CHAPTER 5
Australian Defence: Institutional Reform

As explained elsewhere in the Australian section of this publication, US President Richard Nixon’s announcement (on 25 July 1969 during a press conference in Guam) that America henceforth expected its allies and partners to accept primary responsibility for their own defence prompted far reaching changes in Australian strategic thinking.  These changes lead, in turn, to major adjustments in the institutions by which the Australian government develops and implements defence policy.  In December 1972, as part of such adjustments, the Australian government of the day commissioned a report by Sir Arthur Tange, then Secretary of the Department of Defence, on how the government might consolidate the Australian defence functions then dispersed among separate Departments of Defence, Navy, Army Air and Supply (Tange, 1973; p. 1, para 2).   

Tange focused on “how to provide effective ministerial supervision of the management of resources and of the exercise of command in the Services, and how to ensure that both conform to the policies for which the Minister is accountable to Parliament” (ibid.; p. 13). The government accepted Tange’s recommendation that the five separate departments be subsumed into a single Department of Defence, the management of which would be supported by, among other arrangements:

· a ‘diarchy’ comprising a Secretary of Defence operating as principal civilian advisor to the Minister for Defence and discharging certain public service and financial management responsibilities defined in legislation and a Chief of Defence Force Staff responsible for overall command, discipline and personnel management of the separate Navy, Army and Air Forces and principal military adviser to the Minister for Defence; 

· a series of major policy and management committees, including one for advising on Defence force structure and another for advising on the Defence five year forward procurement program and on the annual budget estimates;

· specialist organisations responsible for, respectively, research, development, test and evaluation and for intelligence;

· a departmental organisation responsible for strategic policy and force development;

· a single supply and support organisation; and
· a departmental resources and financial programs organisation.

The Commonwealth legislation implementing Tange’s Report took effect in February 1976 but such far-reaching reforms took years to bed down. For present purposes, the post-1976 initiatives can be analysed under the following headings:

· improving defence efficiency and effectiveness;

· clarification of accountability; and
· strategic leveraging of the defence dollar. 

Improving Defence Efficiency and Effectiveness

Post-Tange efforts by the Australian Defence Organisation to improve its efficiency and effectiveness (including the quality of its advice to government) have been punctuated by the following major reviews:

· The Defence Efficiency Review, completed in March 1997;

· The Report of the Defence Procurement Review, completed in August 2003; and

· The Report of the Defence Management Review, completed in March 2007.

Improving efficiency and effectiveness: The Defence Efficiency Review

The 1997 Defence Efficiency Review (DER) sought to:

· shape Defence management practices and organisational arrangements to fit Defence for future challenges;

· forge closer links with Australian industry (in all its forms) so as ensure the national ability to adapt, expand, and sustain the Australian Defence Force in time of need; and
· through these processes and other efficiencies, free up resources for further development of combat power.

Of these DER objectives, that relating to Defence management practices and organisational arrangements is most relevant for present purposes. The DER reaffirmed that the twenty year old diarchy established as part of the Tange reforms remained appropriate for Australia. The DER found, however, that confusion over the responsibilities of the Chief of the Defence Force and the Chiefs of Navy, Army and Air Force was sufficient to prejudice ADF unity of command.  

To clarify the relationship between the CDF and the Service Chiefs, the DER recommended, and the government agreed, that the CDF should issue the Directives to the Service Chiefs clarifying their responsibility for raising, training and sustaining forces suitable for assignment to joint commanders as circumstances require. This clarification has had major implications for management of ADF preparedness via the CDF Preparedness Directive (see below).

The DER proposed a number of reforms to reduce duplication across the three services and the civilian element of the Department with a view to releasing resources through efficiencies and budget savings. The financial and personnel resources so released were to be reinvested in ADF capability and to enable ADF personnel to concentrate on combat and combat-related functions. To this end, the DER advocated joint performance of such support functions as provision of personnel, education and training, health, legal, logistics, facilities, information technology and administrative support services.

According to the Australian National Audit Office, the centralised purchasing and delivery of these shared services enabled Defence to make net recurrent savings of A$457 million by 1999-2000 and a total of A$77 million in one-off savings (ANAO, 2001; para 2.19). But inherent in the functional centralisation required to achieve these savings was reduced responsiveness to clients like the Services and other operational defence elements.  As the DER team acknowledged at the time:

“Predominantly, we have recommended the creation of strong cross-Service structures to force efficiencies and effectiveness improvements.  We are ourselves uncomfortable with the apparently centralised nature of some of the arrangements we have proposed, and we accordingly regard them as temporary.” (MacIntosh et al, 1997; p. 55) 

When Ms Elisabeth Proust and her team reviewed Defence management ten years later, she found that the DER’s concerns had been realised and that Defence clients of these shared service organisations had become concerned about their lack of accountability and their unresponsiveness.  Before exploring these concerns, however, we need to understand fundamental changes to the defence procurement process introduced six years after the DER.

The Defence Procurement Review

In the 1990s, Defence management of, for example, the Collins Class submarine project, Sea Sprite helicopters for the ANZAC frigates, and the Jindalee over-the-horizon radar was widely criticised and had become a political issue. In 2002, the Government appointed Mr Malcolm Kinnaird to head a small team “to assist with a range of issues associated with major Defence acquisitions to ensure we continue to spend taxpayers money wisely and maintain public confidence in the procurement process”.

Kinnaird submitted his report in August 2003. He realised that Defence’s well publicised difficulties downstream in defence procurement stemmed largely from the lack of rigour and discipline upstream in capability definition and assessment (CoA, 2003b; p. 9).  Accordingly, Kinnaird recommended appointing a three star officer (military or civilian) responsible and accountable for managing capability definition and assessment.    

Thirty years earlier, Tange had established a civilian organisation (modelled on the US Pentagon’s Program Analysis and Evaluation organisation and called Force Development and Analysis Division - FDA) to establish this link and to adjudicate Service capability development proposals.  The civilian FDA had been the focal point of the contest between civil and military advisers that characterised the post-Tange Defence Organisation. 

By 2003, however, the responsibilities of the Service Chiefs for raising, training and sustaining their respective forces had been clarified, their relationship with the CDF had been settled and the time was ripe to assign a centralised military organisation responsibility for preparation of capability development options for consideration by government.
 Accordingly, Kinnaird recommended, and the government agreed, to appoint a military officer as Chief, Capability Development Group – marking an important evolution in Australia’s efforts to capture capability value by improving the link between strategic guidance and force development.
  

Kinnaird also argued that it was for governments, not officials, to decide which contingencies were most critical; the type, number and mix of equipment to deal with them; and what trade-offs best suited the national interest (CoA, 2003b.; p. 4). In order to reinforce government control of this decision-making process Kinnaird recommended, and the government agreed, to revamp the two-pass system for government approval of capability development and acquisition.  Under the two pass approval process that Defence had earlier adapted from the British defence procurement model:

· at first pass, government considers alternatives and approves capability development options to proceed to more detailed analysis and costing with a view to subsequent approval of a specific capability; and
· at second pass, government agrees to fund the acquisition of a specific capability system with a well defined budget and schedule.  

To reinvigorate the two pass approval process the Government embedded it in the formal Cabinet procedures. In addition, the government required the Departments of Prime Minister and Cabinet and Finance - the two key coordinating Departments in the Australian government machinery - to participate in the Defence capability development process. This very substantial dilution of the policy autonomy Defence had previously enjoyed enabled Cabinet ministers involved in the two-pass approval process to access more diversified information and judgements.           

As already indicated, prior to Kinnaird review the government had already accepted the DER recommendation to form the Defence Materiel Organisation (DMO) designed to capture the synergies between materiel acquisition and support. As a single organisation the DMO was responsible for, respectively, acquiring capital equipment from industry and for arranging support by industry of that equipment once it was accepted into service.  
Kinnaird concluded that the DMO’s organisational culture was inimical to development of the commercial focus required to operate in this commercial environment. To remedy this cultural problem, and to give DMO management more commercial-style flexibility in recruiting and rewarding high quality staff and to clarify accountabilities, responsibilities and authority between DMO and the rest of Defence, Kinnaird recommended establishing the DMO as an executive agency within the Defence portfolio (ibid.; pp. 33-38).  

The DMO achieved prescribed agency status on 1 July 2005.  Under these arrangements, the DMO’s Chief Executive Officer is directly accountable to the Minister for Defence for DMO’s performance while remaining accountable to the Secretary and CDF (PBS, 2006; p. 15). Defence relies on a series of mutually reinforcing governance arrangements to capture capability value under these arrangements (see below and Chapter 7).     

The Defence Management Review

In August 2006, a decade after the DER and over three decades after the Tange Reforms, the newly appointed Minister for Defence commissioned Ms Elizabeth Proust and others to examine and assess organisational efficiency and effectiveness in the Defence organisation.  Factors prompting the review included the organisational stress generated by the Australian Defence Force’s high operational tempo, confused lines of accountability and the erosion of respect for cost and efficiency as a result of ample funding (CoA, 2007; p. 4).  

Proust submitted her Report in March 2007 and made 53 recommendations relating to:

· Defence accountability and governance;

· support to Ministers and Government;

· people management; and
· business system reform.

The only recommendation not accepted related to greater compartmentalisation of the respective roles of the Secretary and the CDF under the diarchy.  Here, the Minister explained that “The Secretary and CDF have advised me that they are of the strong view that the diarchy works best when the two leaders work jointly across Defence responsibilities.  I accept and agree with their advice.”

Among Proust’s numerous recommendations that were accepted by the Defence portfolio, however, those relating to improved accountability and responsiveness of shared service organisations are most relevant for present purposes.  Proust argued that Defence’s internal agreements should be just as rigorous as the contracts Defence concluded with external suppliers.  She recommended, and Defence agreed, that where service delivery relationships exist, the associated agreements should:

· include relevant performance metrics, including time, quality cost and demand; and
· specify mutual obligations and arrangements for resolving disputes at the appropriate level (CoA, 2007; p. 23, para 4.35).

Implementing these recommendations will have far reaching implications for the Defence governance arrangements discussed in the next section.
Clarifying Accountabilities

Changes in Defence governance flow from wider reforms of the legal and regulatory framework for Commonwealth agencies initiated by the Australian Government in 1997, aimed at improving their performance.
 The reforms involved:

· external or extra-departmental arrangements (for ensuring departments conform with the legal requirements, published standards and community expectations of probity, accountability and openness); and

· internal or intra-departmental arrangements (for holding individuals accountable for a responsibility conferred) (ibid.; pp. 6-8). 

External governance 

A key aspect of such external arrangements for departmental accountability was the move by all Commonwealth Departments, including Defence, to an accrual-based outcomes/outputs framework for managing resources appropriated by Parliament.  This framework was introduced to encourage Commonwealth Departments to manage their resources with an emphasis on measuring performance in terms of what is being produced, what is being achieved and what is the cost of individual goods and services. 

Outcomes are long-term in nature and subsume outputs - the actual deliverables agencies produce – which, in the Australian case, are detailed in the annual Portfolio Budget Statements (PBS) (see also Chapter 6). Performance targets for achieving outputs set in the annual PBS constitute one element of external accountability arrangements. A year later the minister responsible for each department tables the department’s annual report in Parliament.
 In their annual reports each Department explains what they actually did with the resources appropriated by Parliament in the last financial year; such annual reports are the second element of external accountability arrangements.

This outcomes/outputs framework was first used in the 1999-00 Defence PBS and then refined in subsequent budget cycles (see also Chapter 6). The Defence PBS explains planned performance and key risks to, and limitations on, achievement of that performance at outcome level. These explanations are qualitative. It also specifies performance targets for the assets responsible for generating each military output. These output targets are more asset-specific and quantitative: For example, in 2006-07, Military Output 4.3 (‘Capability for surveillance and response operations’) is generated by, among other assets, nineteen P-3 Orion aircraft operated by Air Force and the performance target for these aircraft is 8,200 flying hours. 

The efficacy of the dual PBS/Annual Report arrangements for accountability depends on the two documents presenting budget and performance on a compatible basis. There is an increasingly clear read between Defence PBS and Defence annual reports, so that the focus of the latter has moved away from simply reporting administrative detail to the provision of more information about actual program performance. At the defence outcome level, for example, the 2004-05 Defence annual report refers back to the two key risks (personnel and logistic support) Army identified in the 2004-05 PBS.
 At the military capability output level, the report explains why, for example, the RAAF’s 24 C-130 aircraft achieved only 84% of their planned flying hours (ibid.; p. 202).

As already indicated, what governments spend on long term force structure development they cannot spend on short term preparedness.  In Australia, the Preparedness Directive issued by the Chief of the Defence Force (CDF) reflects the balance struck by Government between investment in development of future military capability outputs and expenditure on the preparedness of existing outputs (see below).  The CDF Preparedness Directive underpins the performance targets – C130 flying hours in the above example - for individual military capability outputs set in the annual Defence PBS.  

If ‘value’ is something for which governments, acting on behalf of the Australian community, are prepared to pay, then the degree to which individual military capability outputs achieve performance targets specified by the CDF Preparedness Directive is an important measure of the capability value they generate.  Conversely, the degree to which individual military capability outputs fail to achieve performance targets specified in the CDF Preparedness Directive becomes a measure of the capability value lost as a result of that failure. 

The same logic applies to investment in development of future military capability outputs.  In Australia the annual Defence PBS includes an estimate of the amount of money the Government expects to spend in adjusting a military capability output once the equipment concerned has received second pass approval.  As resources are limited, this estimate of project cost becomes a measure of the value Government accords that military capability adjustment relative to alternative uses of the resources involved.
Before explaining the workings of the CDF Preparedness Directive and other capability management arrangements, we need to consider certain aspects of defence internal governance arrangements in greater detail.     

Internal governance

In the Australian defence context, the above external accountability arrangements operating at the institutional level are complemented by internal accountability arrangements operating at the level of the individual officer.  Defence arrangements for internal conformance and accountability start with the Ministerial Directive to the Secretary and Chief of the Defence Force (CDF).  The Ministerial Directive renders them accountable for specified results which are cascaded down the Defence organisational chains via subordinate performance charters between the Secretary, CDF, Defence Group Heads and the Service Chiefs.

These personal directives are supplemented by a series of purchaser-provide agreements instituted as part of the prescription of the DMO already described (see also Chapter 7).  Of these agreements, the following are of most relevance to the defence value adding chain:

· Materiel Acquisition Agreements which cover the services DMO provides Defence for acquisition of both major and minor capital equipment; and   

· Materiel Sustainment Agreements which cover the sustainment of current capability.  

The DMO’s Chief Executive Officer  (CEO) concludes Materiel Acquisition Agreements with the Chief of the Capability Development Group to cover the acquisition of major capital equipment and with the Chiefs of Army, Navy and Air Force to cover the acquisition of  minor capital equipment (see Chapter 7). Each Materiel Acquisition Agreement specifies the scope of the project to be delivered, the schedule for delivery, and the budget approved by Government.  

Embedded in each Materiel Acquisition Agreement are key performance indicators: The project scope covers underlying customer specifications and key measures of capability effectiveness as selected by the Capability Manager. The project schedule sets out such key milestones as project start up, contract negotiations and acceptance into service.  The project budget information includes, for example, estimates of percentage spent at each schedule milestone, the current expenditure program, and assessments of the adequacy of provision for contingencies.   

The CEO DMO concludes Materiel Sustainment Agreements with the Service Chiefs in their capacity as defence capability managers. The level of services DMO provides to Capability Managers under Materiel Sustainment Agreements is linked to the level of capability preparedness those managers are directed to maintain under the CDF’s Preparedness Directive already explained. The Materiel Sustainment Agreements between the CEO DMO and the respective Service Chiefs are structured around key platforms (for example, Collins Class submarines), fleets (for example Army field vehicles and trailers) or systems (for example surveillance and control systems) supported by the DMO. 

The performance of the Chief of the Capability Development Group depends on the effectiveness of the Materiel Acquisition Agreements with the CEO DMO and, by extension, on the performance of industry in supplying the equipment involved. The performance of the Service Chiefs in meeting the CDF’s standards of preparedness hinges on the efficacy of the Materiel Sustainment Agreements they have concluded with the CEO DMO and, again by extension, on industry performance (see also Chapter 4). 
As already indicated, in her 2006 review of Defence management, Proust found that, while these internal accountability arrangements between the DMO and its Defence clients had made substantial progress, comparable arrangements between other Defence Groups providing shared services (notably those responsible for corporate support and information technology management) had lagged badly.  Overall she noted that:

· service providers lack basic metrics or key performance indicators of timeliness, quality and cost;

· payment is not the prerogative of the customer who has neither visibility of the cost of services nor a meaningful bottom line against which costs could be attributed;

· the impact of demand on supply is poorly understood;

· Defence is reluctant to link measures of performance to sanctions/rewards;

· existing Service Level Agreements are more about roles and responsibilities (which should be dealt with in Charters) than about the business model; and
· in the absence of more effective arrangements, disputes are resolved by reference to senior committees or the Secretary and CDF (CoA, 2007; p. 23, para 4.34).

Defence efforts to remedy these deficiencies will be able to take advantage of separate initiatives intended to secure the maximum strategic return from Australian taxpayers’ dollars allocated to Defence.
Leveraging the defence dollar 
Attempts by the Australian Defence Organisation to maximise the strategic return from the funds appropriated by Parliament for the nations defence include:

· aligning defence strategic planning and defence business management;

· leveraging commercial support arrangements (noting that developing and implementing defence policy for Australian industry is the subject of a separate chapter); and

· refining the defence business model.

Linking defence strategic planning and defence business management
As indicated elsewhere, the Australian strategic outlook contains significant uncertainties.  Australia seeks to manage these uncertainties by orchestrating:

· investment in development of future defence capability; and
· expenditure on the preparedness of the existing force.

In the Australian defence lexicon, military capability is the power to achieve a desired operational effect in a nominated operational environment (land, sea, air) within a specified period and to sustain that effect for a designated period.  As such, military capability comprises force structure and preparedness. 
‘Force structure’ is that sub-set of military capability that includes personnel, equipment, facilities and military doctrine required for the effective conduct of military operations.  Force structure is relatively fixed in the short term (the force in being or the existing force) but evolves in the longer term through investment in capability development.

‘Preparedness’, the second sub-set of military capability, is more flexible and dynamic in the shorter term.  An existing force can only be sustained at high levels of preparedness for a limited period and then at the expense of longer term force structure development.  In Australian usage, “preparedness” is a combination of “readiness” and “sustainability”.  Readiness is the ability of a military force to undertake specified operations within a designated time. Sustainability is the ability of a military force to continue operations for a specified period and depends on the level of maintenance and the availability of consumables like ammunition, spare parts and petroleum, oil and lubricants.

The Australian Defence Organisation continues to refine and develop its Strategy Planning Framework with a view to providing strategic-level guidance and processes that are sufficiently congruent, coherent and comprehensive to enable informed and balanced decision making in managing the preparedness of the existing force and developing the future force
. To this end the framework now comprises:

· Strategy development;

· Capability development;

· Deliberate planning for operations.

Strategy development and planning guidance

Strategy development in Defence involves analysing Australia’s strategic environment and subsequently formulating policies and plans for meeting the Government’s current and future national security objectives. The strategy development process generates choices for senior decision makers through a combination of strategic assessments, judgements, policy and responses.
A key output of the strategy development process is Defence planning guidance. The classified Defence Planning Guidance articulates the strategic priorities that guide the Australian Defence Organisation in producing the military outcomes sought by government. Aspects of classified defence planning guidance are reflected in unclassified Defence White Papers and associated strategic guidance.  

In order to inform both deliberate planning for operations and capability development, the Defence Planning Guidance analyses the future strategic environment, identifying the contingencies the might confront Australia 0-5 years out, 10-15 years out and 20 plus years out. Contingencies judged as high priority are developed further into Australian illustrative planning scenarios which are used to test concepts and capabilities. The Defence Planning Guidance establishes the relative priority for a Defence capability to respond to likely contingencies and to shape the future strategic environment. 

The Defence Planning Guidance is supported by the classified Australian Military Strategy which is intended to describe how Australian military power might be applied to achieve the Government’s national security policy objectives within a whole of government framework.  To this end the Australian military strategy considers alternative approaches to potential contingencies and evaluates the type of operations the ADF must prosecute to achieve national security objectives.  The Australian military strategy articulates:

· military strategic judgements;

· how various military strategies (for example the maritime strategy) will achieve strategic objectives specified in the Defence Planning Guidance;

· the military response options used to guide expenditure on the preparedness of the force in-being and to shape investment in the future force;

· the relative priority for various military effects in the context of strategic objectives; and

· the method of warfare most conducive to achievement of strategies.

Capability development

Capability development translates strategic priorities identified in Defence Planning Guidance into military capabilities that can be employed by Defence within resource constraints.  Capability Development starts with capability needs identified through the Defence Planning Guidance and associated Australian military strategy processes and:
· articulates capability goals;

· develops programs and plans which show how the ADO will be transformed in the future; and

· assess the performance of the current force and that to be provided by the future force.

The Capability development process turns on the Defence Capability Strategy which sets the vision for transformation of the ADF into the future, defines capability goals and  explains how those goals will be met from available resources.  The Defence Capability Strategy details what capabilities will be acquired, retained or disposed of in future.  One of the key outputs of the Defence Capability Strategy is the Defence Capability Plan which is the ten year rolling program of investment in new capital equipment. The Defence Capability plan is not a blueprint but is reviewed annually, as part of the defence budget process, to take account of changed strategic circumstances, new technologies and changed priorities (see also Chapters 4 and 6). An unclassified version of the Defence Capability Plan is released to inform industry investment decisions.
Deliberate planning for operations
Deliberate planning for operations is about the preparedness of the existing force. It starts with the preparation of:

· for senior decision makers and advisers to government, Defence/military strategic estimates which analyse specific issues, scenarios or contingencies and the issues associated with military responses; and
· for operational planners, Defence/military planning guidance, intended to provide a framework for operational planning by providing the military strategic objectives and end states for situations that may require an ADF response.

Within this planning framework, the principal mechanism for the actual management of preparedness is the Chief of Defence Force’s Preparedness Directive. As indicated earlier, this key Directive:
· sets preparedness goals and explains how they will be met from within available resources, and includes measures of effectiveness;

· details the role and operational outcome for each ADF element against the contingencies articulated in the Defence Planning Guidance; and

· assigns the Service Chiefs responsibility for maintaining the level of capability,  training and resourcing required by their respective Service components to achieve the relevant element of the CDF’s preparedness directive. 
In Australia, organisations and processes for orchestrating investment the development of the future force and expenditure on preparedness of the existing force have evolved fairly steadily in the thirty years that have elapsed since the seminal Tange Reforms of the Australian Defence Department. These organisations and processes have matured to the point where they provide a basis for development of such enablers as, for example, defence policy for Australian industry.
Commercial support arrangements

In 1989, the then Minister for Defence, Kim Beazley, commissioned an ex-Defence official, Mr A.K. Wrigley to ascertain, firstly, how the Australian community could play a greater role in strengthening Australian security by broadening the total support base for national defence and, secondly, how to realise the government’s policy of eliminating unnecessary duplication of civil and military skills and capabilities exploiting opportunities for military use of capabilities that exist or might be developed in the Australian community.

Wrigley reported in 1990. He argued that defence efficiency had been reduced by “doctrines which emphasise military self sufficiency in a way that is no longer appropriate” (Wrigley, 1990; p. xiii). While the Government subsequently rejected Wrigley’s more ambitious proposals for restructuring the defence force, it did pursue selected opportunities for competing in-house service provision with external sources and contracting out where this was more efficient and effective.  The Government permitted Defence to retain the savings generated by what became known as the Commercial Support Program (CSP), thereby giving the Department an incentive to redirect resources from the support areas to the sharp end of the defence force.  

The initial tranche of CSP began in 1991 and resulted in some 2,100 service and 1,100 civilian positions being contracted out – a cautious 7% of the service and civilian personnel then employed in logistic, support and training functions. As already indicated, the 1997 DER subsequently boosted the CSP substantially. It identified over A$500 million worth of once-off savings and A$770 million mature annual savings, to be achieved by reducing military staff by 4700 (and transferring the positions involved to the combat force) and reducing civilian staff by 3100; the DER identified a further 7000 military and 5,900 civilian positions to be market tested (McIntosh et al, 1997). The CSP initiative had begun to run its course by 2003, by which time Defence had tested nearly 16,000 positions, with 68% of the contracts involved awarded to commercial suppliers, 27% awarded to defence in-house options and the status quo retained for the balance.
 

In parallel with the CSP initiative, Defence had begun requiring contractors to compete for defence capital equipment contracts on a through life cost of ownership basis, rather than on the basis of the cost of acquisition alone. This initiative reflected CSP-induced acceptance by Service operators of greater dependence on industry for support and pragmatic recognition of the cost and difficulty of recruiting and retaining sufficient engineering and technical personnel in the Services.

In 1997, for example, BAE Systems won the competition to replace the Macchi aircraft used for fast jet training of Royal Australian Air Force (RAAF) pilots. Defence awarded BAE Systems a contract to supply and support 33 Hawk 127 aircraft. The in service support contract requires BAE Systems to provide deeper maintenance support throughout the Hawk’s 25 year life of type under arrangements renewed every 5 years.  To this end BAE Systems has established the requisite capacity for engineering, logistics and whole of life supply chain management, delivered through its support facility at RAAF Base Williamtown.

The performance-based business model Defence adopted in procuring the Armidale Class patrol boats in 2004 represents an additional highly prospective development of the defence business model. In this case, Defence eschewed its traditional procurement approach of specifying in detail, for example, the number of vessels it required, their dimensions and construction standards.  Instead, Defence invited companies to tender for a patrol boat system (which included both construction and through-life support of the patrol boats) able to generate 3000 days of operational availability per year for 15 years, and able to surge to 3600 days per year. The performance stipulated by Defence included, for example, the ability to conduct surveillance and response boarding operations at the top of Sea State 4 (wave heights of 2.5 metres) and to maintain surveillance to the top of Sea State 5 (wave heights of 4 metres).  

These major changes in the value added by Australian industry to the nation’s defence capability both drove, and were enabled by, other more generic changes in the Defence business model.

The Defence Business Model

In Australia Defence is effectively the sole buyer of military goods and services.  Hence local industry capabilities are shaped not only by what Defence buys but also by how it does so. The defence business model is therefore a key element of Australia’s arrangements to capture capability value.

The defence business model has evolved considerably from that based on full and open competition that Tange inherited from the Department of Supply in 1973. That evolution has been influenced by a combination of indigenous experiments and overseas experience. The following sections explore Australian experience with:

· the balance between competition and regulation in the quest for value for money;

· the distribution of project risk between customer and supplier; and
· government-to-government collaboration in the development and procurement of platforms and systems.

Competition vs regulation

The defence business model recognises that competition delivers good value for money in the supply of goods and services that can be bought off the shelf, or when customisation can be specifically identified and paid for.  But structural changes in global markets, the overriding advantage accruing to the original equipment manufacturer in upgrading platforms and systems that last longer and the imperatives of network centric warfare impose practical limits on the extent to which competition alone can sustain efficient procurement in the Australian defence market.  

Increasingly, therefore, the defence business model relies on a balance of competition and regulation (that is the active structuring and management of acquisition and sustainment programs with the goal of achieving the best outcomes for Defence). The model recognises that the weaker the competitive tensions at work in a given program, the more Defence will need to rely on regulatory instruments to achieve, and be seen to achieve, value for money. But Defence is chronically short of the policy and administrative skills required for effective regulation. Hence competition is likely to remain Defence’s primary instrument for achieving value for money.  

In the Australian context, this increasingly means competition for a market rather than competition in a market. Up until the 1980s, for example, Defence sought to obtain maximum value for money by competing the supply of the aircraft and conducting a separate, subsequent, competition for support of that aircraft. During the 1990s, in an attempt to reduce transaction costs and to secure economies of scope, Defence encouraged industry to compete for both initial supply and subsequent support of platforms and systems on a turnkey basis. As already indicated, this approach led to a successful turnkey contract with BAE Systems for supply and support of the lead-in fighter, in turn encouraging Defence to conclude a similar turnkey contract with Australian Aerospace Limited for supply, assembly, test and in-support of the Army’s 22 armed reconnaissance helicopters.  

Australia’s efforts to maintain a ‘knowledge edge’ are testing the limits of this defence business model.  Rapid growth of regional military capabilities has forced Australia to procure platforms and systems at the leading edge of technology.  Managing technical risk has therefore been a pervasive concern in Defence project management. 

Sharing risk

In Australia Defence has tended to eschew the kind of cost plus contracts that feature so prominently in, for example, US development projects. At least until very recently, Australia has used competitive pressure to force the supplier to accept fixed price contracts and, hence, most of the technical risk. If, as was often the case, the supplier underestimated and/or underpriced the risk, the record suggests that Defence was prepared to relax the delivery schedule rather than adjust the price. In effect, this meant trading off ADF preparedness for Defence budget integrity.

The initial contract for acquisition of the Jindalee Over-the horizon Radar Network (JORN) in 1986 is an example of where Defence pursued an indigenous development contract within a fixed-price paradigm (see Figure 5-1). 


Figure 5-1.  JORN Project
Defence has also sought to reduce the risk involved in acquiring the technology it needs to maintain a knowledge edge by accessing not only overseas technological innovation but also overseas management expertise. This requires the conclusion of a ‘deal’ that goes far beyond the relatively simple verities of a contract. The Collins Class submarine project illustrates the challenges Australia encountered in pursuing this kind of ‘deal’ (see Figure 5-2).  

International collaboration

Australia’s participation in bilateral materiel cooperation programs based on traditional government-to-government understandings has been confined to close friends and allies – for example, the Jindivik pilotless target drone with the UK, the ANZAC ship program with New Zealand and the Nulka anti-ship missile decoy system with the United States. Australia’s desire to access overseas innovation at minimal cost suggests, however, that it will be receptive to commercially led proposals for cooperation, particularly with the United States in areas of common operational interest.  

For example, under the AUSPAR program, the US and Australian Departments of Defence are sharing the cost of engaging CEA Technologies, an Australian company, to upgrade its existing lower power CEA-FAR active phased array radar without compromising its scalability, light weight and low cost.  

At the other end of the spectrum of complexity lie Australian arrangements for participation in the Lockheed Martin F-35 Joint Strike Fighter (JSF).  Lockheed Martin initiated the JSF system development and demonstration phase in October 2001 with a view to developing not only the aircraft and its systems but also the associated supply chains.  Australia is participating in this phase of the JSF program, along with the US, UK, Canada, Denmark, Norway, Italy, Netherlands and Turkey. Australian industry participation in the JSF program differs markedly from that in Australia’s other military aircraft procurements.  Companies compete for participation in the JSF’s international supply chain on a best value basis, according to their respective capabilities and competitive advantages. Such participation offers successful companies significant commercial benefits.  But it remains to be determined how such participation adds value to the Australian defence value adding chain and how Defence would capture that value.    


Figure 5-2 Collins Class Submarine Project 
Wider economic factors (including chronic difficulty in recruiting and retaining skilled personnel) have combined with changes in the defence business model to greatly increase ADF dependence on contractor support. But Australia has not yet been prepared to go as far as, for example, the US and the UK in utilising contractors in an area of operations. Nor has Australia been prepared to emulate the UK experiment in the private financing of military capability. Both these aspects of the Australian defence business model seem likely to undergo significant development in the near future.   

Concluding Comments
Since the end of the Cold War, Australian Governments have repeatedly reaffirmed the uncertainty of Australia’s strategic environment. In order to manage the strategic risk inherent in such uncertainty, Australian Governments will continue to adjust Australia’s portfolio of military capability outputs in order to provide the nation “with a set of capabilities that will be flexible enough to provide governments with a range of military options across a spectrum of credible situations” (CoA, 2000; p. 54, para 6.33).  

If, as seems likely, this uncertainty continues in future, then Australian Governments will continue to invest capabilities that enhance the military options available to them.  At the same time wider developments in Australian governance mean that Defence will continue to experiment with different institutional arrangements and Australian Governments seem likely to continue looking to outside expertise for suggestions.  

More particularly, Australian Governments will continue to search for ways to synthesise overseas innovations and Australian industry capacity in an effort to preserve the ADF’s knowledge edge at minimum risk in cost, schedule and technical terms. This issue is covered in more detail in Chapters 7 and 8.   

         .                         

JORN uses radio energy refracted through the ionosphere to detect and track aircraft and surface ships over the horizon at ranges of 1000-3000 KMS. The Australian Government approved acquisition of JORN in 1986 with the aim of:


providing the Australian Defence force with broad area surveillance of aircraft and surface ships in Australia’s northern maritime approaches; and


developing Australian industry capability to support over-the-horizon operation, maintenance, and evolutionary development. 


In 1991, Defence awarded the JORN contract to a consortium based on Telstra (then Australia’s publicly-owned telecommunications monopoly).  In doing so, Defence used a price ceiling/incentive contract in an attempt to manage the technical risk involved in development and production of JORN.  As the Australian National Audit Office (ANAO) later pointed out, the Commonwealth adopted this model because it recognised that if the contractor was required to bear all the risks, either none would bid for the business, or those that did so would charge a price based on a worst case outcome.  Accordingly the JORN price ceiling/incentive contract provided for the Commonwealth and the contractor to share the financial risk by:


negotiating a target price for development and production of JORN;


setting maximum (ceiling) price payable by the Commonwealth equal to the target price plus 60 per cent of any cost overruns up to a maximum of 10 percent above the target;


a financial risk share in which Telstra was responsible for 40 per cent of any cost overruns up to the ceiling price, and 100 per cent of all costs that exceeded the ceiling price; and


a saving share that entitled Telstra to 40 per cent of the savings if it completed JORN for less than the target price.





In the event, both Defence and the contractor underestimated the cost, schedule and technical risk involved and the resulting cost and schedule overruns swamped the above arrangements.  In 1997 Telstra engaged RLM Management Pty Ltd to take over management of the JORN Project.  RLM is a joint venture between US-owned and operated Lockheed Martin and Tenix (then an Australian owned and operated naval ship builder).  In 1999, after undertaking a comprehensive due diligence study, detailed engineering reviews and negotiating a revised contract with Defence, RLM assumed full prime contractor responsibility for the JORN project.    


Under the revised contract, Defence agreed to reschedule JORN delivery to 2001 (a slippage of four years from the delivery date originally agreed between Telstra and Defence) and insisted on a firm fixed price equal to the original contract’s ceiling price plus $A20 million.  In the event, and despite the engineering reviews it had undertaken, RLM did not complete JORN’s development until April 2003 and Defence accepted the system into service in May that year, six years after the original delivery date of June 1997.


Source: ANAO (2006); pp.41-43.





When it won the contract to design and build the Collins Class submarines, the Australian Submarine Corporation  (ASC) was owned by a consortium of four organisations, one of which was the Swedish submarine designer, Kockums (who had the controlling interest in ASC).  This commercial arrangement represented the outcome of, on one hand, the Commonwealth’s efforts to maximise Kockums’ incentive to design a submarine that met Defence’s demanding requirements and, on the other hand, Kockums’ incentive to protect its intellectual property (which the Commonwealth had decided not to buy). At the same time, Kockums retained separate design authority for the Collins Class.  


These arrangements placed Kockums in a debilitating conflict of interest when the Collins Class subsequently encountered widely publicised – and politically embarrassing – design and construction problems. The problems were exacerbated when Defence decided to purchase a US-designed replacement for the troubled Collins Class submarine combat system, and (in September 2001) to enter into a strategic alliance with the US Navy on submarine matters, including the future enhancement of the Collins Class submarines.     


The ensuing political and commercial manoeuvrings led, in late 2000, to the Australian government taking full direct ownership of ASC. In order to restore public confidence in the Collins Class submarine project and in ASC’s ability to manage it, the government then directed ASC to engage Electric Boat Corporation (EB – the major US submarine builder) as a capability partner.* Accordingly, in October 2002, ASC and Electric Boat concluded a three-year A$20 million agreement (with up to four years of annual extensions) for the provision of specialist management and technical advice on the maintenance and on-going support of the Collins Class.** Tellingly, EB support was to focus on modernised life cycle support, strategic business planning, work packaging and scheduling, business processes and systems, management practices and on-going engineering support.***  


Kockums, on the other hand, was unhappy about Australia’s embrace of US Navy and US commercial expertise in submarine matters. ASC (still owned by the Australian government) took until 2004 to settle all disputes with Kockums and to obtain perpetual access to Kockums’ Collins Class intellectual property needed for in-service support.      





* Hill, Robert and Nick Minchin Australian Submarine Corporation – Engagement of capability partner for a scoping study, Joint Media Release 134/02 of 9 April 2002.  


** Hill, Robert and Nick Minchin Electric Boat signs as capability partner to Australian Submarine Corporation, Media Release MIN 536/02 of 3 October 2002.


*** Electric Boat Corporation EB lands technical-support contract for Australian submarines, October 7, 2002 at � HYPERLINK "http://www.gdeb.com/news/2002archives.html" ��www.gdeb.com/news/2002archives.html� accessed 4 December 2006.








� Hill, Robert Review Team to assist with Defence procurements, media release MIN749/02 of 12 December 2002, at � HYPERLINK "http://www.minister.defence.gov.au/Hilltpl.cfm" ��http://www.minister.defence.gov.au/Hilltpl.cfm�, accessed 28 November 2006.


� For a fuller explanation see MacIntosh et al, op. cit.; pp.7-15 and Annex E, pp. E1-E2.


� For a detailed explanation of the role of the Capability Development Group and of its relationships with Defence Capability Managers see CoA (2006); pp. 9-11. See also Chapter 4. 


� Minister for Defence media release 030/2007 Defence Management Review, Thursday 5 April 2007.


� As for example summarised in ANAO (2003), Vol. 1; pp. 14 - 15.


� For details, see Department of Prime Minister and Cabinet “Requirements for Annual Reports”, June 2005, on � HYPERLINK "http://www.dpmc.gov.au/guidelines/index" ��www.dpmc.gov.au/guidelines/index�, [accessed 7 June 2006].


� Defence Annual Report 2004-05, ‘Outcome Performance: Outcome Three Army Capabilities’, ch. 4, p. 2, on � HYPERLINK "http://www.defence.gov.au/budget/04-05/dar/04-05 outcome3" ��www.defence.gov.au/budget/04-05/dar/04-05 outcome3� [accessed 6 June 2006]. 


� This section draws heavily on Pezullo and Hurley (2006). 


� � HYPERLINK "http://www.defence.gov.au/budget/02-03/dar/04_01_1csp.htm" ��http://www.defence.gov.au/budget/02-03/dar/04_01_1csp.htm� [accessed 27 November 2006.]


� � HYPERLINK "http://www.defence.gov.au/dmo/asd/air5367" ��http://www.defence.gov.au/dmo/asd/air5367� [accessed 28 November 2006].
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