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Preface

Every four years, the president directs “a complete review of the principles and
concepts of the compensation system for members of the uniformed services.”! In
September 2017, President Donald J. Trump instructed the Secretary of Defense to
conduct the Thirteenth Quadrennial Review of Military Compensation (13th QRMC).
In his charge to the secretary, the President stated:

In addition to our support and gratitude, we owe our men and women in uniform the
tools, equipment, resources, and training they need to fight and win. Our military
compensation system must recognize their sacrifices and adequately and fairly reward
them for their efforts and contributions. It also must encourage the next generation
of men and women to answer the call to serve their fellow citizens as members of our
uniformed services. Although the world and the threats to our Nation have changed
over time, the structure of our military compensation system, with the exception of
recent changes to military retirement, has remained largely the same.?

Thus, the 13th QRMC examined several structural changes to the military
compensation system—a single-salary system and a time-in-grade pay table—
in addition to topics concerning the adequacy of military pay.

This third volume of the 13th QRMC report contains research papers on structural
changes to the military pay system prepared by federally funded research and
development centers in support of the QRMC. They include more detailed discussion
of the topics addressed in the main report to include description of the data sets
and methodology used in the various analyses. These reports are presented, with
permission, in their entirety. The views expressed in these papers represent those
of the authors and are not necessarily those of the Department of Defense.

This volume includes the following:

Analysis of a Salary-Based Pay System for the Quadrennial Review of

Military Compensation
Nancy M. Huff, Joseph F. Adams, Amy A. Alrich, Claudio C. Biltoc, James M.
Bishop, Jerome Bracken, Dave I. Cotting, Norman L. Cotton, Meredith J. Dozier,
Dina Eliezer, David R. Graham, R. Abraham Holland, Stanley A. Horowitz, Nigel J.
Mease, Neil V. Mithal, Christopher D. Oswald, Heidi C. Reuter, Jenns A. Robertson,
Scott Schutzmeistr, Ashlie M. Williams, Institute for Defense Analyses

1. United States Code, Section 1008b, title 37.
2. The White House, “Thirteenth Quadrennial Review of Military Compensation,” memorandum for the

Secretary of Defense, September 15, 2017.



The Single-Salary System for Military Personnel: An Analysis of Second- and
Third-Order Effects
Thomas M. Geraghty, Lauren Malone, Tom Woo, Christopher Gonzales, CNA

Estimating the Effect of a Single-Salary System on Marriage Rates and Retention
Thomas M. Geraghty, Gerald E. Cox, Jared M. Huff, Rachel Townsley, Lauren
Malone, Jacklyn Kambic, CNA

How a Single-Salary Compensation System Could Affect Privatized Military Housing
Glenn H. Ackerman, S. Alexander Yellin, Robert W. Shuford, Susan Starcovic,
Jessica T. Fears, CNA

The Single-Salary System for Military Personnel: A Review of Existing Practices
and Literature
Thomas M. Geraghty, Kyle Neering, Patty Kannapel, Juliana Pearson, Lauren
Malone, Justin Ladner, CNA

Analysis of a Time-in-Grade Pay Table for Military Personnel and Policy Alternatives
Beth J. Asch, Michael G. Mattock, Patricia K. Tong, RAND Corporation
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Executive Summary

The Thirteenth Quadrennial Review of Military Compensation (QRMC) was
established by the President in a September 2017 memorandum to the Secretary of
Defense. One of its three main provisions was “to determine whether the structure of the
current military compensation system, as a system of basic pay, housing, and subsistence
allowances, remains appropriate, or whether an alternate compensation structure, such as
a salary system, would enhance readiness and better enable the Department of Defense
[DoD] to recruit and retain tomorrow’s military force.”*

This direction echoes the 2017 National Defense Authorization Act (NDAA), which
requires that the Secretary of Defense submit to the Armed Services Committees a report
on a single-salary pay system.? The act states that the single-salary system should be
adjusted by the same cost-of-living adjustment that DoD uses for civilian employees.® It
also specifies that the new pay structure “will result in no or minimal additional costs to
the Government.”*

The Director of the Thirteenth QRMC, via the Office of the Under Secretary of
Defense for Personnel and Readiness (OUSD (P&R)), asked the Institute for Defense
Analyses (IDA) to provide the fact-finding, analytic tools, and analysis necessary to assess
how a single-salary system would affect Service members’ earnings and behavior.
Additionally, we assessed the readiness, cost, and tax revenue implications of such a
system. Although past QRMC studies have examined portions of the salary system—
removing the marriage premium, for example—this QRMC is the first to have been tasked
with evaluating and quantifying the effects of a salary system as a whole. In doing so, our
analysis reveals many complex interactions among compensation variables and the parallel
policy changes necessary to establish a salary system without inducing radical swings in
compensation or cost. We find that the implementation of the proposed single-salary
system would introduce substantial additional complexity, reduce aggregate after-tax

L “Thirteenth Quadrennial Review of Military Compensation,” Memorandum for the Secretary of

Defense, September 15, 2017.

The full text of the September 2017 Presidential memo and the relevant section of the 2017 NDAA are
available in Appendix A.

The annual cost-of-living adjustment for civilian employees is well-specified but complex. It is codified
in 5 U.S. Code § 5303, Annual adjustments to pay schedules; and described in, “Federal Employees:
Pay and Pension Increases Since 1969,” Congressional Research Service (CRS) report 94-971, January
20, 2010, https://fas.org/sgp/crs/misc/94-971.pdf.

4 National Defense Authorization Act for Fiscal Year 2017, Public Law 114-328, Section 604, December
23, 2016.


https://fas.org/sgp/crs/misc/94-971.pdf

compensation (also known as “take-home” pay), and generate little, if any, benefit to
readiness. Moreover, a salary system is likely to encounter substantial suspicion and
resistance from Service members.

Our assessment of a salary system follows three lines of effort. First, the IDA Salary
System Assessment Tool (SSAT) models the after-tax income effects of transitioning to a
salary system by focusing on four major characteristics of Service members: rank,
dependency status, receipt of the Basic Allowance for Housing (BAH) versus government-
owned housing, and tax liabilities.® The model calculates how transferring current funding
for allowances to the salary system pay pool affects the after-tax, take-home pay of each
category of Service members. The SSAT analyses show how individual after-tax cash
compensation change for specified pay policies. In this paper, we examine four cases:

1. A baseline case: Current allowances ($24.9 billion) are allocated
proportionately to current basic pay. Basic pay is increased further to cover
federal taxes on the higher basic pay.

2. A tailored case: The percentage increase in basic pay to offset reduction in
allowances varies by pay grade to reduce cross-rank variation in proportional
changes in after-tax income.

3. A baseline case with rent: Service members are required to pay market-
equivalent rent for government-owned housing.

4. A tailored case with rent: The provisions for cases 2 and 3 are combined.

The output for each policy case shows the distribution of categories of Service
members who “win” or “lose” after-tax income (also known as “take-home pay”) relative
to the current system. Major takeaways of the distributional analysis of the four alternative
salary systems include the following:

e |If government spending is not allowed to increase, the total take-home
compensation of military personnel would decline under a salary system. This
decline is due to increases in state taxes associated with higher basic pay. The
two criteria specified by Congress, that compensation not fall and that cost to the
government not rise, cannot be satisfied simultaneously.

e The cost to DoD is equal to the cost to the government plus federal taxes,
including the employer’s share of Social Security and Medicare taxes. In the
current system, we estimate this cost to be $89 billion. This cost would rise to
roughly $97 billion under the salary systems we examine.

5 Some Service members live in government-owned housing and do not receive BAH. However, Service

members who live on base in privatized housing are provided BAH. In the latter case, the BAH
allowance is paid by allotment to the landlord.



e Currently, under our assumptions, junior personnel not receiving BAH have
lower total compensation than other personnel because they do not receive as
valuable a housing benefit.

e If members in government-owned housing are not charged rent, they would
benefit from a salary system at the expense of Service members who pay for
housing.

e The baseline systems, which multiply each member’s basic pay by the same
percentage, favor more senior personnel.

e The tailored systems reduce discrepancies among categories of BAH recipients,
particularly married ones.

e Charging market rents for government-owned housing eliminates the unequal
gains Service members in such housing receive under a salary system.

e A tailored salary system with market rents largely equalizes compensation
within a pay grade regardless of marriage status and occupancy of government-
owned housing. Under such a system, married BAH recipients would suffer an
average loss in after-tax income of 5.5 percent while single BAH recipients’
losses would average 2.5 percent.

e A tailored salary system with market rents would reduce the pay of married
members relative to unmarried members, and reduce the pay of BAH recipients
relative to residents of government-owned housing. These adverse impacts on
elements of the force would likely have a negative impact on retention.

e The impact of moving to a salary system will differ by individual within a
category. For example, personnel with high-earning spouses will lose more of
their increases in basic pay to federal taxes.

The second line of effort entails an econometric analysis designed to estimate the
likely responses of Service members to changes in after-tax income. This work
complements and extends a long history of studies of military retention. We analyze annual
data on all active duty Service members from December 2000 through December 2017,
roughly 1.3 million Service member records each year.

A long history of prior econometric estimates finds that retention and recruiting are
sensitive to changes in pre-tax compensation. Those estimates suggest that a salary system
that would substantially increase the pay of junior personnel would improve recruiting. At
the same time, pay cuts to career enlisted personnel receiving BAH could well lead to
retention problems.

There are, however, opposing considerations. First, our econometric analysis found
no significant effect on retention from a permanent change in annual after-tax income of



$1,000. Second, behavioral economic theory and evidence from our field fact-finding
suggest (a) the responses to pay losses are stronger than the responses to pay gains, and (b)
the uncertainty created in adopting a salary system could undermine how Service members’
value their compensation. We caution that the unprecedented nature and magnitude of the
changes inherent to adopting a salary system, and the diversity of Service member
perspectives and perceptions, prevent us from confidently predicting how Service members
might respond.

The third line of effort entails extensive fact-finding in the field with individual
Service members and focus groups. We engaged with 740 Service members in every
Service by visiting Active and Reserve Component installations in four states across the
country. The field research indicates that Service members mainly

e Value pay and benefits, but also join the military for employment stability as
well as the education and career development opportunities it offers. Service
members are more concerned with the value of national service, childcare,
healthcare, education benefits and loan forgiveness, and stability in
compensation than the precise level of compensation.

e Strongly favor fairness in pay that reflects work demands, risks, and rank.
Service members widely support greater differentials in pay for effort,
assignment responsibility, hours, and onerous or risky duty.

e Express strong concerns about “correcting” childcare and housing allowances
while hoping for improvements in other non-cash benefits. Service members see
inadequate childcare as a particularly major issue that also relates to the fairness
of family compensation.

e Express strong skepticism of major restructuring of military compensation
systems. Service members view the current system as imperfect, but “fair
enough.” They see uncertainty in how a salary system would work, and its
implications for themselves. Their major feedback focused on the needed
improvements within the current system.

In addition, we included questions related to a salary system in the 2019 Status of
Forces survey for active duty personnel (SOFA) conducted by the DoD Office of People
Analytics (OPA). Overall, 78 percent of research participants in the focus groups and 75
percent of SOFA respondents indicated that they “strongly opposed” or “somewhat
opposed” a change to a salary system. The participants also indicated that there would be
impacts to the proposed changes both in terms of retention and to the potential recruitment
of those not yet in the military. Economic research has shown that losers tend to feel more
strongly about losing than winners feel about gaining an equivalent amount. We observe a
very similar pattern from the focus groups and survey results. When queried about retention
perceptions associated with earning levels as a result of a proposed change to a salary

Vi



system, research participants responded in an asymmetric way. The reported disapproval
for a certain percentage drop in pay as a result of a salary system was much larger than the
reported approval for an equivalent percentage increase in pay.

Other Paths to Efficient and Fair Compensation

In modeling the transition to a salary system, we identified many possible
mechanisms—short of adopting a salary system—that might improve the efficiency or
fairness of the current system, and thereby enhance readiness. Mechanisms that could be
considered include the following:

e Shifting the basic allowance for subsistence and the “marriage premium” portion
of BAH into targeted, flexible pays such as special and incentive pays

e More precisely targeting flexible pays, such as special and incentive pays, to
resolve readiness issues

e Tailoring the basic pay table by occupation to target readiness issues
e Reforming BAH to reflect locational factors beyond the cost of housing

e Improving quality of and access to in-kind benefits such as housing and
childcare

Each of the above improvements could be implemented without adopting a salary
system. In addition, DoD’s current cash compensation system already allows a high degree
of flexibility, particularly through the many categories of special and incentive pays and
enlistment and retention bonuses.

One important overall conclusion of our work is that the DoD would be well served
to consider a broader range of alternatives for improving compensation beyond the
wholesale elimination of allowances and the adoption of a salary system.

vii
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1. Introduction

The goal of a salary system is to “enhance readiness and better enable
the Department of Defense to recruit and retain tomorrow’s military
force.”?

Consideration of a salary system for compensating military personnel goes back at
least to the post-Civil War era. Until 1870, in addition to basic pay officers received a cash
allowance to cover their subsistence. The size of the allowance varied with rank. The Army
and Navy Appropriation Acts for 1871 established a salary system for officers and
abolished the allowances for subsistence or rations. This system remained in effect until
1922, when subsistence allowances again became a separate part of officers’
compensation.?

In a more recent context, the virtues of a salary system have been debated since some
time before the advent of the all-volunteer force. In 1967, the First Quadrennial Review of
Military Compensation (QRMC) concluded that the same salary should be paid to all
personnel of the same grade and years of service regardless whether they have dependents
or live in government-owned housing. It also found that the system of pay and allowances
was both inefficient and inequitable. The inefficiency was tied to the fact that military pay
was “complex and confusing.”® A survey determined that “potential reenlistees
underestimate the true value of their pay by almost one-fourth. We do not get the maximum
retention return from our compensation dollars.”*

Regarding inequity, the study group observed that “only 58 percent of total pay
depends on the work done by the member. The rest depends on family size, accidents of
quarters availability, and whether the member serves to retirement. Potential reenlistees
cannot be sure what their pay will be. Many, especially bachelors, dislike a system that
does not pay equal pay for equal work.”® Further, “allowances have not kept pace with

“Thirteenth Quadrennial Review of Military Compensation,” Presidential Memo to the Secretary of
Defense, September 15, 2017.

“Military Compensation Background Papers, Eighth Edition,” Under Secretary of Defense for
Personnel and Readiness, July 2018, 159.

“Modernizing Military Pay,” Report of the First Quadrennial Review of Military Compensation,
Volume I, Active Duty Compensation, Washington, D.C., November 1, 1967, 35.

4 \bid, 34.
5> Ibid, 36.



costs. Thus, members who draw cash allowances must often spend more than their
allowances on food and housing. They are thereby penalized compared to those who are
furnished these items in kind. Potential reenlistees see these results and are apprehensive.
They cannot be reasonably sure what their living conditions will be, hence cannot predict
what their pay will be if they do reenlist.”

Since the First QRMC, the concept of a salary system has been revisited with some
regularity. The Report of the President’s Commission on an All-Volunteer Armed Force,
usually called the Gates Commission after its chairman, played a central role in the end of
conscription. It found that although conversion to a salary system was not essential for
creating an all-volunteer force, it was ultimately necessary for reasons of equity and
efficiency.® In addition to the reasons cited by the First QRMC, the Gates Commission
Report notes that “providing compensation in cash has an inherent advantage... it allows
each individual to decide how he or she will use whatever he earns. He can thus get the full
value of whatever costs are incurred by the government in paying him. When he is
compensated in non-cash form, however, the value of what he receives is often less to him
than its cost to the government. Meanwhile, he is encouraged to consume more of particular
goods or services than he otherwise would.”” More recently, a paper by the Center for
Naval Analyses (CNA) notes that the Third (1976) and Seventh (1992) QMRCs, as well as
the Defense Manpower Commission Report (1976), discussed the potential advantages and
disadvantages of transitioning to a salary system.®

The general interest in adopting a salary system is motivated by the belief that such a
system can better use available budget dollars to create a ready force. The CNA report
identifies from the literature the following arguments for a salary system:

e The current system is unduly complex, and members do not understand the true
value of their compensation packages. While both basic pay and tax-free
allowances are received in cash, the tax advantage associated with the
allowances is not clearly quantified.

e The current system does not represent equal pay for equal work. The size of
housing allowances is larger for personnel with dependents.®

[o)]

“Report of the President’s Commission on an All-Volunteer Force,” U.S. Government Publishing
Office, September 1970, 56.

" Ibid, 63.

Thomas M. Geraghty, Kyle Neering, Patty Kannapel, et al., “The Single-Salary System for Military
Personnel: A Review of Existing Practices and Literature,” Center for Naval Analyses (CNA), March
2019, 2.

Although housing allowances also vary by location, this variation does not violate the principle of equal
pay for equal work. Location is a differentiating characteristic of work. Regardless of the similarity in
tasks, work that requires living in a coastal metropolitan hub is not equal to work that requires living in



e The current system does not reflect normal market practice. Also, the value of
the tax advantage hinges on dependency status and income bracket. Those with
higher salaries enjoy a greater tax advantage.

e Because much of military compensation occurs through the tax system (in the
form of reduced revenues to federal, state, and local governments rather than
explicit budgetary outlays), the current system does not make transparent the
true cost of military compensation.°

Although these studies present strong arguments for a salary system, the literature
also advances the following arguments against a salary system:

e A salary system might be more difficult to administer, particularly if it charged
rent for government-provided housing.

e More high-ranking officers would find their pay capped because of constraints
related to the pay of Executive Level 1l and V government civilians. Some
officers in pay grades O-8 (Major General or Rear Admiral upper half) and
above are capped now.

e As noted above, the DoD budget would have to increase to compensate Service
members for the additional taxes they would pay under a salary system. This
increase could be politically difficult for many reasons, including jurisdictional
disputes among the relevant Congressional committees.

e The increased tax burden might fall more heavily on junior personnel because
tax-free allowances now make up a larger proportion of their income.
Alternatively, high-ranking personnel might bear a greater tax burden because
they are in higher tax brackets. Which of these two effects is stronger is an
empirical question that we analyze in this paper.

e The implications of a salary system for the ultimate Social Security benefits that
Service members will receive are unclear, depending on rank and ultimate years
of service. The true value of the compensation system would still not be entirely
transparent.

While past studies have presented reasonable arguments for and against moving to a
salary system, none of these studies has evaluated these arguments empirically. For
example, these studies have not examined how much compensation will increase or
decrease for various categories of Service members. Understanding the impact of a salary
system is central to evaluating the wisdom of adopting one.

a heartland town. Section 7.A discusses principles and options for variation in pay by location under a
salary system.

10 |pig, 3.



A. The Thirteenth Quadrennial Review of Military Compensation

The Thirteenth QRMC was established by the President in a September 2017
memorandum to the Secretary of Defense. One of its three main provisions was “to
determine whether the structure of the current military compensation system, as a system
of basic pay, housing, and subsistence allowances, remains appropriate, or whether an
alternate compensation structure, such as a salary system, would enhance readiness and
better enable the Department of Defense to recruit and retain tomorrow’s military force.”*

This direction echoes the 2017 National Defense Authorization Act, which requires
that the Secretary of Defense submit to the Armed Services Committees a report on a
single-salary pay system.'? The act states that the single-salary system should be adjusted
by the same cost-of-living adjustment that DoD uses for civilian employees.®® It also
specifies that the new pay structure “will result in no or minimal additional costs to the
Government.”*

The Director of the Thirteenth QRMC, via the Office of the Under Secretary of
Defense for Personnel and Readiness (OUSD (P&R)), asked the Institute for Defense
Analyses (IDA) to provide the fact-finding, analytic tools, and analysis necessary to assess
how a single-salary system would affect Service members’ earnings and behavior and to
assess the readiness, cost, and tax revenue implications of such a system.® Although past
QRMC studies have examined portions of the salary system—removing the marriage
premium, for example—this QRMC is the first to evaluate and quantify the effects of a
salary system as a whole. Our analysis reveals many complex interactions among
compensation variables and the parallel policy changes that are necessary to establish a
salary system without inducing radical swings in compensation or cost. We find that the
implementation of the proposed single-salary system would introduce substantial
additional complexity, reduce aggregate take-home compensation, and generate little, if

L “Thirteenth Quadrennial Review of Military Compensation,” Memorandum for the Secretary of

Defense, September 15, 2017.

The full text of the September 2017 Presidential memo and the relevant section of the 2017 NDAA are
available in Appendix A.

12

13 The annual cost-of-living adjustment for civilian employees is well-specified but complex. It is codified

in 5 U.S. Code § 5303, “Annual Adjustments to Pay Schedules”; and described in “Federal Employees:
Pay and Pension Increases Since 1969,” Congressional Research Service (CRS), report 94-971, January
20, 2010, https://fas.org/sgp/crs/misc/94-971.pdf.

14" National Defense Authorization Act (NDAA,) for Fiscal Year 2017, Public Law 114-328, Section 604,
December 23, 2016.

Specifically, we were asked to investigate the implications of a salary system for uniformed personnel
in the Department of Defense. Although not part of this study, personnel in three additional uniformed
services—the United States Coast Guard, the United States Public Health Service Commissioned
Corps, and the National Oceanic and Atmospheric Administration Commissioned Officer Corps—also
receive basic pay, BAH, and BAS. These personnel would also be affected by the elimination of BAH
and BAS under a salary system.
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any, benefit to readiness. Moreover, a salary system is likely to encounter substantial
suspicion and resistance from current Service members.

B. Approach

This paper summarizes our analysis of the implications of a single-salary system
(usually referred to here as a salary system) on the earnings of Service members. The
impact of transitioning from a system with allowances to a salary system is complex, and
the effects would vary significantly across personnel. To assess these effects, we developed
three analytic methods.

First, the IDA Salary System Assessment Tool (SSAT) models the after-tax income
effects of transitioning to a salary system. The model focuses on four major individual
characteristics: rank, dependency status, receipt of the Basic Allowance for Housing
(BAH) versus government-owned housing, and tax liabilities.*® The model calculates how
transferring current funding for allowances to the salary system pay pool affects the take-
home pay of each category of Service members. Our analysis is consistent with
Congressional guidance not to increase the cost of the military compensation system to the
Federal Government—that is, the cost of DoD’s budget for compensation minus the tax
payments of Service members that flow back to the U.S. Treasury.

The SSAT analyses show how after-tax cash compensation for categories of
individuals will change for specified pay policies. The cases examined in this paper
demonstrate the modeling concepts embodied in the SSAT and illustrate the general forces
at work in transitioning from a compensation system with allowances to a salary system.
The output for each policy case shows the distribution of categories of Service members
who “win” or “lose” after-tax income (also known as “take-home pay”) relative to the
current system. To provide a basis for interpreting how individuals would respond to such
changes, we pursued two additional lines of research.

In our second line of research, we conduct econometric analyses designed to estimate
the likely responses of Service members to the changes in after-tax pay that are being
modeled. This work complements and extends a long history of studies of military
retention. The econometric analysis uses advanced analytic methods on a sample of all
Service members from December 2000 through December 2017. This sample represents
personnel records for roughly 1.3 million Service members each year. The econometric
estimates are consistent with the field research in proving that many factors other than raw
compensation are more likely to influence Service member decisions to remain in the force.

16 Many Service members live in government-owned housing and do not receive BAH. On the other hand,
Service members who live on base in privatized housing are provided BAH. In the latter case, the BAH
allowance is paid by allotment to the landlord.



The third line of research entails extensive field fact-finding with individual Service
members and focus groups. We engaged with 740 Service members in every Service by
visiting Active and Reserve Component installations in four states. The structured
interviews and follow-up survey questions distinguish the views of officers and enlisted,
and newer versus long-tenured personnel. The results provide individual views on
compensation “fairness”; Service members’ likely responses to increases and decreases in
compensation; and their valuation of alternative forms of cash, in-kind, and deferred
compensation. This work is important for understanding Service members’ values as well
as the nuances of their interpretations of the complex changes associated with the policy
cases. This field research confirms and augments existing DoD surveys, as well as previous
studies. In addition, we included questions related to a salary system in the 2019 Status of
Forces survey for active duty personnel (SOFA) conducted by the DoD Office of People
Analytics (OPA). Overall, 78 percent of research participants in the focus groups and
75 percent of SOFA respondents indicated that they “strongly opposed” or “somewhat
opposed” a change to a salary system.

The integration of these three lines of research provides a policy analysis platform
that allows users to consider a wide range of “what if” policy cases and to assess the
implications for individual attitudes and behaviors. This information in turn provides
insights about how any given policy case would affect military readiness, as well as pay
fairness and efficiency—which are the ultimate benchmarks for assessing alternatives.

C. Scope of the Analysis

Following the language in the FY 2017 NDAA, we define a “single-salary system”
as a compensation system without BAH and basic allowance for subsistence (BAS). The
implementation of a salary system would have many implications for military
compensation, which we summarize here.

Elimination of basic allowances for housing and subsistence would remove the
following features of military compensation:

e A large portion of Service member compensation, which would warrant
enlargement of active duty basic pay

e The income tax advantage of Regular Military Compensation, which would
warrant further enlargement of basic pay

e Variation in pay across localities, which would warrant the introduction of
locality pay

e Variation in pay due to dependent status, which could advantage some members
while disadvantaging others



Enlargement of basic pay would increase the following features of military
compensation:

Pay to Service members who live in government housing and currently do not
receive BAH, which would warrant the introduction of rent for government
housing

Pay to Service members on reserve status who currently do not receive BAH,
which would warrant the separation of basic pay tables for inactive duty and
active duty and enlargement only of the latter

The number of Service members subject to Executive Schedule caps, which
could warrant the modification or elimination of those caps

Service members’ retirement pay, which would warrant reduction of the
retirement pay multiplier

Service members’ marginal tax brackets
Service members’ federal and state income tax liabilities
Service members’ payments of Social Security and Medicare taxes

Government expenditures on matching contributions and automatic one-percent
contributions to Thrift Savings Plans (because each contribution would be based
on higher basic pay)

The range of permissible continuation pay amounts

The value of the Combat Zone Tax Exclusion (CZTE)

In addition to the wide range of variables that would be directly affected by the
transition to a salary system, a number of other important policy alternatives are not directly
tied to salary. The implementation of a salary system would be compatible with, but not
cause or warrant, changes to the following features of military compensation:

Variation in pay across occupations, whether within the current system of
special and incentive (S&I) pays or a new system linked to market rates

Pay for performance
Deployment duration and frequency

Family Separation Allowance, Hardship Duty Pay, Hazardous Duty Incentive
Pay, and Imminent Danger/Hostile Fire Pay

The rules governing CZTE
Non-cash benefits such as educational benefits, commissaries, and health care

The process by which basic pay adjusts over time



e The possibility for basic pay to decrease over time

In our analysis, we assume that most non-salary elements of compensation are unaffected
by the repeal of BAH and BAS, including retention incentives, deployment and hazardous
duty pay, educational benefits, commissaries, and health care.’ Further, in Chapter 10, we
discuss a potential “pay-for-performance” compensation policy. As described in the
following chapters, the complexity of the compensation system makes it necessary to
simplify the analysis and to focus on the factors that would be most important for informing
the deliberations of the QRMC. The final chapter of this report details the major findings
of this study. Several of these findings shaped the work as well as the cases analyzed in the
chapters to follow.

D. Structure of this Report
Our report consists of the following chapters:

e Chapter 2 describes the current state of military compensation.

e Chapters 3 through 6 describe the SSAT analytic framework. These chapters
also use the framework to show how compensation would change for subgroups
of Service members under four policy cases.

e Chapter 7 discusses additional implications of a salary system such as locality
pay, retirement benefits, Reserve pay, the combat zone tax exclusion,
administrative costs, and federal income tax brackets.

e Chapter 8 describes econometric estimates for the effects of adopting a salary-
based pay system on recruiting and retention.

e Chapter 9 describes our methodology for eliciting individual Service members’
attitudes toward a potential salary system and, more generally, their
compensation.

e Chapter 10 describes options for achieving the objectives of a salary system
without actually implementing one.

e Chapter 11 summarizes our findings.

7 A salary system would also affect the implementation of other elements of compensation that are tied to
basic pay such as the death gratuity, accrued leave upon separation, severance pay, readjustment pay,
and pay of cadets and midshipmen. The secondary and tertiary effects of a salary system on these
compensation elements is beyond the scope of this study. However, any adoption of a salary system
would need to account for changes to these pays as well. A recent paper by the Center for Naval
Analyses (CNA) identifies and prioritizes potential second- and third-order effects of a salary system
(Geraghty et al., “The Single-Salary System for Military Personnel: An Analysis of Second- and Third-
Order Effects,” Center for Naval Analyses, July 2019).



2.  The Current Military Compensation System

As outlined in the introduction to this report, the fundamental question being posed
by the QRMC is whether it is possible to reshape the package of current cash payments
provided to military personnel in a way that will yield a more effective—that is, a more
ready—military force. To provide the foundation for analyzing this question, it is essential
to document the current compensation system and the incentives it creates for shaping
individual behaviors of Service members.

A. Description of the System

The budget for military compensation includes current cash income, a range of in-
kind benefits, and deferred benefits. Any proposed policy for changing any component of
compensation must be evaluated in the context of the overall compensation system.
Figure 1 summarizes DoD’s current budgetary expenditures for compensation. Cash
compensation accounts for 56 percent of DoD’s $158.6 billion budget for compensation.
In-kind benefits account for 28 percent and deferred benefits account for 16 percent.

Current cash payments consist principally of Basic Pay (BP), which accounts for
63 percent cash payments; BAH, which accounts for 22 percent; BAS, which accounts for
6 percent; and more than 40 types of targeted pays, which account for somewhat less than
9 percent. From the standpoint of a philosophy of compensation, each of these components
plays a distinct role:

e Basic pay is embodied in rank and years-of-service pay tables that reward rank
and longevity in the military. This pay type is transparent and predictable. Every
individual who is an E-4 with 4 years of service gets exactly the same basic pay.
Individuals who are promoted through the ranks know what pay and benefits to
expect.

e BAH is based on location, rank, and whether a Service member has dependents.
Further, BAH is not taxed. DoD’s personnel approach requires a mobile
workforce; some mechanism to adjust pay across locations is necessary to
enable Service members to maintain a degree of consistency in their
accommodations and lifestyle across duty assignments. (The determinants of
BAH are discussed below. A more detailed discussion of BAH is available in
Appendix B.)



Retirement

Accrual Basic Pay

Other $3.4 $56.7
Family Housing $1.6.
Commissaries $1.3 - Deferred

Schools $3.4 - $25.4

In-Kind
$43.9

Source: Congressional Budget Office, “Approaches to Changing Military Compensation,” January 2020.
Figure 1. DoD Budget for Personnel Compensation ($billion, 2019)

e BAS is a per-capita payment that goes to every Service member. In 2020, the
flat rate is $256.68 per month for officers and $372.71 per month for enlisted
personnel. BAS is not taxed.

e Targeted, flexible pays, which consist of special and incentive pays and
attraction and retention pays, provide flexibility to target force readiness issues
in selected career fields, to reward duty in onerous or hazardous assignments,
and to target specific skills for retention. As discussed next, there are currently
12 categories of special and incentive pays and a total of 60 pays stipulated by
Congress within those categories.*8

B. The Role of Allowances

There has long been a school of thought that Congress should reduce allowances, or
eliminate them altogether, and transfer the available funding to basic pay or to targeted,
flexible pays. Doing so would provide DoD with a greater pool of available funds to reward

18 «sg] Pays Currently for Active Duty Service Members,” Title 37, Chapter 5, Subchapter I, Department
of Defense, https://militarypay.defense.gov/, accessed April 15, 2020.
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performance or longevity. This idea reflects the belief that Service members should be paid
for performance and not for extraneous considerations.

One critique of the current pay system is that BAH is set by arbitrary judgments
regarding housing entitlements according to a Service member’s rank and family status. A
common critique relates to the “marriage premium” built into housing entitlements. That
IS, Service members with dependents receive roughly 15 percent to 20 percent higher BAH
than single Service members.

BAH and BAS are not taxed.!® BAH rates are keyed to duty location, within a wide
range, depending on the local rental market. Personnel without dependents (called single
personnel here) receive less BAH than personnel with dependents (called married
personnel here).?°

To illustrate the logic inherent in the current BAH formula, Figure 2 provides
representative data on current BAH allowances. Allowances are displayed for twenty-five
California locations identified in DoD’s BAH tables for a mid-rank enlisted (E-5) and a
mid-rank officer (O-4). California provides a good example because it includes a wide
range of high and low cost-of-living locations.

The figure illustrates three main characteristics:

e BAH is intended to neutralize variations in housing costs across assignment
locations and thus reflects wide geographic variability. For example, an enlisted
E-5 with no dependents receives $813 per month at China Lake, but would
receive $3,842 per month in San Francisco—a multiple of more than 4 times
between the low-cost and high-cost assignments.

e the variability by rank is also substantial. For example, the average BAH for an
O-4 with no dependents across locations is about 36 percent higher than the
average for a comparable E-5. Therefore, BAH, like basic pay, rewards rank.

¢ the additional allowance for Service members with dependents—the so-called
“marriage premium”—averages about 20 percent for the E-5 and about 15
percent for an O-4.

19 The Tax Cuts and Jobs Act of 2017 (TCJA) reduced income tax rates, which in turn reduced the value
of the BAH and BAS tax advantage. See Appendix E for our estimates of how the TCJA affected the
BAH/BAS tax advantage. All our estimates of the value of the current compensation system and four
alternative salary systems use the TCJA rates.

20 pivorced single parents may also qualify for BAH at the higher “with dependent” rate, depending on

their custody arrangements and whether they pay child support. See Basic Allowance for Housing
(BAH), Frequently Asked Questions, “l am divorced with children, what is my BAH allowance?”,
Defense Travel Management Office, www.defensetravel.dod.mil/site/fagbah.cfm, updated September
20, 2018.
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$6,000

Average “Marriage Premium” 0O-4 with dependents
$5.000 | 0O-4 without dependents
E-5:20% 0-4:15% E-5 with dependents
$4,000

$3,000

$2,000

$1,000

Ft.Irwin

El Centro
Fresno
Stockton
Edwards AFB
Riverside
Ventura
Oakland
SantaClara

Humboldt County
Beale AFB

China Lake
Twentynine Palms
Bridgeport
Lemoore NAS
Vandenberg

San Luis Obispo
San Bernadino
Sacramento
Monterey

Camp Pendleton
Los Angeles

San Dieco
Marin/Sonoma
San Francisco

Valleo/Travis AFB

Source: DoD BAH Tables, calendar year 2020.
Figure 2. BAH for E-5 and O-4 at California Assignment Locations, by Dependency

Because the “marriage premium” is not directly linked to performance, it is often the
target of criticism and reform efforts. Therefore, it is useful to determine the scale of this
payment relative to the overall scale of DoD’s compensation budget. As shown in Table 4
later in this chapter, there are currently about 890,000 BAH recipients, and about 70 percent
of them are married. Based on these data, we estimate that the average BAH across all
Service members equals $21,700 per year. We can further estimate that a “marriage
premium” of 20 percent would yield an average payment of about $3,800 per year across
all married Service members receiving BAH. The total “marriage premium” paid by DoD
is thus $2.4 billion per year. The “marriage premium” is not insignificant, but it is a fairly
small component of DoD’s compensation system: about 2.6 percent of DoD annual current
cash compensation, and about 1.5 percent of the total compensation budget.

As we discuss later in Chapter 9, Service members generally do not support removing
the marriage premium. We asked Service members participating in focus groups and Status
of Forces Survey for Active Duty Personnel (SOFA) respondents what they thought about
the possibility of removing the dependent rate for BAH where the after-tax income of
Service members with dependents decreases on average, and the after-tax income of
Service members without dependents increases on average. Overall, 71 percent of focus
group participants and 66 percent of SOFA respondents opposed the change. Interestingly,
49 percent of single focus-group participants without dependents and 45 percent of single
SOFA respondents without children opposed the proposal to equalize BAH for those with
and without dependents. In comparison, 34 percent of single focus-group participants
without dependents and 31 percent of single SOFA respondents without children supported
it.

12



C. BAH versus Government Housing as Compensation

Personnel living in government-owned quarters do not receive BAH but instead are
provided no-cost housing, which has compensation value. The value varies very
substantially, from barracks to the substantial homes provided to commanders and senior
officers. The value of this housing also depends on the location and off-base housing
alternatives. For example, junior sailors stationed in San Diego greatly value access to on-
base housing, because affordable alternatives require major commuting time. Additionally,
the valuation of on-base housing depends on the individual tastes of Service members.

For all of these reasons, the value of government-provided housing is variable and
subjective and cannot be precisely estimated; however, we have developed rules of thumb
to provide insight into the average magnitude. We start from two assumptions regarding
the quality and valuation of on-base housing. First, senior officers and senior enlisted
personnel receive on-base quarters that are worth approximately as much as the BAH they
would otherwise receive. Second, we assume that the quarters provided to the most junior,
single enlisted personnel have no value as compensation because these personnel often live
in regimented, communal barracks. Interpolating between those extremes yields the
approximations we use concerning the value of government-provided housing, as shown
in Table 1. This assumed scale for valuing on-base housing is, of course, subjective. Based
on our discussions with the QRMC sponsors and independent reviewers, we believe these
approximations are reasonable; moreover, the overall conclusions of the analysis are not
highly sensitive to the assumed scale.

Table 1. Estimate of the Value of Government-Provided Housing as a Percentage of BAH

Single Married Single Married

O-4 and above  100% 100%  E-6 and above  100% 100%
0-3 80% 100% E-5 80% 80%
0-2 60% 60% E-4 60% 60%
0-1 40% 60% E-3 40% 60%
E-2 0% 60%

E-1 0% 60%

D. Taxes and “Regular Military Compensation”

The concept of Regular Military Compensation (RMC) is sometimes used to compare
pay with the private sector. RMC consists of BP, BAH, and BAS, plus the estimated tax
savings from BAH and BAS. The tax savings are calculated as averages and will vary
across Service members depending on other factors that determine a person’s tax bracket.
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These factors include spousal earnings, investment earnings, and itemized deductions. The
average federal tax advantage across DoD equals $4,384 per year.?!

DoD reports that the federal tax advantage ranges from a few thousand dollars for
low-ranking enlisted personnel to about $10,000 for general officers. However, DoD does
not report the state-level tax advantage. Therefore, we estimated the average of state taxes
to be around 1.7 percent. We also estimated that the current total of the tax payment
reductions is approximately $8 billion for federal taxes and $500 million for state taxes.

In addition to BAH and BAS, the CZTE is an important benefit. However, this benefit
has no direct budgetary cost for DoD, but can be a very significant cost to the Federal
Government in terms of taxes collected. The value of the tax exclusion depends on
household total income and other factors that determine the household’s usual tax liability.

E. Flexible Targeted Pays

Congress has provided DoD with substantial flexibility to target extra pay where
necessary to address readiness issues. In all, there are 12 categories of special and incentive
pays and a total of 60 pays stipulated by Congress within those categories.?? Table 2
identifies the categories to illustrate the range of situations addressed in the existing
authorities. As noted in Figure 1, Special and Incentive (S&I) Pays amount to $7.7 billion,
which is just under 9 percent of total current cash compensation.

Table 2. Categories of Existing Flexible Pays (Stipulated Pays within Category)

Special and Incentive Pays Attraction and Retention Pays
Hazardous Duty (12) Retention Incentives (8)
Hardship Duty (1) Responsibility (2)
Assignment Incentives (2) Rehabilitation Pay (1)
Career Incentives (5) Skill Conversion Incentives (1)
Accession Incentives (4) Transfer Between Services (1)
Proficiency (1) Medical Professional Incentives (22)

Source: Department of Defense, Militarypay.defense.gov; “Title 37, Chapter 5, Subchapter | — S&I pays
currently for active duty Service members. Site accessed on April 15, 2020.

21 Compensation Greenbook, “Selected Military Compensation Tables,” Office of the Under Secretary of
Defense (Personnel and Readiness), January 1, 2019, B3,
https://militarypay.defense.gov/Portals/3/Documents/Reports/GreenBook%202020.pdf?ver=2020-05-
06-170512-543.

2 ugg) Pays Currently for Active Duty Service Members,” Title 37, Chapter 5, Subchapter I, Department
of Defense, https://militarypay.defense.gov/, accessed April 15, 2020.
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F. The Distribution of Compensation under the Current System

The heart of our analysis is estimating how the take-home pay of various groups of
people would be affected by different versions of a single-salary system. To establish the
baseline, Table 3 shows the average pre-tax and post-tax compensation for the categories
of Service members included in the analysis. The categories include single and married
Service members grouped into those who receive BAH versus those who do not. For each
group, we perform the analysis for all ranks: officers (O-1 through O-10), warrant officers
(W-1 through W-5), and enlisted (E-1 through E-9).

Personnel receiving BAH include those living in privatized on-base housing. DoD
treats these personnel as receiving BAH although their housing allowances are usually paid
by allotments to their landlords.? Personnel living in government-owned, on-base housing
do not receive BAH.

The compensation calculations also include an estimated 5 percent government
contribution to the Thrift Savings Plan (TSP), although retirement pay accrual is not
included. In addition, we deduct estimates of federal and state income taxes to calculate
take-home pay as well as the employees’ share of Social Security and Medicare taxes.

z Compensation Greenbook, “Selected Military Compensation Tables,” Office of the Under Secretary of
Defense (Personnel and Readiness), January 1, 2019, A7,
https://militarypay.defense.gov/Portals/3/Documents/Reports/GreenBook%202020.pdf?ver=2020-05-
06-170512-543.
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Table 3. Average Annual Income of Military Personnel by Category

0-10
0-9
0-8
O-7
0-6
0O-5
O-4
0-3
0-2
O-1
W-5
W-4
W-3
W-2
W-1
E-9
E-8
E-7
E-6
E-5
E-4
E-3
E-2
E-1

Single

Married

Not Receiving

Not Receiving

Receiving BAH BAH Receiving BAH BAH
Pre- After- Pre- After- Pre- After- Pre- After-
Tax Tax Tax Tax Tax Tax Tax Tax
230,778 179,303 202,134 150,659 236,106 194,655 202,134 160,683
229,250 178,203 200,798 149,752 234,542 193,392 200,798 159,648
221,044 172,693 192,400 144,049 226,372 187,118 192,400 153,146
196,280 154,583 167,636 125,939 201,608 167,943 167,636 133,971
173,355 137,216 144,927 108,788 177,615 149,076 144,927 116,388
143,930 116,335 117,494 89,899 148,754 128,236 117,494 96,976
124,568 102,643 99,344 77,419 127,892 111,629 99,344 83,081
99,694 84,365 77,255 61,926 104,609 92,308 79,856 67,555
80,011 69,676 60,530 50,194 82,922 74,348 61,527 52,953
61,667 54,954 44,223 37,510 65,116 59,746 45,435 40,065
138,598 111,941 114,539 87,883 138,598 118,963 114,539 94,904
119,326 98,147 96,850 75,671 122,626 106,870 96,850 81,094
102,606 86,121 81,126 64,641 105,726 93,167 81,126 68,567
86,559 74,478 66,375 54,294 89,763 80,203 66,375 56,815
74,736 64,745 59,376 49,385 79,080 70,944 59,376 51,240
111,985 93,291 89,905 71,211 115,885 101,821 89,905 75,841
92,869 79,613 71,691 58,435 96,001 85,641 71,691 61,331
82,012 71,543 62,356 51,887 85,624 77,162 62,356 53,894
70,619 62,726 51,407 43,514 74,147 67,912 51,407 45,172
60,199 54,217 42,007 36,025 62,395 57,911 42,007 37,523
50,019 45,480 34,911 30,372 53,535 50,358 34,911 31,734
45,236 41,706 29,948 26,418 49,064 46,792 29,948 27,676
43,903 40,734 28,171 25,002 45,847 43,733 28,171 26,057
38,417 35,902 24,701 22,186 42,725 40,920 24,701 22,896

We estimated tax rates based on taxable earnings and family size using Defense Manpower Data Center
(DMDC) data.

Among personnel receiving BAH, after-tax income is about 25 percent lower for
single personnel than for married personnel. This difference occurs because BAH is lower
for single than married personnel and because married personnel tend to be of higher rank.
In terms of after-tax pay, all BAH recipients fare better than those living in government-
owned housing.

Table 4 shows the number of people in each of the twelve categories. While most
personnel receive BAH, roughly 430,000, a third of the active force, do not. These Service
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members live in government-owned housing provided at no cost.?* Most non-BAH
personnel are single junior enlisted and more than 100,000 are single personnel in pay
grades E-1 or E-2. Another 116,000 are single E-3s. Generally, all new recruits are in
traditional barracks in boot camp. After that, single enlisted soldiers live in barracks on
base when they first complete their training. Life in these barracks is similar to living in a
college dorm: each soldier has at least one roommate and uses a communal bathroom and
shower. However, many bases provide housing for senior enlisted and officers, and in fact
commanders and senior staff are often required to live on base.

Table 5 shows that including the value of government-owned housing as part of the
compensation package narrows the apparent gap in compensation between those receiving
BAH and those who receive government-owned housing in lieu of BAH—in some cases
eliminating the gap entirely. This is our most complete view of how the different
populations fare under the current compensation system in terms of the total value of their
take-home compensation and housing.

However, the total value of pay and housing for single, junior enlisted personnel
remains significantly lower because they are the only Service members to receive a
substantial housing benefit. The calculated magnitude of the gap reported in Table 5
reflects the low valuation assigned to government-owned housing in our calculations.

24 service members who live on base in privatized housing are provided BAH, but their allowance is paid
by allotment to the landlord. Thus, these Service members are counted among the BAH recipients.

17



Table 4. Numbers of Personnel Receiving and Not Receiving BAH by Category

Not Receiving

Receiving BAH BAH

Single Married Single Married
0-10 0 33 1 2
0-9 3 140 6 0
0-8 2 297 5 2
0-7 6 426 10 2
0-6 335 10,895 363 84
0-5 1,217 25,618 1,213 86
0-4 4,029 38,040 2,466 115
0-3 21,428 47,900 5,062 207
0-2 16,175 11,399 1,997 273
0O-1 15,934 5,252 3,002 1,150

Officers 59,129 140,000 14,125 1,921

W-5 34 746 22 1
W-4 97 2,565 82

W-3 181 5,017 167 17
W-2 535 6,070 254 29
Ww-1 320 2,048 107 57
Warrant 1,167 16,446 632 108
E-9 384 9,578 346 20
E-8 1,121 24,531 928 52
E-7 5696 83,326 4,065 155
E-6 21,218 133,717 9,876 397
E-5 60,010 127,835 32,354 8,962
E-4 62,315 73,601 82,481 18,979
E-3 31,161 21,973 116,426 20,247
E-2 7,916 2,951 57,793 6,100
E-1 3,977 1,236 47,420 2,661
Enlisted 193,798 478,748 351,689 57,573
Total 254,094 635,194 366,446 59,602
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Table 5. Average Annual After-Tax Income of Military Personnel by Category Including the
Estimated Value of Government-Provided Housing

Receiving BAH Not Receiving BAH
Without Value of With Value of
Housing Housing

Single Married Single Married Single Married

0-10 179,303 194,655 150,659 160,683 179,303 194,655
0-9 178,203 193,392 149,752 159,648 178,203 193,392
0-8 172,693 187,118 144,049 153,146 172,693 187,118
O-7 154,583 167,943 125,939 133,971 154,583 167,943
0-6 137,216 149,076 108,788 116,388 137,216 149,076
0O-5 116,335 128,236 89,899 96,976 116,335 128,236
0-4 102,643 111,629 77,419 83,081 102,643 111,629
0-3 84,365 92,308 61,926 67,555 79,877 92,308
0-2 69,676 74,348 50,194 52953 61,883 65,790
O-1 54,954 59,746 37,510 40,065 44,487 51,873
W-5 111,941 118,963 87,883 94,904 111,941 118,963
wW-4 98,147 106,870 75,671 81,094 98,147 106,870
W-3 86,121 93,167 64,641 68,567 86,121 93,167
W-2 74,478 80,203 54,294 56,815 74,478 80,203
Ww-1 64,745 70,944 49,385 51,240 64,745 70,944
E-9 93,291 101,821 71,211 75,841 93,291 101,821
E-8 79,613 85641 58,435 61,331 79,613 85,641
E-7 71,543 77,162 51,887 53,894 71,543 77,162
E-6 62,726 67,912 43,514 45172 62,726 67,912
E-5 54,217 57,911 36,025 37,523 50,579 53,833
E-4 45,480 50,358 30,372 31,734 39,436 42,909
E-3 41,706 46,792 26,418 27,676 32,533 39,146
E-2 40,734 43,733 25,002 26,057 25,002 36,663
E-1 35902 40,920 22,186 22,896 22,186 33,711
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3. Analysis of a Baseline Salary System

A. Baseline Assumptions

This paper follows the guidance of Congress in requiring that any salary system
should not appreciably alter the cost of military compensation to the Federal Government.
From a cash flow perspective, moving to a salary system involves shifting funds from tax-
free allowances to basic pay (BP). Merely redistributing current amounts spent on
allowances as basic pay would leave Service members in aggregate with substantially less
take-home pay because the additional basic pay would be taxable. Cost to the Federal
Government would be reduced because of the extra tax flow from Service members to the
Government. Neutralizing the system and avoiding the transfer from Service members
(paying more taxes) to the Federal Government (collecting more taxes) requires that basic
pay be increased by more than current expenditures on allowances. Of course, the DoD
budget would have to be increased to finance the new system.

The shift toward taxable compensation also has implications for the states. Twenty
states have no income tax for military personnel, while sixteen exempt at least some
military earnings. The remaining states tax military earnings in full. When Service
members move to a new state, they may choose whether to change their state of legal
residence. Many Service members move to states that do not tax military earnings and
choose to make those states their legal residences. As a result, DMDC data show that the
average state tax rate for military personnel is only 1.7 percent, which is the value we use
in our analyses. The states that tax military earnings would experience an increase in
collections under a shift to a salary system. Viewed from a Service member’s perspective,
the requirement to pay state taxes as well as federal taxes implies that a given redistribution
of tax-free allowances to BP results in lower take-home pay compared to a hypothetical
world in which all state taxes were zero.?

25 Service members in states that do not tax military income will fare better under a salary system than
personnel in other states. As a result, some personnel would likely move to these tax-free states and
establish them as their homes of record. This behavior would somewhat reduce the average state tax
rate paid by military personnel.
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For DoD to keep Service members unharmed, the boost in BP must be large enough
to compensate not only for the incremental federal taxes that they now must pay, but also
the incremental state taxes. However, such an increase in Service member pay would result
in an overall increase of compensation cost to the Federal Government. Because the
congressional guidance precludes such an increase, the salary systems that we consider
would result in a net decrease in compensation to Service members.

We analyze several possible single-salary systems. They largely differ according to
how the extra expenditures on basic pay are distributed among various categories of
Service members: those with and without dependents, those in different pay grades, and
those who are currently eligible for the basic allowance for housing versus those who are
not. The baseline analysis presented in this chapter assumes that the basic pay of all Service
members will increase by the same percentage. This is a reasonable assumption because it
maintains the current percent differences in pay across ranks. We subsequently consider
various modifications to the pay structure to adjust for problems with the baseline that are
identified in our analysis.

B. Computational Methodology

Our initial goal is to calculate how much basic pay will increase in the baseline salary
system. We do this by iteration, first calculating the cost to the Government under the
current system and then calculating the cost under baseline salary systems with different
percentage increases in basic pay (“pay multiples”). We then can identify the pay multiple
that keeps cost constant.

We disaggregate before-tax pay in Table 3 into basic pay, allowances (BAH and
BAS), government TSP contributions, federal taxes, and state taxes. We apply the
population information in Table 4 to the before-tax income information to calculate the
cost of the current system to the DoD: take-home pay plus federal and state taxes. Cost to
the Government subtracts out federal taxes. In all our salary system cases, BAH and BAS
are removed, saving the Government money. In the baseline case, basic pay is then
increased by the same multiple for all pay grades.

Increasing basic pay increases many Service members’ federal tax rates. Because tax
rates are a complex non-linear function of many variables, we cannot solve for the cost-
neutral multiplier as a function of those variables. However, keeping those variables
constant, the net cost to the Federal Government is an increasing function of the basic pay
multiple. Therefore, there is a unique cost-neutral basic pay multiple, and we can use a
simple optimization procedure to compute it:

1. Begin at an arbitrary basic pay multiple.

2. Evaluate the net cost to the Federal Government at the multiple.
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3. If the cost is the same as the current cost (within some tolerance), stop—the
multiple is cost-neutral.

Otherwise, continue with step 4.
4. If the cost exceeds the current cost, decrease the multiple, and vice versa.

5. Return to step 2.

C. Take-Home Pay under the Baseline Salary System

Following the procedure just described, we find that a 53.9 percent increase in basic
pay under a salary system would yield a cost to the Federal Government equal to that of
the current system. The result of these calculations is displayed in Table 6.

In addition, taxable income would rise by $30 billion, pushing some Service members
into higher tax brackets. In addition, the average federal income tax rate would increase
from 15.1 percent to 17.9 percent.

Starting with current average basic pay, we estimated average tax liabilities by pay
grade and marital status. We based these estimations on information on the marginal tax
structure from the 2019 tax data table in the DoD Compensation Green Book.?® We applied
the same methodology to estimate the increased tax liabilities associated with the new level
of basic pay under the baseline salary system.

The cost of the compensation system to DoD includes basic pay, allowances, TSP
contributions, and DoD’s FICA contribution. All payments to the federal treasury (federal
income tax payments, individual contributions to FICA, and DoD FICA contributions) are
removed from the cost to DoD to calculate cost to the Federal Government. Take-home
pay equals cost to the Federal Government (outlays net of federal taxes) minus state taxes.
By construction we have kept the cost to the Federal Government constant. However, by
increasing the amount of taxable pay, we have increased state taxes by roughly $600
million. Therefore, our baseline salary system would reduce the total take-home pay of
Service members by the same amount.

Figure 3 shows the percentage changes in take-home pay by rank, dependent status,
and BAH status. These calculations do not include any imputed value of government-
provided housing to those not receiving BAH.

2% Compensation Greenbook, “Selected Military Compensation Tables,” Office of the Under Secretary of
Defense (Personnel and Readiness), January 1, 2019, A4,
https://militarypay.defense.gov/Portals/3/Documents/Reports/GreenBook%202020.pdf?ver=2020-05-
06-170512-543.
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Our calculations reveal that people not receiving BAH gain substantially. This result
is hardly surprising, because BAH recipients lose an important element of compensation
under a salary system whereas non-BAH personnel do not.

Among BAH recipients, officers tend to gain while enlisted personnel in ranks below
E-7 have particularly severe losses. This disparity occurs because allowances are a smaller
portion of total compensation for higher ranking personnel. Compensating for this
asymmetry will be addressed in the next chapter.

Table 6. Composition of DoD Payments under Current and Baseline Salary Systems ($Bil)

Baseline
Current Salary System,
System Multiple = 1.539
Basic pay 55.8 85.8
BAH 19.0
BAS 55
TSP contribution 2.8 4.3
Employer FICA? 4.3 6.6
Cost to DoD 87.3 96.7
Less Employer FICAP 4.3 6.6
Less Employee FICA 4.3 6.6
Less Federal income tax 4.0 8.7
Cost to Government 74.8 74.8
Less State income tax 0.9 15
After-tax/take-home pay 73.9 73.3

a8 FICA refers to the Federal Insurance Contributions Act, which mandates payroll taxes
to fund Social Security and Medicare.

b A definitional issue arises concerning government FICA contributions, which we have
excluded from our calculations of cost to the Government. This approach is consistent
with the treatment cited in Congressional Budget Office, CBO’s Long-Term Projections
for Social Security, Additional Information, December 2016. Footnote 4 on page 2 of
the document states that the Federal Government contributed $17 billion as the
employer’s share of the payroll tax for federal workers, but that such funds are
recorded as offsetting receipts rather than revenues because they are from
intragovernmental transfers. We conclude that because these funds are not treated as
revenues to the trust funds, they should not be treated as costs to the Government for
the purposes of our analysis.
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Of course, there would be substantial variation within our broad categories. Service
members with low federal tax rates (for example, those who are married with little spousal
income, have dependents, and own their own homes rather than renting) will be advantaged
over those with higher tax rates, because they will all receive make-up payments based on
an average taxation rate.
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Single Married

BAH 0-10 O-10
Recipients 0-9 0-9
0-8 O-8
O-7 O-7
0-6 O-6
0-5 O-5
0-4 O-4
0-3 0O-3
0-2 0-2
O-1 O-1
W-5 W-5
W-4 W-4
W-3 W-3
W-2 W-2
W-1 W-1
E-9 E-9
E-8 E-8
E-7 E-7
E-6 E-6
E-5 E-5
E-4 E-4
E-3 E-3
E-2 E-2
E-1 E-1

-40% -20% 0% 20% 40% -40% -20% 0% 20% 40%

Non-BAH 0-10 0-10
. 0-9 0-9
Recipients 0-8 08
0-7 0-7

0-6 0-6

0-5 0-5

0O-4 0-4

0-3 0-3

0-2 0-2

O-1 O-1

W-5 W-5

W-4 W-4

W-3 W-3

W-2 W-2

W-1 W-1

E-9 E-9

E-8 E-8
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E-5 E-5

E-4 E-4

E-3 E-3

E-2 E-2

E-1 E-1

-40% -20% 0% 20% 40% -40% -20% 0% 20% 40%

Note: The value of government-owned housing is not included in take-home pay.
Figure 3. Percent Changes in Take-Home Pay Under the Baseline Salary System
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D. Spousal Earnings

The Council of Economic Advisors’ 2018 report, Military Spouses in the Labor
Market, presents information on the earnings of military spouses.?” Almost 88 percent of
all military spouses are not military personnel. Although military spouses are somewhat
better educated than other Americans, they are less likely to participate in the labor force—
57 percent compared to 76 percent in the general population. Also, military spouses earn
an average of 27 percent less than their civilian counterparts.

Because no data are available on spousal income by rank,? it is difficult to provide
detailed estimates of the effect of spousal income on after-tax income for married people
for the 27 ranks and either BAH or non-BAH recipients. However, average data on
earnings for all women workers are available in the Bureau of Labor Statistics report,
Highlights of Women’s Earnings in 2018.2° We expect that the ratio of spousal earning to
Service member pay is similar for all ranks. Therefore, we are comfortable that the major
insights of this report are independent of spousal income. (Of course, our expectation is
unverified and it would be good to incorporate better data if they were available.)

Variation in spousal earnings among individuals of the same rank and BAH status
will lead to differences in the incentives facing Service members and, thus, to differences
in their likely reactions to a salary system.

27 Military Spouses in the Labor Market, Council of Economic Advisors, May 2018,
https://www.whitehouse.gov/wp-content/uploads/2018/05/Military-Spouses-in-the-Labor-Market.pdf.

28 The Joint Committee on Taxation (JCT) produces estimates of so-called “tax expenditures”—the costs

to the U.S. Government due to non-taxability of certain transactions such as receipt of BAH. However,
JCT has extraordinary access to tax records from the Internal Revenue Service. See Joint Committee on
Taxation, Estimates of Federal Tax Expenditures for Fiscal Years 2019-2023, Table 1, panel on
National Defense, https://www.jct.gov/publications.html?func=startdown&id=5238.

Highlights of Women’s Earnings in 2018, Bureau of Labor Statistics, November 2019,
https://www.bls.gov/opub/reports/womens-earnings/2018/home.htm.
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4.  Salary System with Tailored Increases in
Basic Pay That Vary by Rank

The discrepancies across ranks seen among BAH recipients in Table 5 are due to the
design of the baseline salary system that increases basic pay by the same percentage for all
Service members. The baseline case affects junior married personnel most because BAH
accounts for a larger fraction of their total compensation. The philosophy of salary systems
requires that people be paid the same amount regardless of family status. However, the
percentage increase in basic pay can still vary by rank in a way that reduces the variation
of inter-rank changes in take-home pay.

We derived a tailored set of basic-pay multiples that strive to equate the percentage
chan