maintain cash levels at seven to ten days of operational costs, plus have
sufficient cash reserves to meet six months of projected capital outlays, as required by the
Department of Defense Financial Management Regulation (http://www.dod.mil/comptroller/
fmr/). For FY 2006, the seven-day cash requirement was $782 million and the ten-day
requirement was $1.1 billion.

Navy Working Capital Fund FY 2006 Monthly Cash Balances ($ in Thousands)
2,000,000 ~
1,500,000 —

1,000,000 -

500,000

Oct Nov Dec Jan Feb Mar Apr May Jun Jul Aug Sep

*NOTE: Cash balances above represent the combined total of monthly cash balances for the NWCF.

The NWCEF finished FY 2006 with an ending cash balance of $1.2 billion. Supplemental

appropriations and advance billings were primary contributors to the fiscal year-end cash
balance as described below.

*  $218 million transfer from the National Defense Sealift Fund to fund the Military
Sealift Command’s purchase of three Maritime Prepositioning ships in January 2006.

*  $197 million in advance billing initiated in January 2006 to enable DON to sustain an
NWCEF cash balance sufficient to meet expenses.

¢  $100.4 million in additional funding for the Public Works Centers: $35.4 million to
fund fuel costs and $65 million to fund utility costs.

*  $50 million Congressionally-directed transfer from the NWCF to the Operations and
Maintenance, Navy appropriation, completed in September 2006.

*  $27 million in additional funding for the Military Sealift Command to meet increased
ship fuel costs.

In addition, the fiscal year-end NWCF cash balance reflects $272 million for payroll
accrued during the last 14 days of September 2006.
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Cash Management Initiative

As part of the DON Financial Management Strategic Plan business transformation

effort, the NWCF Cash Management initiative will be focusing during FY 2007 on the
deployment of cash forecasting and cash reconciliation processes across NWCF activities.
Preliminary identification of cash-related competencies will be made, and initial training
will be developed for the workforce. Better documented and controlled business
processes will produce financial information that will allow us to sustain and compress
cash cycles. The desired outcome will be significantly improved cash visibility and
predictability, allowing for a reduced requirement to hold cash and create the potential
to reduce that element of NWCF rates that is required to sustain a higher cash level. This
allows DON customers to obtain more value for their operating dollars.
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Looking Forward: Fiscal Year 2007 and Beyond

An architectural rendering of the spire of the new National Museum of the Marine Corps captures the famous flag-raising at Iwo Jima.
The museum will be a lasting tribute to the U.S. Marine Corps - past, present, and future.




The new National Museum of the Marine Corps, located in Quantico, Virginia, is scheduled to open on November 10, 2006,
commemorating the 231st year of the founding of the U.S. Marine Corps.
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Chief of Naval Operations Admiral Michael G. Mullen spoke during Recruit Graduation at Recruit Training Command Great Lakes. The
Department of the Navy will continue to focus on recruitment as a means to developing the 21st century naval workforce.
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George Washington (CVN 73) to the Military Sealift Command ammunition ship USNS Mount Baker (T-AE 34). Safety will continue to be
a Secretary of the Navy priority.

The artist’s illustration depicts the amphibious transport dock ship USS New York (LPD 21), which is under construction and expected to
be delivered in 2008. USS New York is one of three future LPD-class ships that will pay tribute to the heroes and victims of the September
11,2001 attack. USS Arlington (LPD 24) will honor the heroes and victims of the Pentagon attack and USS Somerset (LPD 25) will pay
tribute to the flight downed in Pennsylvania.
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Ceremony participants stand in prayer during the ground-breaking ceremony for the Pentagon Memorial, which is expected to be
completed by Fiscal Year 2008. The Pentagon Memorial will be a lasting tribute to the heroes and victims of the September 11, 2001
Pentagon attack.
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Limitations to the Financial
Statements

The principal financial statements have been prepared
to report the financial position and results of
operations of the entity, pursuant to the requirements
of 31 U.S.C. 3515 (b). While the statements have been
prepared from the books and records of the entity in
accordance with GAAP for Federal entities and the
formats prescribed by OMB, the statements are in
addition to the financial reports used to monitor and
control budgetary resources which are prepared from
the same books and records. The statements should be
read with the realization that they are for a component
of the U.S. Government, a sovereign entity.
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Principal Statements

The FY 2006 Department of the Navy General Fund Principal Statements and related notes are presented
in the format prescribed by the Department of Defense Financial Management Regulation 7000.14,
Volume 6B. The statements and related notes summarize financial information for individual funds and
accounts within the General Fund for the fiscal year ending September 30, 2006, and are presented on a
comparative basis with information previously reported for the fiscal year ending September 30, 2005.

The following statements comprise the Department of the Navy General Fund Principal Statements:

e  Consolidated Balance Sheet

¢  Consolidated Statement of Net Cost

e  Consolidated Statement of Changes in Net Position
¢  Combined Statement Budgetary Resources

e Combined Statement of Financing

The Principal Statements and related notes have been prepared to report financial position pursuant to
the requirements of the Chief Financial Officers Act of 1990, as amended by the Government Management
Reform Act of 1994. The accompanying notes should be considered an integral part of the Principal
Statements.

General Fund @
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Department of Defense

Department of the Navy General Fund
CONSOLIDATED BALANCE SHEET
As of September 30, 2006 and 2005

($ in thousands)

ASSETS (Note 2)
Intragovernmental:
Fund Balance with Treasury (Note 3)
Entity
Non-entity Seized Iragi Cash
Non-entity - Other
Investments (Note 4)
Accounts Receivable (Note 5)
Other Assets (Note 6)
Total Intragovernmental Assets
Cash and Other Monetary Assets (Note 7)
Accounts Receivable (Note 5)
Loans Receivable (Note 8)
Inventory and Related Property (Note 9)
General Property, Plant and Equipment (Note 10)
Investments (Note 4)
Other Assets (Note 6)
TOTAL ASSETS

LIABILITIES (Note 11)
Intragovernmental:
Accounts Payable (Note 12)
Debt (Note 13)
Other Liabilities (Note 15 & Note 16)
Total Intragovernmental Liabilities
Accounts Payable (Note 12)
Military Retirement Benefits and Other Employment-
Related Actuarial Liabilities (Note 17)
Environmental and Disposal Liabilities (Note 14)
Loan Guarantee Liability (Note 8)
Other Liabilities (Note 15 and Note 16)
TOTAL LIABILITIES

NET POSITION
Unexpended Appropriations - Earmarked Funds (Note 23)
Unexpended Appropriations - Other Funds
Cumulative Results of Operations - Earmarked Funds

Cumulative Results of Operations - Other Funds
TOTAL NET POSITION

TOTAL LIABILITIES AND NET POSITION

The accompanying notes are an integral part of these statements.

2006 Consolidated 2005 Restated
95,941,461 85,734,659
0 0
474,507 344,546
9,751 9,519
159,270 281,305
468,259 672,257
97,053,248 87,042,286
176,306 305,440
3,231,414 3,267,657
0 0
58,794,634 55,584,837
186,979,669 181,547,138
0 0
8,608,875 6,988,791
354,844,146 334,736,149
1,035,043 1,208,703
0 0
4,460,153 3,826,048
5,495,196 5,034,751
1,265,536 1,180,034
1,513,644 1,532,819
17,268,813 17,050,451
0 0
5,749,764 4,459,836
31,292,953 29,257,891
1,550 0
99,697,752 89,739,876
18,843 0
223,833,048 215,738,382
323,551,193 305,478,258
354,844,146 334,736,149
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Department of Defense

Department of the Navy General Fund

CONSOLIDATED STATEMENT OF NET COST
For the Years Ended September 30, 2006 and 2005

($ in thousands)

Program Costs
Gross Costs
(Less: Earned Revenue)
Net Costs
Costs Not Assigned to Programs
(Less: Earned Revenue Not Attributable to Programs)
Net Cost of Operations

The accompanying notes are an integral part of these statements.

2006 Consolidated 2005 Consolidated
$ 129,530,253 123,610,807
(3,912,287) (8,181,148)
$ 125,617,966 115,429,659
0 0
0 0
$ 125,617,966 115,429,659

General Fund @
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Department of the Navy General Fund

CONSOLIDATED STATEMENT OF CHANGES IN NET POSITION

For the Years Ended September 30, 2006 and 2005

($ in thousands)
__FEarmarked Funds __ Other Funds
CUMULATIVE RESULTS OF OPERATIONS
Beginning Balances $ 23558 $ 192,496,533
Prior period adjustments (+/-)
Changes in accounting principles (+/-) 0 0
Correction of errors (+/-) 0] 23,218,292
Beginning balances, as adjusted $ 23,558 % 215,714,825
Budgetary Financing Sources:
Appropriations received $ 0 % 0
Appropriations transferred in/out (+/-) 0 0
Other adjustments (rescissions, etc) (+/-) 0 0
Appropriations used 861 132,896,065
Nonexchange revenue 564 0
Donations and forfeitures of cash and cash equivalents 18,858 0
Transfers infout without reimbursement (+/-) 0 50,000
Other budgetary financing sources (+/-) 0 0
Other Financing Sources:
Donations and forfeitures of property 0 0
Transfers in/fout without reimbursement (+/-) 0 187,068
Imputed financing from costs absorbed by others 0 578,058
Other (+/-) 0 0
Total Financing Sources $ 20,283 % 133,711,191
Net Cost of Operations (+/-) 24,998 125,592,968
Net Change (4,715) 8,118,223
Ending Balances $ 18,843 $ 223,833,048
UNEXPENDED APPROPRIATIONS
Beginning Balances $ 2,311 $ 89,737,565
Prior period adjustments (+/-)
Changes in accounting principles (+/-) 0 0
Correction of errors (+/-) 0 0
Beginning balances, as adjusted $ 2311 $ 89,737,565
Budgetary Financing Sources:
Appropriations received $ 100 $ 145,492,145
Appropriations transferred-in/out (+/-) 0 617,410
Other adjustments (rescissions, etc) (+/-) 0 (3,253,303)
Appropriations used (861) (132,896,065)
Nonexchange revenue 0 0
Donations and forfeitures of cash and cash equivalents 0 0
Transfers in/out without reimbursement (+/-) 0 0
Other budgetary financing sources (+/-) 0 0
Other Financing Sources:
Donations and forfeitures of property 0 0
Transfers in/out without reimbursement (+/-) 0 0
Imputed financing from costs absorbed by others 0 0
Other (+/-) 0 0
Total Financing Sources $ 761) $ 9,960,187
Net Cost of Operations (+/-) 0 0
Net Change (761) 9,960,187
Ending Balances $ 1,550 $ 99,697,752

The accompanying notes are an integral part of the statements.
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Department of Defense
Department of the Navy General Fund

CONSOLIDATED STATEMENT OF CHANGES IN NET POSITION

For the Years Ended September 30, 2006 and 2005

($ in thousands)
2006 Consolidated 2005 Restated
CUMULATIVE RESULTS OF OPERATIONS
Beginning Balances $ 192,520,091 $ 188,170,325
Prior period adjustments (+/-)
Changes in accounting principles (+/-) 0 0
Correction of errors (+/-) 23,218,292 23,218,291
Beginning balances, as adjusted $ 215,738,383 $ 211,388,616
Budgetary Financing Sources:
Appropriations received $ 0 3% 0
Appropriations transferred in/out (+/-) 0 0
Other adjustments (rescissions, etc) (+/-) 0 0
Appropriations used 132,896,926 119,015,668
Nonexchange revenue 564 205
Donations and forfeitures of cash and cash equivalents 18,858 29,518
Transfers infout without reimbursement (+/-) 50,000 150,000
Other budgetary financing sources (+/-) 0 0
Other Financing Sources:
Donations and forfeitures of property 0 0
Transfers infout without reimbursement (+/-) 187,068 (1,652)
Imputed financing from costs absorbed by others 578,058 585,686
Other (+/-) 0 0
Total Financing Sources $ 133,731,474 % 119,779,425
Net Cost of Operations (+/-) 125,617,966 115,429,659
Net Change 8,113,508 4,349,766
Ending Balances $ 223,851,891 % 215,738,382
UNEXPENDED APPROPRIATIONS
Beginning Balances $ 89,739,876  $ 79,161,774
Prior period adjustments (+/-)
Changes in accounting principles (+/-) 0 0
Correction of errors (+/-) 0 0
Beginning balances, as adjusted $ 89,739,876 % 79,161,774
Budgetary Financing Sources:
Appropriations received $ 145,492,245 $ 130,972,538
Appropriations transferred-in/out (+/-) 617,410 164,674
Other adjustments (rescissions, etc) (+/-) (3,253,303) (1,543,442)
Appropriations used (132,896,926) (119,015,668)
Nonexchange revenue 0 0
Donations and forfeitures of cash and cash equivalents 0 0
Transfers in/out without reimbursement (+/-) 0 0
Other budgetary financing sources (+/-) 0 0
Other Financing Sources:
Donations and forfeitures of property 0 0
Transfers in/out without reimbursement (+/-) 0 0
Imputed financing from costs absorbed by others 0 0
Other (+/-) 0 0
Total Financing Sources $ 9,959,426 % 10,578,102
Net Cost of Operations (+/-) 0 0
Net Change 9,959,426 10,578,102
Ending Balances $ 99,699,302 $ 89,739,876

The accompanying notes are an integral part of the statements. @
General Fund
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Department of the Navy General Fund

COMBINED STATEMENT OF BUDGETARY RESOURCES

For the Years Ended September 30, 2006 and 2005
($ in thousands)

BUDGETARY FINANCING ACCOUNTS
Budgetary Resources:
Unobligated balance, brought forward, October 1
Recoveries of prior year unpaid obligations
Budget Authority:
Appropriations received
Borrowing authority
Contract authority
Spending authority from offsetting collections:
Earned
Collected
Change in receivables from Federal sources
Change in unfilled customer orders
Advances received
Without advance from Federal sources
Anticipated for rest of year, without advances
Previously unavailable
Expenditure transfers from trust funds
Subtotal

Nonexpenditure transfers, net, anticipated and actual

Temporarily not available pursuant to Public Law
Permanently not available
Total Budgetary Resources

Status of Budgetary Resources:
Obligations incurred:
Direct
Reimbursable
Subtotal
Unobligated balance:
Apportioned
Exempt from apportionment
Subtotal
Unobligated balances not available
Total status of budgetary resources

The accompanying notes are an integral part of these statements.

2006 Combined

2005 Combined

17,128,479 18,027,995
5,261,990 11,446,435
145,511,602 131,002,361
0 0

0 0

7,767,620 8,830,639
(948,730) 696,667

0 0

54,329 147,708
519,073 (636,393)

0 0

0 0

0 0
152,903,894 §$ 140,040,982
667,410 314,674

0 0
(3,253,303) (1,543,442)
172,708,470 $ 168,286,644
146,006,781 $ 137,694,376
5,865,715 13,463,789

151,872,496 $

151,158,165

19,197,595 $ 15,607,505
0 0
19,197,595 15,607,505
1,638,379 1,520,974
172,708,470  $ 168,286,644
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Department of Defense
Department of the Navy General Fund

COMBINED STATEMENT OF BUDGETARY RESOURCES

For the Years Ended September 30, 2006 and 2005

($ in thousands)
2006 Combined 2005 Combined
RELATIONSHIP OF OBLIGATIONS TO OUTLAYS
Change in Obligated Balance:
Obligated balance, net
Unpaid obligations, brought forward, October 1 $ 72,093,186 $ 67,196,765
Less: Uncollected customer payments from (3,400,814) (3,340,541)
Federal sources, brought forward, October 1

Total unpaid obligated balance 68,692,372 63,856,224
Obligations incurred, net (+/-) $ 151,872,496 $ 151,158,165
Less: Gross outlays (140,615,673) (134,815,308)
Obligated balance transferred, net

Actual transfers, unpaid obligations (+/-) 0 0

Actual transfers, uncollected customer 0 0

payments from Federal sources (+/-)

Total Unpaid obligated balance transferred, net 0 0
Less: Recoveries of prior year unpaid obligations, actual (5,261,990) (11,446,435)
Change in uncollected customer 429,657 (60,273)

payments from Federal sources (+/-)

Obligated balance, net, end of period
Unpaid obligations 78,088,020 72,093,186
Less: Uncollected customer payments from (2,971,157) (3,400,814)
Federal sources
Total Unpaid obligated balance, net, end of period 75,116,863 68,692,372
Net Outlays:
Net Outlays:

Gross Outlays 140,615,673 134,815,308

Less: Offsetting collections (7,821,950) (8,978,348)

Less: Distributed Offsetting receipts (149,284) (115,805)
Net Outlays $ 132,644,439 $ 125,721,155

The accompanying notes are an integral part of the statements.

General Fund °
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Department of Defense
Department of the Navy General Fund

CONSOLIDATED STATEMENT OF FINANCING

For the Years Ended September 30, 2006 and 2005

($ in thousands)
2006 Consolidated 2005 Consolidated
Resources Used to Finance Activities:
Budgetary Resources Obligated
Obligations Incurred $ 151,872,496 $ 151,158,165
Less: Spending authority from offsetting collections and recoveries (-) (12,654,282) (20,485,056)
Obligations net of offsetting collections and recoveries 139,218,214 130,673,109
Less: Offsetting receipts (-) (149,284) (115,805)
Net obligations 139,068,930 130,557,304
Other Resources
Donations and forfeitures of property 0 0
Transfers in/out without reimbursement (+/-) 187,068 (1,652)
Imputed financing from costs absorbed by others 578,058 585,686
Other (+/-) 0 0
Net other resources used to finance activities 765,126 584,034
Total resources used to finance activities $ 139,834,056 $ 131,141,338
Resources Used to Finance Items not Part of the Net Cost of Operations:
Change in budgetary resources obligated for goods, services and benefits
benefits ordered but not yet provided
Undelivered orders (-) $ (6,657,708) g (13,332,332)
Unfilled Customer Orders 573,402 (488,685)
Resources that fund expenses recognized in prior periods (101,501) (269,715)
Budgetary offsetting collections and receipts that do not affect Net
Cost of Operations 149,284 0
Resources that finance the acquisition of assets (28,364,037) (14,697,475)
Other resources or adjustments to net obligated resources that do not
affect Net Cost of Operations
Less: Trust or Special Fund Receipts related to exchange in the
entity's budget (-) 0 0
Other (+/-) (187,068) 1,652
Total resources used to finance items not part of the Net
Cost of Operations $ (34,587,628) $ (28,786,555)
Total resources used to finance the Net Cost of Operations $ 105,246,428 $ 102,354,783

The accompanying notes are an integral part of these statements.
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Department of Defense

Department of the Navy General Fund

CONSOLIDATED STATEMENT OF FINANCING
For the Years Ended September 30, 2006 and 2005

($ in thousands)

Components of the Net Cost of Operations that will not Require
or Generate Resources in the Current Period:

Components Requiring or Generating Resources in Future Periods:
Increase in annual leave liability
Increase in environmental and disposal liability
Upward/Downward reestimates of credit subsidy expense (+/-)
Increase in exchange revenue receivable from the public (-)
Other (+/-)
Total components of Net Cost of Operations that will require or

generate resources in future periods

Components not Requiring or Generating Resources:
Depreciation and amortization
Revaluation of assets or liabilities (+/-)
Other (+/-)
Trust Fund Exchange Revenue
Cost of Goods Sold
Operating Materials & Supplies Used
Other
Total components of Net Cost of Operations that will not require
or generate resources
Total components of Net Cost of Operations that will
not require or generate resources in the current period
Net Cost of Operations

The accompanying notes are an integral part of these statements.

2006 Consolidated 2005 Consolidated
43,363 170,047
230,378 1,028,763
0 0
0 0
208,377 69,091
482,118 1,267,901
21,243,453 15,844,303
1,865,416 (1,785,299)
0 (10)
0 0
(3,209,774) (2,244,170)
(9,675) (7,849)
19,889,420 11,806,975
20,371,538 13,074,876
125,617,966 115,429,659

General Fund e
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Department of the Navy

Note 1. Significant Accounting Policies

1.A.  Basis of Presentation

These financial statements have been prepared to report the financial position and results of operations
of the Department of the Navy (DON) General Fund (GF), as required by the “Chief Financial Officers
(CFO) Act of 1990,” expanded by the “Government Management Reform Act (GMRA) of 1994,” and
other appropriate legislation. The financial statements have been prepared from the books and records
of DON in accordance with the “Department of Defense Financial Management Regulation” Office of
Management and Budget (OMB) Circular A-136, Financial Reporting Requirements, and to the extent
possible, Generally Accepted Accounting Principles (GAAP). The accompanying financial statements
account for all resources for which DON GF is responsible. Information relative to classified assets,
programs, and operations is aggregated and reported in such a manner that it is not discernable.

The DON is unable to fully implement all elements of GAAP and OMB Circular A-136 due to limitations
of its financial management processes and systems, and nonfinancial systems and processes that feed

into the financial statements. The DON derives its reported values and information for major asset and
liability categories, largely from nonfinancial systems, such as inventory systems and logistic systems.
These systems were designed to support reporting requirements for maintaining accountability over
assets