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In many respects, the biggest long-term fiscal challenge facing the department is not
the flat or declining topline budget, it is the growing imbalance in where that money

is being spent internally. Left unchecked, spiraling costs to sustain existing structures
and institutions, provide benefits to personnel, and develop replacements for aging
weapons platforms will eventually crowd out spending on procurement, operations and
readiness — the budget categories that enable the military to be and stay prepared.

Defense Secretary Chuck Hagel'

We've been living with unconstrained resources for 10 years, and, frankly, we've
developed some bad habits.

Chairman of the Joint Chiefs of Staff Gen. Martin Dempsey?



I. EXECUTIVE SUMMARY

By David Barno, Nora Bensahel, Jacob Stokes,
Joel Smith and Katherine Kidder

The Department of Defense (DOD) faces a stark
choice. With reductions in defense spending loom-
ing, decisions made during the next year will chart
one of two paths: one that avoids tough choices
about cutting excess and inefficiencies, or one

that embraces painful but necessary reforms to

the structural underpinnings of the department.
The first path will inevitably follow the precedent
of past defense budget drawdowns and lead to
deep cuts in force structure, readiness and mod-
ernization, and produce a much-diminished U.S.
military. The other, more difficult, path preserves
these capabilities by fundamentally reforming the
underlying causes of DOD cost growth. With the
right choices for reform, the U.S. defense establish-
ment can consume fewer resources and still meet
America’s global strategy requirements for many
decades to come - but bold and resolute action is
required now.

We identify seven categories — the Seven Deadly
Sins - of defense excess and analyze each individu-
ally in order to find savings and suggest enduring
reforms. Each “sin” represents a trend in defense
spending that, if left unaddressed, will imperil
DOD’s ability to perform its core missions. These
Seven Deadly Sins would need to be addressed
regardless of the budgetary environment, but
declining budgets make their resolution more
imperative. We estimate that reforms in these
seven areas could save between $340 billion and
$490 billion over the next 10 years — largely off-
setting the cuts required by the Budget Control
Act (BCA) over the same period while improving
the business model of DOD. The areas for reform
include:

1. Redundant Overhead, Layering

and Workforce

POTENTIAL SAVINGS: $100 BILLION TO

$200 BILLION OVER 10 YEARS

From FY 2001 to FY 2012, the annual defense bud-
get grew by nearly $250 billion in real terms. That
growth included more than $1.2 trillion in war
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spending and directly fueled an explosion of head-
quarters and staff manpower. Service staffs in the
Pentagon, joint commands and defense agencies,
including the DOD civilian and contract work-
force, all ballooned during this period. In the face
of force structure cuts, DOD’s overhead costs must
be reduced by at least the same percentage in order
to maintain combat power. The Defense Business
Board argues that cuts of 5 percent to 15 percent in
overhead costs can be achieved without affecting
future mission readiness. Some estimates based on
private sector experiences with de-layering have
achieved 15 percent to 20 percent savings while
improving organizational effectiveness.

2. Inefficient Business Practices

POTENTIAL SAVINGS: $46 BILLION OVER

10 YEARS

Many aspects of the defense enterprise are essen-
tially no different from the private sector. Savings
can be gleaned by reforming key business practices
in many common commercial areas. A series of
reforms borrowed from the private sector — includ-
ing the use of strategic sourcing, employing reverse
auctioning for contracts, reducing the redundancy
of IT management systems and moving towards
full auditability - could save money and improve
DOD managers’ access to data that can help them
make better, more cost-conscious decisions in the
future.

3. Excessive Acquisition Costs and Overruns
POTENTIAL SAVINGS: $50 BILLION TO $100
BILLION OVER 10 YEARS

The acquisition process for major weapons systems
faces many problems. Four steps could help cre-
ate better outcomes: Streamlining the process for
generating requirements and making real trade-
offs on systems up-front; continuing to develop
the acquisitions workforce; fostering a productive
two-way dialogue with industry; and keeping the
rapid acquisitions process for fast-changing capa-
bilities and technologies while fixing the “normal”
process.

The Seven Deadly Sins of Defense Spending

4. Excess Infrastructure, Installations

and Management Costs

POTENTIAL SAVINGS: $17 BILLION OVER 10 YEARS
Previous studies by DOD have estimated that

the Department maintains a basing capacity

more than 20 percent above its needs. The Base
Realignment and Closure (BRAC) process has
proven to be a viable and effective process for clos-
ing bases. Earlier rounds save DOD an estimated
$12 billion per year. Both service chiefs and service
secretaries have publicly supported a new round of
BRAC. Congress should authorize DOD to begin a
round right away. In addition, meaningful savings
can be achieved by closing DOD schools in the
U.S.; consolidating management of the base and
post exchange systems; and reducing spending on
base support and facilities maintenance.

5. Unaffordable Increases in Cash
Compensation

POTENTIAL SAVINGS: $25 BILLION OVER 10 YEARS
One of the largest contributors to the trend of ris-
ing military personnel costs is the growth in cash
compensation. Military personnel cash com-
pensation increased by 52 percent between 2002
and 2010, adjusted for inflation. Over the past 12
years, pay increases for military personnel have
grown much faster than both inflation and pri-
vate sector compensation. Basic pay has increased
29 percent after inflation, and nontaxable allow-
ances for housing and subsistence (food) have
also grown at a high rate. DOD should restore
the level of growth to a more sustainable trajec-
tory for the future.

6. Unsustainable Growth of Military
Retirement System Costs

POTENTIAL SAVINGS: $38 BILLION OVER 10 YEARS
The military retirement system must be made
fiscally viable in order to preserve such benefits
for those who serve today and will serve into the
future. The Military Retirement Fund (MRF)
faces a future liability to be paid by the Treasury



Department that is currently estimated at $1.3
trillion, a number expected to grow to $2.7
trillion by FY 2034 - a trend which is patently
unsustainable. Assessments of the military
retirement system have long pointed to three key
problems: inequity, inflexibility and unafford-
ability. To address these issues, DOD should shift
from the current defined-benefits system to a
defined-contribution system for all new recruits,
vesting at four years of service. Current service
members would remain in the current system but
could opt-in to the new system.

7. Escalating Military Health Care Costs
POTENTIAL SAVINGS: $64 BILLION OVER 10 YEARS
The current trajectory of DOD health care costs is
untenable and threatens to divert an ever-increas-
ing share of the defense budget away from other
critical priorities. In the past 12 years, military
healthcare costs have seen a real increase of 118
percent. These recent increases in defense health
care costs have not been driven by the effects of
current conflicts or by the costs of treatment for
injuries suffered by service members in com-

bat. Instead, growing numbers of beneficiaries,
decreased cost-sharing and greater utilization have
driven increases. In response, DOD should adjust
TRICARE fees to reflect growth in health care
costs, introduce co-payments for TRICARE for
Life and increase pharmaceutical cost sharing via
higher co-payments.

Addressing the Seven Deadly Sins of defense
spending will require a strong consensus for
change, accountability for results, realignment of
authorities, united White House and Pentagon
leadership and - most important — support
from Congress. If these reforms are not pursued
with urgency, DOD will have no choice but to
find savings through deep cuts to force struc-
ture, modernization and readiness - the very
core capabilities required for the U.S. military
to maintain global pre-eminence. In an era of
increasing fiscal austerity, DOD will be less and

less able to provide those forces if increasingly
inefficient and wasteful business processes and
runaway personnel expenses continue unabated
- and that is a price that the United States simply
does not need to pay.
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[I. INTRODUCTION

The Department of Defense has reached a fork

in the road. The decisions that will determine its
future are imminent as the Fiscal Year (FY) 2014
defense budget is debated on Capitol Hill, the
new defense secretary undertakes his Strategic
Choices and Management Review and the 2014
Quadrennial Defense Review gets underway. The
10-year cuts to DOD budgets contained in the
Budget Control Act (BCA) of 2011 have also begun
to bite, carving nearly a half-trillion dollars out of
future defense spending plans. The choices facing
DOD are stark.

One path leads to a Defense Department that pre-
serves most of its present ways of doing business

- from costly acquisition processes; excess bases
and overhead; and inefficient business practices

to escalating costs for pay, benefits and health
care. The skyrocketing costs of this path will soon
consume so much of the defense budget that only
a significantly smaller set of military capabilities
will be affordable. Cost savings would have to come
from cutting force structure, modernization and
readiness, rather than from reducing inefficient
and unnecessary overhead. This is the default path
that the United States has repeatedly chosen in
previous drawdowns.’

The resulting military - much different, smaller
and less capable - would almost certainly require
that the United States change its long-standing
global engagement strategy to one that is sub-
stantially less ambitious.* Deep force structure
cuts might mean that the U.S. military could only
be fully engaged in one region at a time, thus
emboldening potential adversaries and threat-
ening alliance commitments in other regions.
Postponing or cancelling key modernization
programs would have similar effects and would
also jeopardize the U.S. ability to ensure free
access to the global commons, including the
high seas, international airspace, outer space and

The Seven Deadly Sins of Defense Spending

As budgets constrict,
burgeoning structural costs
in these areas risk hollowing
out the U.S. military if left
unchanged. Avoidance is no

longer a viable option.

cyberspace. And lower readiness levels would
inevitably increase the costs of future conflicts, in
both blood and treasure.

The other path leads to a Defense Department that
has reformed its structural underpinnings, adopted
modern business and personnel practices, shaved
away excess capabilities and contained its costs.
This path requires difficult, politically charged
decisions and fundamental structural reforms to
create a lean DOD, finding savings in the “tail” to
offset deep cuts from the “tooth” of military capa-
bilities. In the words of former Under Secretary of
Defense for Policy Michele Flournoy, the goal is

to “try to protect mission-essential capabilities by
first going after the big pots of money associated
with transforming the defense enterprise, instead
of taking the bulk of the cuts in force structure,
readiness and modernization.” A reformed DOD
with a newly streamlined “back office” could read-
ily support a highly capable U.S. military despite
the planned cuts to the defense budget and thus
sustain the nation’s current strategy of global
engagement for years to come.

Combining robust military forces with less defense
spending requires reforming the underlying cost
structures in the “back office” of DOD. Past draw-
downs have reduced end strength, force structure
and combat capabilities but often avoided difficult
decisions about reforming DOD. Tackling these
issues is unpopular, both inside and outside of



FIGURE 1: ESTIMATES OF TOTAL SAVINGS OVER 10 YEARS
IN BILLIONS OF CONSTANT FY 2012 DOLLARS
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Source: Center for a New American Security.

DOD, and is politically difficult. But today, rapidly
escalating internal costs in the department leave
no practical alternatives. As budgets constrict,
burgeoning structural costs in these areas risk
hollowing out the U.S. military if left unchanged.
Avoidance is no longer a viable option.

This report examines what we call the Seven
Deadly Sins of defense spending - key business
and management issues that must be reformed to
ensure that DOD avoids the first path and goes
down the second. Each “sin” represents a trend
in defense spending that, if left unaddressed, will
imperil DOD’s ability to perform its core mis-
sions. These Seven Deadly Sins would need to be
addressed regardless of the budgetary environ-
ment, but declining budgets make their resolution
more imperative.

The Center for a New American Security (CNAS)
has done substantial work in recent years outlin-
ing recommendations to reform military force

High Estimate Total Savings: $490 billion
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structure, overseas posture, readiness and mod-
ernization.® This report builds on those findings
but focuses on the areas that make up the key
structural costs of the defense enterprise. We esti-
mate that reforms in these seven areas could save
between $340 billion and $490 billion over the next
10 years.” (See Figure 1.) These savings would help
to offset some, if not all, of the currently planned
cuts to DOD spending even as budgets shrink.® But
this would require undertaking fundamental and
politically contentious defense reforms.
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1. THE CHANGING STRATEGIC
AND BUDGETARY CONTEXT

Converging political, economic and military trends
are generating new consensus about reducing the
U.S. defense budget. The end of the war in Iraq,

the looming conclusion of combat operations

in Afghanistan, the fracturing of a Republican
consensus on defense spending that goes back to
the start of the Cold War and broad support for
reducing deficits are collectively exerting immense
pressure on future defense spending. Moreover,
Americans are weary of the costs of a decade of
high spending on inconclusive military engage-
ments abroad that many view as having done little
to make the nation more safe, despite massive costs
and significant numbers of lives lost.’

The triggering of automatic budget cuts known as
sequestration on March 1, 2013, marked a major
course change in the direction of U.S. defense
spending. For the first time in a generation, spend-
ing by the United States for defense will decline
significantly within a single fiscal year, with DOD
charged to cut $41 billion between March 1 and
September 30, 2013."° The BCA will require simi-
larly deep cuts in each fiscal year until 2021. (See
Figure 2.) This 10-year series of deep mandatory
cuts, long thought to be avoidable, now marks the
realistic new trajectory of defense spending — at
substantially lower levels than those of the past
decade." Although these decade-long cuts may
be softened by new legislation, the overall direc-
tion of defense spending is unmistakable. Even

if Congress modifies the law so that the cuts end
up being less than the $500 billion required by
the BCA, defense budgets will still decline from
recent projections. In an environment where the
fiscal pressures associated with the mushrooming
national debt intersect with the lack of an exis-
tential threat, public perceptions are that DOD
spending is too high."? In fact, cuts beyond those
mandated through sequestration remain pos-
sible as these pressures continue to grow. The next

The Seven Deadly Sins of Defense Spending

Yet with the right choices

for reform, the U.S. defense
establishment can consume
fewer resources and still meet
America’s global strategy
requirements for many decades
to come — but bold and

resolute action is required now.

debt ceiling showdown will likely occur later this
year,"” for example, and may renew calls for further
defense cuts - just as the August 2011 debt ceiling
deal resulted in the deep cuts and sequestration
mechanism of the BCA.

The sequestration cuts are not simply the newest
incarnation of the cyclic cuts to defense spend-

ing made after every major war. These impending
defense cuts will occur in a unique setting - one
in which the internal costs of running DOD have
deeply eroded the buying power of the defense
dollar. From 2001-2012, basic pay for military
personnel increased by 29 percent'* and defense
health care costs by 118 percent." As the total
defense budget grew in constant FY 2012 dollars
from $406.5 billion in FY 2001 to $655.4 billion

in FY 2012, these costs were largely masked inside
the massive spending of the entire department.
This spending has fueled a military force second to
none in its well-trained troops, modern equipment
and extraordinary combat capabilities. But these
wartime budgets have also camouflaged enormous
increases in costs per service member, back-office
functions and excess infrastructure and overhead.

Without reform, these escalating costs will
increasingly crowd out spending for core



FIGURE 2: DEPARTMENT OF DEFENSE BUDGET, 2001-2021
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defense priorities, including force structure, end
strength and procurement. Despite this upward
arc in expenses, however, DOD has done little
to explore the types of substantial reform that
have transformed many U.S. businesses into far
leaner enterprises in recent decades. In fact, the
last substantial reform of DOD business prac-
tices occurred under Defense Secretary Robert
McNamara in the early 1960s, who sought to
apply lessons from his experiences as an executive
at Ford.'

DOD has now reached, in business parlance, a
“burning platform” moment: a crisis demand-

ing immediate action."” Deep structural reform is
required to shrink costs and deliver strong defense
with fewer dollars. The alternative — making deep
force structure cuts while preserving the status
quo of archaic business practices and unaffordable
manpower-related costs — will deliver a smaller,
hollow U.S. military increasingly unable to sustain

America’s role in the world. Given its unsustain-
able costs, this alternative also threatens the future
of the all-volunteer force if personnel costs crowd
out other types of spending. The history of past
drawdowns suggests that this problematic outcome
could well occur, with the looming crisis simply
deferred a few more years down the road while
internal costs continue to escalate. Already, the
Defense Department is approaching the current
crisis of sequestration by identifying possible cuts
to force structure and military capabilities.”® Yet
with the right choices for reform, the U.S. defense
establishment can consume fewer resources and
still meet America’s global strategy requirements
for many decades to come - but bold and resolute
action is required now.
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IV. THE SEVEN DEADLY SINS
OF DEFENSE SPENDING

This report takes on the challenge of finding efhi-
ciencies and associated significant cost savings in
DOD’s business and personnel practices. We spare
no category of structural spending. We identify
seven categories of defense excess and analyze each
individually in order to find savings and suggest
lasting reforms. Yet these issues must be addressed
holistically in order to scale back defense spending
in ways that are balanced, sustainable and able to
deliver needed military capabilities at the lowest
possible cost to the nation.

The Seven Deadly Sins are:
1. Redundant overhead, layering and workforce;
2, Inefficient business practices;
3. Excessive acquisition costs and overruns;

4. Excess infrastructure, installations and man-
agement costs;

5. Unaffordable increases in cash compensation;

6. Unsustainable growth of military retirement
system costs; and

7. Escalating military health care costs.

We examine each of these problems, identify
options for reform and estimate the savings that
these options could generate. We do not intend to
present a comprehensive list of possible reforms,
nor do we attempt to calculate the savings fig-
ures down to the exact dollar. Instead, we seek to
illustrate different types of reform and the order of
magnitude of potential savings. Our estimates are
deliberately conservative, and yet, taken together,
our illustrative examples could save nearly enough
money to offset the cuts required by the budget
caps in the BCA and preserve robust combat
power. Further savings could be reinvested in

The Seven Deadly Sins of Defense Spending

maintaining force structure, research and develop-
ment for advanced technologies and other efforts
to ensure that the U.S. armed forces remain the
pre-eminent military in the world.

The First Deadly Sin: Redundant Overhead,
Layering and Workforce

POTENTIAL SAVINGS: $100 BILLION-$200 BILLION
OVER 10 YEARS

Overview

From FY 2001 to FY 2012, the annual defense
budget grew by nearly $250 billion in real terms."”
That growth included more than $1.2 trillion in
war spending and directly fueled an explosion of
headquarters and staff manpower.?® Service staffs
in the Pentagon, joint commands and defense
agencies, including the DOD civilian and contract
workforce, all ballooned during this period. (See
Figure 3.) DOD spent $212 billion on overhead
costs in FY 2011 - equivalent to the 49th-largest
GDP in the world and more than the entire GDP of
Israel for that year.”’ As former Defense Secretary
Robert Gates said late last year, “One need only
spend 10 minutes walking around the Pentagon or
any major military headquarters to see excess and
redundancy.”*

Challenges

The problems start at the top. The Office of the
Secretary of Defense numbers around 2,700 peo-
ple (nearly 5,000 when contractors are included).”
OSD’s policy office alone has grown from around
600 people in the mid-1990s to nearly 1,000
people today.** On the military side, the office of
the Joint Chiefs of Staff has increased from 1,265
people in 2001 to 4,244 people in 2012,% and the
staffs of the military services have increased as
well.? (Part of the growth in the Joint Staff came
as a result of taking on duties of the closed Joint
Forces Command.) While some of this growth

is due to the demands of multiple conflicts over
the last decade, the necessity of sustaining these
inflated levels as the wars in Iraq and Afghanistan
come to an end is highly dubious.



FIGURE 3: DOD JOINT MANPOWER GROWTH, 2001-2012
(Totals do not include contractor workforce.)
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Elsewhere, the defense agencies and combat-

ant commands saw massive growth over the last
decade. The number of service members working
for defense agencies grew nearly four-fold, and the
number of civilians working for defense agencies
grew by 28 percent, an increase of nearly 31,000
employees for civilians alone.?” From 2001 to 2012,
U.S. Central Command’s (CENTCOM) military
staff grew by nearly 36 percent, while its civilian
staff expanded more than five-fold. U.S. European
Command (EUCOM) grew its military staff more
than 10 percent and its civilian staff by more than

35 percent — even as it spun off a new command,
U.S. Africa Command.?® Moreover, the extensive
use of contractors has obscured much of the growth
of these commands and agencies. (See discussion
below.) From 2001 to 2010, DOD’s civilian staft grew
from 687,000 to 778,000, more than a 13 percent
increase.”” A 2010 study found that the United States
has among the lowest tooth-to-tail ratios among
industrialized countries - meaning that its level of
combat power ranks very low compared with the
size of its administrative costs.*” Before the military
considers painful cuts to end strength and combat
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Because preserving combat
power is a prime objective
during times of reduced
resources, it makes sense that
substantial cuts to overhead
should precede any cuts to

operational forces.

capabilities, the excess overhead of staff and head-
quarters should be reduced in order to preserve
maximum combat effectiveness.

Savings Options

1. Reduce total overhead spending by a percent-
age equal to or greater than force structure cuts.
At a time when combat forces are likely to see
substantial cuts across all four services - the Army
and the Marine Corps have already announced 14
percent and 10 percent reductions in end strength,
respectively® — a commensurate set of cuts on the
headquarters, overhead and staffs resting atop the
Defense Department would only seem logical.
Because preserving combat power is a prime objec-
tive during times of reduced resources, it makes
sense that substantial cuts to overhead should
precede any cuts to operational forces.

The Defense Business Board has estimated that
reforming infrastructure and overhead could
reduce spending by 5 percent to 15 percent with-
out affecting future mission readiness.*> Some
estimates based on private sector experiences with
de-layering have achieved 15 percent to 20 percent
savings while improving organizational effective-
ness.” DOD estimates that roughly $200 billion
per year of the base budget from FY 2012 to FY
2016 will be spent on overhead - or more than $1
trillion dollars.** Reducing that by five percent

The Seven Deadly Sins of Defense Spending

would save approximately $10 billion per year,
or about $100 billion over the next decade. More
aggressive efforts that saved 10 percent could net
$200 billion in savings over 10 years.

Any effective reductions in overhead costs must
include the military services, since they are
responsible for 73 percent of DOD’s administra-
tive infrastructure.” Specifically, DOD managers
must understand the hidden costs of military
manpower performing non-military tasks.
Military personnel constitute both the most
expensive manpower and those most in demand
for uniquely military tasks as the services con-
front force reductions over the next decade. One
important way to reduce overhead costs while
ensuring combat power is to reassign some of
the more than 340,000 military personnel who
serve in these essentially civilian jobs, such as
administrative support for Pentagon staffs.*
Where possible, those positions should be elimi-
nated. Otherwise, the positions should be filled by
cheaper civilian DOD employees.

Although we can offer illustrative suggestions for how
to trim overhead costs, efficiencies will ultimately
have to come from a thorough review executed by
the Department itself - followed by resolute action

to close unnecessary agencies and departments

and phase out programs with little value. GAO has
suggested principles to guide such a process. They
include consolidating or eliminating organizations
on the basis of geographic proximity and span of
control, and centralizing overlapping functions and
services. To aid in that task, GAO also suggested that
the Secretary of Defense direct the service secretaries
and the heads of the DOD components to continue to
look for staffing and organizational efficiencies and to
update management instructions in order to provide
better, more complete information about staffing and
organization.” Better information can facilitate ratio-
nal decisionmaking about how to reduce overhead
without degrading DOD’s combat effectiveness.



The remainder of the savings suggestions in this sec-
tion represent illustrative options DOD leadership
could employ as part of a Department-wide effort to
achieve the overall savings targets discussed above.

2. Reduce the DOD civilian workforce by 75,000
people or 150,000 people. Personnel costs drive
much of the cost of overhead. Reducing personnel
could drive overhead consolidation and would also
follow the private sector in taking advantages of
substantial increases in productivity over the last
10 years. One important way to reduce costs is to
roll back the size of the civilian workforce from
today’s peak of 778,000 DOD civilians. At the low
end, reducing the civilian workforce by 75,000 peo-
ple could save $37.4 billion over the decade;*® the
remaining workforce would still exceed 2001 levels.
A more aggressive approach could reduce the civil-
ian workforce by 150,000 people, saving more than
$74.3 billion over the same time period.*

3. Count and roll back the contractor workforce
to 2001 levels. The burgeoning contractor work-
force represents an additional source of overhead
growth, although finding information on con-
tractors presents significant challenges because
contractor headcounts are not included in DOD’s
standard manpower documents. Instead, the costs
are largely hidden within the Operations and
Maintenance accounts. Nevertheless, the contrac-
tor workforce is undoubtedly huge: In 2010, Deputy
Secretary Ashton Carter estimated the contrac-
tor workforce at 766,000, a figure that was bigger
than the civilian workforce at the time and did not
include the military intelligence organizations.*” A
July 2009 estimate found that 10,800 contractors
work for the combatant commands alone.*

DOD should immediately institute a process for
finding out how many contractors its employs.
Once known, DOD should roll back contractor
spending to 2001 levels.** It is hard to gauge exactly
how much money such an initiative would save,
but it would surely be substantial. The Project on

Government Oversight estimates that from FY
2001 to FY 2010 the amount of DOD services con-
tracts grew by 137 percent.”

4. Streamline combatant commands. Another
initiative would be to fold U.S. Africa Command
(AFRICOM) back into EUCOM.** AFRICOM had
$282 million in operating expenses in FY 2012
and included about 2,000 personnel, so even if
half of its staff were transferred back to EUCOM,
the change could still save as much as $1.4 bil-
lion over the next decade.*” This arrangement
would mirror the long-standing dual-continent
role performed by EUCOM that included both
Europe and Africa prior to 2008. Another logical
consolidation would be to merge U.S. Northern
Command (NORTHCOM) and U.S. Southern
Command (SOUTHCOM) into a single command
dedicated to the Western Hemisphere. Alternatives
might include down-sizing either AFRICOM or
SOUTHCOM into smaller sub-unified commands
nested under EUCOM and NORTHCOM, respec-
tively. All options would pare redundant staft
overhead and save operating expenses while risk-
ing little in the way of reduced mission capability.

5. Consolidate the military service medical com-
mands. The military health system is a complex
organization that maintains hundreds of medi-
cal facilities worldwide. As discussed later in this
report, DOD spending on health care has rapidly
increased over the past 12 years. The Army, Navy
and Air Force currently maintain separate medi-
cal command structures, but several studies have
shown the economic benefits of consolidating

the service medical systems.* In 2006, a working
group convened by DOD identified three viable
alternatives to the current military health system
that would have increased sharing of resources,
grown use of common operating processes and
reduced duplicative functions and organizations.”
DOD did not choose any of these three options
and decided on a different model that GAO said
“left the existing command structures of the three
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services’ medical departments over all military
treatment facilities essentially unchanged.™® If
DOD had adopted one of the three alternatives
recommended by the 2006 working group, it might
have saved an estimated $292.2 million to $478.3
million per year - totaling $1.8-$2.9 billion by now
- with additional savings in years to come.* DOD
should re-examine these options for consolidat-
ing the service medical commands and explore
whether new options are available.

6. Reduce duplication and overall funding for
counter-IED initiatives. As the improvised explo-
sive device (IED) became the signature weapon of
enemy forces attacking American service members
in Iraq and Afghanistan, DOD rapidly increased
funding towards finding ways to improve safety

in the battlespace. DOD established the Joint
Improvised Explosive Device Defeat Organization
(JIEDDO) in 2006 to lead, advocate and coordinate
“all Department of Defense actions in support of
the Combatant Commanders’ and their respec-
tive Joint Task Forces’ efforts to defeat Improvised
Explosive Devices as weapons of strategic influ-
ence.”” This directive essentially turned a
12-person Army task force focused on countering
homemade bombs to a 1,900 person joint organiza-
tion in just a few years. As of 2011, JIEDDO had
received $18 billion to pursue these efforts. DOD
also funds other C-IED efforts outside of JIEDDO
- such as the rapid procurement of thousands of
heavily armored vehicles for personnel transport,
at a cost of $40 billion — which are not included in
this total.”® According to a 2012 study, GAO found
that DOD funded 1,340 potential C-IED initiatives
between 2008 and March 2012. Of the funding
that could be identified, GAO counted $4.8 bil-
lion for C-IED initiatives during FY 2011 alone.*
Among the military services and agencies, GAO
found overlap in IED-related intelligence analysis,
C-IED hardware development and IED detec-
tion. It concluded that although DOD has funded
these various initiatives, it “has not yet developed a

The Seven Deadly Sins of Defense Spending

comprehensive database of these initiatives and the
organizations conducting them.””

A previous report in CNAS’ Responsible Defense
series called for the elimination of JIEDDO in 2017,
after U.S. combat operations in Afghanistan had
ended.** Savings accompanying this closure amount
to $1.2 billion through the rest of the decade. That
recommendation remains viable today, but a clear
consolidation of DOD’s efforts and elimination of
redundancy among those efforts is clearly in order
and should happen as soon as possible.

7. Reduce redundancy in military service intel-
ligence organizations. The Defense Intelligence
Agency, National Geospatial-Intelligence Agency,
National Reconnaissance Office and National
Security Agency are DOD and national intelligence
agencies that exist to support the core mission of the
department. The joint staff and combatant com-
mands also maintain sizable intelligence elements
that deliver analysis and information to support
operations. (The CENTCOM Joint Intelligence
Center, for example, employed nearly 1,300 military
and civilian personnel as of 2009.%) Additionally,
the Air Force, Army, Marine Corps and Navy all
maintain large separate intelligence organizations
within their respective services to support their
departmental functions.*® As past reports in this
series have illustrated, the growth in the size of the
military intelligence apparatus over the past 12
years has been immense.” Significant savings could
be found in the service departmental intelligence
organizations, as many of these organizations likely
duplicate efforts already being conducted by the
combatant commands and other agencies.

The Second Deadly Sin: Inefficient Business
Practices

POTENTIAL SAVINGS: $46 BILLION OVER 10 YEARS
Overview

DOD manages its business practices very dif-
ferently than the corporate world does. In some
areas, this makes sense. Acquiring and operating



Creative Destruction

In 1942, economist Joseph Schum-
peter popularized the concept

of “creative destruction,” describ-
ing it as a process “that inces-
santly revolutionizes the economic
structure from within, incessantly
destroying the old one, incessantly
creating a new one!”*8 In the world
of business, this has been widely
interpreted to acknowledge the
value of the perpetual cycle con-
necting the death of underper-
forming or obsolete businesses

to the perpetual entrepreneurial
creation of new ones. In this sense,
“destruction” — the shedding of
outdated or inefficient organiza-
tions — forms the necessary oppor-
tunity for new, high-performing
organizations to arise. This death
and re-birth cycle also helps to
deliver ever leaner, more cost-
effective models to replace those
which no longer deliver best value.

This process of “creative destruc-
tion”in the private sector drives
out underperforming or obsolete
business functions. Yet DOD has
no formal mechanism to carry out
such rationalizations and divesti-
tures. Organizations and functions
that have gradually been added to
the department since its found-

major defense systems, for example, has few direct
analogies in the civilian world. Yet many aspects of

ing in 1947 have only rarely been
subsequently eliminated, even if
their original purpose has long
since changed or gone away en-
tirely. The 2011 shuttering of U.S.
Joint Forces Command (JFCOM) in
Norfolk by then-Defense Secretary
Robert Gates is one extraordinarily
rare example of an attempted
DOD divestiture of an entire orga-
nization, many of whose functions
were deemed no longer essen-
tial. Yet in part because of major
Congressional resistance, many of
JFCOM's tasks (and the people do-
ing them) were ultimately simply
transferred to the Joint Staff.>

Still, annual savings from this one
divestiture action were estimated
at $458.3 million a year for DOD.°

Entering a period of declining bud-
getary resources offers a unique op-
portunity to clearly define priorities.
Understanding which functions are
truly essential, which are important,
which are vestiges of now-obsoles-
cent requirements and which are
simply nice to have is vital. The many
duplicative functions between

the military services and the joint
service establishment represent one
fertile source of possible consolida-
tions, inactivations or divestiture of

the defense enterprise are essentially no different

from the private sector. DOD buys vast quantities
of office products, operates fleets of nontactical
vehicles, contracts for diverse support services and
employs extensive information technology. Savings

organizations and functions that are
no longer essential.

Congress and the Department
should establish a formal process
for divestiture and creative destruc-
tion within DOD. In its December
2010 report, the National Com-
mission on Fiscal Responsibility
and Reform recommended the
establishment of a “cut-and-invest
committee” to cut two percent of
the discretionary budget by reduc-
ing or eliminating lower-priority
programs and then reinvesting

half - one percent — back into the
discretionary budget.®' Congress
should adopt this recommendation
and apply it specifically to DOD.
Utilizing the analytical capabilities
and resources of the Congressio-
nal Budget Office, Congressional
Research Service and especially
the Government Accountability
Office, Congress should stand up a
committee that identifies functions
to be consolidated or cancelled.
This committee’s recommendations
in their entirety should then be
adopted by a simple “up or down”
vote similar to the mechanism
used for the successful series Base
Realignment and Closure (BRAC)
actions in past years.

can be gleaned by reforming key business practices
in many of these common commercial areas.

Such reforms would be essential even if DOD were
not facing a fiscally constrained environment. Any
defense budget involves trade-ofts between com-
bat capabilities and support functions; thus, any



JUNE

2013

inefficiency on the business side reduces the funds
available for combat capability. This becomes even
more critical as defense budgets decline. With a
number of best-practice options available from the
business world, DOD should consider adopting
well-researched, proven reforms.

Challenges

Costly and inefficient defense business practices
have been the target of criticisms for decades.
Without question, the U.S. military leads the world
in the advanced, even revolutionary, application

of high technology in military power. Yet, equally
indisputable, most of the business enterprise of
DOD remains years, if not decades, behind the
private sector in productivity and innovation.

The reasons for this gaping shortfall are well
known: Data on inventories and costs are not read-
ily available to decisionmakers or auditors. DOD
lacks comprehensive data management systems

to process information even when it is available.
Identifying and addressing cost drivers within

the budget remains elusive. Moreover, the depart-
ment’s annual financial statements are incapable of
passing an audit today (although DOD is making
progress toward that goal).®*

Savings Options

1. Pursue strategic sourcing options. DOD con-
tracts for a wide range of services, such as dining
services and security, and for diverse goods rang-
ing from office supplies to retail goods sold at Base
and Post Exchanges (military stores that sell a wide
variety of discounted goods).

However, DOD currently does not adequately
leverage its size and buying power. For example,
the Air Force maintains 149 bases. Until 2010, each
base individually negotiated food service contracts
for its dining facilities. In a 2010 pilot study, six
installations negotiated a single strategic contract
for food services, for a savings of eight percent of
the total cost.®® Such results are promising for each
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of the services and may provide compounding sav-
ings if implemented throughout the Department.

A DOD-wide strategic sourcing model could
increase efficiencies without affecting the volume
of goods and services purchased or contracted. It
could provide better rates on goods and services
by combining orders at a higher level. Strategic
sourcing, as the name implies, is about more than
just cost savings. If done correctly, it creates more
efficient processes by improving the “value-to-price
relationship,” reducing costs while maintaining
(and even improving) the quality of goods and
services.®*

Strategic sourcing has long been used in the
private sector and is slowly gaining momentum
throughout government agencies. The Office of
Management and Budget and the General Services
Administration began a government-wide strate-
gic-sourcing initiative in 2008. It defines strategic
sourcing as the “structured and collaborative
process of critically analyzing an organization’s
spending patterns to better leverage its purchasing
power, reduce cost and improve overall perfor-
mance.” For example, the federal government
saved $16 million on office supplies from June 2010
to August 2011 by implementing Office Supply
Generation II, which enabled the General Services
Administration to receive discounted prices
through collective purchasing. The federal govern-
ment spent $1.6 billion on office supplies during
the same period; thus, in this example, strategic
sourcing saved approximately one percent of total
costs.*

Savings from strategic sourcing are expected to

be high over the first three to five years, ranging
from 15 percent to 25 percent. Even after the initial
period, savings would continue to accrue from
efficiencies introduced into the existing system.

It would be reasonable to expect a savings rate of
one percent per year going forward. DOD spends
approximately $400 billion on goods and services



per year.”” DOD spends approximately $200 billion
of that total on big-ticket acquisitions programs,*
which are not conducive to strategic sourcing ini-
tiatives. Smaller purchases of goods and services,
comprising the remaining $200 billion, present

an opportunity to source strategically. Therefore,
anticipated savings could yield up to $20 billion

over 10 years.

Most of the business enterprise
of DOD remains years, if not
decades, behind the private
sector in productivity

and innovation.

2. Use reverse auctioning for contracts.
Increasingly common in private and public prac-
tice since the 1990s, reverse auctioning provides
incentives for providers of goods and services to
compete for contracts by offering the lowest price.
According to the Defense Acquisition University,
reverse auctioning in the defense sector works well
for high-volume goods and services that “do not
need exact specifications, are available off the shelf,
and are based on competing by the price alone.”
Goods as diverse as rock salt, building materials
and electronics — as well as services including tele-
com installation, car rentals and tax preparation

- can be discounted through reverse auctioning.

It typically applies to contracts totaling more than
$150,000 that do not qualify as Major Defense
Acquisitions Programs.”’ Savings rates range
between 5 percent and 50 percent.”*

A number of government, business and academic
analyses estimate that DOD could save consider-
able amounts of money through reverse auctions.
The Defense Logistics Agency, the first defense

agency to implement reverse auctions, saved more
than $34 million through reverse auctions from FY
2010 to FY 2012.7> The IBM Center for the Business
of Government estimates that 13.88 percent of
defense procurement outlays can be shifted to a
reverse auctioning system.”” According to FedBid,
the largest reverse auction marketplace used by
DOD, defense agencies saved $107 million in FY
2010 and FY 2011 - slightly more than a 13 percent
savings rate on $820 million worth of goods and
services.”* Assuming a more conservative savings
rate of five percent, DOD could potentially save
$2.6 billion annually by implementing reverse
auctioning.

3. Reduce redundancy of IT management sys-
tems. DOD maintains a vast and diverse business
operations portfolio that uses approximately 2,080
business information technology (IT) systems for
accounting, acquisitions, logistics and personnel
management. The existing systems, referred to as
“legacy systems,” are slow, duplicative and lack
interoperability. Recognizing the need for more
efficient and interoperable systems, DOD is in the
process of creating improved IT systems called
Enterprise Resource Programs (ERPs), which
promise interoperability between systems, as well
as better data management that enables cost sav-
ings. For example, a timely and accurate inventory
of supplies reduces redundant orders while ensur-
ing that capabilities are sustained.

A 2010 GAO study identified nine ERPs that
promise significant across-the-board savings

and efficiencies, encompassing financial services
management, logistics modernization and resource
planning.”” According to both DOD and GAO,
the nine systems will replace over 500 inefficient
legacy systems. Because the old systems perform
necessary functions, they must be maintained
until their replacements are fully operational.
Therefore, DOD must continue to maintain the
old IT systems while simultaneously investing in
the development of the ERPs. In FY 2011, DOD
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requested $12.2 billion to operate and maintain
existing systems and $5.2 billion to modernize
ERPs.”® Until the ERPs are fully operational, DOD
is essentially paying two bills simultaneously.
Furthermore, for many of the systems, the ERP
development process has taken much longer than
originally anticipated, thereby compounding cost
inefliciencies.

Every ERP that DOD is able to fully implement
reduces the redundancy of simultaneously main-
taining inefficient legacy systems and investing in
modernization. For example, the General Fund
Enterprise Business System (GFEBS) replaced 87
legacy systems costing $57.8 million dollars per
year to maintain. The Global Combat Support
System-Army replaced seven legacy systems which
were costing DOD $63 million per year to main-
tain.”” Moreover, fully implemented ERPs increase
efficiency across the board and provide additional
cost savings in perpetuity. But, although ERPs
promise more efficient data processing and man-
agement, IT solutions are not a panacea for poor
business management practices. ERPs will enable
DOD to leverage efficient practices but will not cre-
ate efficiency in and of themselves.

4. Improve business alignment and auditabil-

ity. The Chief Financial Officers Act of 1990 and
the Government Management and Reform Act

of 1994 mandate DOD financial auditability. Yet
DOD has still not been able to pass an unqualified
audit. Former Secretary of Defense Leon Panetta
detailed plans for achieving audit readiness for
the Statement of Budgetary Resources (SBR) for
General Funds by 2014, and for all financial state-
ments by September 30, 2017. In order to meet
these goals, DOD needs to identify and establish
full accountability for everything in its purview

- financial, material and personnel. Therefore, a
clean audit is not just an end in and of itself. It also
moves the department toward more effective and
transparent business practices.
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Yet a number of challenges persist that will make it
hard to achieve fully auditable financial statements.
DOD is a massive enterprise and maintains a

wide portfolio of operations, making it difficult to
align the various programs and budgets. Another
challenge is changing the “erroneous perception
that audit readiness is the sole responsibility of the
Comptroller community.””® Perhaps the largest
difficulty is translating “business auditability” into
incentives that are valued at the unit and com-
mand level. DOD needs to translate “auditability”
into terms of mission readiness in order to create
buy-in at every level. Unit commanders must see
how auditability contributes to readiness — and
then be schooled in how to use this new informa-
tion transparency to more effectively manage their
units and missions. The difficulties that DOD has
in implementing the new ERP systems exacerbate
this problem, because legacy IT systems lack the
computing capabilities needed to provide real-time
information.

The Office of the Under Secretary of Defense-
Comptroller and the Deputy Chief Management
Officer have renewed DOD’s commitment to
becoming auditable by FY 2017 and have pledged
both “sustained attention and a plan that is
widely supported within the DOD.””® Senior lead-
ers, from the service chiefs to unit commanders,
are beginning to engage in the discussion.
Although a good start, it is only the beginning
of a sustained process. Business transforma-

tion requires institutional internalization and
accountability at every level.

The Third Deadly Sin: Excessive Acquisition
Costs and Overruns
POTENTIAL SAVINGS: $50 BILLION TO $100

BILLION OVER 10 YEARS, WHILE ALSO PROVIDING
SIGNIFICANTLY BETTER ACQUISITION OUTCOMES

Overview

The process of acquisitions — which goes beyond
purchasing to include design, engineering,
construction, testing, deployment, sustainment



Building a Cost Culture in DOD

DOD need:s to create a“cost culture”
within the department that increas-
es visibility on cost drivers, measures
expenditures and both values and
incentivizes frugality. But as one
former service secretary recently
noted, “The Defense Department is
built for maximum effectiveness and
maximum inefficiency."®

The very notion of considering
costs is foreign in many key DOD
processes - from defining the
need for new weaponry to the
development of contingency plans.
Moreover, the ability to expose and
see costs across the department

is lamentably uneven. The lack of
auditable records and clean audit
statements further complicates
gaining visibility of defense costs.®’

Ultimately, changing the culture
of the department, from the
Pentagon all the way down to

the unit level, will prove just as
important as clean account sheets.
Traditionally, military organiza-
tions throughout DOD have been
held accountable for spending

all of their budgets by the end

of each fiscal year. Failure to do

so - regardless of how wasteful or
unnecessary such spending might
be - resulted in a pared-down
budget in the next year. In effect,

and disposal - is an immensely complicated
undertaking, and one fraught with difficulty.®
Problems with acquisition date all the way back
to the Revolutionary War.®* In recent years, how-
ever, a combination of technological complexity,

frugality was punished, and all
the budgetary incentives were to
spend money, not to save it.

Perhaps the most important
change that must take hold to
build a DOD cost culture is the
exposure of cost data across all
segments of the department.
Today, no one knows what most
DOD activities cost - from run-
ning an installation to providing
data services. Moreover, many
organizations across the depart-
ment are fighting the requirement
to uniformly share and expose
the data reflecting their costs of
doing business.®? The reasons for
this foot-dragging are diverse, but
the end result is an inability to
compare — and compete - similar
functions between and within the
services.

Compounding this lack of vis-
ibility is the general reluctance to
identify and assign accountability
to “owners” of the “business units”
that drive costs. For example, the
senior commander of a military in-
stallation typically is not account-
able for making that installation
efficient - nor does he or she have
control over determining person-
nel support costs, contracting

for best-value services or making

smart decisions to balance costs
with effective solutions. Com-
manders across the force have lit-
tle ability or incentive to compete
with other installations for talent
and best practices in transparent
ways. In an environment where
manpower and labor are often
viewed as free commodities, bud-
gets must be spent by fiscal year’s
end and no “bottom line” of profit
and loss drives home the need
for frugality, the current incentive
and accountability structures are
largely counter-productive.

Implementing a cost culture in
DOD would be just one part of pro-
found institutional reform inside
the Department. Whatever results
are desired from a comprehensive
set of reforms, these outcomes
must be integrated into a process
that measures performance against
the goals of the plan. This process
should be equipped with functions
that permit ongoing assessment
and forecasting as the external
environment continues to change.
The comprehensive plan must be
agile enough to continuously adapt
to exigencies in the real world.
Moreover, there would be value in
creating a “Red Team” to identify
opportunities and threats to the
plan, both within and outside DOD.

lack of a near-peer competitor and ineffective
bureaucratic processes for generating require-
ments have allowed the system to spiral out of
control - at the expense of the warfighter and
the U.S. taxpayer. Over the past decade, DOD’s
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approach to these problems has been to throw
more money at them and create rapid-acquisition
cells to circumvent a slow, broken process. Much
of this approach is both wasteful and unsustain-
able, and it must change if DOD is to maintain its
edge as funding declines.

The current acquisitions climate poses many
challenges. Following a decade of war, the need

to repair and replace equipment worn down in
Iraq and Afghanistan must be balanced with
financing the air and naval platforms necessary to
resource a rebalancing to Asia and address emerg-
ing challenges. At the same time, investment in
re-capitalizing current systems must be balanced
against the need to develop advanced technolo-
gies that will maintain the U.S. technological edge
decades into the future. These challenges must

all be managed in a time of declining budgets. As
a report from the Defense Science Board said in
2009, “Fixing the DOD acquisitions process is a
critical national security issue.”

This section focuses on the acquisition of major
defense systems, as we addressed DOD’s acquisi-
tion of goods and services in the previous section.

Challenges

The problems with the acquisition system are well
known. From 1960 through 2009, more than 27
major studies of defense acquisition were com-
missioned by presidents, Congress, secretaries of
defense, government agencies and independent
organizations.®® The tally grows to more than 300
when nonofficial studies are included.?” But few,

if any, of the recommended reforms have been
adopted.®® Most recently, the overview of the DOD
budget for FY 2013 stated, “DOD is not receiving
expected returns on its investments in weapon sys-
tems. Programs continue to take longer, cost more
and deliver fewer quantities and capabilities than
originally planned.”® Longer timelines mean that
the current average development cycle for weapons
systems is 15 to 18 years.”® This elongated cycle
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continues at a time when the rate of technological
change is accelerating.”

Costs have also grown. By 2013, when compared
to first full estimates, the costs of DOD’s weap-
ons portfolio have increased by more than $400
billion, or about 38 percent. Timelines for deliver-
ing initial operating capability have slipped by an
average of 27 months.*” In the past 10 years, DOD
has abandoned at least $46 billion worth of weap-
ons programs that either did not work or were
overtaken by additional requirements.”” Although
building cutting-edge technologies always involves
some failures, cancellations of such magnitude are
unsustainable over the long term.

Over the past decade, DOD’s
approach to these problems
has been to throw more money
at them and create rapid-
acquisition cells to circumvent

a slow, broken process.

The most dysfunctional aspects of the acquisition
system include the following problems:

Overly burdensome regulations. In 1947, the
regulations governing new weapons systems
numbered approximately 125 pages. By 2009, the
successor regulations totaled more than 2,000
pages, creating a huge regulatory burden and add-
ing unnecessary complexity to the process.” Last
year, the Defense Business Board characterized
the current system as “too complex, too bureau-
cratic, too paper-laden, too lengthy and costly
while disconnected and uncoordinated in both

initiation and execution.”®”



Requirements focusing on desired capabilities
instead of threats. Too often, weapons systems
requirements push for maximum capabilities,
rather than identifying what is necessary to con-
front likely threats.”® That approach elevates system
performance above all other factors, including cost
- which eventually determines how many units
DOD can buy - and timeline for delivery. Delayed
timelines and skyrocketing unit costs flow directly
from the pursuit of optimal capabilities. As Norm
Augustine, former chairman and chief executive
officer of Lockheed Martin, famously wrote, “The
last 10 percent of performance generates one-third
of the cost and two-thirds of the problems.””

In addition, various stakeholders often change
requirements throughout the acquisition process,
which increases unit costs and delays delivery.
These stakeholders include not only the military
services, but also DOD civilians, the White House
and Congress.

Lack of productive cooperation between DOD
and industry. The relationship between DOD

and industry should be built on cooperation - not
recriminations. Instead, each side often sees the
other as undermining the process and having
unrealistic expectations about cost, performance
and timelines. Over the past 10 years, infusions

of money have substituted for effective dialogue
between the two sides. As Deputy Assistant
Secretary of Defense for Manufacturing and
Industrial Base Brett Lambert explained earlier

this year: “There was no need to talk to each other.
Everyone was happy. When we had a program that
was bleeding, we cauterized the wound with money,
because we had it.”*® Both sides routinely fail to
have early, productive cooperation to determine
technical feasibility for systems.”” Moreover, bidding
incentives — a result of DOD acquisition regulations
- continue to encourage industry to understate bids
up front only to increase costs later in the process.
Program managers also have perverse incentives, as
any money they do not spend gets taken away from

them. In a tight budget environment, growing ani-
mosity could make the problem worse as each side
continues to try to squeeze more from the other.

Lack of trained workforce. DOD is the gov-
ernment’s largest buying entity, so an effective
acquisitions workforce is a strategic priority.'°
Without the background needed to make informed
decisions, acquisitions officials can make costly
missteps. Often, officials lack the technical know-
how to really know what they are buying. In
addition, a shortage of trained acquisitions workers
means that some programs do not receive adequate
attention. As GAO notes, “Lack of an adequate
number of trained acquisition and contract over-
sight personnel contributed to unmet expectations
and has placed DOD, at times, at risk of potentially
paying more than necessary.”'"!

Recent efforts have begun to move in the right
direction. The 2009 Weapons Systems Acquisition
Reform Act, which passed unanimously through
both Houses of Congress, implements changes
intended to limit cost overruns, strengthen over-
sight, enhance competition and end conflicts of
interest.'”” The act created four new offices within
DOD focused on improving the acquisition pro-
cess: Systems Engineering; Developmental Test

and Evaluation; Cost Assessment and Program
Evaluation; and Performance Assessments and Root
Cause Analyses.'”” Those offices have increased
DOD’s capacity for early scrutiny of requirements,
cost and schedule estimates, testing and reliability.
GAO recently found that the legislation is helping to
reduce risk in acquisition programs, even as imple-
mentation challenges remain.'**

In addition, the administration has pushed toward
more effective processes through its “Better Buying
Power” initiatives, first introduced in September
2010, with “Better Buying Power 2.0” following
last November.'* That effort focuses on improving
the acquisition workforce, establishing realistic
requirements early in the acquisitions process

23
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and streamlining bureaucratic processes, among
other initiatives. According to GAO, the workforce
efforts, in particular, have shown some progress.'*¢

DOD’s budget guidance for FY 2013, which drew
on the defense strategic guidance released in
January 2012, outlined four principles for decid-
ing when to reduce investment in systems. It
recommended substantial reductions to programs
experiencing schedule, cost or performance issues;
programs adding to capabilities that already exist,
but at a much higher cost; programs entering ser-
vice before they are needed; and programs deemed
to exceed requirements.'”’

More recently, Vice Chairman of the Joint Chiefs
of Staff Admiral James Winnefeld, who leads the
Joint Requirements Oversight Council, signed

a memo in January calling for program manag-
ers to request “requirements relief” in order to
better balance cost, schedule and performance.
The memo states that “relief should be considered
especially appropriate in cases where significant
cost savings may be achieved with marginal
impact to operational capability (i.e., spending

15 percent of a program’s budget to get the last

3 percent of ... performance).”’*® Winnefeld has
also spearheaded efforts to reduce paperwork and

<« . »109
requ1rements creep.

These efforts are important, but insufficient to
address the difficult challenges identified above.
Deeper reform is needed to reduce waste and
improve future defense capabilities.

Savings Options
To combat the biggest problems in acquisitions,
DOD should pursue the following measures:

1. Streamline the process for generating require-
ments and make real trade-offs on systems
upfront. Both civilian and service leaders should
work hard to ensure that the “80 percent” solution
gets chosen when such a capability will suffice,
taking the advice of former Secretary Gates to

The Seven Deadly Sins of Defense Spending

avoid “exquisite” weapons systems."® DOD should
consider the capacity for a weapons system to be
delivered on time at a cost that allows for buying
sufficient numbers to be as important as perfor-
mance. Achieving those goals requires discipline
in setting requirements throughout the acquisi-
tions process. To help achieve that discipline, DOD
should freeze requirements soon after evaluating
trade-offs between cost, schedules and technical
feasibility."!

2. Continue to develop the acquisitions workforce.
Recruiting and retaining a knowledgeable and com-
petent acquisitions workforce will help to improve
outcomes and get better values for warfighters and
taxpayers alike. Service chiefs should ensure that
successful acquisitions professionals get promoted
at the same rates as their peers.!? In addition, DOD
should work with Congress to increase use of the
Defense Acquisition Workforce Development Fund
and to ensure that this use is aligned with strate-
gic workforce management goals.'”* Congress and
DOD should also make it easier for non-American
engineers to get the waivers required to work in the
defense acquisitions workforce. Such waivers are
offered when not enough Americans are available to
fill the positions.'**

3. Foster a productive two-way dialogue with
industry. In dealing with industry, profit and
effective acquisition outcomes do not have to be

at odds."> DOD officials have acknowledged the
need to rebuild the relationship through better
communication, improved DOD processes to deal
with industry and acquisitions policies that inte-
grate industry feedback earlier."'® Defense business
leaders should seize the opportunity to make a
parallel effort. DOD and industry should build

a dialogue around integrating mature technolo-
gies into the next generation of weapons systems,
starting at the requirements stage, and improving
predictive analytic techniques for weighing trade-
offs and costs for new systems. Another area where
DOD and industry can cooperate is in reducing



the regulations burden on contracting. Although
we believe that starting from scratch on the entire
system, as some have suggested,'” would be too
drastic, creating a “sunset date” on contracting
regulations could help to gradually pare back and
continually reevaluate the process.

Recruiting and retaining a
knowledgeable and competent
acquisitions workforce will help
to improve outcomes and get
better values for warfighters

and taxpayers alike.

4. Keep the rapid-acquisitions process for fast-
changing capabilities and technologies while
fixing the “normal” process. The pace of techno-
logical development continues to accelerate, even
as delays in defense acquisitions drag out delivery
timelines. DOD must retain and build on the rapid
acquisition capabilities that it employed over the
past decade of war. Rapid acquisition is particu-
larly necessary for IT systems, given fast-moving
commercial breakthroughs. It will also grow
increasingly important in other fields if acquisition
is to move to a “payloads-over-platforms” model,"®
in which basic adaptable platforms (or “trucks”)
are designed to accept ever-evolving payloads to
execute a variety of missions."” Yet although a
specialized rapid acquisition process may grow

in importance, DOD officials must not use rapid-
acquisition shortcuts to avoid making changes to
fix the “normal” process.

Finding savings in the acquisitions process is
more art than science, and those savings will be
manifested as much in better acquisition out-
comes — systems that perform better and have

cheaper unit costs and shorter delivery timelines

- as in monetary savings. “Savings” in acquisi-
tions means trading back-office costs for combat
power, but it does not come with the clear savings
figure we present in other sections. The follow-
ing is a broad estimation meant to give readers a
sense of the magnitude of increased combat power
that could come from reforming the process for
acquiring major weapons systems. According to
the Congressional Budget Office (CBO), DOD will
spend an average of $190 billion in constant FY
2012 dollars per year on acquisitions from FY 2013
to FY 2030, or roughly $1.96 trillion over the next
decade.”” Preventing just five percent of that fund-
ing from being wasted would amount to nearly
$98 billion worth of additional buying power in
DOD’s weapons portfolio over the next decade. As
mentioned above, DOD cancelled more than $46
billion in weapons systems investments over the
past decade. Avoiding a repeat of that outcome in
the coming decade would be a significant reform.

The Fourth Deadly Sin: Excess Infrastructure,
Installations and Management Costs
POTENTIAL SAVINGS: $17 BILLION OVER 10 YEARS,

WITH SIGNIFICANT ADDITIONAL SAVINGS ($10
BILLION TO $24 BILLION) OVER 20 YEARS

Overview

DOD manages a worldwide basing portfolio

that spans 50 states, seven U.S. territories and

40 foreign countries.'” That portfolio includes
550,000 buildings and structures, equaling 2.3
billion square feet, with a replacement value of
$848 billion. For FY 2014, DOD requested $11 bil-
lion for military construction and family housing
and $10.85 billion for sustainment, restoration
and modernization of that portfolio — nearly two
percent less than the FY 2013 request.'”” Finding
savings within this massive portfolio can free up
funds to focus on combat power.

During the post-Cold War drawdown, Congress
established a Base Realignment and Closure
(BRAC) process that generated bipartisan support
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for shrinking defense infrastructure. Previous
BRAC rounds in 1988, 1991, 1993, 1995 and 2005
resulted in the closure of more than 350 instal-
lations.'* Despite these successes, excess base
capacity still exists. Furthermore, existing mili-
tary end strength and force structure will decline
during the coming drawdown, so fewer installa-
tions will be needed for this smaller force. DOD
has already announced that the Army and the
Marine Corps will shrink by 80,000 and 20,000
service members, respectively, from their war-
time peaks, and end strength of all of the services
will likely shrink further as budgets continue to
decline.”* DOD’s budget guidance for FY 2013
states: “We cannot afford to sustain infrastructure
that is excess to our needs in this budget environ-
ment.”'® In addition, DOD can no longer accept
unnecessary costs in base management. Pragmatic
cost-savings measures can result in real savings
with manageable, even small, effects on base
operations.

Challenges

In 2004, DOD estimated that it had a total excess
capacity of 24 percent relative to force structure
plans developed by the Joint Staft.!*® Despite this
clear imbalance, the latest round of BRAC, in
2005, focused more on realignment than on base
closures.'” Existing capacity was only reduced by
3.4 percent, leaving more than 20 percent excess
capacity. And as force structure continues to
decrease over the next 10 years, this excess capacity
is likely to increase.'®

Both service chiefs and service secretaries have
publicly supported a new round of BRAC, as have
President Obama and Defense Secretary Hagel.'*
For example, the Air Force found in 2005 that it
had 20 percent excess infrastructure, and since
that time, its inventory has fallen by more than
500 aircraft and its number of personnel has
fallen by about 48,000 airmen.”*® As Air Force
Secretary Michael Donley wrote earlier this year,
“One area where potential savings have not been
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tully exploited is installations. We need Congress
to approve another round of base closures to
help consolidate scarce maintenance and repair
resources in a more efficient basing structure.”?!
By requiring an up-or-down vote on a proposed
set of closures, BRAC has proven to be a viable
and effective process for closing bases. This allows
DOD - working with Congress and local commu-
nities - to periodically adjust its basing structure
to reflect changes in the threat environment, force
structure, technologies, doctrine, organization,
business practices and plant inventory.'*

Critics of the process often cite up-front costs,
especially for the latest 2005 round,'** and the
exclusive focus on bases in the United States

rather than overseas.””* (Congressional approval is
required to close bases in the United States but not
to close bases overseas.) However, criticisms of the
2005 BRAC effort miss two key points. First, the
initial high costs and limited savings from the 2005
BRAC were largely unique to that effort. The 2005
round happened during a major defense build-up
and focused more on realignment than on closure.
Military construction accounted for 70 percent of
the costs from the 2005 round, compared with just
33 percent from previous rounds.”** Military instal-
lations such as Forts Benning, Bliss, Bragg, Carson,
Knox and Riley received approximately seven mil-
lion square feet of new facilities financed through
the Army’s BRAC funds.

Second, increased costs for the 2005 round were
caused primarily by that process being tied to

the larger Global Defense Posture Realignment,
which relocated forces back to the United States
from overseas bases.’** As GAO explained, the
2005 round included an unprecedented number of
“complex realignments, such as designating where
military forces returning to the United States from
overseas bases would be located; establishing joint
military medical centers; creating joint bases;

and reconfiguring the defense supply, storage and



distribution network.”*” Although the savings
from the 2005 round were overstated - GAO esti-
mates that the savings over 20 years will be about
72 percent lower than original estimates — the net
savings over 20 years will still amount to an esti-
mated $9.9 billion."** A new round of BRAC would
involve fewer up-front costs and thus could save
significantly more.

Both service chiefs and service
secretaries have publicly
supported a new round of BRAC,
as have President Obama and

Defense Secretary Hagel.

Savings Options

1. Authorize and conduct a new BRAC round. The
amount that DOD could save with a new round

of BRAC cannot be predicted accurately because
the process itself will determine the extent, loca-
tion and types of closures that best support DOD’s
missions. Yet savings from past rounds of BRAC
can provide illustrative examples and give a sense
of scale.

DOD estimates that it currently saves $12 billion per
year from all previous BRAC rounds combined. The
first four rounds - in 1988, 1991, 1993 and 1995 —
account for $8 billion of that savings, and the 2005
round accounts for $4 billion."** BRAC does require
significant up-front costs, but even with the 2005
round, DOD recoups the cost within a relatively
short time period. The earlier BRAC rounds paid
back up-front costs in fewer than 3.5 years after
completion of the process, which comes six years
after the round’s start date, while the 2005 round

will take an estimated 8.8 years.'*

In light of the current strategic and budgetary
dynamics, any subsequent round of BRAC is likely
to mirror the pre-2005 rounds — with lower up-
front costs, shorter time to recoup those expenses
and more savings generated over time. As John
Conger, Acting Deputy Under Secretary of Defense
(Installations and Environment), recently testified
to Congress, “Given the force structure reduc-
tions on the horizon and the budget constraints we
face, we have every expectation that future rounds
would have more in common with the first four
BRAC rounds than the most recent round did.”"*!
Savings over the next decade would potentially
total about $10 billion."*? If past BRAC experiences
hold, DOD could save an additional $10 billion to
$24 billion from FY 2023 to FY 2033.

2. Close DOD schools in the United States.
Although the vast majority of children of
elementary and middle school age on military
installations in the United States fall under the
authority of their local state school district, DOD
still runs approximately 58 primary and secondary
schools for 19,324 students in six states.'*> Public
school districts within the vicinity of DDESS
schools can offer the same service to children
residing on military bases. Furthermore, a grow-
ing number of service members are living off base
and sending their children to local public school
districts, decreasing the demand for DOD-run

education.'**

The 2011 Simpson-Bowles Commission found
that planned maintenance and upgrades to cur-
rent DDESS schools will cost DOD $1.2 billion
from FY 2011 to FY 2015, increasing the cost per
student from $51,000 in FY 2011 to $81,000 in FY
2015. This is far more than civilian school districts
spend per pupil, which averaged $10,694 dol-

lars nationwide in 2009.*° As a more economic
alternative, the commission recommended that
military-dependent students be integrated into the
local public school systems. DOD could offer local

school districts a $14,000 allowance per student |
27
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and would still save $1.1 billion in 2015 by cancel-
ling all DDESS building plans."*¢ This decision
will need to be made soon, however, before DOD
starts executing a costly program to upgrade these
schools.""

3. Consolidate Base and Post Exchange sys-
tems. One benefit offered to service members is
access to Base and Post Exchanges (BX and PX,
respectively), stores that offer a wide variety of
discounted goods. Currently, the BX/PX systems
operate under three separate exchange systems:
the Army/Air Force Exchange, the Marine Corps
Exchange and the Navy Exchange. Each exchange
system maintains its own distribution, IT and
human resources programs.

A combined military exchange system would con-
solidate overhead without affecting service. It also
would not affect employment rates at individual
stores — an important point, given that many BX/
PX employees are the spouses of active-duty ser-
vice members. A single entity would also be able
to leverage the advantages of strategic sourcing
(as discussed above), allowing better economies
of scale in relationships with manufacturers and
service providers."® A Unified Exchange Task
Force, convened in 2003, estimated that the sav-
ings from consolidation would amount to $245
million annually in constant FY 2012 dollars, or
$2.5 billion over the course of 10 years. Most of
the savings would come from reductions in over-
head, although strategic sourcing would also play
arole.'”

4. Reduce spending on base support and facilities
maintenance. The Simpson-Bowles Commission
found that by standardizing spending per service
member among the services around the lower
common levels, base support spending (e.g. cutting
grass) could be reduced by $2.1 billion in constant
FY 2012 dollars, or 10 percent of the estimated
2015 level. According to the commission, the
services spend different amounts per troop on base
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support, ranging from $10,800 per troop in the
Marine Corps to $15,700 per troop in the Air Force
in 2011."° Such an approach would encourage stan-
dardizing the costs of similar base services across
the branches of the military and using a civilian
organization rather than a military command to
administer support services.

The commission also suggested reducing spend-
ing on facilities maintenance by $1.5 billion, or 19
percent below the $8 billion in constant FY 2012
dollars estimated for 2015."' The services have

not reduced spending on facilities maintenance in
proportion to the decrease in square footage that
resulted from base closings over the past 10 years:
Square footage fell by 21 percent, but spending
increased by 18 percent in real (inflation-adjusted)
terms."”> An even lower level will be justified when
all of the BRAC 2005 base closures are completed.
And a further round of BRAC should bring
facilities maintenance budgets down even more.
Together, these two options could save $3.6 billion
through 2015, with increased potential for further
savings through the rest of the decade.'”

The Fifth Deadly Sin: Unaffordable Increases
in Cash Compensation

POTENTIAL SAVINGS: $25 BILLION OVER 10 YEARS
Overview

DOD spending on personnel - including pay,
benefits and retirement — threatens to consume
the entire future defense budget by 2039 if current
cost growth continues.”* In FY 2001, DOD spent
$115 billion in constant FY 2012 dollars on mili-
tary personnel.””” In FY 2012, DOD allocated $194
billion to personnel, a real increase of 69 percent
over 12 years even though the size of the force
remained relatively constant over that time."** (See
Figure 4.) DOD has already announced plans to
reduce active end strength by more than 100,000
service members."”” The Army and Marine Corps
will absorb the overwhelming majority of these
cuts, returning their end strength to roughly the
same levels as 2001."°* Despite this five percent



FIGURE 4: ACTIVE END STRENGTH AND THE INCREASE IN PERSONNEL COSTS, 2001-2013
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reduction in the force, CBO estimates that DOD
will spend roughly the same amount in con-
stant dollars on personnel costs in 2017 as it
does today."”® As retired Marine Corps Major
General Arnold Punaro has warned, DOD must
significantly reform personnel spending to avoid
becoming “a benefits company that occasionally
kills a terrorist.”'* Yet at the same time, pre-
serving the all-volunteer force and not breaking
faith with those who serve remain paramount
priorities. Any potential solution must equitably
balance all of these factors.'®!

This section addresses cash compensation; the next
two sections of the report address retirement ben-

efits and health care costs, respectively.'*?

Challenges

One of the largest contributors to the trend of
rising military personnel costs is the decade-long
growth in cash compensation. Military person-
nel cash compensation increased by 52 percent
between 2002 and 2010, adjusted for inflation.
During this same period, private sector wages
increased 24 percent.'®?

As basic pay represents the largest share of cur-
rent cash compensation, increases in annual raises
drive up personnel costs considerably. For 10 of the
11 years between FY 2000 and FY 2010, Congress
provided basic pay raises above the standard level
determined by the Employment Cost Index (ECI),
a measure of changes in the cost of labor across
U.S. industries.'** Over the past 12 years, basic pay
has increased 29 percent after inflation.'®® These
large pay increases were intended to improve
recruiting and retention during the mid-2000s,
particularly for the Army and its reserve com-
ponents, which struggled to meet recruiting and
retention targets at the height of the Iraq war.'®® As
a result of these raises, military personnel today are
commonly paid at rates comparable to, or better
than, the rates that their immediate superiors in
rank were paid in 2001.'”

In addition to basic pay, nontaxable allowances for
housing and subsistence (food) have also grown
more generous. The military subsistence allowance
rose 40 percent (in nominal dollars) between 2002
and 2010.%® In 2000, military service members
paid about 20 percent out-of-pocket toward their
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off-base housing costs, but by 2005, out-of-pocket
housing expenses for the average military family
were virtually eliminated.'® Eradicating this cost
sharing, along with changes in the civilian housing
market, resulted in an 83 percent (nominal dol-
lars) growth in the amount budgeted for housing
allowances between 2002 and 2010, as well as

the migration of many active-duty families oft-
base and into the private market."” Previous long
waiting lists for on-base housing are no longer as
prevalent, creating excess on-base housing that
DOD has filled with non-active-duty families."”

Special pay and bonuses are small compared with
other forms of current compensation, but they still
totaled $7 billion in the FY 2013 budget."”” This
amount has largely been driven by the wars over
the past 12 years, and it will likely decrease as the
rate of deployments and overall size of the force
decline. The amount of cash-in-hand has also been
boosted by tax exemptions for pay received while
serving in a combat zone.

Savings Options

1. Bring basic pay back in line with civilian pay
increases. The trajectory of basic pay increases
must be placed on a more sustainable path that will
allow the military to maintain the all-volunteer
force while compensating service members equi-
tably and competitively. Between FY 2015 and FY
2018, after the combat mission in Afghanistan has
ended, Congress should authorize basic pay raises
at a rate less than the ECI to scale back the rapid
growth in compensation over the past 12 years."”
Military compensation must be competitive with
the private sector, but this valuation varies across
the hundreds of job types that comprise mili-
tary service. If recruiting and retention rates fall
short of their goals in the future, DOD should use
targeted bonuses and special pay to address this
problem rather than increasing basic pay rates for
the entire military. Cash compensation is a highly
valued form of payment among service members,'”*
but annual across-the-board pay raises for all
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specialties do not provide the best tool for shaping
a shrinking and increasingly specialized force dur-
ing a period of constrained budgets.

Instead, Congress should authorize DOD to use a
targeted approach that would enable the services
to spend less money but still ensure that service
members with key skills are retained to fill posi-
tions of high demand. Targeted pay increases
provide an efficient and effective solution, and
they will become more important as economic
conditions improve, leading to more private-sec-
tor demand for service members with transferable
skills. Furthermore, as discussed in the next
section, providing basic pay raises below the ECI
will reduce spending on accrual payments into
the Military Retirement Fund, leading to future
savings as well. With the currently planned
personnel levels, this option would save DOD $14
billion over 10 years.'””

2. Curb recent increases in allowance pay.
Significant savings can be obtained by modestly
increasing service members’ share of off-base
housing costs. In 2000, DOD paid, on average, 80
percent of housing allowances. Re-introducing cost
sharing — with DOD paying 95 percent of housing
costs from FY 2014 to FY 2019 and then 90 per-
cent for the next four fiscal years — would save the
department approximately $11 billion over 10 years
while keeping the allowance more generous than
historical norms."”® This change would also provide
an incentive for service members and their families
to return to on-base housing, allowing DOD to
capitalize on expensive revitalization projects that
thus far have been underutilized.

The Sixth Deadly Sin: Unsustainable Growth
of Military Retirement System Costs
POTENTIAL SAVINGS: $38 BILLION OVER 10 YEARS
Overview

The military retirement system has traditionally
played a different role than that of civilian retire-
ment systems. With an “up or out” personnel



system, the armed forces operate a pyramidal
mid- and upper-rank structure that severely limits

the number of service members who are allowed

to remain for a career of 20 years or more. And in
effect, most of those military members who do stay
for a career exit the system between years 20 and
30, often at the peak of their professional compe-
tence. Yet because retirement benefits do not vest
until 20 years of service, the vast majority of those
who serve receive no retirement benefits at all.

Yet because retirement benefits
do not vest until 20 years of
service, the vast majority of

those who serve receive no

retirement benefits at all.

The current “defined-benefit” military retire-
ment system was designed 65 years ago, when
retired military personnel faced more difficulty
gaining civilian employment after service. Given
today’s longer life spans, better military health
care (including battlefield care), improvements in
military wellness and the fact that most military
retirees now go on to have a second career, this
approach may now be an artifact of an era long
gone for most military members. Yet the cur-

rent military retirement system has not caught up
with these changes, and its costs have increasingly
become unsustainable. The military retirement
system needs to be changed to make it fiscally
sustainable while still protecting benefits for those
who serve today and will serve in the future.

Challenges

DOD contributes to military retirement through
accrual payments to the Military Retirement
Fund (MRF) based on the projected cost of future

retirement payouts to current uniformed person-
nel."”” Because retirement payouts are directly tied
to basic pay levels, increases in basic pay have a
compounding effect on compensation that must be
paid for the remainder of a retiree’s lifetime. They
also thus dictate the amount of money DOD must
allocate annually to the MRF.

In a system where retirement pay is based on a
fixed percentage of final active-duty basic pay,
steady increases in basic pay above inflation in
recent years have significantly increased future
retirement costs. DOD contributed $49 billion in
FY 2012 to the military retirement fund. In FY
2021, it is expected to contribute $67.8 billion, a 38

percent increase.'”®

Over the past several years, numerous studies on
military retirement have been commissioned by
Congress, DOD and think tanks. Overwhelmingly,
these studies have found that the military retire-
ment system is overly expensive and outdated.'”
The system is costing more and more, but its
benefits target limited numbers of those who serve.
Because it only vests for the 17 percent of military
members who stay in uniform for 20 or more years,
the retirement system serves only about one out of
six individuals who join the military. This creates

a situation of concentrated generous benefits with
distributed high costs.

The only serious attempt to reform the current
retirement system was the Military Retirement
Reform Act of 1986 (REDUX), which lowered
the retirement benefits for those who joined the
military after that year."** However, this law was
essentially repealed in 1999, when service mem-
bers were given the option of choosing between
REDUX and its much more generous predeces-
sor.'”™ This change was largely a result of the service
chiefs’ vociferous claims that REDUX was harm-
ing retention. The chiefs made this claim despite
a lack of evidence to support their position. To
the contrary, analysis conducted by CBO found
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no statistical relationship between REDUX and
retention.”®> CBO also made a broader claim that
has been repeatedly confirmed: “Dollars spent on
deferred compensation, such as retirement pay,
have less impact on retention than dollars spent on
the pay and benefits that service members receive
while on active duty.”** Retention rates might
decrease if a new retirement system were installed,

but they would not decrease significantly.'**

The defined-benefit model was the nation-wide
norm when the military retirement system was
created more than 65 years ago.”®® Today, how-

ever, only 17 percent of employees in the United
States participate in defined-benefit retirement
programs.'® These programs have been almost
completely replaced with defined-contribution
models, in which an employer contributes to a
retirement account managed by the employee, such
as a 401(k)." The retirement funds for many state
and local government employees continue to follow
the defined-benefit model, but growing risks of
insolvency are quickly rendering that model unsus-
tainable.”®® Despite the changes in the private sector
and the warning signals emanating from state and
local pension funds, the military retirement system
remains largely unchanged, although the benefits it
distributes have grown immensely over time.

Assessments of the military retirement system
have long pointed to three key problems: inequity,
inflexibility and unaffordability.'*’

Inequity. As noted above, only 17 percent of those
who serve in the military receive any retirement
benefits at all. A service member retiring at year 20
immediately begins to receive 50 percent of basic
pay annually for life."® After year 20, each subse-
quent year served on active duty before retirement
adds an additional 2.5 percent of the member’s
basic pay on top of that, up to a total of 75 percent
at 30 years.””! Small numbers of senior officers and
senior enlisted personnel remaining beyond 30
years can continue to accrue additional annual
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retirement benefits, reaching 100 percent of basic
pay at 40 years and continuing to increase beyond
that. This system provides no benefits to the 83
percent of service members who do not serve
long enough to retire, many of whom are younger
troops who have fought in Iraq and Afghanistan

over the past 12 years."?

Inflexibility. The inflexibility of the 20-year retire-
ment system causes structural manpower issues
within DOD. Service members with 20 to 25 years
on the job are often just peaking professionally but
are the most difficult group to retain. According to
a recent study, “only 7% of personnel leave between
the 15th and 20th year[s] of service compared to
76% who depart between 20 and 25 years.”** This
creates a personnel structure that is bloated at the
middle levels and depleted at the senior levels.Very
few service members leave voluntarily between years
15 and 20 because they face strong incentives to wait
until they are eligible for retirement benefits. There
is also a systematic reluctance, when approaching 20
years of service, “to separate even poor performers
knowing that they will leave with nothing.”"**

The 20-year vesting requirement leads to an
artificial one-size-fits-all approach to military
personnel. The current system also does not differ-
entiate between those who have served in combat
and those who have not. Assault team members
serving with SEAL Team Six who retire with 20
years of service receive exactly the same lifetime
retirement benefits as an airman or soldier in an
administrative career field who never deployed to
a combat zone. The fundamental inequities of a
system that provides identical lifetime benefits to
both are manifestly evident. The current system
tends to provide the wrong incentives at the wrong
times, sometimes to the wrong people, and it does
so at exorbitantly high costs.

Affordability. For each dollar that DOD spends
on basic pay, it spends 33 cents on accrual pay-
ments to the Military Retirement Fund. In FY


levels.Very

2012, DOD spent $21 billion on contributions to
the MRE."® This only accounted for 28 percent of
total government spending toward military retire-
ment for the year, as the Treasury Department
spent $74.5 billion."”® Outlays from the MRF to
pay for current beneficiaries are expected to rise
from $51.7 billion in FY 2012 to $55 billion in FY
2017 and $59 billion in FY 2022."” The MRF also
faces a future liability to be paid by the Treasury
Department that is currently estimated at $1.3
trillion and expected to grow to $2.7 trillion

by FY 2034."® These costs are staggering — and
patently unsustainable.

Yet the circumstances for which the system

was originally intended have also dramatically
changed. In 1940, life expectancy for men in the
United States was 60.8 years. In 1950, it was 65.6
years. In 2008, it was 75.5 years for men and 80.5
years for women. The nature of service in uniform
has also changed, altering previous expectations
regarding both life expectancy and quality of life.
In comparison to service members 60 years ago,
today’s service members, as a whole, are far less
likely to be killed in battle or incur disabilities seri-
ous enough to prevent work in later years. The vast
majority of retirees go on to second careers after
they leave the military. These positive trends were
unforeseen at the time the retirement benefit was
created, and the retirement system has not been
updated to reflect these changes.

Increases in annual expenditures by DOD for the
MREF will slow as end strength is reduced and the
number of future beneficiaries declines. The rise
in retirement costs to DOD would also decrease if
basic pay raises were reduced, as discussed in the
previous section.

Recently, several senior leaders within DOD and in
Congress have recognized the immense liabilities
associated with military retirement costs in the face
of a shrinking budget. On April 25, 2013, General
Martin Dempsey stated that while any reforms

should grandfather those currently serving, change
is necessary to make the retirement system afford-
able. In his estimation, the retirement accrual fund
“tends to suck money off the budget every year.”*

Savings Options

The military retirement system should be revamped
to improve its equity, flexibility and affordability.
Any such reform should only affect future entrants
to the military. Current retirees and currently serv-
ing military personnel should be grandfathered into
the existing system, but they should also be able to
opt into the new system if it better fits their needs.
The short-term cost of such an option is unclear, but
over the long term, transitioning to a new system
will be more affordable and sustainable.

Shift from the current defined-benefits system
to a defined-contribution system, vesting at

four years of service.?’* DOD should contrib-

ute to individualized accounts that beneficiaries
can begin drawing from at the designated Social
Security retirement age. For illustrative purposes,
a recent study suggested that 16.5 percent of basic
pay would be a plausible amount.* A generous
civilian employer typically offers to contribute 4
percent to 8 percent of an employee’s salary to a
retirement fund in his or her name, and this is
typically done only if the employee matches the
employer contribution.?> The DOD system would
contribute significantly more (more than double
under this option) than comparable civilian retire-
ment systems and would not require matching on
behalf of the service member. Beneficiaries would
also be able to pay into their accounts and access
funds early under certain circumstances, such as
pursuing further education, purchasing a home
or opening a business. Benefits would be “por-
table,” giving service members more flexibility in
transitioning between the military and the pri-
vate sector, an opportunity not feasible under the
current 20-year vesting model.?”® The new system
would also recognize the sacrifices of those serving

in high-threat environments: DOD would double |
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its contributions for the time that individuals are
deployed to a combat zone.*** DOD could also
use increased contributions to provide financial
incentives to retain service members who are in
high-demand specialties or at particularly impor-
tant points in their careers.

Shifting to a defined-contribution system has been
recommended by numerous groups supported by
DOD and Congress, including the Defense Science
Board in 2000, the Officer Management Study
Group in 2000, the Review of Morale and Quality
of Life in 2001, the Defense Advisory Committee
on Military Compensation in 2006, the 10th
Quadrennial Review of Military Compensation in
2008 and the Defense Business Board in 2011.%%
Moving to such a system would allow DOD to
shrink spending on military retirement from 33
percent to 16.5 percent for every dollar paid on
basic pay.**® Although some analysts argue that
retirement reform would reduce recruiting and
retention rates, evidence suggests that this would
not be the case.?”” On the contrary, reform would
improve flexibility by removing the primary incen-
tive for large numbers of service members to exit
the force after 20 years of service.

The reformed system would be considerably more
attractive than the current one to a broader section
of military personnel. Whereas the current system
only benefits a small minority of those who serve
in uniform, this new system would include virtu-
ally all service members.?*® The proposed system
would not affect Department of Veteran Affairs
benefits such as disability compensation and edu-
cational benefits.

Under the most simple terms (without factoring in
added contributions for time served in a combat zone
or for other incentives), it is estimated that under

the reformed military retirement system, an enlistee
with 22 years of service would receive $548,940 in
compensation (55 percent less than under the current
system), and an officer with 24 years of service would
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Whereas the current system

only benefits a small minority
of those who serve in uniform,
this new system would include

virtually all service members.

receive $1,049,422 (60 percent less than under the cur-
rent system). In contrast, an enlistee with 10 years of
service would receive $212,593, and an officer with 10
years of service would receive $360,070. In the current
system, both of these individuals would receive $0 in

retirement benefits.?*

This option is illustrative, in that it assumes that
all currently and previously serving uniformed
personnel are grandfathered into the current
retirement system. It also does not account for

the added costs associated with compensation for
combat and other special circumstances.?'” More
models would need to be created to test these
factors. Even with some uncertainty surround-
ing near-term budget savings, it is clear that this
system would be more equitable, vesting members
earlier with transferable benefits; would widen the
pool of beneficiaries; and at the same time, would
make the system more affordable and sustainable
to the taxpayer. This system would also provide the
military services with more flexibility to shape the
force — an essential tool given the looming defense
drawdown. This reform would save approximately
$38 billion over 10 years.

The Seventh Deadly Sin: Escalating Military
Health Care Costs

POTENTIAL SAVINGS: $64 BILLION OVER 10 YEARS
Overview

DOD health care costs have grown substantially
over the past two decades. The reasons are myriad
and include: increases in general U.S. health care



The Department of Defense TRICARE Program

The DOD TRICARE program lever-
ages the services of the military
health system, as well as participat-
ing civilian health care providers,
to support 9.7 million individu-

als worldwide. TRICARE has four
main benefit plans. Three of these
plans — TRICARE Prime, Extra and
Standard - primarily serve active
service members and their depen-
dents; survivors; and retirees and
their dependents. TRICARE for Life
serves Medicare-eligible retirees
and their dependents.”"

TRICARE Prime functions similarly
to a traditional health maintenance
organization plan; care is centered
around a primary care manager
who provides referrals to specialists
when necessary. TRICARE Prime is
DOD’s largest plan in both number
of beneficiaries and cost to the
department. Beneficiaries must
enroll on an annual basis. Service

members and their families pay no
enrollment fees, whereas retirees
and their families pay enrollment
fees and copayments for services.
For FY 2012, Prime enrollment
fees cost $260 per individual and
$520 per family. In FY 2013, these
fees increased to $269 and $539,
respectively.?? In FY 2012, average
out-of-pocket costs amounted

to $96 for active-duty families

and $967 for retirees and their
families.?

TRICARE Standard and Extra allow
beneficiaries more options in
selecting providers than Prime,
but at higher rates of out-of-
pocket spending. Standard is a
fee-for-service plan authorizing
beneficiaries to go outside the
TRICARE network for care. Extra

is comparable to a preferred-
provider-network plan and allows
beneficiaries to obtain services

within the TRICARE network

at a reduced cost compared to
Standard. Beneficiaries are eligible
to use both Standard and Extra,
depending on their needs and
preferences. Beneficiaries have

no enrollment fees but pay out-
of-pocket costs in the form of
deductibles and service fees. In FY
2012, the average active-duty fam-
ily member paid $441, and retirees
and their families paid an average
of $1,036.2'

TRICARE for Life (TFL) is the health
care plan for Medicare-age retir-
ees and dependents. Established
in 2001, it serves as a second
payer to beneficiaries enrolled in
Medicare Part B, and it pays most
costs not covered by Medicare.
There is no additional enrollment
fee for TFL. The average out-of-
pocket cost for a TFL beneficiary
in FY 2012 was $2,536.2'°

spending, decisions to expand the size of the
eligible pool of DOD health beneficiaries, new
programs and an unwillingness to increase the
costs paid by beneficiaries. Many beneficiaries of
the TRICARE program — DOD’s health benefit
program for the military community - pay insur-
ance rates that have barely risen since the program
was established in 1995. These costs to TRICARE
beneficiaries are but a fraction of annual health
care costs typically incurred by American fami-
lies.*" The current trajectory of DOD health care
costs is untenable and threatens to divert an ever-
increasing share of the defense budget away from
other critical priorities. Action must be taken to
put these costs on a sustainable footing.

In FY 1990, health care made up 4.5 percent of
the DOD budget.””” In FY 2012, it amounted to
9.6 percent.”’® The two decades in between experi-
enced a series of policy, legislative and economic
changes that vaulted defense health care to be one
of the fastest growing area of defense spending.
In the past 12 years alone, costs rose from $19 bil-
lion in FY 2001 to $52.8 billion in FY 2012, a real
increase of 118 percent.”® On the basis of current
legislation, CBO estimates that DOD health care
costs will expand by 68 percent over the next 10

years.??

Challenges
Recent increases in defense health care costs have

not been driven by the effects of current conflicts
| 35
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FIGURE 5: ANNUAL OUT-OF-POCKET MEDICAL EXPENSES FOR FAMILIES,
CIVILIANS VS. MILITARY RETIREES
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® Qut of pocket expenses for military retirees/survivors and family members under age 65

® Qut of pocket expenses for civilian counterparts

Source: Data from FY 2004 - FY 2013 Office of the Assistant Secretary of Defense (Health Affairs) reports, Evaluation of the TRICARE Program: Access, Cost, and Quality.

Note: Department of Defense figures are for TRICARE Prime beneficiaries. Civlian figures represent comparable HMO-style health insurance plans.

or by the costs of treatment for injuries suffered by
service members in combat.?*! Instead, balloon-
ing costs are caused by the increase in general cost
growth within the U.S. health system and three key
internal growth factors.

Relative costs borne by TRICARE beneficiaries have
decreased. In 1995, TRICARE Prime charged enroll-
ment fees for retirees of $230 per year for individuals
and $460 for families. By way of comparison, indi-
viduals enrolled in civilian employer-sponsored plans
in 1996 paid $444 per year and families paid $1,464
per year.?”? Therefore, individual retirees paid 52

percent of what their civilian counterparts paid, and
the retiree family paid 31 percent of what its civilian
counterpart paid. (See Figure 5.)

While health insurance costs for the general
population have increased steeply since 1995,

fees for TRICARE Prime beneficiaries remained
virtually unchanged until 2012. Congress success-
fully blocked all DOD attempts to raise TRICARE
Prime fees between FY 1995 and FY 2012.%* As

a result, the disparity in out-of-pocket expenses
between a civilian employer-sponsored health care
plan and TRICARE Prime has grown dramatically



since 1995. TRICARE Prime fees simply failed to
keep pace with the national rise in health insur-
ance costs. As a result, by FY 2012, a military
retiree family paid an average of $967 in out-of-
pocket costs under TRICARE Prime, as opposed
to $6,080 paid by a civilian family using an HMO
through an employer.>** TRICARE beneficiaries
have largely been immune to rising health care
costs experienced by civilians, while the overall
price tag for the DOD health care system has risen
at rates above the national level.””

Relative cost sharing between DOD and benefi-
ciaries has also grown more unbalanced since

the creation of TRICARE. In 1996, a retiree with

a family of three paid, on average, 27 percent of
actual total health care costs. In 2012, this had
dropped to only 11 percent.*** To begin to mod-
estly offset these rising costs, Congress in FY 2012
approved increases in TRICARE Prime enrollment
fees for retirees for the first time since the pro-
gram’s inception, from $230 to $260 for individuals
and from $460 to $520 for families. These fees are
subject to annual increases based on retirement pay
cost-of-living adjustments.”

However, Congress has yet to act on the substantial
growth in costs incurred by the creation of the TFL
program. A 2007 DOD study found that from FY
2000 to FY 2005, TFL accounted for 48 percent of
DOD health care cost increases.??® In FY 2012, TFL
beneficiaries paid $2,536 in out-of-pocket costs
while their civilian counterparts paid $5,154, or
more than twice as much.?”

The number of beneficiaries eligible for - and
choosing to use - TRICARE has increased.
TRICARE programs have experienced a substan-
tial increase in the pool of eligible beneficiaries,
as well as in the number of individuals utilizing
TRICARE.*" In 2000, the group of beneficia-

ries was largely composed of active-duty service
members and their families. But today, TRICARE

extends generous benefits to almost all groups.*”!

Enrollments in TRICARE Prime, the most
generous plan, increased from 3.9 million enroll-
ees in FY 2001 to 5.45 million in FY 2012.2%
Furthermore, the creation of TFL in 2002 intro-
duced a new plan for a large group of beneficiaries
that accrues health care costs at a higher per capita

rate than other groups.**

The increased enrollment in TRICARE Prime is
mostly explained by greater enrollment among
retirees, who are choosing this generous plan
rather than paying for private insurance.”* (See
Figure 6.) A 2007 survey of retirees and their
families found that 78 percent had access to
health insurance other than TRICARE, most
commonly from an employer plan (80 percent
of the surveyed population was employed) or a
spouse’s employer plan.**® The decreasing cost
of TRICARE relative to plans offered by civilian
employers was largely responsible for the migra-
tion of retiree beneficiaries to the TRICARE
system. This migration of beneficiaries to DOD-
sponsored health insurance plans is expected to
continue. DOD “estimates that care provided to
retirees and their dependents will make up over
65 percent of DOD health care costs by 2015, up
from 43 percent in 1999.”%%

Rising DOD health care costs are further com-
pounded by the cost growth of civilian health
care.””” The millions of new TRICARE beneficia-
ries over the past decade have exacerbated these
costs because these beneficiaries often rely on
TRICARE-covered private-sector care and pur-
chase pharmaceuticals at retail pharmacies.

Use of services per beneficiary has increased.
Active-duty families enrolled in TRICARE Prime
use medical services at a rate that is 82 percent
greater than that of their civilian counterparts.
Retiree families enrolled in Prime use services at

a rate 60 percent greater than that of their civilian
peers.”® This difference is largely because DOD
beneficiaries pay very low levels of fees, particularly
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FIGURE 6: HEALTH INSURANCE MIGRATION AMONG MILITARY RETIREES UNDER AGE 65
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in co-payments for services.* Health economics
research shows that the decision to seek care and
how often one seeks care depend largely on the
amount of money that comes out of the patient’s
pocket through co-payments or prescription fees.
Because co-payments for TRICARE Prime have
largely been kept artificially low — or nonexistent,
in the case of TFL - essentially no constraints are
placed on using these health care services.

240

Savings Options

1. Adjust TRICARE fees to reflect growth in
health care costs. DOD and Congress should
implement annual cost adjustments for enrollment
and co-payment fees to help offset the nation-wide
rise in health care costs. FY 2012 was the first year
that TRICARE Prime enrollment fees were raised
in 15 years, despite six years of DOD attempting to
implement such changes.?*' The fact that Congress
has repeatedly refused to consider increases

in enrollment fees until last year reflects the
political difficulty associated with such changes.
Nevertheless, gradually increasing fees is a vital
step to gaining control of runaway health care

costs that are consuming an increasing portion of
defense spending.

A 2011 CBO study estimated the cost of an
option to reintroduce cost sharing that resembled
requests in past president’s budgets and the find-
ings of the 2007 Commission on the Military
Health System.*** This option would raise enroll-
ment fees, co-payments and deductibles for
retirees under age 65 for the various TRICARE
plans.?*® A retiree family would pay $1,100 per
year to enroll in TRICARE Prime.*** Other major
changes include introducing annual deductibles
for TRICARE Standard and Extra of $350 for
individuals and $700 for families.*** Such deduct-
ibles have never been a feature of these programs.
Most important, this option indexes beneficiary
payments to reflect changes in nationwide health
care spending per capita.**® Such changes would
stop the migration of retiree beneficiaries from
employer-sponsored health insurance plans to
Prime that has been experienced over the past 12
years, free up health care services for the families
of those who are currently serving and contribute



to putting DOD health care on a more sustainable
path. This option would save DOD about $30 bil-
lion over 10 years.**’

2. Introduce cost sharing for TRICARE for Life.
TFL beneficiaries essentially pay no out-of-pocket
expenses beyond the amount already required

for Medicare. In the general health care market,
programs that provide additional insurance to
supplement Medicare for individuals over the age
of 65 cost an average of $2,100 in 2009.>*® This
option would introduce a small annual enrollment
fee of $200 that would be indexed to reflect changes
in nationwide health care spending per capita.
Eligible beneficiaries needing health coverage
beyond what Medicare provides will likely choose
to pay the enrollment fee to participate in TFL
because of its relatively low cost compared with
civilian equivalents. This option would save DOD
$6.7 billion over 10 years.**

3. Increase pharmaceutical cost sharing. Total
and per capita pharmacy usage has increased
among TRICARE beneficiaries.** The increased
costs to TRICARE are largely a result of benefi-
ciaries using retail pharmacies, which tend to be
more convenient for those not living on or near
military installations.”' Retail pharmacies are
much more expensive than other options.*** The
FY 2013 National Defense Authorization Act
(NDAA) authorized TRICARE to adjust pharmacy
co-payment fees for retail and mail-order drugs
in order to provides incentives for beneficiaries to
use generics, but these changes “are not enough
to sustain the benefit in the long term” and do not

contribute a great deal to DOD savings.***

Congress should raise pharmacy co-payments paid
by all TRICARE beneficiaries except active-duty
service members. When obtaining pharmaceu-
ticals at DOD facilities, beneficiaries would be
charged $3 for generics and $9 for brand-name
products.”* Charges at retail pharmacies for
30-day supplies would be $15 for generics, $25 for

formulary pharmaceuticals and $45 for nonfor-
mulary pharmaceuticals.”* Beneficiaries would
pay less for pharmaceuticals ordered through the
mail rather than through retail or military phar-
macies. Ordering pharmaceuticals by mail would
cost beneficiaries $9, $27 or $45 for 90-day generic,
formulary and nonformulary supplies, respec-
tively.>*® Higher co-payments would likely reduce
use of the TRICARE pharmacy system, as well as
shift some beneficiaries toward other government
or civilian pharmacy benefit systems.>” These
changes would further encourage beneficiaries to
purchase generics and use the mail-order system
to obtain pharmaceuticals at substantial savings to
DOD. This option would save DOD approximately

258

$27 billion over 10 years.

39



JUNE

40 |

2013

V. IMPLEMENTING CHANGE
AND THE WAY FORWARD

Addressing the Seven Deadly Sins of defense
spending will require a strong consensus for
change, accountability for results, realignment of
authorities, unified White House and Pentagon
leadership and - most important — support from
Congress. If these conditions are not met, DOD
will have no choice but to find savings through
deep cuts to force structure, modernization and
readiness — the very core capabilities required for
the U.S. military to maintain global pre-eminence.

The reforms outlined in this report fall into two
broad categories: those that require Congressional
authorization and those that the White House
and DOD can implement using existing execu-
tive authorities. Reforming defense health care;
adjusting military pay, benefits and retirement;
and divesting excess infrastructure ultimately will
require legislation to change current statutes or
enact new ones. By contrast, DOD already has the
authority to reduce acquisition costs, trim excess

overhead and reshape ineflicient business practices.

Yet indisputably, virtually all of these reforms

will require a partnership between the White
House, DOD and Congress. The Appendix to this
report summarizes our recommendations from
the preceding sections and identifies principal
responsibilities for reform between the branches of
government.

As commander-in-chief, President Barack Obama
holds the ultimate responsibility of balancing the
ends, ways and means of U.S. power in a danger-
ous world. He also juggles domestic and foreign
policy concerns; shapes U.S. economic policies

at home and abroad; and directs the use of U.S.
military power. As federal budgets go down and
defense spending shrinks, President Obama needs
to continue to refine the strategic priorities in his
January 2012 strategic guidance and reaffirm their
importance. Most important, he needs to insist that

The Seven Deadly Sins of Defense Spending

DOD carefully steward every dollar and deliver
robust military capability for the lowest possible
costs. Tackling the seven sins will be impossible
without his strong support and leadership — within
the Pentagon, on Capitol Hill and directly to the
U.S. military and the American people.

Addressing the Seven Deadly
Sins of defense spending will
require a strong consensus

for change, accountability

for results, realignment of
authorities, unified White
House and Pentagon leadership
and - most important —

support from Congress.

Secretary of Defense Chuck Hagel has the unenvi-
able job of implementing and expanding upon a
series of defense cuts that were initiated well before
he took office. He will have to invest considerable
time being an active, visible agent of change not
only within his own often-recalcitrant depart-
ment but also on Capitol Hill. Many of the reforms
suggested by this report will trigger sharp and
sustained opposition from lawmakers in Congress.
Members will be anxious to protect bases, preserve
jobs and - rightfully - maintain full oversight of
DOD and its decisionmaking processes on every-
thing from weaponry to personnel. Members of
Congress will be particularly wary of reducing pay
and benefits for military members, who have borne
the brunt of two bloody wars over the past decade
while most other Americans have made few, if any,



sacrifices. But a defense secretary who has person-
ally served in combat as a junior enlisted soldier
also brings unique credibility to this debate. While
recognizing the interests of those serving, Hagel
must work closely with the service chiefs to educate
members of Congress about the potentially dev-
astating consequences of saving money by cutting
military capabilities while failing to control inter-
nal cost growth identified in this report. He needs
to marshal support for these unpopular efforts,
building confidence that these reforms will be done
fairly and even-handedly even as they have impacts
across the nation.

These changes will also require public, unified sup-
port from the Joint Chiefs of Staff — the chairman
and vice chairman of the Joint Chiefs, the four
service chiefs and the chief of the National Guard
Bureau. Their strong public leadership and aggres-
sive support for these measures as a single body will
carry immeasurable influence over the inevitable
strong opposition that many of these measures will
find in Congress, in the retired military popula-
tion, among advocacy groups and even within the
ranks of the military itself. The chiefs must help
lead the way in educating Congress — and through
them, the American public - on the absolute
necessity of fundamental structural reforms to

the Defense Department and the very real risks to
military capabilities if changes are stymied. The
Joint Chiefs should also spearhead efforts to reform
military cash compensation, retirement and health
care. They can help to ensure that efforts to put
these programs on a sustainable fiscal path also
keep faith with future service members.

The Congress of the United States will play

a critical role in any efforts to reform DOD.
Given its constitutional oversight and budget-
ary responsibilities, Congress must support even
those reforms that do not require changes in
legislation. Reducing civilian billets; consolidat-
ing or closing headquarters or functions; and
streamlining requirements processes all touch on

key Congressional interests. Such efforts require
transparency, consensus-building and, ultimately,
at least tacit support from lawmakers. Reforms
such as raising TRICARE fees, limiting military
pay raises and changing the military retire-

ment system will require explicit Congressional
authorization. As noted above, DOD’s civilian
and military leadership must help members of
Congress make this case to the American people
- including active and reserve service members,
military retirees and their families. This will
require a nearly unprecedented level of partner-
ship and trust between the White House, Congress
and DOD’s civilian and military leadership.
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VI. CONCLUSION

The Department of Defense faces a stark choice.
Decisions taken in the next 12 months will chart
one of two paths: one that continues to oper-

ate DOD in fundamentally unchanged ways and
avoids tough choices about cutting excess and
inefficiencies, or one that embraces painful but
necessary reforms to the structural underpinnings
of the Department. The first path will inevitably
lead to deep cuts in force structure, readiness and
modernization. It will produce a much-diminished
U.S. military, giving up “tooth” to preserve “tail.”
The other, more difficult, path preserves these
capabilities by fundamentally reforming the under-
lying causes of DOD cost growth.

DOD and Congress must seize the opportunity
presented by sustained deep budget cuts to drive
these reforms forward. They must work together
to reform DOD business practices and to con-
tain internal cost growth in order to provide the
substantial military capabilities required to sustain
the U.S. global engagement strategy. That strategy
— the hallmark of U.S. foreign policy since the late
1940s - requires military forces that can span the
globe, react to crises, deter adversaries and rapidly
defeat a wide range of potential adversaries. In an
era of increasing fiscal austerity, DOD will be less
and less able to provide those forces if increasingly
inefficient and wasteful business processes and
spiraling personnel costs continue unabated — and
that is a price that the United States simply cannot
afford to pay.
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SAVINGS OPTION

SIN 1: REDUNDANT OVERHEAD,
LAYERING AND WORKFORCE

Reduce all overhead spending by five
percent

Reduce all overhead spending by 10 percent
Reduce the DOD civilian workforce by 75,000
people

Reduce the civilian DOD workforce by
150,000 people

Roll back contractor spending to 2001 levels

Fold AFRICOM back into EUCOM

Merge NORTHCOM and SOUTHCOM

Consolidate the military service medical
commands

Reduce duplication and overall funding for
counter-IED initiatives

Reduce redundancy in military service
intelligence organizations

ESTIMATED
SAVINGS

$100-200
billion over
10 years

$100 billion
over 10 years

$200 billion
over 10 years

$37.4 billion
over 10 years

$74.3 billion
over 10 years

unknown

$1.4 billion

over 10 years

unknown

$292-478

million per
year

$1.2 billion
over 10 years

unknown

ACTION
FOR
CONGRESS

The Seven Deadly Sins of Defense Spending

SUMMARY OF REPORT RECOMMENDATIONS AND COST SAVINGS

ACTION
FOR
SEC. OF
DEFENSE

Appendix identifies principal responsibilities for reform between the branches of government.

ACTION
FOR JOINT
CHIEFS
OF STAFF




SAVINGS OPTION

SIN 2: INEFFICIENT BUSINESS PRACTICES

Pursue strategic sourcing options

ACTION
ACTION
ESTIMATED FOR

FOR
SAVINGS CONGRESS SEC. OF
DEFENSE

$46 billion
over 10 years

$20 billion

ACTION
FOR JOINT
CHIEFS
OF STAFF

X
over 10 years
Use reverse auctioning for contracts $26 billion X
over 10 years
Reduce redundancy of IT management unknown X
systems
Improve business alignment and auditability unknown X
50-100
SIN 3: EXCESSIVE ACQUISITION COSTS $, R
billion over
AND OVERRUNS
10 years
Prevent five percent of waste in acquisitions $98 billion X X
funding over 10 years over 10 years
Avoid repeating weapons systems failures of $46 billion X
the past decade over 10 years
Streamline the process for generating unknown
requirements and make real trade-offs on X X
systems up-front
Continue to develop the acquisitions workforce unknown X
Foster a productive two-way dialogue with unknown X
industry
Keep the rapid acquisitions process for unknown
fast-changing capabilities while fixing the X

III

“normal” process
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ACTION ACTION

ACTION
ESTIMATED FOR FOR JOINT
SAVINGS OPTION FOR
SAVINGS SEC. OF CHIEFS
CONGRESS
DEFENSE OF STAFF
SIN 4: EXCESS INFRASTRUCTURE, zz:’;'(')w:ars_
INSTALLATIONS AND MANAGEMENT moreingo !
COSTS
years
Authorize and conduct a new BRAC round $10 billion over
10 years; signif- X
icant savings
over 20 years
Close DOD schools in the United States $1.1 billion
in 2015 X
Consolidate the base and post exchange $2.5 billion
systems over the X
course of
10 years
Reduce spending on base support $3.6 billion
and facilities maintenance through
FY 2015, with
increased
. X
potential for
further savings
through
FY 2020
SIN 5: UNAFFORDABLE INCREASES :‘2,::""”"
IN CASH COMPENSATION
10 years
Bring basic pay back in line with civilian pay $14 billion over
increases 10 years X
Curb recent increases in allowance pay $11 billion over

10 years X X X



ACTION ACTION
ACTION
ESTIMATED FOR FOR JOINT
SAVINGS OPTION FOR
SAVINGS SEC. OF CHIEFS
CONGRESS
DEFENSE OF STAFF

SIN 6: UNSUSTAINABLE GROWTH OF zz:rb'"m"
MILITARY RETIREMENT SYSTEM COSTS

10 years
Shift to a defined contribution system for all $38 billion X X X
new recruits over 10 years
SIN 7: ESCALATING MILITARY HEALTH ig:rb'"w"
CARE COSTS

10 years
Adjust TRICARE fees to reflect growth $30 billion X
in health care costs over 10 years
Introduce cost sharing for TRICARE for Life $6.7 billion X

over 10 years
Increase pharmaceutical cost sharing $27 billion X

over 10 years

TOTAL POSSIBLE SAVINGS

$340-490
billion over
10 years

57












About the Center for a
New American Security

The mission of the Center for a New American
Security (CNAS) is to develop strong, pragmatic
and principled national security and defense
policies. Building on the expertise and
experience of its staff and advisors, CNAS
engages policymakers, experts and the public
with innovative, fact-based research, ideas

and analysis to shape and elevate the national
security debate. A key part of our mission is to
inform and prepare the national security leaders
of today and tomorrow.

CNAS is located in Washington, and was
established in February 2007 by co-founders
Kurt M. Campbell and Michéle A. Flournoy.
CNAS is a 501(c)3 tax-exempt nonprofit
organization. lts research is independent and
non-partisan. CNAS does not take institutional
positions on policy issues. Accordingly, all views,
positions, and conclusions expressed in this
publication should be understood to be solely
those of the authors.

© 2013 Center for a New American Security.
All rights reserved.

Center for a New American Security
1301 Pennsylvania Avenue, NW

Suite 403

Washington, DC 20004

TEL 202.457.9400
FAX 202.457.9401
EMAIL info@cnas.org
WWW.Chas.org

Production Notes

Paper recycling is reprocessing waste paper fibers back into
a usable paper product.

Soy ink is a helpful component in paper recycling. It helps in this
process because the soy ink can be removed more easily than
regular ink and can be taken out of paper during the de-inking
process of recycling. This allows the recycled paper to have less
damage to its paper fibers and have a brighter appearance.

The waste that is left from the soy ink during the de-inking
process is not hazardous and it can be treated easily through

the development of modern processes.

[ o)

)

PRINTED WITH

SOY INK|_

3




Center fora STRONG, PRAGMATIC AND PRINCIPLED

New American
Security NATIONAL SECURITY AND DEFENSE POLICIES

1301 Pennsylvania Avenue, NW TEL  202.457.9400 WWW.chas.org

Suite 403 FAX 202.457.9401
Washington, DC 20004 EMAIL info@cnas.org
ISBN 978-193508773-1
‘H m ‘H Ml
“ o) PRINTED WITH
9 77819357087731 & [SZISOYINK|, printed on Post-Consumer Recycled paper with Soy Inks



