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Abstract

Recent debates in the United States have pitted the fiscal impera-
tive of rationalizing the budget against the social narrative that society
has an obligation to take care of its service members and veterans. This
civil-military disconnect is a result of the structural necessity in so-called
liberal market economies (LME) to focus significant portions of their
military compensation on benefits, in addition to pay. These benefits—
for example, health care, childcare, education, and retirement—are not
broadly provided to all citizens in LMEs and constitute attractive re-
cruiting incentives. However, it is difficult to control their costs and
difficult to limit or remove them once implemented. Thus, the United
States is caught in a benefits trap with challenging civil-military and
policy implications.
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In late 2014, the Military Times published a series of stories titled
“America’s Military: A Force Adrift” in which it reported polling re-
sults from service members, veterans, and their family members show-
ing plunging morale, feelings that society does not appreciate service
members’ sacrifices, and fears that compensation will not keep pace with
needs.! These results came hard on the heels of several public
debates about the options the military had to cut its budget in line with
the requirements of the 2011 Budget Control Act—from which
aircraft systems to retire to whether to end the current food subsidy
military families receive through the commissary system.? Budget
experts such as Todd Harrison of the Center for Strategic and
Budgetary Assessments and Cindy Williams of the Massachusetts
Institute of Technology (MIT)
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have indicated that military personnel costs are rising at an unsustain-
able rate.’ Three secretaries of defense and two chairmen of the Joint
Chiefs of Staff, as well as most of their service chiefs, have pleaded with
Congress to bring military personnel costs under control.* However,
the backlash from veterans’ groups, military retirees, and other groups
representing the interests of military personnel and their dependents has
been strong.”> Congress has shown no interest in any of the suggested
reforms that could even bear the appearance of cuts.® In January 2015,
the Military Compensation and Retirement Modernization Commis-
sion (MCRMC) published its final report, wherein it expressly argued
that the fundamental structure of the compensation system and the level
of benefits should be protected.”

All of this indicates a problem. On one hand, the United States has
a fairly solid consensus among experts and senior military and civilian
officials that military compensation costs are skyrocketing and unsus-
tainable. On the other hand, the country has military personnel, depen-
dents, and veterans who feel they are not being adequately compensated
and that threats to their pay and benefits represent a violation of the
social contract made between the military and society. While it goes
without saying that pay and benefits are not the only reasons people join
the military, it is also clear that people thinking of joining the military
must consider both the material and the nonmaterial costs and benefits
of service.

Since very few members of Congress are willing to tackle the task of
reconciling defense costs with the budget, the United States is faced with
the urgent need to reevaluate the civil-military contract. In the context
of a wider discussion about the social contract Americans want to make
for themselves and their children, it is crucial to determine how we are to
fulfill our promises to those who have served and are serving, continue
to recruit high-quality personnel, encourage the right people to stay in
service, help those who do not stay to transition into the labor market,
and ensure that those who are serving now get the training and equip-
ment they need to do their jobs. This article attempts to contextualize
the problem and suggests a cause for this disconnect, while highlighting

current efforts to improve the situation.?
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Labor Market Structure and Military Personnel Policy

There is some evidence indicating that labor market structure affects
military personnel policies and human resources management.” In my
previous research, I observed that comparative economists have identi-
fied two basic labor market equilibria: those with high labor turnover
and low levels of vocational skills training and, conversely, those with
low labor turnover and high levels of vocational skills training. The first
is the equilibrium predicted by classical liberal economics—as expli-
cated most fully in Gary Becker's Human Capital.'® In a labor market
free from government regulation, firms can hire and fire at will, and
employees can leave at will, making it irrational for the firm to invest
in training employees in any skills that could be useful to other firms.
If the employees want to make themselves attractive, they must invest
their own resources in skills training. Under this equilibrium, it is also
irrational for firms to invest in firm-specific skills training—that is,
skills that are valuable only to that firm, such as standard operating
proce-dures—because the employee may leave at any time and the
resources invested in training would be wasted.

Scholars discovered the second equilibrium when they noticed that
many firms did engage in vocational skills training but did so only un-
der less-than-pure market conditions—for example, where government
regulation made it more diflicult to fire employees or more difficult to
leave employment.'! T have previously argued that militaries require
both moderate levels of personnel turnover and significant levels of vo-
cational and firm-specific skills training—a situation that would require
off-equilibrium behavior from the military as employer no matter which
labor market structure surrounded it. This implied that militaries lo-
cated in different labor market contexts would face distinct problems
of recruiting, retaining, managing, and separating personnel. In effect,
militaries would be unable to act like private firms and would have to
engage in some market-inefficient behavior in order to manage their
personnel appropriately. I showed, though with a very limited sample
of countries, that the mode of contracting personnel, the mode of as-
signing personnel to occupational specialties, and the types and avail-
ability of nonspecialty-related further training appear to vary with labor
market type. Although no hypotheses relating to recruiting or retention
were tested, my analysis suggested that the apparent differences were
likely to lead to a situation in which less regulated labor markets with
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high turnover and low skills training—such as so-called liberal market
economies (LME)—would find it easier to recruit high-quality person-
nel but harder to retain them. Conversely, more regulated labor mar-
kets with low turnover and high skills training—so-called coordinated
market economies (CME)—would have more difficulty attracting high-
quality recruits but less trouble retaining them. Indeed, the implication
is that militaries in CMEs may have difficulty getting rid of their em-
ployees, in general, whereas militaries in LMEs are likely to suffer from
the “lemon problem,” wherein the least capable employees want to stay
and the most capable have strong material incentives to leave.

LMEs such as the United States are likely to have an easier time
re-cruiting high-quality personnel than the more highly regulated
CMEs such as Germany are. This is true because a more flexible labor
market allows people who spend a medium term in the military to
be able to transition laterally into another career, while the less flexible
labor mar-ket penalizes any time spent outside of one’s chosen career
path and/or on firm-specific training from a nonpermanent employer.
Furthermore, the structure of unemployment protection in CME:s is
such that unem-ployment may be more attractive than employment in
a temporary job, whereas in LMEs, some job is almost always
preferable to unemploy-ment. What was not discussed in my earlier
work is that other differ-ences in the larger socioeconomic structure
of these two market types may also contribute to recruiting and
retention problems. In particular, the role of employer-provided
benefits differs significantly across these two market types.

The Benefits Trap

One reason militaries would have trouble recruiting high-quality per-
sonnel in CME: is that potential employees could get skills training, job
security, and a close-to-median wage from almost a7y decent employer.
Militaries in LMEs, on the other hand, could offer training and job secu-
rity that most other employers could not promise in the low-regulation
environment. Additionally, there are a number of other benefits that
matter to employees in LMEs that simply do not figure into employees’
calculus in most CMEs. The cost of higher education, for example, is
generally higher in LMEs than in CMEs.'? Thus, militaries in LMEs
have the option of offering tuition assistance as a recruiting incentive,
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and such militaries can structure the benefit to shape retention patterns,
too. Public pension benefits are more generous in CMEs than in their
more liberal counterpart, so that LMEs have the option of offering gen-
erous pension benefits to recruit and to shape retention.!> Childcare
is more likely to be more generously publicly subsidized in CMEs than
in LMEs, allowing LME militaries to attract people with the offer of a
ben-efit that may be more difficult to find with other employers.'4
Finally, although health care is generally subsidized throughout the
developed world, the United States is an exception, and the military
offers a health care system that is far more generously subsidized than
what is available to most American employees.!®

In short, in CME:s, benefits such as health care, childcare, access to
higher education, and pensions are provided fairly evenly to all, whereas
in LMEs, access to such benefits is more limited and highly dependent
on the employer.'® A military that can provide these benefits—and that,
indeed, considers them necessary to readiness—will be a very attractive
employer in an LME but will look just like most other employers in a
CME." Furthermore, in LMEs, these benefits are also not generally
available to citizens except through their employers, so the military can-
not rely on an existing national infrastructure. This implies that militar-
ies in LMEs will be constrained to offer benefits as a significant part of
their compensation packages, and the benefits may cost more in LMEs
due to the lack of infrastructure.

This constraint on LME militaries is both an advantage and a disad-
vantage. On one hand, the situation provides more options and thus
more flexibility in recruiting and, to a certain extent, retention. Thus,
it may contribute to LME militaries” ability to attract high-quality re-
cruits. On the other hand, benefits, once conferred and justified as being
necessary to the functioning of the force, are difficult to take away or
modify, and their costs are difficult to control. Thus, while the govern-
ment can and does control military base pay, it is much harder to tackle
the costs of benefits when they rise, and service members are more likely
to feel that the civil-military contract is being abrogated when benefits
are the focus of cuts. Therefore, LME militaries may find themselves in a
benefits trap, where they have used these incentives to recruit and shape
their force but are unable to fine tune incentives when it is necessary to
downsize. This is especially true because these benefits are significantly
different from what the employee could expect from another employer,
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making the benefits particularly salient to the employee. Thus, the em-
ployee is more likely to mobilize in defense of the benefits than in de-
fense of pay. If it is the case that militaries in LMEs have to rely more
heavily on benefits, we have clues to both the skyrocketing costs of mili-
tary personnel in the United States and to their feeling that any changes
to these benefits represent a betrayal.

Current Efforts to Improve

Deborah Clay-Mendez has noted that, because of the system of in-
kind benefits, “one unintended consequence is that military personnel
have become unnecessarily costly relative to non-military personnel. This
reduces the level of military capability that the United States can provide
for any given level of resources and provides an incentive for decision-
makers to rely on civilians and contractors even when military ‘boots
on the ground’ would be more effective.”'® Former Secretary of Defense
William Perry, relating the conclusions of the Quadrennial Defense Re-
view Independent Panel in 2010, recommended that the services begin
thinking of converting future benefits into more up-front cash.'” How-
ever, several studies have indicated that military personnel would prefer
cash in hand only over some, not all, of their in-kind benefits. For ex-
ample, Craig C. Pinder argues that pay appears to be an ambivalent fac-
tor in job satisfaction or dissatisfaction.?’ Additionally, a 2012 survey by
the Center for Strategic and Budgetary Assessments (CSBA) in coopera-
tion with TrueChoice Solutions found that performance-based bonuses
were not a popular idea among service members: “In our study, opinions
of such a bonus varied most significantly by age groups, with younger
service members, ages 18 to 29, preferring it more than older ones. But
that young age group valued it at only a fraction of what it would cost
to implement. And the 50-and-older age group actually considered it
equivalent to a pay cut. This suggests that, contrary to the recommenda-
tions of independent panels and scores of experts, a performance-based
bonus would not be a good use of resources.”?!

The same CSBA survey found that service members do not value
child, youth, and school services as much as it costs to provide them;
instead, they value commissaries and exchanges over what it costs to pro-
vide such services.?? Harrison notes, “the preferences of junior person-
nel—the short-term, non-career volunteers that make an all-volunteer
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force possible—are significantly different than the career personnel the
compensation system was designed for before the transition to an all-
volunteer force. Keeping an all-volunteer force viable without funda-
mentally reforming the compensation system has proven costly and it is,
ultimately, unsustainable.”?

Finally, there is the issue of readiness. In-kind benefits really began in
the early modern period as a way to ensure that the money spent on the
military was going to the things service members actually needed, such
as food, kit, and serviceable clothing, rather than alcohol, prostitutes,
and other luxuries.?* To a certain extent, this is still a concern. Militar-
ies are aware that good health, financial security, childcare, and so forth
are important readiness factors. Militaries are also aware that young
people are not as good at responsible use of their finances as older,
more seasoned people are.?> It may indeed make sense for the military
to provide certain benefits in kind instead of cash payments, but the
state should carefully review which in-kind benefits truly contribute to
readiness and which benefits could be usefully commuted to more flex-
ible cash payments.

The MCRMC has made a number of recommendations on how to
make the provision of benefits more efficient, and there appears to be
hope that the military may adopt some of those recommendations. The
Obama administration has signaled endorsement of some recommen-
dations and contingent approval of others.?® Additionally, the House
Armed Services Committee voted overwhelmingly to approve the
adoption of a “blended” retirement system.?” If realized, this change
would probably result in some savings to the government (at least, the
MCRMC believes it will) and improved recruiting and human resources
management. The MCRMC’s detailed modeling indicates that remov-
ing the “cliff” vesting system will not result in a significant degradation
of the armed forces” ability to retain personnel; in fact, it may help the
services to become more flexible in encouraging some people to leave
and in targeting retention bonuses at others. One issue that remains
to be addressed is the possibility of increasing the age at which these
benefits begin to be paid out. This would require revisiting the current
assumption that military retirement pay is not in fact a pension but
something more akin to retainer pay, entitling the government to recall
retirees to service.
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A second recommendation that has the support of the Obama admin-
istration but has not yet been addressed by Congress is some reform to
the education benefits enjoyed by service members. The MCRMC has
recommended sunsetting the old Montgomery GI Bill in favor of the
post-9/11 version and raising the requirement for transfer of benefits to
dependents from six years of service with an obligation for four more
years to ten years of service with an obligation of two more. They also
recommended limiting some other forms of tuition assistance to those
programs that contribute to service members’ professional development.
So long as the United States maintains its traditional system of high-cost
post-secondary education, this will remain a key benefit the military can
offer, but it will also either increase in cost or decrease in worth over
time, as the costs of higher education skyrocket.

Another area in which the MCRMC expected to find savings was in
consolidating the commissary and exchange systems into a single De-
fense Resale System, but this has found little support from the admin-
istration or Congress.”® The resistance to change here is curious, since
there would be essentially no cost to the main stakeholders. Although
the MCRMC found that it would be more economical to do away with
the commissary system altogether, after polling many service members,
veterans, and dependents, the MCRMC concluded that users value the
commissary benefit far above its cost. Thus, it made more sense to look
for efliciencies within the system, and this was the crux of their recom-
mendation. It is not entirely clear why neither Congress nor the admin-
istration has endorsed this reform.

One area mentioned above, where the MCRMC had recommenda-
tions but where it was unlikely the government would find a cost sav-
ings, was in the provision of childcare. The MCRMC satisfied itself with
recommending that the normal restrictive rules respecting minor mili-
tary construction be relaxed for the building and refurbishing of child-
care facilities, as this was a crucial force-readiness issue. The president
signaled his support for this recommendation.

One recommendation that appears to have little support from the
administration or Congtess is reforming the military health care system.
Health care for active and retired military personnel and their depen-
dents is one of the biggest chunks of military personnel spending. In a
2014 report, the Congressional Budget Office noted that
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the cost of providing that care has increased rapidly as a share of the defense
budget over the past decade, out-pacing growth in the economy, growth in per
capita health care spending in the United States, and growth in funding for
DoD’s base budget. . . . Between 2000 and 2012, funding for military health
care increased by 130 percent, over and above the effects of overall inflation in
the economy. In 2000, funding for health care accounted for about 6 percent of
DoD’s [Department of Defense] base budget; by 2012, that share had reached

nearly 10 percent.”’

Part of this spending is because most military retirees prefer to stay
on the military’s health insurance plan (TRICARE) instead of choosing
private insurance.’® The United States, of course, has a general problem
with the skyrocketing costs of health care; one overlooked consequence
of our reliance on employer-provided insurance and lack of a standard-
ized national system is a potentially unsustainable burden on the mili-
tary budget.

In short, the problems we are having with the military budget can-
not be fixed without fixing the larger problems—primarily regarding the
costs of health care and higher education, in general. Even with downsiz-
ing, the military will need to attract high-quality personnel, and society
will need to fulfill its obligations to care for retirees and dependents.
That means the military will need to offer and pay for substantial ben-
efits. Unless the United States can get those costs under control for ev-
eryone, it will have difficulty getting them under control for the military.

Conclusions

Militaries cannot behave exactly like private firms. It is more difh-
cult for militaries to adjust their compensation policies to fluctuating
market forces, because of the services’ needs to moderate the rate of
labor turnover—neither at-will nor lifetime job security—and to invest
a significant amount in training their personnel in both vocational
and firm-specific skills. In the context of an LME, the job security
offered by the military may be attractive, but the unattractive fact that
one cannot simply leave the service at will may also offset such an
incentive. Many important benefits are dependent on an individual’s
employment status, and the military is competing for high-quality
individuals who will be looking at how their job prospects compare
both in terms of how attrac-tive the work is and how appealing the
compensation is. In an LME, the military must offer those benefits.
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Militaries in other developed, democratic, market-based economies
face some of the same problems as the United States, but many of those
militaries experience those problems to a significantly lesser extent, be-
cause they have systems in which many important benefits are provided
to all citizens, regardless of employment status. This helps in several ways.
First, it creates economies of scale, where national infrastructure exists
to provide health care or education at low cost and does not need to be
created by the government just for the military. Second, it means the
military cannot or need not provide generous benefits to attract recruits;
it can concentrate more on cash pay and quality of work/life issues.

The nature of the labor market in the United States necessitates that
the military offer all these benefits, which many other employers—
in-cluding the federal government with respect to its civilian employees
—do not offer. This is due to the combination of the fact that the
military needs to compete for high-quality individuals and that
Americans feel a sense of moral obligation to take care of those who
have served in the military in a way that is different from the way we
feel obligated to take care of other public servants or other people
who do dangerous and difficult jobs. It is clear that these benefits,
once instituted, are politi-cally nearly impossible to reduce or
eliminate—or even limit in terms of their growth. Part of the reason
for this is that the government cannot always benefit from an
economy of scale that would result from having a national structure
for these benefits. Additionally, the government in a low-regulation
context cannot limit the growth in how much these services cost.
THaerzmde ishe HdSeGoverapridrat is diffisurhinedsbypthe labor market to
provide these benefits and because it cannot control their costs, it really
has only four options: it could accept the situation and plan on spending
significantly more on defense to cover these costs; it could significantly
reduce the size of the military; it could tinker around the edges of the
costs, which is essentially what all the MCRMC recommendations do;
or it could move toward a social model in which these benefits are pro-
vided to all citizens. Each of these options has significant drawbacks.
What we appear to be doing right now is a combination of reducing
the military’s size and tinkering around the edges; it remains to be seen
whether that can provide a permanent fiscal solution.

The likelihood of the United States moving to a CME model is ex-
tremely low. However, the debate over the Affordable Care Act high-
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lighted the fact that the United States is the only developed country
in the world—whether LME or CME—that relies primarily on a sys-
tem of employer-provided health insurance, and it is at least possible
that Americans may eventually choose to go to a more universal system.
There has also been some debate over how to rein in the costs of higher
education, but no consensus seems likely to emerge any time soon.

Americans do not like to think of their military personnel as employ-
ees, and they are uncomfortable discussing military pay and benefits as a
pure market transaction. In the United States, discourse about military
personnel tends to emphasize service, sacrifice, and selflessness, and it
seems very inappropriate—almost in bad taste—to pose the question
of how much members ought to be paid in return for their selfless ser-
vice and sacrifice. Even worse is the question of how much pay the na-
tion must offer someone to induce him or her to join an organization
that involves that service and sacrifice. However, this is a conversation
that Americans—including the service members, veterans, retirees,
and civilians—must have if they are to reform defense spending in a
sustainable way. This is not just because of the absolute amounts of
money involved but also because of the trade-offs necessitated by scarce
resources and the need to keep the civil-military contract legitimate and
widely accepted.’! While some may argue that the United States could
easily spend more on its military to keep up with the ballooning costs of
benefits, others will point out that the nature of American politics and
the realities of debt will make that difficult. Within a given budget, the
more citizens have to spend on pay and benefits, the less they are spend-
ing on training, equipment, and readiness, and that is an unacceptable
way to treat people whose lives and limbs may depend on that training
and equipment. N
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