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DEFENSE AGENCI ES: PUBLI C PROVI SI ONS OF COWMVERCI AL
GOODS AND SERVI CES
| NTRODUCTI ON
|’ mvery pleased to be able to address this particul ar subject, not

only for the reasons Dave MNi col outlined, which derive from having

been a critic.

Now I’ m an owner of defense agencies. O course, | believe all of
ours in P&R are well run and brilliantly nmanaged and shoul d be held

up as an exanple to the rest of youl

| see many representatives here from defense agencies this norning.
As many of you know, the term defense agency has al nost becone an
epithet within the Departnent of Defense. It is the source of the
general i zed suggestion, whenever budget reductions or budget offsets
need to be di scussed, that somehow there is a | arge pot of
efficiencies available in the defense agency world. That if we were
only alittle bit nore clever or perhaps a little bit nore ruthless,
we'd be able to secure resources in order to finance higher

priorities.

Therefore, | want to congratulate Dr. MNi col for having arranged to
have this 17'" conference on Valentine’s Day. Because | think it's
the only tinme that defense agencies can hope to receive sonething

ot her than brickbats fromtheir colleagues in the departnent!

VWHY ARE DEFENSE AGENCI ES | MPORTANT?
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| think it’s useful to start with the question of why it’s inportant
to tal k about the defense agencies. Dave McN col has outlined one
reason, the need for the departnent to be nore attentive to the

busi ness functions for which it is responsible. But | think that
there is a quite elenentary second reason we need to be interested.
As all of you know, the defense agencies as a collectivity now
account for about one-quarter of the defense budget. As a
collection, they are in bureaucratic size and budgetary scope equal
to one of the mlitary departnents. And so they can no | onger be
seen as a mnor appendage of the Department of Defense, a small part
of the portfolio. They are now a significant part of what the

Def ense Departnent undertakes. O nore accurately, they, as an
organi zation or several organizations, represent a significant part
of the business of defense.

The third reason | think they' re inportant is if you | ook at the
responsibilities that they have, they are the designated producers of
a nunber of the key products of our cabinet departnent. Those range,
as you know well, all the way fromthe straight-forward, such as the
provi sion of comm ssary services to our troops, through the provision
of health care as Dave McN col has noted, to such functions as the
provision of intelligence, not only to the Departnent of Defense, but
to all agencies, U S. government, and the President of the United

St at es.

|1’d like to come back to that thought as | outline how | think we
m ght approach the substance that you' re going to debate in this
conf erence.
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VHAT IS A COMVERCI AL SERVI CE?

First, however, |1'd |like to beg your indul gence and digress briefly
to talk about the material after the colon in the title or thene of
this conference. And that material, of course, is provision of
comercial services. And | think I would like to challenge all of us
to consider what indeed is a commercial service? And how does the
governnent across the board — not just the Departnent of Defense —

intertwine with the provision of these services in our econony at

| ar ge?
Because, of course, as we can all immediately concl ude, sone of the
| argest comercial or conmercial -like services in the portfolio of

the United States governnent are provided outside the Departnent of
Def ense. Perhaps the best single exanple of that is the post office.
| ndeed, the post office, |I think, illustrates one of the difficulties
in deciding what a conmercial service is in the first place. |If you
| ook back 100 years or so, there’s no doubt that postal services were
consi dered a governnental function (although the pony express is a
bit of an early counter exanple to that generalization; indeed, the
tel egraph as a substitute product is another early alternative to the
services for which the United States governnent had made itself

responsi bl e).

As we cone down to the present day and you | ook at the inportant role
that entities like United Parcel Service and FedEx play, to say
not hing of the inroads that e-mail is making on what would normally

be viewed as a governnent service, the delivery of nmail, you can see,
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| think, how our definition of what is a comrercial service has

evol ved over tine. There are voices, as many of you know, in the
debate over what to do with the postal system raising the question
of whether we ought to privatize this nore significantly than we have

al ready done.

Wthin the Departnent of Defense, one of the interesting historical
devel opnents you can ook at in this regard is the evolution of the
arsenal system Perhaps back in the 18" century it was appropriate
for the United States government to be the producer of cannons as we
did and still do at Watervliet Arsenal in upstate New York. And in
fact, over the decades, the United States governnent built a nunber
of facilities, including inportantly naval shipyards, as the places
wher e weapon systens were produced because there wasn’'t a conmmerci al
market for these itens. That situation changed significantly during
t he Second World War when, as we all know, conmercial manufacturers
were invited to produce mlitary articles, if only because of the
necessity of turning out a volume that was far |arger than any
governnent plant could sustain. And the country never went back
after the Second Wrld War. Still, it has taken the better part of
50 years to close the last of the government nmanufacturing plants.
And we do still have Watervliet Arsenal as a portion of our
portfolio! You can read with great amusenent the argunents of its
supporters as to why that continues to be sonething the United States
governnent shoul d undert ake.

More inportant, of course, in the current debate is whether we should

continue to maintain our own repair facilities. This is the whole
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i ssue of what the depots should be or whether we shoul d have

governnment depots at all, that is, governnment |ogistics agencies.

|"d also |ike to enphasize that sone of the services produced by the
def ense agencies are, at least for the nonment, still viewed as non-
comercial in character. An exanple of that, of course, is the
intelligence product. Even there, | think if we | ook across the
Atlantic to the activities of Her Majesty’s governnment, as Ellen Pint
has done, we could start asking sone questions about whether sone of
t hose services could be or should be considered conmercial or

eligible for conmercialization

As sonme of you here are aware, Her Mjesty’s governnent took a very
different approach to the renovation of its headquarters than we took
in the Pentagon renovation. Witehall was sold to a private

devel oper on a | ease back basis with the idea obviously of largely
evadi ng the capital constraints, but also with the hope of producing

a sonmewhat better product than m ght otherw se be the case.

Her Maj esty’s governnent is exploring questions of whether tanking
services — that’s air refueling services — could be supplied by a
private producer. The Parlianent has given the governnment authority
to confer on the personnel involved in producing that service sone
kind of mlitary status in tine of war, to deal with the questions of
control, and status as a conbatant. Using these powers, the British
M ni ster of Defense has al ready undertaken sone conmercialization of

mlitary services in nore nmundane fields such as trucking.
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HOW DI D WVE GET TO WHERE WE ARE TODAY?

To return to our main subject, as we think about the substance of
this conference, | believe it’s useful to ask oursel ves how we got
the set of defense agencies and defense-agency-1i ke enterprises that
we have today. Many here are nuch nore conpetent in that history
than I am But | amstruck by the degree to which it is not solely
a function of the McNamara revolution in the departnment, which was ny
original assunption. |In fact, if you |look at the history of
departnent agencies, | believe you can go back to the Ei senhower

Admi ni stration and a concern by the then president and his

I i eut enants about duplication of services, particularly in the
comuni cations area, |leading to a desire to put several things

together in one place.

| think that is a consistent thenme over the decades regarding the
creation of defense agencies. Certainly that theme was present in the
first Bush adm ni stration; Don Shykoff here was a | eadi ng exponent of
t hat perspective, that we could gain sone efficiencies and elimnate
duplication by consolidating activities in a single place. That's
certainly a worthwhil e objective. The departnent is always
interested in ways to save noney. The budget constraint is always

t here however | arge the budget m ght be.

But | do think it’s useful to ask if there’'s anything wong with this
picture. In thinking about these agencies, should we enphasize as
much as we have historically the inportance of efficiency as a

gui depost? | would argue, and that’s ny main contention here this
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norning, that it would be at |east equally useful, indeed perhaps
nore useful, to take a leaf fromthe Governnment Performance and
Results Act, and enphasize that our ultimate interest here is in the
out cones we produce, the results that these organi zati ons achi eve,
not the inputs that they consune. | don’'t want in any way to
mnimze the i nportance of being efficient, but | do think that a
focus on outputs as opposed to input, and a focus on benefits, not
just on costs, would be a very constructive way to think about these
organi zations going forward. |[|’Il conme back to that point in just a

monent .

OUR ASSUMVPTI ONS ABOQUT COSTS

| would like to digress a second tine, if | may very briefly, on the
cost issue. The classic concern wth these enterprises as to whether
they're efficient or not remain the concern of nmany in the
departnment, and the source of the brickbats that are hurled in their
direction. In ny judgnent, there are a series of inplicit
assunptions that we nmake about the cost of these enterprises that, at
| east as we apply our organi zational tenplates, we ought to keep in

m nd and test whether or not these assunptions truly are applicable.

First, and often the factor driving those who would like to elimnate
duplication in the departnent, or in any activity of the federal
governnent, is the assunption that econom es of scale are avail abl e.
If | put things together, | can have back-office savings. It will be
possi ble to run the bigger organization for far fewer resources than

the sum of smaller organi zations.
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That may often be true.

O course, the economsts will remnd us that there can just as
easily be diseconomes of scale. And indeed, if you |look at the
l[iterature on where new i deas conme from the standard view is they
don’t cone fromlarge centralized organi zati ons, but that they cone
fromthe classic entrepreneur in his or her garage. They conme from
smal | organi zations. Smaller organi zations are ninbler, nore agile,

are nore easily able to respond to the changes of the tine.

For the Departnment of Defense, given its large size and given its
scale of its operations, one of the interesting questions is whether
consolidating things doesn't bring a very serious price in terns of
how qui ckly we can respond. That certainly is one of the concerns of
the present Secretary of Defense. H s constant |lanent is the
departnent is too ponderous. It takes us too long to decide to come
to grips with an issue, to act in a way that is effective in the

mlitary sphere.

A second assunption worth revi ewi ng when one deals with the cost or

i nput side of the defense agency or public agency equation is the
belief that sone kind of price can be put on the various resources
consuned that is indicative of their scarcity, their value. In
particular, there is the further corollary assunption that that price
is in some way closely related to actual market values and therefore

serves as a good gui depost to our deci sions.
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A wonderful test, a nice case study of whether we can do this,
resides right there on Waikiki with the lovely resort facility that
the Arny maintains for the unifornmed and civil personnel of the
mlitary. Wat’'s the value of the I and underneath that facility?
Well, if it’s truly a market in land and | could sell that piece of
property, probably a billion dollars. Wuld that be the best use of
the departnent’s resources if | in fact could cash it in for a
billion dollars? Perhaps even the operators of the facility would
acknow edge that naybe you ought to sell it. Wether you use it to
buy a Crusader or not is another issue, but the Arnmy m ght well be

tenpted to cash the property in if that were indeed feasible.

However, is it possible to sell it and retain the noney so gai ned for
the Departnent of Defense? 1In fact, as many people know in this
conference, the city of Honolulu has |ong nade clear that should the
Depart ment of Defense ever, ever think about closing the facility,
Fort DeRussy woul d becone one of the nost inportant park devel opnent
opportunities in the state of Hawaii. And that it will nove

aggressively to realize sane.

That’ s an easy exanple. But there are other exanples where it’s not
al ways clear what the right price is to mark the resources that we're
going to put into our cost efficiency calculations. |I’mremnded in
that regard of what Richard Ruggles liked to do in teaching his basic

nati onal inconme accounts cl ass.

Ruggl es, as many of you know, was the grand old man of nationa
i ncome accounts design, post World War Il. He liked to get up in
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front of the class at the start of the senester and rattle a bottle
of aspirin. He d say, “OCkay, what’'s the price of the aspirin in
this bottle? If | buy it at Safeway, | can get 100 aspirin for a
dollar. If | put Bayer on the front, recommended by 9 out of 10
doctors, it costs ne three bucks. Ladies and gentlenen, what’s the
price of these aspirin?” That problem affects nore of our

cal cul ations here in defense than we would like to adnm t.

The third assunption that bears sone debate each tine we try to | ook
at cost or efficiency issues, whether in the defense agency context
or other business activities of the Departnent of Defense, is that
our organi zational arrangenents, particularly the pricing structures
that we adopt will be neutral in their incentive effects. |I|ndeed,
the proponents of any particular nove typically nmake the even
stronger assunption that the incentive effects associated with the
prices we select will be positive, helpful relative to the goal s that

we have in mnd for that particul ar agency.

The core assunption is that we understand in advance what the
incentive effects of our pricing decisions will be. [I'Il tell a
little story on nyself that illustrates the actual incentive effects

may turn out to be sonmewhat different fromthose that you

cont enpl ate, however well i ntentioned and however shrewd--if not
brilliant!--you think your decision is.
In the early 1980s, as sone of you recall, we had a constant problem

each year with what was then the Defense Mappi ng Agency, now part of

NIMA. It would cone in every programreview period and | anment the
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many new requirenents that had been placed on it by the other

el enents of the departnent, for mapping services, with the result
that, of course, it could not live within the fiscal guidance. These
were always conpel ling requirenents. You wouldn’t want the B-2 to be
Wi thout its necessary nmaps, et cetera. So we’'d always weep a little
bit, but ultimately we'd dig into our pocket and find some way to

finance the mappi ng.

One of M. Major’s staff cane up with the idea that maybe we shoul d
say, as a regulatory matter, progranms should pay for their maps. It
was seen as a little too dramatic just to say they had to pay. So it
was decided they had to pay if they were presenting a “unique”
mappi ng requirenent to DVA. We were pl eased the next couple of

cycles: DVA didn’'t cone in asking for a |lot of extra noney.

| finally did ask soneone, “what is actually happening?” out there.

| had this vision everyone was convergi ng on a single set of
standards. They were using the sanme map. No. W had a Noah's ark
result: There were a | ot of two-user map sol utions, because then you
were no longer “unique”! This little story illustrates that it is
critical to think carefully about the | anguage that’s used in witing

regul ati ons.

A nore recent exanple of that problemoccurred as M. Shykoff tried
to bring the departnent to a strategy in which people paid for their
maj or repair parts. The price of these repair parts, of course, is a
critical part of that strategy. As people here know well, while

there were sone inportant savings achieved by that decision, one of
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t he uni nt ended consequences has been that various entities in the

departnent have started their own parts repair services.

This is not surprising, of course, because the pricing decisions
about what you get when you turn in a part, or what you pay when you
buy a new one, are not always carefully tuned to the actual behaviors
that are incentivized by the pricing structure adopted. So while at
a global I|evel we have nade sone progress with this notion, at the
local level it’s not at all clear that we’ve got quite the result

that we would |i ke to have.

| ndeed, the difficulties created by incentives go beyond the obvious
Sovi et central planning exanples that these stories illustrate. You
know that exanple: If you enphasize the weight of nails as the output
of the nail factory, you'll get a lot of |large heavy nails. |If you
enphasi ze t he nunmber of nails produced, you get a |arger nunber of
tacks. The problemis the person trying to buy a nail in the

mar ket pl ace doesn’t get what he or she would really like to have.

The further problemthat arises is the opportunity for m suse. Mich
as | believed at the tinme that the notion of working capital funds
was a perfect idea, one of the unfortunate things that occurred over
the years is their msuse to solve other financial problens. So

ot her ki nds of expenditures the departnent could not get funded, or
t he proponent could not get financed in the normal way, were |oaded

into the prices that were charged in the working capital fund.
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So, for exanple, in the ‘90s, because of the departnent’s
unwi | i ngness to fight with the Congress over financing for U S.
activities in the Bal kans, costs associated with the Bal kans were

| oaded into the working capital funds, yielding an incentive to evade

usi ng the usual Departnent of Defense supplier.

WE NEED A RESULTS- ORI ENTED APPROACH

That all said, what m ght be the inplications of taking the
alternative focus that | would recommend? That alternative focus, as
| suggested earlier, is that our primary interest ought to be on the
results, on the outcones, that we produce with these organizati ons,
or the products they produce, not sinply on whether we think it is
going to be slightly nore efficient to do it through these

or gani zati ons.

| f one takes that perspective, | think it’s useful to rem nd
oursel ves that many of the “commercial products”, whatever that term
may be defined to include, are actually produced not by the defense

agency group, but by the mlitary departnents.

I ndeed, | think that’s an interesting question of semantics in and of
itself. The phrase “defense agency” is uttered with pejorative
quality in the Departnent of Defense, whereas the term“mlitary

departnent” is seen as a subject worthy of praise.

Wiy is that? They're both agencies. They're both organi zations. Wy

do we have this difference? They both produce vari ous goods and
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services. One set’s much older than the other. But it’s not clear
to me that there ought to be this pejorative distinction between the

t wo.

| ndeed, sonme of the nost inportant comrercial -like services in the
Depart ment of Defense are produced by the mlitary departnments. The
exanple that | would offer is the training or educational

establ i shnent that we run

Dr. McNi col mentioned the Departnent of Defense Educational Activity.
It’s actually the small est educational activity in the Departnment of
Def ense, conpared to the entry and advanced training establishnents
that the mlitary services run. Her Majesty’ s governnment is already
privatizing the war coll ege effectively. How nuch of this service
really ought to be produced inside the governnent, and how nuch m ght

usefully be produced by agents outside of the governnent’s limts?

If we take a product or results focus for our guiding principle in
this debate, | do think we inmmedi ately get to questions that involve
provi sion of services by nore than the defense agencies. As you
debate the issues of the conference, | urge that we widen the field.
In terms of the business issues that Dr. McNicol is challenging us to
confront, we should not restrict our scope to the defense agencies,

but include the mlitary departnents in our anbit.

Second, if we take this product- or results-oriented perspective, |

believe that we are nmuch nore likely to see conpetition as a val uabl e
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tool in producing the kinds of results that we want--certainly in

terms of product quality, perhaps also in terns of cost.

Let ne take intelligence as ny case in point. The creation of the so-
called Central Intelligence Agency was supposed to supplant the
al l egedly duplicative intelligence services of the individual

mlitary departnents and other elenents of the federal governnment.

Is it useful to have all intelligence come through a single centra

intelligence agency?

One product of the intelligence community is the so-called national
intelligence estinate. The nost useful elenment of that product, in
my judgnent, is the set of footnotes that indicate where there has
been a quarrel anong the various intelligence agencies as to what the
proper conclusion ought to be. That tells a |lot nore about what'’s
really going on and how you m ght weigh the distribution of potential
results that you could reach fromthe evidence at hand, giving a hint
of the richness beyond the point estimate that it is bureaucratically
convenient for a centralized agency to reach as its consensus

concl usi on.

I n other words, perhaps the nost inportant thing we can do to inprove
the quality of Anerican intelligence is to think about conpetitive
sources. That mght include conpetitive sources outside the federal
governnent, including the academ c establishnent as well as other

potential players. Businesses, for exanple, maintain inportant
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intelligence operations. They may not call it that, but they often

have insights into what’ s going on around the worl d.

The third result of taking a product-oriented approach is that we
could nore usefully and nore pronptly adjust our definitions over
tine as to what is a commercial service. What’s a conmercial service

that we could consider securing fromother than an in-house source?

Let nme point to a very interesting problemwe have right nowin terns
of United States public policy, and that is airport security. W
have gone through a fascinating evolution in which we have deci ded we
| ack confidence in the private sector’s provision of this service to
a decision that it should be a federal force. And then we’'ve had a
fasci nati ng devel opnent, in which nmany have argued that the federa
governnment should hire sonme of the people now conducting those
security checks! What exactly was the problemthat federalization was

supposed to sol ve?

As you nove towards the new standard of inspecting |luggage, there is
t he question who is nost conpetent to do this? Do we want a single
technical solution? Do we want to encourage sone degree of
conpetition in ternms of how we might provide this particular service?
As you think about the underlying question here, which is what should
t he governnent do versus what shoul d non-governnment entities do, the
best answer may turn out to be a m xed solution. One size does not

fit all--it’'s not either/or.
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| am fascinated by the kinds of results that are being produced by
the various public/private partnerships, in the housing arena. W
offer the land for long-termlease. The contractor builds a set of
houses and, in sone fashion, we “guarantee” that there wll be

renters for the houses.

The incentives we select may be inportant to what kind of result we
get. At Fort Carson specifically, one of the interesting decisions
is that we haven’t quite guaranteed that there will be anybody in

t hose houses. W’ ve guaranteed that the devel oper can rent themto
mlitary personnel, but they nust be willing to rent themto others

if there are not enough mlitary personnel to fill them up.

That has already produced a fascinating set of incentives for the
devel oper, replacing the usual sort of mlitary view that “here’s
your house.” Take it--you're going to love it whether you like it or
not. The devel oper has a very strong interest in making this an
attractive community for mlitary people to rent the houses on a
long-termbasis. It’s in his interest to nake this a prem ere place

tolive in the greater Col orado Springs area.

That, of course, in turn triggers various anusing |egal problens with
t he Departnent of Defense. For exanple, in the |ocal narketplace, it
is the style to present a snmall gift to the renter, a fruit basket or
something like that, when the famly noves in. Under the government
rul es under which we nust live, that’s a gratuity froma governnment
contractor. And you nust not eat this fruit. (It rem nds you of the
Garden of Eden!)
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More seriously, the contractor, faced with a softening | ocal market
where ot her purveyors of housing services are offering the first
month’s rent free, has been told by his lawers this would not be

al l oned. Instead, what he’s angling to provide are superior services
in the conmunity, i.e., a better conmunity center. And he and the

| awyers are now negoti ati ng whet her the governnment can accept those

services if he were to proffer them

The larger point is that because the incentives were thoughtfully
designed, we’'re getting the kind of result that you would like to

have, in which the contractor has interest in the long-termresult.

The result is not that the house is X thousand square feet or is
painted to Y standard or has this particular light fixture in the
ceiling. All those answers will change over tinme in terns of what’'s a
mar ket pl ace result. The result that’s of interest is whether the
good mlitary famly is happy. That’'s the outcone that we want to
achi eve; all other decisions are essentially producing internedi ate

products.

An interesting aspect of this m xed solution is that the governnent
owns part of the asset, the underlying |and. By specifying various
rul es about what the contractor can or cannot do and by designing
incentives with sonme degree of thoughtful ness, we are in the process

of producing a useful result.
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| am | ooking forward to the kinds of conclusions you come to in this
conference. As Dr. McNicol outlined at the very start, | do now have
the privilege of being responsible for several defense agencies. |
know that we will be able to benefit fromthe wisdomthat you wll
produce. And | |look forward to the debate that you are about to
have. Thank you, very much

Do you want to take any questions?

If you like. You re welcone to ask questions. |’malso happy if you
don’t ask questions.

Can you talk a little bit about [determ ning how to use the] private
sector to best support the defense agencies? In the case of housing,
a success story, it was a lot of work to understand how to think
about the outcones.

Vll, I'll give you an exanple that cones fromny area of present
responsibility, where I'd |like to encourage DoD to take a nore

out cone-ori ented approach, and that is schools for dependants in the
United States.

We have all sorts of mxed solutions at the nonent. W operate a
certain nunber of schools ourselves, largely for historic regions in
t he sout heastern part of the United States. W offer free governnment
land in a variety of places to schools. Fort Belvoir has a school on
it. Fort CGordon, Ceorgia, has a new school being built. You m ght
ask what the incentive is. What the |local systens get out of this is
t hey save on busing costs. Wat we get out of it is nore control of

t he school system or the school house.
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But our ultimate interest here ... and that is what’s frequently
driving local posts to offer the land to the |ocal school system...
is in how good the education that the children of our people receive.
That’s really our interest. 1It’s not in having the school on our
property per se, which in the post Septenber 11'" security situation
is abit of a problem It’s not in running the school itself,

al t hough there are good reasons for doing that. It’s in the quality

of the educational opportunity that these children receive.

Going forward, | hope we can define what’s our responsibility in this
regard. It’s in the outcone. This does raise all sorts of sticky

i ssues, because educational services are classically seen in the
United States as a | ocal governnent service. And yet, we have an
interest as a major enployer, just as | think other nmajor enployers

do, in what the school is systemlike.

But | fully agree with you. M plea would be that we define the
outcone at the highest possible level, at |east as a starting point,
lest we wind up with sub optim zation, which is | think, classically,
what we have quite understandably done in the Departnment of Defense.
David, as you say, you’'ve got the authority to oversee three of these
agencies. Wat kinds of resources or capabilities or additional
authorities would you like to have in this area?

There are serious inpedinments to nore business-1i ke managenent. The
fact that the personnel structure is enshrined in statute is one of

the central challenges the departnent faces. This is sonmething the
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departnent is trying to address for the whole civil service system

not just the agencies for which |I amresponsible.

That’s one of the interesting issues that the Congress has before it.
There are good reasons, historic reasons, for why we operate the
governnent this way. | amstruck, having recently had the privilege
of starting to read sone of this literature, how nuch of those

reasons go back to the mid 19'" century.

The personnel structures of the federal government are very nuch
informed by one result in a long-running battle. Jefferson s view
was that governnent should be staffed with people responsive to those
who are el ected. And President Jackson took that, as | understand
history, a very significant step further. By the late 19'" century,
this becane such a problemthat you had the G vil Service Reform Act,
whi ch basically gives us the principles which we’'re living with still

t oday.

Sone el enents of that act are several decades ol der than the act
itself. The rule of three, for exanple, |1’ve discovered ... or as I
read the professors on this subject ... this rule goes back to

roughly the m d-19th century!

One of the nost inprovenents we can neke is to give the federa
government a nore flexible approach to hiring, appointing, pronoting,
managi ng people than is true of the civil workforce. |In nmany ways,

we have nmuch nore flexibility and nuch nore |atitude in how we manage
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mlitary personnel. This lack of flexibility is one of the nost

significant problens.

The ot her nost significant inpedinent is that we operate on the basis
of something very close to a cash budget. |In other words, we m X
operating and capital costs in the federal governnent. So there is a
constant problemw th how you finance capital expenditures. At the
same tinme, how do you nake those proposing capital projects think

about the efficient solution?

So it’s either feast or famne. Either we don’t have enough noney
for the capital itemor we have in sone sense an open-ended bank

account. W& build something too big, too grandi ose, not efficient.
And we remain stuck with what we’ve built for a |ong period of tine
and can’'t get out of it, which | think is an underlying part of the

probl em

In my judgnment, if we could get a nore flexible set of personnel
authorities fromthe Congress and if we could separate the operating
budget fromthe capital budget and allow the business entities to
borrow, but al so be disciplined by the requirenments to pay the
borrow ngs back, | think we’d get nmuch better solutions over tine.

If we replace the fixation on cost with nore attention to outcones,
are we going to get ourselves involved in a politically very awkward
debate of all the various constituencies involved of how nuch is
enough? To go back to your school exanple, ny sense is that the DOD
schools, in terns of their outcones, conpare favorably,

denographically adjusted, with the best school systens in the United
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States. And yet, year after year, we’'re pressed for putting these
resources into it.

|’mnot sure it’s an awkward debate. | think it’s a debate we ought
to have. And in the case of the schools, | think the issue really
ought to be how inportant is schooling as part of our total
conpensati on package for our people? I|I'mreally arguing we need to

see it as part package.

| grant that debate will be harder to conduct than the debate over
costs, but it will be nmuch nore profitable. This departnent ought not
be shy in taking credit for its ability to debate those issues. Over

the long run, it’s done pretty well.

I f you | ook at the success of Anerican mlitary forces over the |ast
five or six decades, particularly conparing recent conflicts with
those earlier in the 20'" century, | think there is a real benefit of
this kind of planning. Thanks to people |Iike Debby Christie, who
kept beating on people to get their scenarios ready, and to show what
the mlitary forces are really going to do when they get there, we
have the results that we’ve seen in places |like Afghanistan. It’s not

acci dent al .

It’s a result of having a debate over product, not just what it costs

to do sonet hing.

Let ne offer a contenporary exanple where we could profitably apply
this approach! The President has enphasized an interest in greater

col | aborati on between VA and DOD. W had a set of sessions this | ast
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fall to exchange construction plans so that we coul d coordi nate our
activities. W were recently told by the nost senior |eaders of VA
that they wish they had a process DOD s for construction planning.
It turns out VA construction planning is, as a first approximation,
nostly deciding what the amount of noney is the next fiscal year to
be spent. Then once it’s obtained, they decide what projects to

finance and what they' re going to | ook |iKke.

They’ re envious of a system whatever its inperfections, that tries
to |l ook out five or six years. We in DoD actually have to have a
design partially conpleted before we send the budget to the Congress.
So we have sone control over the cost of the project that wll
result. And we’ve had sone debate about why this project is
inportant. Wiy do we want to do this project? Not why did soneone
for reasons of political distributional tell us that the project had

to be pursued.

| recognize the debate will be nessier, that you will be subject to
inflation of expectations as to how nuch is enough. But in the end
it will be a much nore productive debate for the country to have.
VWell, David, great admirer, a friend of yours. |’mgoing to throw
you a real softball and give you an opportunity for a home run again.
| want to ask you about the propriety or the desirability of having a
principle staff assistant nanage defense agencies. There are a

couple of things | mght ask in that context.
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One is does it weaken the ability of the conptroller and PA&E to do a
t hor ough revi ew of defense agencies when they’'re up agai nst Secretary

of Def ense-managed agenci es?

Is there a problemof principal staff assistants on the agencies
circunventing the budget process and going to the Secretary or using
staff connections to weaken the controller or the financial nmanagers

in the budget process?

But there’s another one too which has to do with your role as
principal staff assistant. Does it weaken your role relative to the
Secretary? |Is there a conflict of interest when you are both
managi ng an agency and provi ding advice to the Secretary about the
agency? So that’s an easy question.

Well, first of all, let me say for the record the controller has not
| ooked so beneficial fromny new perspective as he did when | was in

PA&E. It’s a pretty hard-hearted approach the office uses!

All joking aside, | think that there’s ultimately a probl em here.
But we have, on a larger scale, the sanme problemwth the mlitary
departments. To the extent you hope the secretaries are the
Secretary of Defenses’ |ine managers, there is a conflict with their
other role, as the proponent for the Army, Navy, or Air Force.

That kind of conflict runs throughout the departnent. The rea
guestion is what would be the alternative to the present
arrangements? And would that alternative in the end produce better

results than the present arrangenent?
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As a practical matter ... and again | think one size will not fit al
as a practical matter, only if you're willing to aggregate

certain agencies into a larger collectivity that could then indeed

report directly to the Deputy Secretary or Secretary of Defense, do |

bel i eve you can get any nmmj or change?

In doing that, one has to be very careful, once again, about what

ki nd of incentives you create, and to be sure that there really is an
ability to control the enterprise that you have founded. The reason
say that is that | have had the privilege now of seeing the
chal | enges presented by the managenent of the intelligence agencies
fromboth sides of the fence, both fromthe DOD side and fromthe

intelligence community side.

To speak quite candidly, what you have is agencies that really answer
to neither side very well. | know in Defense that the constant
chal | enge presented to us when we rai sed questions about the
intelligence agencies functions, budgets, outcones, et cetera, was
“that’s the DCl’s responsibility.” | had the privilege in ny nost
recent prior incarnation to see the issue fromDCl’'s side, and found
that the DCl’s conplaint is every tinme he raises the same questions,

the response is “The Secretary of Defense will be offended.”

A simlar issue arises with nuclear power in the
Def ense Department, as you know, between the Departnent of Energy and

t he Departnent of Defense.
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What you get fromthese arrangenents are agencies that really are

self-reqgul ating, as opposed to responding to political authority.

Wiile it is quite conceivable you' |l inprove the managenent of the
department by different organizational arrangenents, in designing
them | would want to be very careful about what behaviors wll

resul t.

On that optimstic note, | think I should give you a break. Thanks

very nuch, Dave, for inviting mne.



