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Impacts of DoD Budget Reductions on the Services Sector Industrial Base and
Potential Mitigation Strategies

Background

The defense services industrial base is highly diverse, in terms of company size, capabilities, business focus, and location. It is also a market in which competition is at an all time high. Small businesses dominate the services sector both in numbers and capabilities, though not in the dollar value of awards. In fiscal years 2009 and 2010, small businesses were awarded approximately 23 percent of all services contract dollars, with significant shares in information technology, professional and administrative services, and maintenance of real property. Mid-tier companies, whose market share is continually “squeezed” by small and large businesses, remain a factor in the services sector, while large firms are the driving force in the defense services industrial base. 

Over the past several years, the Department of Defense has spent more on the purchase of services than on products, totaling approximately $160 billion in fiscal year 2010 alone. While the department’s overall spending on services contracts began to decline in fiscal years 2010 and 2011, and the professional services market underperformed the overall federal budget for the first time in a decade, spending on services still dominates the department’s overall spending activity. 

In an effort to assess the impacts of potential reductions in defense spending, we surveyed a cross section of industry to obtain companies’ perspectives on the cuts. In doing so, we divided the services market into the eight segments described in the department’s taxonomy created by then-Undersecretary Dr. Ashton Carter as part of his “Better Buying Power” efficiency initiative.

Quantifying the impacts of potential cuts on services is exceedingly difficult, if not impossible. There are stand-alone contracts that provide a wide range of operational services to the department, services contracts that are associated with current and planned defense programs, and services that support the department’s analytical and planning activities. 

However, survey respondents generally believe that investment and access to capital will likely decrease, large numbers of jobs will be lost, innovation will be reduced, and the ability to support rapid response contingency operations will be diminished as a result of cuts to services spending. Furthermore, the defense industrial base supply chain could be significantly damaged as quality suppliers exit the market and higher risk suppliers take their place. 

In addition, reductions in spending on some types of services produce secondary and tertiary reductions that are often ignored or not addressed. For example, there is a linear impact of the immediate reductions in defense spending on a company’s return on investment, which squeezes funds available for company-sponsored research or investment in a skilled workforce. To date, this relationship has not been factored into the department’s analysis of the effects of planned reductions on services spending. 

As with the manufacturing sector, there is broad agreement that in the event of sequestration-driven reductions beyond those which are already being planned, the impacts on each of the services segments—from technology development to workforce access—will be enormous and potentially cataclysmic. Even at the planned levels, real concern exists that the ongoing reductions could potentially “hollow out” key capabilities, particularly with regard to contingency support and surge capacity, and R&D investments for next generation technology capabilities. A significant portion of those participating in this research recognize that at the lower planned level, some segments of the defense services market (i.e. cybersecurity, IT, equipment maintenance) will likely remain stable.

Despite the diversity of the defense services sector, a number of common themes emerged from the responses and input provided from dozens of firms:

Critical Human Capital Skills Are Diminished 

The services sector is heavily dependent on the competencies and capabilities of the people it employs. Thus, even at the currently mandated levels of reductions, respondents identified immediate impacts. For example, since firms compete with the government and other segments of the private sector for talent, a significant decline in competitive opportunities or the imposition of arbitrary policy or contractual constraints could result in an immediate and likely irreversible flight of talent from this sector, particularly if the overall national economy recovers even slightly. These skills may be hard to quickly recapture even if funding subsequently becomes available, as evidenced by the significant number of unfilled revenue positions already existing at many firms today. 

There is deep, cross-cutting concern that even the current budget picture portends a significant human capital challenge, potentially approaching crisis levels. Almost all who provided input cited the existing, difficult competition for, and retention of, high-end technology talent, particularly given the demonstrable shortage of such skills across the entire economy. Most agree that uncertainty and concern in the workforce, coupled with inevitable reductions in workforce development due to resource constraints will cause an increasing number of individuals to seek employment in other sectors of the economy. For those in the technology workforce, there is no shortage of work. According to one respondent, “We are losing people out of this industry who are seeing the writing on the wall that DoD is not the place to be if you want a stable job. Our customers are more and more…asking us to cut our staff with one day’s notice.”

Company R&D will be Reduced 

R&D investments will almost certainly be reduced for two reasons. First, the reduced resource environment—and the customer’s need to identify efficiencies wherever possible—is already placing downward pressure on company overhead, which funds most R&D. Even at the currently planned reduction level, concerns exist that this downward pressure will only intensify, further reducing companies’ ability to invest in R&D. Second, downward overhead pressure combined with falling margins and return on investment, primarily driven by the vast overreliance on lowest price technically acceptable (LPTA) awards, even for complex needs, and the costs associated with an ever-growing regime of compliance requirements. While this challenge will affect a wide array of companies, several observed that the impact will be greatest on small and smaller mid-tier businesses—many of which provide critical engineering and other technical talent—that are far less able to weather difficult times. In a theme repeated by many, one respondent said, “Cost pressure from both customers and competitors could further reduce internal R&D in order to maintain affordable and competitive overhead rates.”

How the Government Buys Matters

Of equal importance to the services sector as the decisions about what the department will buy and how much it will spend (or reduce) in any particular segment is how the government buys services. A number of respondents observed that downturns such as those reflected in the currently planned reductions can also present opportunities for the government and industry. As one respondent noted, “The industry will go through a shake-up (appropriately) and there will be winners and losers.”  This, however, is predicated on an assumption that the government buys “smart.” Here, as noted previously, the issue of low price awards looms large and was identified as one of the biggest procedural challenges to industry. Director of Defense Industrial Policy Brett Lambert noted in his November 1, 2011 testimony to the House Armed Services Committee[footnoteRef:1] that as budgets shrink, companies and the department must be aware of the quality of their performance. This “flight to quality” rather than “flight to price,” as one respondent characterized it, will require significant process adjustments within the department. While LPTA may serve the department appropriately in certain situations, industry is increasingly witnessing situations in which the department’s desire to access critical human capital and drive innovation are at odds with acquisition strategies that reward the lowest priced bidder and ignore best value propositions. Another respondent stated, “[A]s the result of the current LPTA environment, we are reevaluating investments in infrastructure and employee development and benefits… [The government seems] to think that the number of butts in chairs is more important than the quality of the work.”  [1:  http://armedservices.house.gov/index.cfm/files/serve?File_id=efff14a7-4cf8-4751-86b7-ed0330c71271] 


Others commented that the over-reliance on low-price awards drives the wrong bidding behaviors. Indeed, in a resource-constrained environment, the need for companies to win as much work as they can creates extraordinary pricing pressures. Those pressures may initially appear to benefit the department by driving competition and price reductions. However, when those pressures are combined with a low-price mentality and approach, the result tends to be lower quality, less efficiency and substantially reduced innovation.

Mitigating Strategies

While many of the challenges facing the department and its services industrial base are inevitable byproducts of the fiscal environment, respondents identified a number of focus areas that could help mitigate the impacts of the budget reductions in ways that benefit the department and help maintain the essential characteristics of the industrial base.
· Communication between defense program managers and other stakeholders must be made a core value of the department’s business practices (as endorsed by former Deputy Secretary of Defense William Lynn in June 2010).[footnoteRef:2] Today, virtually all parties agree that communication between customer and supplier is at low ebb. If the department is intent on achieving optimal efficiencies in its operations while also realizing the maximum value from each dollar spent, communication must be improved and must include direct instruction from the department’s senior leaders to its workforce. Working in a collaborative environment produces substantial cost savings without sacrificing either quality or capability.  [2:  https://dap.dau.mil/policy/Documents/Policy/Memo%20for%20Acquisition%20Professionals%20June%2028%202010.pdf] 

· The department should undertake a rapid, open process of reviewing burdensome administrative processes, such as overly complex contract structures and compliance requirements, delays in making award decisions on contracts and task orders, and slow contract administration actions, including payments, each of which contributes to the unnecessary and deleterious impacts on the industrial base and further reduces resources that could be applied to the department’s needs.
· Guidance should be issued reiterating the department’s twin objectives of ensuring that contractor margins are reasonable and tied to the complexity of the work and risk assumed by the contractor, and of not utilizing margins as arbitrary sources of cost savings.
· Guidance should be issued reiterating the importance of using cost-technical tradeoffs in procurements involving complex, mid-to-high-end services. This guidance should remind the workforce that while excess requirements or capabilities are never advisable, least of all during a time of constrained resources, it is nonetheless vital that the department access the best, most innovative and high performing capabilities available. True innovation and technological advancement is only possible when the department’s procurements reward and give credit for such capabilities.
· The department should immediately enhance its management of service contracts. Beyond the appointment of services acquisition managers in each of the military departments, there have been virtually no changes or enhancements to the department’s training and development of acquisition personnel charged with procuring and managing services. Indeed, the department needs to obtain the greatest possible value from each dollar spent, and doing so requires a trained, empowered workforce prepared to exercise critical thinking skills. There is broad consensus that procurements today are not only based on the lowest price, but lack real business character or judgment; this problem is driven principally by a workforce that has little to no business training. The Defense Acquisition University still does not have a curriculum tied to the acquisition of services and does not require contracting personnel to study and understand business risk identification and management. Beyond DAU, limited opportunities or resources have been provided to rapidly deploy important workforce development modules, despite the large numbers of inexperienced acquisition personnel. While workforce development is a long-term challenge, it is possible to make more rapid strides through a range of commercially available virtual and “schoolhouse” based training capabilities. 
· Finally, while recognizing the limitations of potential corrective actions, several respondents highlighted the problems that arise from congressional failure to enact full year appropriations for the department in a timely manner, thus further affecting the department’s ability to accurately plan for and execute awards. 
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