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“Would you tell me, please, which way I ought to go from here?”
“T'hat depends a good deal on where you want to get to,” said the Cat.
“I don’t much care where—" said Alice.

“Then it doesn’t matter which way you go,” said the Cat.

“—so0 long as I get somewhere,” Alice added as an explanation.

“Ob, you're sure to do that,” said the Cat, “if you only walk long enough.”

— Alice’s Adventures in Wonderland, Chapter 6
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Special Foreword

The United States today faces epic challenges—in economics, national security, energy
and the environment— that closely link our national and personal security. Globalization
lies at the heart of many of these challenges; this central driving force of change has come
into America’s homes, affects the most fundamental elements of national governance and,
ultimately, will shape both our prosperity and our security.

Globalization offers benefits but carries significant challenges and risks. The challenge
for policy-makers is how to maximize the former while mitigating the latter. Hence, in the
context of the global financial crisis, we are rethinking some of our basic operating mod-
els: redefining the government’s role in regulating an increasingly interconnected global
economy. We also are realigning our defense capabilities to deal with threats—often not
contained within a national boundary or identity— that endanger our national or economic
well-being or even our survival. To better address the globalized threats we face, our gov-
ernment is already reorienting the capabilities of our national security forces to a new bal-
ance between conventional and irregular warfare, while keeping homeland security a cen-
tral focus.

The United States needs a new model of “globalized” national security for this changing
world: we must realign longstanding policies away from go-it-alone approaches to coalition-
building and cooperation in support of shared objectives with our allies. In this context, the
Transatlantic relationship stands at the center of our approach to ensuring our future secu-
rity. Our enduring alliance with our closest allies and friends will be critical to our strategy.

Yet, we face a clear set of challenges in our Transatlantic relationships—the need to
develop shared views of the threat and joint solutions, the need to share technology in sup-
port of these efforts, and the need to maintain strong economic ties at a time when protec-
tionism looms in the midst of a significant recession.

Now, when we most need to re-examine our Transatlantic security model, this new two
volume study by Jeff Bialos and his co-authors— Fortresses and Icebergs: The Evolution of
the Transatlantic Defense Market and the Implications for U.S. National Security Policy— pro-
vides key insights and a roadmap for the United States to leverage Transatlantic security
opportunities. The study offers a deep and fresh understanding of the evolving Transatlan-
tic defense marketplace, the role the U.S. government plays in shaping its future, and the
defense market’s relationship to our national security.

Fresh, Detailed and Insightful Data

This important two volume work is particularly unique with respect to the detailed data
on defense markets it provides. With approximately 231 Figures and Tables and in-depth
chapters on the United States and seven European countries, it provides a rich data set
beyond that seen in other studies. The country-specific assessments will be of great interest
to government officials, industry executives and policy analysts alike.

Equally noteworthy, the authors developed and applied a detailed methodology in order
to bring more objectivity to assessing defense markets. The methodology and extensive data
focus on two specific issue areas:
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* What is the degree of access U.S. firms can achieve in European defense and secu-

rity markets, and to what degree can European firms access the equivalent U.S.
markets? The study analyzes the range of market barriers, using quantitative mea-
sures where possible. It offers a more rigorous basis for understanding the barri-
ers—beyond myth or perception.

What are the effects of the European Union, as distinct from separate European
nations, on the defense and security markets at the prime and lower tiers of indus-
try? The study describes the significant changes underway in the European Union,
which is coalescing roles and authorities in defense and security markets —as a regu-
lator, coordinator and, gradually, buyer. This is a major development the United
States cannot afford to ignore. We can no longer cooperate only on a bilateral level
or through NATO; we must deal with the growing role of the European Union.

Why Do These Issues Matter?

Three aspects of market access are vital to the United States and Europe for our mutual
security:

o Coalition operations will be a central construct for future security operations. Strong indus-

trial linkages and pre-existing shared protocols and products encourage integrated,
interoperable performance and offer significant battlefield and cost advantages. We
cannot afford to again go into coalition operations as unprepared to work together
as we were when we initiated Operation Iraqi Freedom.

Both the United States and Europe can gain from enbanced competition in consolidating
defense markets. More open and accessible acquisition programs on both sides of the
Atlantic would afford opportunities to a wider set of competitors with a broader
range of alternative solutions. We would get not only the cost savings and innova-
tion benefits that competition inherently brings but also some new solutions result-
ing from European research and development spending — dollars we could save.

Growing protectionist risks, fueled by the ongoing economic crisis, are of great concern as
they can adversely impact national security and economic competitiveness. The
global economic crisis exposes our weakest links; we must resist opting for local,
short-term payoffs that may seriously harm our long-term best interests. Defense
jobs and technology, already prone to protectionism, could become increasingly
isolated if conscious efforts are not made to open these markets.

In short, the market access issues addressed by Fortresses and Icebergs really matter.

Timely to Current Policy Debates

Even as this study is being released, critical public policy decisions relevant to our Euro-
pean allies and the future U.S. security posture are being debated. This new two volume
work tackles head-on a number of the key issues that will shape the future:

* Export control reforms, especially with respect to the International Traffic in Arms

Regulations governing defense trade;

* Buy American and national buying preferences;
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* Defense acquisition competition process, realities and decisions in both markets;
and

* The nature of our engagement with the European Union, in addition to NATO
and national governments in Europe, with respect to defense and security markets.

In sum, the United States needs to step now—with both feet—into the twenty-first
century and embrace this reality: we can best deal with the threats posed by globalization
by leveraging the solutions offered by global engagement with close allies. Fortresses and
Icebergs offers an important foundation for this effort—setting forth both the rationale and
the roadmap for our engagement with Europe on defense markets in support of our mutual
security objectives.

Dr. Jacques S. Gansler

Roger C. Lipitz Chair in Public Policy and Private Enterprise,
School of Public Affairs, University of Maryland

Former Under Secretary of Defense for Acquisition,

Technology and Logistics, 1997-2001






Foreword and Acknowledgments

This two volume study in large part grows out of a contract awarded by the Office of
the Deputy Under Secretary of Defense for Industrial Policy entitled “Assessment of the
European Defense Industry and Market.” The consortium of firms performing the contract
subdivided the project into three separate elements.' The third element of the overall proj-
ect is the subject of this study. It focuses on evaluating:

* The degree of access of U.S. firms to European defense markets and the degree of
access of European firms to the U.S. defense market (the “Market Access” analysis);
and

* Evolving European (as distinct from national) defense industrial policy and its impli-
cations for the United States (the “European Defense Industrial Policy” analysis).”

Volume I of this study sets forth the overall study—its methodology, findings and rec-
ommendations. Volume II sets forth separate market access analyses for each of the eight
countries studied.

The study involved a considerable number of participants for whose contributions and
support my co-authors and I are very grateful.

First, in the course of this study, we conducted individual interviews and interactive
roundtable discussions with several hundred people in Europe and the United States. The
interviews and roundtables included foreign and U.S. government officials, market par-
ticipants (mostly senior executives of leading defense firms), defense industry associations
and defense industry analysts. A full list of persons interviewed and their affiliations are
set forth in Appendix II. In each of the European countries examined, the Ministries of
Defense and other relevant government agencies were very cooperative. Additionally, we
met with officials of the European Union (both the European Commission and the Euro-
pean Defence Agency) and appreciate the time and cooperation they extended to us. We
also met with a number of officials of the U.S. Department of Defense and the U.S. Military
Services as well. Without their candid comments and willingness to participate, we would
not have been able to prepare this assessment. We have done our best to reflect the overall
sense of these interviews in this analysis. As per our agreement with these parties, we have
not attributed any comments made to specific interviewees in this study.

Second, we are very thankful to the Director of International Cooperation, Albert Volk-
man, and his staff, in the Office of the Under Secretary of Defense for Acquisition, Logis-
tics and Technology. They met with us regularly during the course of our study and shared
their insights, and were helpful in organizing our meetings abroad in each of the relevant
countries we visited.

' The first element of the contract called for providing a detailed forecast of major European defense markets (with
data on the size, composition and market shares of suppliers), and the second element called for characterizing the
major European defense firms. These two contract elements were separately performed and the results provided to
the Department of Defense.

* It should be noted that the funding for this study was provided in part by the Department of Defense contract and in
part by the Center for Transatlantic Relations at the Paul H. Nitze School of Advanced International Studies, Johns
Hopkins University.
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Third, we deeply appreciate the assistance of the U.S. Department of Defense’s Office of
Defense Cooperation (ODC) during the course of our study. In each country visited, local
ODC officials met with us and gave us their frank assessment of the situation on the ground
and also facilitated our meetings with relevant foreign government officials and market par-
ticipants. ODC officials in each country also provided very useful comments on the draft
country analyses in Volume II of this study— for which we are very grateful.

Fourth, with respect to the European Union and North Atlantic Treaty Organization
(NATO), we appreciate greatly the assistance of the U.S. Missions to the European Union
and NATO, respectively. In particular, we wish to acknowledge the substantial insights and
assistance of Isabelle Maelcamp of the U.S. Mission to the European Union in Brussels,
who provided us updates on the evolution of the European Commission’s various directives,
which have been a work in progress, and who also reviewed and provided helpful comments
on the European Union portion of this study.

Fifth, we are thankful for a virtual “wiseman” group of reviewers who took the oppor-
tunity to review all or portions of the study and give us useful feedback. They include:
Lt. Colonel Joseph Lask, U.S. Air Force (formerly of the ODC in Rome); Hélene Masson,
Research Fellow, Fondation pour la Recherche Stratégique, Paris, France; Martin Meth,
Renaissance Strategic Advisors (and formerly of Thales North America and the Depart-
ment of Defense), Arlington, Virginia; Ralph Thiele, a private defense consultant resident
in Germany who previously worked for the German Ministry of Defense; Martin Trybus,
Professor of European Law and Policy, Birmingham Law School, University of Birming-
ham; and the Honorable Ben Wallace, a Member of Parliament in the House of Commons,
Parliament of the United Kingdom. I also am thankful for a number of friends and current
or former colleagues for their helpful comments on portions of the manuscript as it took
shape, including: Dr. Daniel Hamilton, Richard von Weizsicker Professor and Director of
the Center for Transatlantic Relations at the Paul H. Nitze School of Advanced Interna-
tional Studies, Johns Hopkins University; and Franklin Kramer, a consultant who previ-
ously served as Assistant Secretary of Defense for International Security Affairs.

Sixth, we are thankful to Documental Solutions of Falls Church, Virginia, and JSA Part-
ners of Boston, Massachusetts, two firms that worked on other portions of the Depart-
ment of Defense contract. Joseph Schneider and Steve Miller of JSA Partners and Richard
Wieland and Ben Moores of Documental Solutions (United Kingdom) provided valuable
suggestions and reviewed and commented on portions of the study. Documental Solutions
provided the supporting data used herein and we are particularly thankful to Diane Jane-
way, for her able assistance.

Seventh, we are very thankful to our co-contributors: Christer Mossberg of the United
States, who also served as co-editor, Giovanni Gasparini of Italy, and Andrew James of the
United Kingdom (whose biographies are in the “About the Authors” appendix). They all
provided drafts of the country-specific analyses for Sweden, Italy and the United King-
dom respectively, and also commented on other portions of the study. Christer Mossberg,
a longtime colleague with Sutherland Asbill & Brennan LLP, where I practice law, also
provided invaluable advice throughout the monograph on legal issues (providing input on
international and national legal regimes) and served as a general co-editor of the entire
study. Giovanni Gasparini and Andrew James are well-known and distinguished European
analysts of the defense industry. All of their insights and experience were invaluable to our
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effort. However, as co-contributors, they bear no responsibility for and do not necessarily
agree with all of the overall findings of this study.

Eighth, we are very grateful for the support, assistance and patience of our sponsors. In
particular, we thank the Office of the Deputy Under Secretary of Defense for Industrial
Policy, including former Deputy Under Secretary William Greenwalt, Gary Powell, the
fromer Assistant Deputy Under Secretary for Industrial Policy and Dawn Vehmeier, Acting
Director for Industrial Base Assessments.

Thanks also go to the Center for Transatlantic Relations at Johns Hopkins University’s
Paul H. Nitze School of Advanced International Studies, where I serve as a non-resident
Fellow. The Center also provided significant funding and support and able editorial and
logistical support. The Center, which serves as the EU Center of Excellence Washington,
D.C,, is grateful in turn to the European Commission for its support. Without the funding
support, thoughtful input and encouragement from the Defense Department and the Cen-
ter for Transatlantic Relations, this project would not have been possible.

Finally, I am very grateful for the very sizable and insightful contributions to this mono-
graph by Christine E. Fisher and Stuart L. Koehl, my distinguished co-authors. This study
was truly a collective work, and the findings and assessments were arrived at by us as a
group. While all of those mentioned above made beneficial contributions to the mono-
graph, ultimately my two co-authors and I alone take responsibility for all of its contents.

It also should be recognized that all statements of fact, opinion or analysis expressed are
those of the authors only and do not reflect the official positions or views of U.S. Depart-
ment of Defense or any other U.S. government department or agency or any institution or
organization with which any of us are affiliated.

Feffrey P. Bialos
Washington, D.C.

September 2009






Executive Summary and Detailed Overview

Executive Summary

The two central dynamics of the evolving defense marketplace—the drive for innova-
tion to meet new twenty-first century military requirements and the drive for affordability
in an era of increasingly constrained budgets and rising weapons costs— converge to create
powerful incentives for governments to allow more open and competitive markets. In the
consolidating defense markets that exist today, cross-border market access—the subject of
this study—can be a useful tool for governments to facilitate competition, and the afford-
ability and innovation that competition can bring.

Historically, defense markets have been among the most protected of any industrial sec-
tors in light of their close relationship to sovereignty and national security as well as domes-
tic employment and technology leadership considerations. Today, however, Transatlantic
defense markets, driven by economic realities, are in transition from historically closed
“national” markets to more open and competitive markets and somewhat “better value”
buying habits. There have been material and gradual changes for the better in terms of
market openness in the United States and most of the European countries studied.

The Evolution of European Defense Markets: Gradually More Open and
Competitive Markets, But More Challenging for U.S. Suppliers

In Europe, the available data shows that protected national defense procurement mar-
kets in the classic defense product sectors we examined are gradually being replaced with
markets where awards are increasingly made either on a more open and competitive basis
or through European cooperative programs. Growing cooperative programs reflect the
economic reality that national programs are becoming unaffordable for most European
nations. There also is evidence of more emphasis on “best value for money” in European
procurements and more buying for security need rather than to achieve social goals. The
heavy reliance on sole source national buying is declining and there is evidence of increased
inter-European buying (both directly and through European cooperative programs).

These trends vary by country and by market segment. Sweden is the most accessible
market in Europe for U.S. firms and Italy and Romania are the least. France, historically
a closed country, shows signs of opening—especially to other European suppliers—as it
shifts from a traditional Gaullist strategy of independence to a neo-Gaullist Eurocentric
approach. Across all nations ground and naval markets tend to be more closed and national
while military aircraft and C4ISR (command, control, computers, communications, intel-
ligence, surveillance and reconnaissance) markets tend to be more open and competitive.
These European national trends also are evolutionary in nature; change in defense mar-
kets is inherently slow because defense programs, by their nature, tend to last many years.
Not surprisingly, the lion’s share of contracts awarded on legacy programs continues to be
awarded to national contractors on a sole source basis.

The high levels of U.S. spending for the war in Iraq—effectively a “bull market” in
defense—-created an upwards trend from 2004 to 2007 in both U.S. sales to European
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nations and European sales to the United States. However, it is unlikely the U.S. sales to
Europe will continue at these elevated levels as the war winds down (U.S. sales to Europe
had already begun to decline in 2008) and it is uncertain that European participation in the
U.S. market can be sustained at current levels.

Trends at the European level are likely to reinforce and accelerate the better national
buying habits emerging in Europe. Europe is coalescing a defense identity and the Euro-
pean Union (EU) is developing a real role in defense markets—as a regulator, coordinator
and, gradually, as a buyer. In particular, the pending enactment of European Commission
(EC) Directives on Defense Procurement and Transfers are constructive steps forward.
These new rules will help to eliminate fragmentation and redundant spending in European
defense markets, and will introduce competition and the innovation and affordability that
competition can bring. The new EC Directives also will likely reinforce and accelerate the
better national buying habits emerging in Europe that we identified during this study.

The shift toward a “European” market and industry has other implications at the national
level. Numerous of the European countries studied have emerging national policies of
encouraging the development of a European, as distinct from national, defense industry;
these governments face trade-offs between this goal and the desire to maintain a national
defense industrial capability, with technological, employment and other benefits. These
governments are also keenly aware of these trade-offs and are taking various approaches to
reconciling them.

Paradoxically, despite constructive developments in European defense markets, the net
effect of all of the European dynamics—at the national and EU level —is to create a tougher
market environment for U.S. defense firms seeking to do business in Europe—especially
U.S. subsystem suppliers.

* The increased competition in Europe means a decreased use of sole source awards,
where American firms have derived significant sales. Moreover, in competitive
procurements, U.S. firms must face increasingly robust solutions offered by other
European and third-country (especially Israeli) suppliers and industry teams.

* There is evidence of an emerging European (as distinct from national) policy pref-
erence and Eurocentric buying pattern in the growing number of non-U.S. awards
in European competitive procurements. Indeed, the U.S. win rate on competitive
programs is low and the U.S. presence on large European programs is limited.

* The new EC Defense Procurement Directive, while ostensibly neutral on non-EU
participation in European defense markets, affords national authorities the oppor-
tunity to use various formalized EU acquisition procedures (e.g., the “security of
supply” and “security of information” provisions) to effectively exclude U.S. and
other non-EU firms.

* The growth of European cooperative procurements unfortunately means fewer
opportunities for U.S. firms in light of longstanding juste retour policies, under
which participating governments negotiate work share agreements that allocate
work to their own national firms on the basis of the investment of each country.

* There is clear evidence, beyond rhetoric, of a behavioral shift in Europe toward
“designing around” or designing out components or subsystems regulated by the
U.S. International Traffic in Arms Regulations (ITAR), which has a particularly
adverse impact on U.S. subsystem and component suppliers.
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* On the supply side of European markets, the fact of a very few, increasingly large,
European defense firms creates powerful incentives for European governments to
favor these firms in their procurement decision-making—reinforcing the European
preference noted above —in order to maintain a robust European supplier base.

In sum, absent strategic action by the United States, the market position of U.S. firms
in Europe is likely to erode over time—with occasional European buying of U.S. system
solutions (for urgent requirements or where no other comparable or affordable European
options exist) and fewer opportunities for U.S. subsystem suppliers.

The Evolution of U.S. Defense Buying: Somewhat More Open With
Continued Challenges for Foreign Suppliers

In contrast to the challenges increasingly faced by U.S. firms in Europe, the future pros-
pects in the United States for European firms appear somewhat more appealing.

The United States has a long history of competitive procurement but not of fully “open”
procurement. Historically, foreign suppliers have often been excluded from competition
through formal and informal means for a variety of reasons. However, the traditional atti-
tudes are changing, and there is increased evidence of “openness” to foreign sources of sup-
ply at the prime level. European suppliers won some 28 percent of new competitive awards
on major U.S. programs across the market areas we studied (typically as one of the lead
suppliers on a team with other U.S. suppliers). This data reflects recent awards on the Army
Light Utility Helicopter (LUH), the Marine One presidential helicopter, and other pro-
grams; the recent award of the tanker program (not included in the data) also is indicative.
European firms also have “bought” into the U.S. market through acquisitions (large ones in
the case of United Kingdom (UK) firms and smaller purchases of mostly dual-use firms by
continental European firms) as well as greenfield start-up operations.

Moreover, the emerging elements of the Obama Administration defense acquisition
policy tend to create incentives for U.S. Department of Defense (DoD) to allow additional
market access for foreign suppliers in the future. In this regard, the new “demand” side
emphasis is on affordability, more rapid fielding, more competition and “70 percent solu-
tions” — putting the practical ahead of the perfect—in the context of shifting investment
toward irregular warfare challenges. In the context of these new policy thrusts, enhanced
market access can not only result in more competition, and the innovation and affordability
it can bring, but also can facilitate our war fighters’ access to existing 70 percent solutions
from abroad. Further, future “war” may be waged not via defense hardware power but by
potentially devastating cyber or other global levers of power. In this context, there is even
more of a premium on collaboration with our European Allies that may help to override
market access impediments.

"To be sure, significant challenges exist in the United States for European suppliers. These
include institutional and cultural constraints, the sheer complexity of the U.S. market, the
costs of entry, and security-driven measures. The risks of additional Buy American legisla-
tion and similar actions during the ongoing economic downturn and the failure to reform
defense trade controls also are key factors that can undermine our ability to collaborate with
our allies. Further, as defense budgets tighten due to our growing fiscal imbalances and
competing economic needs (e.g., the recent stimulus package), it remains to be seen whether
programs that feature large European value-added elements will have the domestic support
to be sustained.
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However, in the long term, a number of factors point to the gradual evolution of a more
appealing environment for European firms, including: the size of U.S. spending and range
of opportunities, signs of increasing customer willingness to consider foreign sources; and
the increasing willingness of the United States to allow foreign firms to buy into the market
through mergers, acquisitions and other forms of industrial collaboration.

It also should be recognized that the risks of “fortress-like” conduct on both sides of
the Atlantic are interactive. U.S. policies and attitudes can have a bearing on European
actions with respect to its defense market, and vice versa. A series of U.S. laws, policies and
practices— the challenges posed by the ITAR, restrictive policies on foreign investment in
U.S. defense firms, restrictive immigration policies and constant congressional Buy Ameri-
can proposals—can create an impression of U.S. protectionism that helps shape European
actions regarding its defense market and enhances the risks that Europe will move in a
reciprocal and more protectionist fashion.

While Long-Term Dynamics Tend to Favor an Open and Competitive
Transatlantic Defense, Short-Term Impediments —Largely Government
Rules, Policies and Practices— Curtail Its Development

In the long term, powerful societal trends and forces at work— the globalization of the
broader economy, the economics of defense markets (especially rising costs), and increased
reliance on commercial technology in defense systems—may encourage a more open and
accessible Transatlantic defense market and “better value” buying by customers. However,
this is one possible long-term trajectory and the future is yet to be written.

The reality today and for the foreseeable future is that a series of complex and inter-
related market access barriers—embedded in government laws, rules, policies and prac-
tices—serve as a drag on Transatlantic defense market development. As we show below, the
key market access impediments, which vary in degree by country, include:

* Domestic content rules;
* Informal domestic work share requirements;
* Offsets and juste retour;

* ITAR, the U.S. defense trade rules, which have resulted in a significant “design
around” movement in Europe and thereby limited market opportunities for U.S.
firms;

* Foreign investment rules and policies; and
* Continuing government ownership and control of defense firms in some countries.

In an era where firms can “buy” into foreign commercial markets globally through merg-
ers, acquisitions and joint ventures, restrictions on foreign investment in defense assets have
been a limiting factor on both sides of the Atlantic.

While these market access impediments all vary in form, at their core is the fundamental
reality that governments have powerful incentives to spend their defense dollars at home to
the extent possible for several interrelated reasons: 1) the close relationship of defense indus-
tries to national sovereignty and economic health; 2) a desire for operational sovereignty of
their own systems; 3) anxieties over security of supply (national reliance or dependence on



Executive Summary 5

other nations for sensitive systems); and 4) a desire to promote autonomous national indus-
trial capabilities, employment—in a word, jobs—and technology leadership.

Significantly, the tendencies toward fortress-like conduct are likely to be exacerbated in
the context of the current global financial crisis and serious recession. On both sides of the
Atlantic, the understandable focus on sustaining and protecting domestic jobs is creating
protectionist pressures that may constrain the ability of governments to maintain momen-
tum toward more open defense procurement.

In sum, governments can drive the pace and scope of the development of the Transatlantic
defense market through their actions. On our current trajectory, the development of better
buying habits in the markets studied will be very gradual and evolutionary in nature—slow
and lumpy—without strategic action by governments to address these impediments.

The Strategic Rationale for Action and Recommendations for Change

Developing a more open and competitive Transatlantic marketplace can have a number
of potential benefits for U.S. national security: 1) encouraging competition, and the inno-
vation and affordability it can bring, in consolidated defense markets marked by escalating
weapons system costs; 2) facilitating greater force interoperability and capability acquisition
by allies in an era where coalition warfare is the norm; 3) enhancing cooperation among
allies in a world where collective action is more likely the norm than the exception; and 4)
strengthening the U.S. defense industry, which through improved market access can lower
per unit costs of our own systems. While greater Transatlantic defense industrial coopera-
tion necessarily implies greater technology sharing, enhanced standards and appropriate
security safeguards can appropriately mitigate associated risks.

The following are six core sets of actions, described in detail below, which we recom-
mend the DoD consider undertaking in order to facilitate change in this area:

1. Assign a Senior Pentagon Executive to Manage the Interrelated Coalition War
Fighting, Transatlantic Market Development and Globalization Agenda

2. Step Up Armaments Cooperation in Support of Coalition Warfare and Transatlan-
tic Market Development

3. Reform Internal U.S. Government Rules, Policies and Processes to Facilitate Devel-
opment of a Transatlantic Defense Market: Export Controls, Industrial Security,
National Disclosure Policy, Procurement, Investment, and Buy National Tendencies

4. Put in Place the International “Hardwiring” for an Open and Competitive Trans-
atlantic Defense Market: Engage on Sustained Basis With the EU and LOI 6 and
Revitalize the Bilateral Declaration of Principle Process

5. Shape Demand-Side Measures With Arms-Buying Nations to Curb Illicit Foreign
Payments in the Defense Sector

6. Create a Transatlantic Defense Industrial Dialogue to Catalyze Change

One of the core policy thrusts that permeate these recommendations is the need for the
United States to accept the reality that for matters of security and defense and the related
markets, Europe is evolving a set of central bodies with their own authorities and roles. Put
another way, North Atlantic Treaty Organization (NATO) is no longer the only appropri-
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ate multilateral forum for U.S.-European engagement on security and defense—especially
defense market— matters.

Accordingly, the United States should not rigidly cling exclusively to a bilateral process and
engagement only with NATO. Rather, we should embrace, engage with, and work to shape
the EU’s emerging role in defense generally, and defense markets in particular, in a manner
consistent with U.S. interests rather than continue to question or resist this development.

Thus, a lynchpin of a new U.S. strategy should be to engage on a bilateral and multilat-
eral basis with the six major defense supplier nations in Europe (France, Germany, Italy,
Spain, Sweden and the UK, hereafter referred to as the LOI 6), the EU and NATO—to
create effective “hardwiring” and improved standards for an open and competitive Trans-
atlantic defense market.

Finally, the emerging U.S. demand side shift currently underway—toward greater invest-
ment in low intensity conflict and coalition operations in support of such missions—should
help shape our defense market policies. Thus, we should organize our armaments coopera-
tion with European partners on the development of low intensity capabilities—where we can
gain benefits from existing European security solutions in the war against terrorism—and
enhanced interoperability—with an emphasis on facilitating secure communications,
friendly fire avoidance and improved situational awareness needed to work effectively in
coalitions. These efforts, less platform-oriented and in some aspects lower-tech in nature, are
more realistic, less apt to engender protectionist tendencies on both sides of the Atlantic, and
more likely to produce meaningful results—to benefit our war fighters and peace keepers.
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Figure 1 Fortresses and Icebergs
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Source: U.S. Department of Defense, Office of Deputy Under Secretary of Defense for Industrial Policy.

A Detailed Overview: The Study Focus, Plan and Findings

At the request of the DoD, this two volume study examines the Transatlantic defense
market and its implications for U.S. policy.

* First, it analyzes the fabled two-way street in the Transatlantic defense mar-
ket—evaluating the degree of market access of U.S. defense firms in European
nations and of European defense firms in the United States.

* Second, it reviews the degree to which evolving European institutions, laws, rules,
policies, practices and arrangements with respect to the defense industry also may
have implications for the United States and the access of our firms in Europe (i.e.,
whether these rules and policies are creating a preference for buying European and,
ultimately, a protected European procurement market).

At the center of the study is an analysis of what we somewhat euphemistically refer to
as “fortresses” and “icebergs”—concepts prevalent in the defense world and, hence, the
title of the study. “Fortress” refers to the demand side of the market—the insular tenden-
cies toward closed national defense markets protected from foreign competition through
government laws, policies and practices based on considerations of sovereignty, jobs, and
security of supply, among others. Historically, the term “Fortress America” has been peri-
odically used to suggest that the United States has largely been protectionist—a defense
autarky—spending its defense dollars at home and keeping its large defense market largely
closed. Abroad, individual European nations have also historically been viewed as engaging
in fortress-like conduct with respect to defense procurement. At issue today, as European
national behaviors change, is whether a “Fortress Europe” will develop, replacing national
fortresses, as Europe itself forges its own defense identify.
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“Icebergs” refers to the supply side of the market—the idea that the prime level defense
firms on each side of the Atlantic are still largely isolated from each other—with little
cross-ownership or integration—while globalization has led to considerably more integra-
tion at the sub-tier levels (especially the lower component levels where commercial technol-
ogy and industries are involved). A chart prepared by the statf in the Office of the Deputy
Under Secretary of Defense for Industrial Affairs in the late 1990s (see Figure 1) illustrates
the “iceberg” construct—showing little Transatlantic prime level integration but greater
connectivity of the “icebergs” below the surface, where both sets of primes draw on a com-
mercial supplier base with stronger linkages.

While the “Fortresses and Icebergs” colloquialisms are in fact caricatures of a more com-
plex and nuanced reality, they nevertheless are useful as images in considering the eco-
nomic, political, and other dimensions of the Transatlantic arms market.

Looking Through the Kaleidoscope: Demystifying Fortresses and Icebergs

Examining the Transatlantic defense marketplace is like looking through a kaleidoscope.
It is a multidimensional, complex, and ever-changing subject that can be viewed differently
from different angles at any given moment, depending on the broader context of Transatlan-
tic relations, the specific governments and companies involved, the defense markets involved,
and other specific facts of the situation. Not surprisingly, given the complex and subjective
nature of the subject, it is also difficult to find an objective and consistent analysis of the
marketplace; most analyses consider only one element of the story or lack analytical rigor.

A central effort of this study is to identify metrics that help to understand and demystify
the realities of “Fortresses and Icebergs” —to try to lend objectivity and rigor to this com-
plex subject to the extent possible. What are the propensities toward fortress-like conduct
in the United States and in Europe, and is a true Transatlantic market—with open cross-
border competition in defense markets— developing?

Examining Both Demand and Supply. While the study is primarily focused on the
demand side of the market, it cannot be viewed in a vacuum; the demand and supply side
of the defense marketplace are closely related. For example, supplier consolidation (merg-
ers, acquisitions, joint ventures and other collaborative arrangements) may be the best way
to achieve market access. Conversely, the more open and competitive the nature of the
Transatlantic armaments market, the better prospects exist for Transatlantic supplier col-
laboration and consolidation. Hence, we have given attention to the supply elements of the
equation as well in this analysis.

The Multiple Roles of Governments in Defense Markets. The multiple roles of gov-
ernments add to the complexity and uniqueness of defense markets. Governments function
as regulators, customers and financiers of their defense industries and engage in bilateral
and multilateral relations and armaments cooperation with other governments and multi-
lateral institutions like NATO and the European Defence Agency (EDA). In taking this
broad spectrum of actions, governments are often motivated by a mixture of goals (geo-
political, security, economic) that extend beyond simply providing the most innovative and
affordable solutions to the war fighter.

Differentiating National and Intergovernmental Actions. Historically, defense
industrial matters have been the province of national governments— of relevance here, the
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U.S. government and national governments in Europe. Increasingly, however, the EU and
other intergovernmental groups and arrangements have emerging roles in defense markets.
Hence, this study focuses on, and differentiates, actions by the United States, national gov-
ernments in Europe and, as discussed fully in Chapter 5, the EU and other evolving insti-
tutional arrangements in Europe.

The Regulatory Hardwiring for Market Access. Defense industries and markets
have historically been among the most protected from competition by host governments
because they are so closely linked to national sovereignty, jobs and the expenditure of state
resources. Thus, this study seeks to “peel” through the multiple layers of the Transatlan-
tic market “onion,” focusing on legal, regulatory and other impediments—the regulatory
“hardwiring” critical to market access.

Policy Implications and Recommendations. Finally, the study ends by drawing these
strands of analysis together. We set forth both an overall perspective on the broader policy
implications of the evolution of the Transatlantic defense market and some recommenda-
tions for the future. Thus, the study inevitably focuses, in the end, on the core question
of whether it is in the strategic interests of the United States and its European Allies to
take concrete actions to catalyze the development of an open and competitive Transatlantic
defense market.

The Study’s Two Volumes
Volume I sets forth the main body of the study. It covers:

* The overall defense market and policy context (geopolitical, economic, and
security) in which the study is undertaken (Chapter 1)

* The study’s methodology (Chapter 2 and Appendix I)

* The study’s core findings on the accessibility of national defense markets in
Europe and the United States (Chapters 3 and 4)

* The emerging role of the European Union and other “European” arrange-
ments in defense markets (Chapter 5)

* The implications of the evolution of defense markets for U.S. national security
policy and recommendations for the future (Chapter 6)

Volume II provides in-depth examinations of the defense markets of the eight
countries: France, Germany, Italy, Poland, Romania, Sweden, United Kingdom and
the United States. For each country reviewed, Volume II covers:

® Market Background and Evolution: Changes in Defense Strategy, Budgets,
Force Structure and Equipage

* Armaments Cooperation With the United States

* Dynamics of Demand (the Acquisition System) and Supply (Defense Industrial
Policies and Capabilities)

* Market Access Impediments and Issues
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The Study Context: The Unique Realities of Defense Markets

As discussed in Chapter 1, the defense marketplace is governed by a number of relatively
unique realities that shape the contours of this study. It is important to understand some of
the key demand and supply dynamics that operate in defense markets in order to assess the
accessibility of such markets. Specifically:

* National Security Demand and the Drive for Innovation. An immutable reality
is that defense markets are different from other markets in large part because the
“demand” is a function of national security threats and requirements—a classic “pub-
lic good.” Thus, national security decision-making by governments critically affects
the marketplace and the ability of firms to participate in it. In this twenty-first cen-
tury era of multiple asymmetric security threats, a driving force of defense policy is a
thrust for innovation needed to meet the wide ranging challenges of agile enemies.

* The Economics of Defense: The Drive for Affordability. The economics of
defense is a powerful driver of change. The combination of constrained national
defense budgets and rising weapon systems costs is a major dynamic in defense
markets on both sides of the Atlantic. In this constrained environment, national
buyers in Europe are moving toward increasingly cooperative buying to share costs
and increasingly “better value” buying to reduce costs. As U.S. budgets flatten
and recede from the height of the Bush Administration buildup, the United States
inevitably is moving toward a greater focus on affordability. The combination of
a flat or declining overall defense budget, plus pressure from growth in so-called
“fixed” defense accounts (personnel and health care) and operations and mainte-
nance (O&M) expenses, undoubtedly will constrain the key investment accounts
(Research, Development, Testing and Engineering (RDT&E) and Procurement)
from which defense firms derive much of their income. Additionally, the current
global financial crisis and resulting recession is putting yet more strain on defense
budgets and will likely force yet harder choices and a greater emphasis on afford-
ability on both sides of the Atlantic.

* The Role of Competition in Defense Markets: A Driver of Innovation and
Affordability. Both modern economic theory and empirical evidence have shown
that full and open competition—where all sources of supply can compete—can
produce both greater innovation and affordability. Defense markets are inherently
“imperfect” in an economic sense and far from the Adam Smith model of many
buyers and sellers who lack the ability to set prices. Defense markets are typically
characterized by: a few (typically, government) customers, a “bid” model of compe-
tition, with relatively few new programs that can last for years, significant barriers
to entry, and a limited number of suppliers in a consolidating supplier base. As his-
tory has taught, achieving best value results—rapidly fielded, innovative and afford-
able high-performance weaponry—is not just a matter of having a competitive bid
market for early phases of programs. Rather, it also requires addressing the inher-
ent difficulties in managing large, long-term programs with established incumbent
contractors that are largely insulated from many of the market incentives that exist
in the commercial world. Despite these market imperfections, competition has been
a longstanding feature of U.S. defense markets—with at least several suppliers in
most major markets and in the subsystems arena. Evidence shows that even a small
number of competitors can produce benefits when compared to reliance on sole
source suppliers. Moreover, there is no compelling evidence that models other than
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competition —national teams, managed monopolies, or the like—produce better
results; most evidence is to the contrary. The challenge going forward is multiple: 1)
how to sustain sufficient competition for initial awards in an era of fewer, long-term
programs and a consolidating supplier base; and 2) how to manage large programs
to mitigate key risks and achieve better results (e.g., through a stronger cadre of
experienced acquisition executives, steps to inject competition into long-term pro-
grams— especially at the subsystem level, and the like.)

* Market Access as a Strategic Option to Maintain Competition in a Consoli-
dating Market. One significant strategic option for governments to maintain com-
petition is to open their markets to foreign suppliers subject to appropriate security
safeguards. Hence, “market access,” the central element of this study, is one of a
number of useful tools for government procurement authorities in the context of
a consolidating market. Where demand from a national customer can sustain only
one or two national firms, the participation of foreign competitors can help sustain
a competitive framework and the innovation and affordability it can bring— pro-
vided, of course, that appropriate security measures can be put in place.

The Methodology: The Use of Disciplined Diagnostics

Examining the complex Transatlantic arms market is not easy. Numerous past studies
have tended to be relatively subjective and based more on value judgments than on empiri-
cal evidence. Hence, as set forth in Chapter 2, we have developed a detailed methodology
designed to bring a greater degree of objectivity to the task. In the end, of course, there were
judgments made—but they were fact-based—drawn from observations from hard data,
interviews and dozens of previous studies in this field.

Study Scope: Systems in More “Classic” Defense Product Areas. From a policy
perspective, this study has assessed and characterized the national and relevant intergovern-
mental policies and practices that affect access to defense markets broadly defined. However,
from the standpoint of data, the study covers only the market for defense articles (systems,
subsystems and products) in five traditional defense market areas: air vehicles, ships/sub-
marines, ground vehicles, missiles/munitions and C4ISR.’ In undertaking this analysis, we
have relied on, and analyzed, data provided by Documental Solutions (DOCSOL), which
maintains extensive databases on defense contract awards in the United States and Europe.

Hence, this study does 7ot include the burgeoning market for defense services, informa-
tion technology and homeland security, and it generally does not include areas of clear dual-
use or commercial technology. Also, the study does not examine space systems, subsystems
or capabilities. This means a sizable portion of national security spending by the United
States and European nations studied is not within this study data scope.

These limitations are important because the more commercial and dual-use technology-
driven markets and the markets for services tend to be more globalized, more widely com-
petitive, more open to new entrants and often less nationally sensitive. While our findings
are valid in defense markets generally, a study that focused on data in those additional mar-
kets might offer somewhat different findings.

* These were areas of interest defined by our sponsor, the Office of the Deputy Under Secretary of Defense for Indus-
trial Policy.
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National Defense Markets: A Disciplined Diagnostic of Market Access Barriers. This
study employs a “quantified judgment” methodology for assessing market access in the eight
national defense markets under study which combines: 1) quantitative measures where data
is available; and 2) qualified judgments based on our analysis of underlying country poli-
cies and behaviors, taking into account available academic literature, relevant government
documents and the several hundred interviews we conducted with government, industry,
military and academic representatives during the course of this study.

Specifically, for seven selected European nations and the United States, we have identi-
fied and evaluated a series of market access metrics that measure the tariff and non-tariff
barriers to foreign firms participating in these markets. The “non-tariff” metrics really
focus on the classic market access impediments that the United States has addressed with
our trading partners in the context of commercial markets; we have tailored these criteria
to the unique characteristics of defense markets.

The relevant criteria include: 1) the degree of open and competitive procurement in
national defense markets and the transparency of the procurement system; 2) the degree to
which nations establish domestic content requirements; 3) the use of offset and juste retour
practices, unique defense practices described below; 4) the degree of openness to foreign
investment in domestic defense firms; and 5) the role of export controls in the defense market.

In evaluating the degree of competition, we have relied on DOCSOL’s data, which shows
actual awards made on major programs in these countries in the last three years (2006-
2008). While we would have preferred a longer time series, this is the best data that was
available to use.

National Defense Markets: An Analysis of Outcomes (Measuring Traffic on the Two-
Way Street). To validate this analysis, the study then reviews market access “outcomes”
for each of these markets—focusing on defense trade and investment flows, the degree of
Transatlantic defense cooperation, and the cross-border “footprints of major defense firms
and their strategies to cope with market access impediments. In effect, we have examined
both cause (the market access barriers discussed above) and effect (i.e., the actual market
outcomes— how much of a two-way street exists).

The Emerging European Role in Defense Markets. In evaluating the degree to which
emerging European (as distinct from national) laws, rules, policies, practices and arrange-
ments will create fortress-like tendencies, we also utilized a set of qualitative metrics,
described below, that focus on: the prospect of European as distinct from “national” Euro-
pean demand emerging; the likelihood of further European defense industrial consolida-
tion; and the implications for the United States—i.e., most notably, whether the shift from
national to European buying will result in the creation of a distinct European preference in
buying (or “Fortress Europe” tendency).

Market Access Realities: Continued Impediments But Gradually Better
and More Open Buying Habits

As set forth in detail in Chapter 3, there have been material and gradual changes for the
better in the United States and most of the European countries studied.
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Figure 2 European Markets: Yesterday, Today and Tomorrow
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Source: Analysis based on Documental Solutions data.

The Evolution of European Defense Markets: More Open and
Competitive Markets But More Challenging for U.S. Suppliers

Specifically, Figure 2 highlights the evolution that is underway in European defense markets:

* Yesterday. In the past, European nations predominantly purchased weapons sys-
tems on a sole source national basis—with little competitive procurement (mostly
in the UK), some cooperative procurement among European governments and
considerable sole source purchases of U.S. equipment. Ironically, in the old world,
European nations bought more from the United States on a sole source basis than
from each other, in circumstances where the United States had a leading capability.

* Today. The present European market shows a decline in sole source procurement
from national champions as well as from U.S. firms, increased European coopera-
tive buying, and increased competitive buying by European governments.

* Tomorrow. The future, as reflected in the pattern of buying in recent Euro-
pean awards on major programs, points to a world of even less sole source buy-
ing, increased competition to obtain better value solutions, and continued Euro-
pean cooperative buying driven by the economic reality that national programs are
becoming unaffordable.*

* The charts in Figure 2 are illustrative only and are designed to provide a rough estimate of three snapshots in time.
All three charts are derived from our analysis of Documental Solutions data showing major program awards between
2006 and 2008. The “Yesterday” chart is based on analysis of awards in legacy programs (which we believe is consis-
tent with historic norms when these programs were first awarded). The “Today” chart is based on an analysis of all
awards (legacy and new) during the period, and data for the “Tomorrow” chart is based on an analysis of awards on
new programs only during the period. Other available information also confirms the historic realities (i.e., the Yes-
terday chart). For example, European national authorities have typically exempted approximately 90 percent of
defense procurements from the existing EU procurement directives, which generally require publication of oppor-
tunities and competitive bidding. See European Commission, Communication from the Commission to the Council and
the European Parliament on the results of the consultation launched by the Green Paper on Defence Procurement and on the future
Commission initiatives, p. 3 (Brussels, June 12, 2005) (626 final). Available at: http://eur-lex.europa.eu/LexUriServ/
LexUriServ.doruri=CELEX:52005DC0626:EN:NOT.
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These European trends are evolutionary in nature; change in defense markets is
inherently slow because defense programs, by their nature, tend to last many years.
Some 60 percent of spending on major defense programs in the European countries exam-
ined between 2006 and 2008 was for “legacy” programs (i.e., programs where the initial
award for development and/or procurement were made at some point in the past). The heavy
emphasis on legacy systems is not surprising and reflects the long development and produc-
tion cycles of major defense programs. Poland and Romania were the only exceptions to this
trend. Having scrapped most of their old, Soviet-designed equipment in favor of modern,
NATO-compatible systems, only about a fourth of their defense spending is dedicated to
the upgrading and maintenance of legacy systems.

Notsurprisingly, the lion’s share of contracts awarded on legacy programs —approx-
imately 85 percent—was awarded to national contractors on a sole source basis. The
magnitude of sole source buying reflects the realities of large defense programs. Since the
original program award was made years ago (either on a sole source basis, typical in continen-
tal Europe, or on a competitive basis, more typical in the UK and the United States), practi-
cal economic considerations mean that follow-on production, sustainment and modification
work will in all likelihood be awarded to the original incumbent contractor. Indeed, it would
be uneconomical to change contractors midstream on large programs unless the incumbent
is not performing (although subsystems and certain upgrades can and should be competed).

Thus, even today the incumbent “national champions” on legacy programs in the
European countries reviewed continue to receive a very sizable percentage of all
major program awards (whether awarded on a sole source, competitive or coopera-
tive basis). Specifically, during the period reviewed, Airbus/EADS received approximately
60 percent in France, BAE Systems received 46 percent in the UK, Finmeccanica received
70 percent in Italy, Saab received 24 percent in Sweden, and EADS/Thyssen received 44
percent in Germany.

However, analysis of new major European major defense procurements (i.e., of
non-legacy systems) in recent years in the countries studied clearly shows a changing
reality away from this historic norm of protected national markets toward more open
and competitive buying. Specifically, approximately 50 percent of awards made on new
major defense programs (by value) in the European countries examined between 2006 and
2008 were sourced competitively, with non-national suppliers winning the competitively
sourced awards approximately 73 percent of the time. This new pattern is in stark contrast
to the historic, primarily sole source, norm.

European “Demand” Dynamics, While Constructive in Nature, Are Likely to
Favor European Solutions and Disadvantage U.S. Firms. Overall, these developing
trends, if sustained, can produce efficiencies and better value buying in Europe. Paradoxi-
cally, however, the evolving “demand” dynamics in Europe are potentially detrimental to
U.S. firms in multiple ways:

* Fewer Sole Source Awards. The increased competition in Europe— generally a
good thing—means a decreased use of sole source awards, where American firms
have derived significant sales (roughly $2.1 billion during the 2006-2008 period).
And, in competitive procurements, U.S. firms must face increasingly robust solu-
tions offered by other European and third-country (especially Israeli) suppliers.
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Figure 3 Total European Figure 4 Total Competitive
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* A European Preference in Competitive Buying. In the growing number of
competitive procurements held in European countries studied, there is evidence of
an emerging European policy preference and Eurocentric buying pattern. This is
reflected in national procurement policies that suggest that some of the “competi-
tive” procurement will be open only to European firms and closed to the United
States. This is also reflected in recent award data on new major programs competed
in 2006-2008 (Figure 3), which shows that approximately 62 percent of all new
European competitive awards (by value) went to European firms and 38 percent
went to U.S. firms. The 62 percent in total to European firms, when disaggregated,
includes approximately 29 percent inter-European buying (awards to non-national
European firms) and 33 percent sales to national firms. The trend is even more pro-
nounced when looking at continental Western European countries (see Figure 4),
which shows that most competitive awards (79 percent by value) went to European
suppliers in total, with only 21 percent to U.S. suppliers. Thus, the data clearly shows
an emerging track record of openness to inter-European buying—a new and important
development. At the same time, however, it suggests that programs ostensibly open and
competitive are not really always open to American solutions.

* Increased Cooperative Programs with Limited U.S. Opportunities. The
documented growth of European cooperative procurements over the years, driven
by the increasing inability of national governments to go it alone in major pro-
curements, can result in less fragmented markets and more efficient allocation of
resources. Unfortunately, however, the continued application of longstanding juste
retour’ policies to these programs means that participating governments negotiate

* As discussed in detail in Chapter 3 below, juste retour (just return) is the prevalent European policy whereby national
investment in a cooperative program is proportional to the national procurement work share of the system under
development.
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work share agreements among themselves that allocate work to national firms on
the basis of investment of each country. With no competition on these programs
and work share assigned by agreement, there are few opportunities for U.S. firms.

* The Impact of U.S. Defense Trade Controls. Finally, as discussed below, the
behavioral shift in Europe toward “designing around” or designing out components
or subsystems regulated by the I'TAR has a particularly adverse impact on U.S.
subsystem and component suppliers.

A key mitigating factor is the degree to which European nations will really apply a Euro-
pean “preference” in practice when faced with capable, already developed U.S. offerings
that are more affordable—especially during wartime. This is an area where European geo-
political and economic aspirations for an autonomous defense industry may run into eco-
nomic realities and immediate operational requirements. In this respect, there will likely
always be some room in Europe for U.S. offerings when economics drives buyers to the
“best value” mousetrap, or when short-term operational needs dictate the purchase of an
off-the-shelf capability.

European Supply Dynamics May Disadvantage U.S. Firms. On the supply side of
European markets, the dynamics also appear to be increasingly unfavorable to U.S. par-
ticipation. These include informal European restrictions on foreign investment in defense
firms in some countries that have led to a relatively Eurocentric consolidation in Europe
and the creation of large, largely European defense conglomerates that compete with U.S.
firms. The existence of these large, primarily European defense firms creates powerful
incentives for European governments to favor these firms in their procurement decision-
making (reinforcing the European preference noted above) in order to maintain a robust
European supplier base.

The combined effect of these European market dynamics is particularly of con-
cern for U.S. subsystem suppliers. U.S. subsystem suppliers cannot for the most part par-
ticipate in cooperative programs and are being disfavored in competitive procurements to
the extent they utilize I'TAR-controlled components and technologies. While it is difficult
to quantify these effects, it is clear that U.S. subsystem firms will likely be at a considerable
disadvantage.’

The Evolution of U.S. Defense Buying: Somewhat More Open With Continued
Challenges for Foreign Suppliers. In contrast to the challenges increasingly faced by
U.S. firms in Europe, the future prospects in the United States for European firms appear
somewhat more appealing.

The United States has a long history of competitive procurement (it is the default
position under U.S. law and policy) but not necessarily of “open” procurement. His-
torically, foreign suppliers have often been exc/uded from competition through formal and
informal means for a variety of reasons, including:

¢ A recent study of the impact of ITAR on the U.S. space industrial base shows precisely this type of effect. Based on
survey data collected from U.S. subsystem suppliers, the report confirms that U.S. subsystem suppliers are facing
difficulties in European and other foreign space markets due to U.S. export control policies and the resulting efforts
by European and other governments to design around I'TAR-controlled subsystems and components. See Briefing of
the Working Group on the Health of the U.S. Space Industrial Base and the Impact of Export Controls, Center for Strategic
and International Affairs (February 2008), p. 10 (“Export controls are adversely affecting U.S. companies’ ability to
compete for foreign space business, especially the second and third tier. And it is the second/third tier of the industry
that is the source of much innovation, and is normally the most engaged in the global marketplace in the aerospace/
defense sector.”) Available at: http://www.csis.org/media/csis/pubs/021908_csis_spaceindustryitar_final.pdf.
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Figure 5 Total U.S. Defense Figure 6 New U.S. Defense
Procurement Awards by Procurement Awards by
Type, 2006-2008 Nationality
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Source: Analysis based on Documental Solutions data. Source: Analysis based on Documental Solutions data.

* national security (especially the risk of accessing sensitive information and control
of vital security assets by a foreign-owned entity);

* security of supply (i.e., the risk inherent in relying on a foreign supplier whose host
government could choose to restrict supply in a time of exigency); industrial base
considerations; and

* asimple aversion to foreign solutions (the “not invented here” syndrome).

Thus, in numerous situations, major platform awards have been made through “limited
competition,” with only invited suppliers allowed to compete and foreign firms excluded
one way or another.

However, the traditional attitudes are changing, and there is increased evidence
of “openness” to foreign sources of supply at the prime level. As shown on Figure 5, a
review of recent zew U.S. procurements on major programs in 2006-2008 shows that 45 per-
cent of awards were made through full and open competition, with 32 percent made through
limited competition (excluding foreign sources). The remainder was sole source (17 percent)
and cooperative procurement (6 percent).

This changing reality of U.S. procurement is also reflected in other tangible evidence. As
shown on Figure 6, some 29 percent of new awards on major U.S. programs that were com-
peted actually went to European suppliers (typically, as one of the lead suppliers on a team
with other U.S. suppliers).” This data reflects recent awards on the LUH, the Marine One
presidential helicopter, and other programs; the recent award of the tanker program (not
included in the data) also is indicative. Additionally, a number of leading foreign suppliers

7 As discussed in Chapter 14, this data does not include products produced by U.S. subsidiaries of foreign firms in the
United States (e.g., offerings of a firm like BAE Systems North America).
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we interviewed indicated that U.S. procurements are increasingly open to their participa-
tion—with fewer blanket exclusions than in the past. Moreover, the major foreign defense
firms, with an increasing U.S. onshore presence and classified facilities, are also better posi-
tioned to enter the market in the future than they were in the past.

To be sure, significant challenges exist in the United States for European suppliers. As
discussed below, these include institutional and cultural constraints, the sheer complexity
of the U.S. market, the costs of entry and security-driven measures. The risks of additional
Buy American legislation and similar actions during the ongoing economic downturn and
the failure to reform defense trade controls also are key factors that can undermine our abil-
ity to collaborate with our allies.

Further, as defense budgets tighten due to our growing fiscal imbalances and competing
economic needs (e.g., the recent stimulus package), some DoD programs are likely to be cut.
It remains to be seen whether programs that have large European value-added elements will
have the domestic support to be sustained. For example, both the Marine One presidential
helicopter program (Lockheed/Finmeccanica) and the tanker program (Northrop Grum-
man/EADS) involve Transatlantic teams with European platforms at their core that were
sufficiently meritorious to prevail over domestic competition.” It is uncertain whether such
programs with significant foreign content can be maintained in today’s economic context in
lieu of programs more national in character.

Globalization Can Drive Change But Government Policies Matter

In the long term, broad societal trends and fundamental economics tend to encourage
the current trend toward “better value” buying (i.e., more procurement competition, buying
for security needs rather than social goals, and seeking “best value for money”). These fac-
tors, working together, may drive the Transatlantic defense market’s evolution toward open,
competitive, and cooperative buying on the demand side and Transatlantic supplier global-
ization on the supply side—all of which should foster greater innovation and affordability.

The key drivers of this change include:

* Globalization of the broader economy—while protected sectors like defense change
last, they will and are coming (witness the gradual evolution in textiles and steel,
two other protected sectors in which markets have gradually opened over time);

* Defense market economics—as noted above, the combination of significant bud-
getary constraints (expected to worsen in the current global financial crisis) and the
rising costs of weapons systems;

* Increased reliance on commercial technology and products in defense systems and
the global supplier base that supports such commercial technology;

* Constantly changing military requirements in an era of asymmetric and low intensity
warfare and the innovation required to meet those changing and significant demands;

* In Europe, defense firms face powerful incentives to broaden their markets and par-
ticipate in the large U.S. market in light of the existence of small national markets
with limited demand that can no longer sustain “national” champions; and

® The Marine One Presidential helicopter was a program designated by Secretary of Defense Gates for cancellation
on April 6, 2009, due to cost overruns and other programmatic problems.
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* The need for force interoperability (including meeting NATO standards) to facili-
tate coalition warfare.

Market Access Impediments: Assessing Their Significance

However, the reality today, and in the short-to-medium term, is that a series of complex
and interrelated market access barriers—embedded in government laws, rules, policies and
practices—serve as a drag on the development of an open and competitive Transatlantic
defense market.

Which market access impediments are most significant? Traditional tariff barriers are of
minimal significance in the defense arena. Also, as discussed above, most of the nations stud-
ied are gradually opening their markets to allow at least some increased foreign competition
in procurement programs. Thus, more subtle non-tariff barriers are becoming increasingly
important and are likely to grow in importance in the future. Specifically, based on the
disciplined diagnostic analysis we have conducted, the key market access impediments to an
open and competitive Transatlantic defense market include the following:

1. Domestic Content Rules, Informal Domestic Work Share Requirements,
Offsets and Fuste Retour: The Drive to Spend at Home. This genre of mar-
ket impediments reflects a truism worldwide: governments, at their heart, still face
powerful incentives to spend their defense research, development and procure-
ment dollars at home to the extent possible. Government conduct in this arena is
driven by a desire for domestic employment, access to technology and the economic
strength it can create, the maintenance of industrial capabilities, and a desire for
operational sovereignty over key systems. Thus, they adopt varying practices to
achieve these goals.

* European governments, for their part, do not maintain formal domestic content
or “buy national” rules. However, they achieve the same goals through some
combination of formal offsets, informal and implicit work share requirements
(where in some cases market participants offer work share knowing its impor-
tance without even receiving a government request), and the longstanding prac-
tice of juste retour on European cooperative programs.

* Formal offsets remain high and prevalent in Europe, and are particularly high
in small nations like Sweden or in Central European nations like Poland and
Romania. More informal work share requirements are increasingly prevalent
in larger defense markets such as France, Germany, Italy and the UK, includ-
ing requiring high-level “noble work” to be done at home, teaming with a
domestic partner, or production of key systems at home.

* Finally, as noted above, the continued use of juste retour principles—even if on
a more global rather than program-specific basis—on European cooperative
programs effectively forecloses participation by U.S. firms in this growing
segment of European defense spending.

* In contrast, the United States does have Buy American and related domestic
content rules. While the most onerous of these rules are waived for nations with
reciprocal procurement memorandums of understanding (MOUs) (i.e., all coun-
tries studied except Poland and Bulgaria), they still are a factor in defense mar-
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kets. While the United States does not impose offset requirements of any type,
informal domestic work share requirements of one type or another have tradi-
tionally been prevalent (and/or foreign firms presume such requirements exist).

2. Export Controls: ITAR as a Market Access Barrier and the “Design Around”

Trend. Over more than a decade, one study after another has highlighted the prob-
lems inherent in U.S. export controls—notably the ITAR. While the specifics of
these I'TAR issues are beyond the scope of this study, the impact of ITAR on the
Transatlantic defense market relationship is not. Market participants, U.S. and for-
eign, consistently report that ITAR slows the speed of obtaining licenses needed for
sales and collaboration, limits the release of U.S. technology, creates business uncer-
tainty, and generally makes the process of Transatlantic defense industrial coopera-
tion difficult. Fairly or not, most European governments are concerned about relying
on ITAR systems and subsystems because they potentially limit their operational
autonomy over major systems (especially in real-time crises), introduce program
delays and risks, and curtail their export flexibility for systems with U.S. components.

Years of European talk of “designing around” or “designing out” I'TAR have now
begun to translate into action, according to market participants—with increased
evidence that U.S. ITAR policies and practices, for better or worse, are limiting
opportunities for U.S. firms competing in Europe (especially at the subsystem
level). This is increasingly true even among our staunchest allies.

The I'TAR also inhibits U.S. firms from working with foreign firms on domestic
U.S. programs and creates challenges for foreign firms seeking to enter the U.S.
market. By declining to release certain information on technologies, the acquisition
community can effectively preclude foreign participation.

While strong and well-enforced export controls are an important tool of U.S.
national security, it is clear that the U.S. failure to address these concerns will cur-
tail the extent of Transatlantic defense technology sharing, defense cooperation and
the development of an open and competitive Transatlantic defense market.

3. Foreign Investment and Government Ownership of Defense Firms. In an era

where firms can “buy” into foreign commercial markets globally through mergers,
acquisitions and joint ventures, restrictions on foreign investment in defense assets
have been a limiting factor on both sides of the Atlantic.

* The United States, with very little government ownership of defense
assets, has a mixed record on foreign acquisitions of U.S. defense firms but
has nevertheless allowed foreign firms to “buy” into the U.S. market in a
variety of ways. Despite relatively restrictive U.S. investment policies (for most
countries other than the UK), European firms have nevertheless bought into the
market and have significant foreign ownership of U.S. defense assets (although
the total under foreign control is still relatively small in percentage terms). UK
firms have achieved substantial presence primarily through larger acquisitions,
and firms from other European nations studied have largely achieved presence
through a combination of smaller acquisitions, collaborative activities with
domestic firms (joint ventures, licensing arrangements and so forth) and the
establishment of greenfield manufacturing operations (which are exempt from
U.S. government review under applicable laws).
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¢ In Europe, Poland, Sweden, Romania and the UK are relatively open for
U.S. investment while Germany, France and Italy are considerably less
open. Of course, in Poland, Romania and Sweden, the opportunities are fewer
in light of the smaller size of the markets. In Poland and Romania, investors
also face the unavailability of attractive properties—most of which are state-
owned—and difficulties in reaching agreements. In Germany, France and
Italy—three of the larger markets—there have been virtually no meaningful
U.S. acquisition of defense firms and no meaningful U.S. ownership of signifi-
cant defense assets. These realities may reflect to some extent the lack of U.S.
interest in acquiring defense firms in these markets in light of the limited market
size and other commercial considerations. Yet, the lack of U.S. industrial pres-
ence also reflects the continued role of governments in ownership of defense
firms in Italy and France and relatively inhospitable policies toward U.S. invest-
ment in defense firms in all three countries. These policies are consistent with
longstanding continental European fears of dominance by large U.S. defense
firms. Hence, European leaders have periodically spoken of seeking Transatlan-
tic mergers of large defense firms only on equal terms—i.e., only when inter-
European consolidation is largely complete and “balance” can be achieved in
Transatlantic arrangements.

4. Domestic Corruption and Foreign Payments. In the United States and in West-
ern European countries studied generally, there is a strong internal commitment to
the rule of law; internal bribery and corruption are relatively rare. Not surprisingly,
Romania, and to a lesser extent Poland, scored lower because the commitment to the
rule of law is less developed and the potential for corruption is therefore increased,
although there is no specific evidence that it is directly undermining their defense
markets. In third-country markets, however, corruption has long been and remains
a considerable factor; there continue to be instances of Western suppliers making
illicit payments to government customers. This practice creates market distortions
in global defense markets, with customers choosing solutions on the basis of factors
other than best value and firms rewarded based on illicit practices rather than inno-
vative solutions. Illicit payments also undermine democratic institutions and the
rule of law. While the United States has a relatively strong track record and regu-
larly prosecutes firms for illicit payments, in Europe there continues to be a mixed
track record with respect to government tolerance for, and business firms’ propen-
sity to make, illegal payments in third-country defense markets. The recent Sie-
mens settlement of bribery charges in Germany and the United States has brought
more attention to the issue, and European defense firms are taking enhanced steps
to ensure compliance with national anti-bribery laws.

U.S. Market Access: Unique Challenges. With respect to the large U.S. defense mar-
ket, one major factor constraining foreign participation is the depth and breadth of Ameri-
can technological capability relative to foreign competitors. With smaller budgets at home
and less funds for research and development (R&D), foreign firms lack competitive offerings
in some areas. Of course, this is not true across the board and European and other foreign
firms do have appealing capabilities and niche products of interest to the United States. In
areas where European firms do have competitive offerings, there are several special market
access impediments that appear most significant and were consistently reported by defense
firms from virtually all of the European countries examined. These factors, some of which
do not fit neatly into the market access metrics we have utilized, include the following:
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* The Need for a Better Widget. European firms universally report that, based on
their experience, they must have a better product than is currently available in the
United States for successful market penetration. Having “distinctive” capabilities
or “daylight in capability” between their offering and those of American firms was,
in their view, a threshold prerequisite for competing in the U.S. market. Typically
European firms have succeeded where they already have a developed niche sub-
system capability that was not available in the United States at the same quality or
capability level.

* The Complexity of the U.S. Defense Procurement System and Sizable Invest-
ment Needed to Penetrate. The U.S. defense market, with its many components,
poses a significant knowledge and cost barrier to non-U.S. companies. A firm seek-
ing sales must often have contact with and prove a product’s capabilities to multiple
defense communities, including, among others, the user community, the require-
ments community, the acquisition community, and the prime contractor in the case
of subsystems. Numerous foreign companies (especially small and medium ones)
believe it is not worth the effort to access the U.S. market unless the company
has the size and scale to make it worthwhile and can afford the potentially sizable
expense associated with penetrating the market.

* The “Not Invented Here” Syndrome and Institutional Resistance to Change.
On both sides of the Atlantic, there is an inherent customer bias for domestic
sources. This is largely not a matter of law, rules or policies but a matter of customer
behaviors (e.g., in the United States, the exclusion of foreign firms from competi-
tion). This factor is especially pronounced in the United States given its large, broad
and very capable defense industry— government customers tend to think there is
little reason to look overseas. Foreign firms stated that biases against the use of for-
eign products still shape the mindset of numerous U.S. acquisition officials. Foreign
firms have also found that U.S. competitors try to play on these existing biases, and
in some situations U.S. requirements and acquisition authorities may be seeking to
tavor known domestic vendors in how they shape requirements and programs. They
do note, however, that there appears to be less of this tendency than there was 5 to
10 years ago.

* Other Barriers Exist or are Likely to Emerge. To date, issues such as intellectual
property (IP) and technical standards have not played significant roles in curbing
access to defense markets. However, as traditional market barriers fall, issues such
as technical standards are more likely to come to the fore—especially as the EU

and individual countries seek to develop their own standards that go beyond those
established by NATO.

Evaluating Market Access Impediments: Country-Specific Findings Vary

When the dynamics of each country’s defense market is separately evaluated, key differ-
ences do emerge. Based on the market access metrics we developed, we were able to rank
order the key markets as follows in terms of their accessibility (to U.S. firms in the case
of European countries and to European firms in the case of the United States). Country-
specific rankings are set forth on Table 1 and a full assessment of market access in each of
the markets studied is set forth in Volume II of this study.
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Table 1 Market Access: Normalized Country Rankings

France  Germany Italy Poland  Romania  Sweden UK U.s.
Weight ~ Weighted Weighted Weighted Weighted Weighted Weighted Weighted Weighted

Tariff Barriers 0.2 0.15 0.15 0.15 0.10 0.10 0.15 0.15 0.15
Competition in 1.0 0.45 0.31 0.43 0.66 0.52 0.68 0.62 0.42
Procurement
Fair and 1.0 0.80 0.70 0.50 0.60 0.50 0.95 0.95 0.80
Transparent
Procurement
Process
Domestic Content 0.8 0.72 0.60 0.60 0.76 0.76 0.76 0.64 0.52
Requirments
Offsets and 0.8 0.22 0.16 0.16 0.02 0.21 0.14 0.23 0.80
Juste Retour
Government 0.7 0.46 0.67 0.42 0.35 0.32 0.67 0.56 0.67
Ownership and
Control
Limits on Foreign 0.7 0.42 0.28 0.28 0.49 0.42 0.7 0.49 0.42
Direct Investment
Ethics and 1.0 0.68 0.68 0.60 0.53 0.38 0.90 0.75 0.73
Corruption
Export Controls 0.7 0.42 0.42 0.42 0.70 0.70 0.63 0.56 0.35
Intellectual 0.3 0.27 0.27 0.24 0.15 0.15 0.27 0.27 0.21
Property Rights
Technical 0.3 0.24 0.24 0.24 0.24 0.24 0.24 0.24 0.24
Standards
Raw Score 7.5 4.82 4.47 4.04 4.59 4.29 6.08 5.46 5.30
Normalized Score (0-1) 0.64 0.60 0.54 0.61 0.57 0.81 0.73 0.71
Normalized 079 073 066 076 071 100 090 087
National Score
Rank Order 4 6 8 5 7 1 2 3

1. Sweden has the most accessible defense market of the countries exam-
ined—by a considerable margin—on either an absolute or a comparative
basis. This reflects not only its longstanding policies affording market access to
American firms but Sweden’s effective implementation of these policies. Sweden has
a largely open and competitive procurement system, does not have “buy national”
rules or policies, does not have any state-owned defense firms, and has allowed
considerable foreign ownership of defense firms. Of all the metrics, Sweden scores
poorly only on offsets, which are relatively high on Swedish programs.

¢ Italy and Romania—with very different legacies—have the most inacces-
sible markets for U.S. firms—by a fair margin on either an absolute or
a comparative basis. One might view as surprising the fact that Italy scores
on roughly the same level as Romania in light of their very different internal
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circumstances—with Romania still transitioning from its Soviet bloc past and
having considerably different defense market conditions. But the similarity in
overall grading reflects several factors. First, Romania has made considerable
strides in recent years and is essentially playing on a clean defense procurement
slate—adopting new Western rules and buying mostly new capabilities on a
competitive basis. Second, both countries have a number of market imperfec-
tions in common: offsets and continued government ownership of defense firms
(albeit to different degrees). Third, the reasons for the lower grades are based on
different circumstances in each country, as described below. Thus, on balance,
the grading provides a reasonably good sense of where these and the other coun-
tries studied stand—keeping in mind that this is not a highly precise, scientific
analysis but is designed to give an overall sense of each country’s market condi-
tions and tendencies.

a. Italy: A Market Access Paradox. Italy’s low score —the lowest among West-
ern European countries examined—is somewhat counterintuitive in light
of a strong bilateral security relationship, the broad scope bilateral coopera-
tion between the United States and Italy, and significant Italian purchases of
U.S. weaponry and ongoing cooperation on the F-35 Joint Strike Fighter and
other programs. However, American defense sales to Italy have been largely
made on a sole source basis when Italy has had a specific need and chose to
buy a developed American capability. In contrast, when a U.S. firm seeks to
enter the Italian market as a bidder to compete, the barriers are significant.
Teaming with Italian firms (especially Finmeccanica on major programs) is
essentially an implied condition for entry to the market. The relative inac-
cessibility of Italy’s defense market is a reflection of a range of factors: 1) the
least transparent procurement system of all the Western European countries
examined (with decisions sometimes based in significant part on the impact on
jobs rather than on requirements and best value); 2) the lack of a clear policy
on whether and when to use competition in making awards (which tends to be
decided on a case-by-case basis) and the informal nature of that competition;
3) the continued reliance on considerable sole source buying and relatively less
overall competition in major program procurements (although more compe-
tition in recent awards); 4) continued significant government ownership of
major defense firms (although less than in the past); and 5) sizable offsets.

b. Romania: Evolving New Policies and Implementation Challenges. Roma-
nia has put in place new Western style laws and programs, largely scrapped
Soviet-era legacy programs, and made changes quickly. And, as noted above,
most of its recent procurement awards are competitive, both in absolute terms
and relative to other countries. Nevertheless, Romania has a challenged busi-
ness environment marked by corruption, excessive bureaucracy, and a judiciary
that has a mixed record on enforcement of investor rights. It is only in the last
four years, with changes in government, that Romania has made progress on
these issues and it has a considerable way to go. Romania’s defense funding,
acquisition and management processes also are works in progress. Romania
is not yet ably executing its new acquisition processes due to a lack of defense
acquisition expertise and has established a number of unrealistic programs.
Hence, the climate for defense trade is still challenging for Western suppliers.
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2. The five other countries examined, which fall between the “outliers” —Swe-
den on the one hand, and Italy and Romania on the other—all have signifi-
cant, but somewhat different, impediments to market access and their scores
fall within a fairly narrow range.

a. The UK and the United States fall at the top of the range.

1.

il.

The UK has a long history of open and competitive procurement. How-
ever, its new defense industrial policy and actual practice walk back subtly
from that posture in several respects. First, the UK now balances com-
petition with more focus on partnerships for long-term sustainment pro-
grams for major platforms. Second, the UK has put increased focus on
operational sovereignty, which signals its increasing concern over reliance
on I'TAR-controlled capabilities. Third, the UK now encourages foreign
firms to undertake more onshore activities in order to be considered part of
the “UK?” defense industry, including IP creation and noble work, onshore
manufacturing capability and local jobs. In effect, this new “onshore”
industrial policy is an offset requirement with a velvet glove. U.S. firms
and other foreign firms seeking to compete in the UK market—especially
at the prime level —need to develop a domestic presence and/or substan-
tially partner in the UK to compete.

In contrast, while the United States has a competitive and transparent
procurement system, it is less open to foreign participation than the UK,
as discussed above. Nevertheless, in the context of the wartime “bull mar-
ket” in defense acquisition, foreign companies have seen significant growth
in U.S. sales and market penetration since 2003. The United States has
allowed European participation in some key programs recently and has
allowed foreign firms to “buy” into the U.S. market through acquisitions,
collaborative arrangements and the establishment of greenfield manufac-
turing operations.

b. France, Poland and Germany (listed in order of their scores) are clus-
tered together but each has a relatively unique set of circumstances and
is moving in a somewhat different direction. France and Poland are
trending toward a more open environment and better buying practices,
but Germany appears to be wedded to the traditional approach.

i

France, historically considered a relatively closed market, has adopted new
pro-competitive policies within the last five years and has taken steps to
open its system to competition and adopt more modern acquisition strate-
gies; there also is anecdotal evidence of increased competitive sourcing.
However, available data on recent major program awards does not yet
reflect this change (i.e., there is a lag between policy and performance).
The data on awards instead shows a high percentage of sole source awards,
as in the past, and a new focus on buying “European” through cooperative
programs. This is consistent with France’s emerging Eurocentric policy,
which in effect replaces a traditional Gaullist strategy with a neo-Gaullist
pro-European approach. France also continues to have significant owner-
ship stakes in large segments of its defense industry, has offset require-



26

ForTRESSES AND ICEBERGS

11.

1il.

ments in practice, and has not been receptive to U.S. ownership of any
sizable French defense firms.

Poland scored surprisingly high given that it has been in the throes of
transition and continues to own a sizable percentage of their defense firms
and has a business environment with challenges that are a product of its
Soviet-era legacy. Nevertheless, the scoring reflects how far Poland has
come since the fall of the Berlin Wall in 1989. In a macro sense, Poland
made many changes in its economic and security policies years ago—with
radical reforms—and has effectively implemented many of these changes.
Poland is now a full-fledged member of the EU and NATO and has a
fairly good overall environment for trade and investment. In a defense-
specific sense, Poland’s moderate scores also reflect that it has put in place
new laws and programs on defense acquisitions (drawing from European
models), largely scrapped Soviet-era legacy programs, and made changes
quickly. Thus, since Poland has less desire to continue purchases of legacy
equipment, most of its recent procurement awards are competitive both in
absolute terms and relative to other countries (which continue to rely to a
greater degree on legacy programs). However, Poland’s defense market has
considerable remaining impediments, including high and rigid offsets and
a sense that buying decisions are in part a product of the size of the offset
package rather than the best value.

Germany scores similarly to France but there is little evidence of a for-
ward-looking trend toward openness. There continues to be a significant
amount of sole source national buying even on new programs. On those
major defense programs that are competitively awarded, most awards
went to German or other European suppliers, with little openness to U.S.
offerings. U.S. firms also note that they must partner with German firms
to have any real chance of participating in German procurements. Ger-
many also has adopted one of the most restrictive policies in Europe with
respect to U.S. acquisitions of German defense firms. On the other hand,
Germany’s tradition of private ownership of defense firms has materi-
ally affected its score in a salutary manner. Germany’s defense industrial
policy is marked by tensions; while in favor of creating a more European
industry Germany continues to seek to protect domestic suppliers in a
“low demand” environment.

Defense Market Outcomes— Measuring Traffic on the Two-Way Street

Chapter 4 evaluates market “outcomes” —trade and investment flows, the degree of
Transatlantic armaments cooperation, and the developing footprints of U.S. defense firms
in Europe and of European defense firms in the United States. By and large, this data tends
to confirm and complement the market access findings summarized above and set forth in

detail in Chapter 3.
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An Analysis of Trade Flows

The defense trade flow between the United States and Europe remains very unbal-
anced —one side of the street has a good deal of traffic while the other has very little,
in absolute or percentage terms. Not only do U.S. exports to Europe dwarf European
exports to the United States (the ratio is roughly 5:1 or 6:1), but the U.S. market share in
Europe is much greater than the European share of the U.S. market. However, U.S. compa-
nies by and large do not depend as heavily on exports as do European companies and have
retained a dominant position in the global defense market, with 51 percent market share in
2007. In short, while Europe accounts for a large portion of U.S. defense exports, Europe is
not critical to the health of the U.S. defense industry.

The data also shows a bulge in U.S. defense trade to Europe in the 2004-2007 period that
appears to relate to European buying for immediate operational needs (spares, upgrades,
additional equipment). This surge in U.S. sales to Europe during wartime, which is prob-
ably not sustainable, confirms that European governments, whatever their political prefer-
ences, will buy American equipment (often on a sole source basis) when urgent needs dic-
tate. This suggests that the future U.S. participation in the European market may be more
in the context of special buying for short-term operational needs rather than in the context
of ongoing, long-term European programs.

On the other hand, for European defense industries, which depend on exports for more
than half of their total revenues, the United States is emerging as a critical market because:
1) their own domestic markets continue to decline; 2) other European markets remain stag-
nant or in decline; and 3) the European market share in the global defense market continues
to decline. Because the United States remains the single largest defense market in the world,
European companies need to penetrate the U.S. market to survive. Thus, in this context,
their willingness to deal with various impediments to U.S. market access is wholly under-
standable.

Finally, the data on U.S. defense trade with Europe also shows that U.S. defense firms
have historically had the most success on the geographic periphery of Europe—the UK,
Greece, Italy, Turkey and increasingly in Central Europe. This reflects a combination of
geopolitical considerations, the availability of very competitive U.S. offsets and financing
packages for sales, and the relative superiority of U.S. offerings. The analysis here indicates
that this reality is unlikely to change. As Western European nations in the heart of Europe
open their markets and introduce better buying habits, the opening is unlikely, as discussed
above, to benefit U.S. suppliers as these governments increasingly adopt a more Eurocentric
approach. Moreover, as American firms face more competitive offerings in the periphery of
Europe, it is likely that our position in these markets will be under stress as well (although
we have not explicitly studied some key periphery countries such as Greece and Turkey).

An Analysis of Transatlantic Content on Major Programs and
Cooperative Engagement

Our assessment of U.S. participation in major European programs confirms the paradox
discussed above: European defense procurements, while becoming more competitive, are
becoming less open to U.S. participation:
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* First, due largely to budgetary constraints, the number of major European pro-
grams initiated each year has fallen from an average of 5 or 6 per year in 1995-96 to
only one or two per year today. Europe’s sustained procurement holiday reduces the
opportunity for U.S. companies to compete in the European market. Moreover, the
dearth of new starts has created incentives for European customers to keep any new
programs as “European” as possible.

* Second, of those competitively awarded European programs ostensibly open to
U.S. participation, the win rate for U.S. competitors is low; only a few have been
won by U.S. prime contractors.

* Third, a review of major cooperative European programs, which have grown as a
percentage of European defense spending, shows a limited U.S. presence on those
platforms. U.S. companies at best participate in supplying limited subsystems and
components.

An “outcomes” analysis of European participation in U.S. programs also confirms
the obvious: European firms have a small share of U.S. prime level procurement
awards and an even more minor role in U.S. RDT&E programs. At the subcontrac-
tor level, we believe European participation in the U.S. defense market is deeper and more
varied. However, meaningful data on subcontractor sales in the United States is unavailable.

Moreover, there is very limited Transatlantic armaments cooperation underway
(with F-35 Joint Strike Fighter accounting for most of the effort). The small list of
joint programs offers no overriding strategic purpose or plan such as the general promotion
of force interoperability. Rather, it is a hodgepodge of programs that, for various reasons at
various times, were undertaken cooperatively.

The limited number of Transatlantic cooperative programs reflects several other under-
lying factors on both sides of the Atlantic. First, in the United States, the absence of DoD
leadership support for cooperative programs means that DoD components will seek this
alternative only if they really need to (e.g., in order to lower costs per unit or obtain needed
tunding from foreign partners, as in the case of the F-35 Joint Strike Fighter). Given the
large budgets in the United States in recent years, there has been less motivation for services
and program offices to seek foreign participation in a cooperative program. In Europe,
small defense budgets are in fact driving armaments cooperation—but primarily Euro-
pean cooperation in light of geopolitical considerations. Finally, the relative lack of enthu-
siasm on both sides of the Atlantic reflects not only underlying geopolitical and budgetary
realities, but the sustained practical problems we have encountered in these programs (with
issues of budgets, technology transfer, cost and the like).

An Analysis of Foreign Direct Investment

A review of foreign direct investment in defense firms in the markets studied also
tracks with the market access analysis above. The pattern of European acquisitions over
time reflects changing U.S. policies. There were more significant acquisitions in the Clin-
ton years when U.S. policy favored these Transatlantic supplier linkages, and fewer in most
of the Bush years when a series of things, including September 11, the U.S.-European rift
over Iraq, and the controversial Dubai Ports acquisition, created a less hospitable environ-
ment for foreign investment. Thereafter, there was an increase in foreign investment activ-
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ity in the late Bush years when U.S.-European relations improved and U.S. attitudes toward
foreign investment somewhat relaxed.

* Most of the European acquisitions were subsystem firms and suppliers with only a
scant few acquisitions of prime level firms (all by UK buyers).

* Consistent with the “special” relationship between the United States and the UK
and the deep bilateral defense industrial cooperation, British firms made the lion’s
share of all acquisitions (nearly 50 percent). Finmeccanica of Italy’s 2008 acquisition
of DRS Technologies, a leading electronics subsystem firm, was the only significant
non-UK acquisition of a U.S. defense firm.

The data on U.S. acquisitions of European defense firms also is consistent with our find-
ings of foreign investment policies in European countries—i.e., that France, Germany and
Italy are largely not hospitable to U.S. acquisitions of defense firms, while the UK was rea-
sonably hospitable. Significantly, the data shows that only 19 percent of U.S. acquisitions of
defense firms in Europe were in the three largest continental European countries studied
despite the fact that France, Germany and Italy hold the bulk of Europe’s defense industrial
capacity outside the UK. In contrast, consistent with its more open policies toward U.S.
investment in the defense sector, the UK was the home of 70 percent of the U.S. acquisitions
in recent years.

An Analysis of Transatlantic Defense Industrial Footprints —
Examining the “Icebergs”

Finally, the footprints of U.S. firms in Europe and of European firms in the United
States also track well with our market access analysis. Among European firms, the UK
defense firms have the largest U.S. presence — consistent with the special U.S.-UK relation-
ship, longstanding defense industrial collaboration, and a greater degree of U.S. openness to
UK ownership of U.S. defense assets. Continental European firms, faced with a less favor-
able climate for acquisitions in recent years (especially larger ones), have expanded their
U.S. presence through smaller, less sensitive acquisitions and other approaches. In contrast,
U.S. firms have a modest, but growing, presence in the UK and a very limited presence in
continental European firms—reflecting both different market opportunities and different
foreign investment policies in the relevant countries.

Are the defense industrial “icebergs” described above melting? Significantly, there
is little doubt that European firms are becoming more integrated into the U.S. defense
industrial base in ways not previously seen. In contrast, the European prime level firms (i.e.,
the “icebergs”) largely remain European—more integrated across national lines but with
little integration with large U.S. firms. There are, however, a series of linkages between
U.S. and European primes, formed largely through teaming arrangements and a limited
number of joint ventures.

An Analysis of the Coping Mechanisms of Defense Firms. Not surprisingly, defense
firms have adopted different coping mechanisms to deal with this complex market environ-
ment. European firms, with small home markets, have long recognized the imperative to
participate in global markets and have increasing percentages of revenues from non-home
markets in recent years. Nearly all of the major European firms seek enhanced participation
in the U.S. market, the largest market in the world. Recognizing the difficulty in selling
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directly to the DoD, they seek to participate through acquisitions of U.S. defense firms,
joint ventures, partnerships and other collaborative mechanisms that typically involve con-
siderable U.S. domestic production. Large European firms have increasingly become mul-
tidomestic (with sufficient local capability to be considered a domestic player in relevant
markets) and seek to include the United States as another home market.

In contrast, in an era of large U.S. defense budgets, large U.S. firms have not viewed
international markets as anywhere near as important to their business as their European
counterparts do (with revenue from foreign sales running at 20-30 percent of total sales
at the large U.S. firms). They perceive fewer opportunities abroad, risks of loss through
fixed-price contracts (more prevalent in Europe), long program gestation periods, poten-
tial national and European preferences, and more complexity. Hence, they tend to operate
abroad through local representatives and agents and compete opportunistically except in
the UK, where the availability of opportunities and openness have caused several large U.S.
firms to make sizable investments. As U.S. budgets remain flat or decline, U.S. firms may
again look to deepen their engagement in Europe and elsewhere.

The Role of the EU and Other “European” Arrangements in Defense
Markets —Realities, Prospects and Implications

As discussed in Chapter 5, there is no doubt that the role of “Europe” as a whole —as dis-
tinct from individual national governments—is growing in defense and homeland security
markets through the EU and other collaborative European arrangements.

The Role of the LOI 6

On the supply side of the market, post-Cold War budget drawdowns drove European
nations to actively encourage the consolidation of defense industries within Europe. In
this context, six European nations constituting a large share of European defense spending
(the LOI 6) have signed a Letter of Intent (LOI) and put together a series of arrangements
that are designed to ease anxieties over cross-border mergers, acquisitions and collaborative
efforts. These arrangements served their purpose and ushered in an era of largely European
industrial consolidations—especially in the aerospace sector. The various LOI agreements
also established a number of standards now gaining traction in the larger EU, and the LOI
6, as a forum, itself has been useful for the development of the European market.

The Emerging Role of the EU in Defense and Security

More broadly, Europe is coming together in defense—in fits and starts—through the
EU and is developing an overall defense identity separate from the individual national
defense identities. Over the next 10 to 15 years, as the EU increasingly becomes the center
of gravity for European defense in all its elements (from strategy to capabilities to mis-
sions), we project the EU will play a growing role in the establishment of European defense
requirements and capability development. Gradually, an increasing amount of European
research and technology and procurement will be spent through the EU and smaller groups
of European nations often under an EU umbrella.
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The Growing Role of EU Institutions in Defense Markets

A series of EU institutions are becoming active in defense markets— on both the demand
and supply sides of the equation:

* The EDA will increasingly be a shaper of requirements for, and potentially a buyer
of, both defense and homeland security products and services where common needs
exist.

* The EC is becoming the leading regulator to ensure an open and competitive
European defense market, as reflected in its new package of defense-related direc-
tives—the EC Procurement and Transfers (export licensing) Directives. The
Directives, recently passed by the European Parliament, are expected to be finally
adopted in 2009.

* The European Court of Justice also has made a series of rulings related to defense
markets that effectively restrict the ability of national governments to invoke Article
296 of the Treaty establishing the EC (Article 296 EC Treaty) and exempt defense

procurements from competition on the grounds of “essential security.”

The New EC Procurement and Transfers Directives: A Constructive
Development for Europe, A Mixed Blessing for the United States

The enactment of the new EC Defense Directives is a major milestone for the Commis-
sion, which has long sought to create a single European defense market rather than a series
of fragmented national markets. The EC Defense Procurement Directive applies the basic
market principles of the EC’s existing Public Procurement Directive, including transpar-
ency and competitive bidding requirements, to defense markets. But the Directive recog-
nizes the unique and sensitive nature of defense markets and, hence, affords more flexibility
to contracting authorities and also provides safeguards designed to ensure the security of
information and supply.

The EC Transfers Directive is expressly designed to create an improved and simpli-
fied regulatory environment for intra-European defense transfers that both strengthens the
European defense industry’s competitiveness and improves security of supply of European
defense products. The Directive seeks to accomplish these goals by creating broader and
less burdensome internal export license mechanisms while maintaining clear, strong con-
trols at EU external frontiers.

Significantly, virtually all parties interviewed for this study agreed that the most important aspect
of the new Directives is that they have the force and effect of law and can be judicially challenged. All
believed that the prospect of judicial challenge, if not its actuality, will gradually force more
discipline on the part of Member States and, over time, result in a more open and competi-
tive European defense market. Thus, if some governments fail to fully apply the Directives
and continue to seek to protect their markets, they would be subject to judicial action.

While the enactment of these Directives and the development of a truly European
defense market is a constructive step forward, they do hold some material risks for the
United States. Specifically:
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1. The increasing use of competition in national defense procurement, which
the new EC Defense Procurement Directive is likely to accelerate, will likely
make it harder for U.S. firms to obtain sole source contracts in Europe. As
noted above, U.S. firms historically won a sizable number of awards on a sole source
basis. Now, through Brussels, European firms can pressure national governments
to open these awards to competition. Perversely, U.S. defense firms will likely be
major beneficiaries of individual national governments’ continued willingness to
invoke Article 296 EC Treaty to buy on a non-competitive basis from the United
States (e.g., to fill urgent needs).

2. More broadly, as Europe comes together in defense, there is a very real risk
that a European preference to “buy European” will develop and gradually
substitute for existing “buy national” tendencies prevalent in Europe today.
This potential “Fortress Europe” risk may manifest itself in European countries
limiting some national competitions to European bidders. This risk is driven by a
mix of nationalist and protectionist impulses present in some quarters in Europe,
including a desire for autonomous European security policies and defense industrial
capabilities as a counterbalance to perceived U.S. hegemony and a desire to create
more “balance” in Transatlantic defense trade. While not all in Europe share these
more protectionist motivations, some nations and constituencies are strongly advo-
cating these approaches.

The new EC Defense Procurement and Transfer Directives do not contain an express
European preference and, indeed, make clear that it is up to national authorities whether to
allow non-EU firms to compete in their defense markets. EC officials stressed to the study
team that the Directives are designed to facilitate the development of a more integrated
European market but are neutral on U.S. participation in that more integrated market. How-
ever, the Defense Procurement Directive in particular has a number of features that in effect
create potential implicit European preferences. These include, among other things, security
of supply provisions allowing European nations to disfavor bidders that rely on ITAR-
licensed products as compared to other bidders with a wholly European supply chain. The
ability of national procurement authorities to use “security of supply” as a discriminator in
contracting could well be, or evolve into, a disguised market access barrier in practice. How
the security-of-supply rules are implemented by national governments remains to be seen.

Similarly, a core question for the future is the relationship between the Defense Procure-
ment Directive and the existing bilateral defense MOUs between the United States and var-
ious EU Member States, which contain varying types of national treatment requirements.
Specifically, will EU Member States afford the benefits of the EC Defense Procurement
Directive to the United States, and will the United States continue to maintain the MOUs
in place in the absence of true “national treatment” being afforded to U.S. suppliers?

Implications for U.S. Policy and Recommendations

The reality today is that neither the United States nor Europe (collectively or as
individual nations) have put in place a coherent set of strategies to encourage the
development of a more open and Transatlantic defense market.

* For legitimate reasons, European nations are primarily focused inward on creating
a more open and competitive European market—an imperative given constraints on
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European defense spending and well-known market fragmentation and duplication.
European governments also are driven to cooperative programs due in large part
to economic circumstances—the lack of ability to go it alone. However, a range of
factors are driving European nations to Ewuropean armaments cooperation rather
than Transatlantic cooperation.

* Inthe United States, the Clinton Administration, especially in its last years in office,
actively pursued the development of an open Transatlantic arms market— primar-
ily through a focused “supply side” policy of encouraging Transatlantic supplier
globalization to promote force interoperability and competition in defense markets,
and to remove incentives for arms proliferation (through U.S. and European com-
petition) in third-country markets. Specifically, the United States took a number of
steps to put in place the “hardwiring” for supplier globalization.

* In contrast, the Bush Administration, with a different focus in the post-September
11 era, was largely agnostic, or in certain circumstances hostile, to this agenda.
While the Bush Administration continued some Clinton Administration initia-
tives, in essence, for its eight years in office, it had no clearly articulated defense
industrial policy or policy on supplier globalization or armaments cooperation. In
the early years, its approach ranged from non-activist to quasi-protectionist. Nev-
ertheless, after a number of years of a “circle the wagons” approach in the immedi-
ate post-September 11 era, a series of Bush actions in more recent years has been
promising. These include the negotiation of export control treaties with the UK
and Australia (following from the I'TAR waivers negotiated during the Clinton
Administration), the award of several major contracts to Transatlantic teams and
the approval of a large non-UK defense firm’s acquisition of a U.S. defense firm
(Finmeccanica’s purchase of DRS Technologies). The Bush Administration also
deserves credit for working actively to fight off the prospect of more protectionist
Buy American legislation.

In short, the historic record shows that Administration policies matter and do affect the
scope and pace of the Transatlantic defense marketplace. Thus, the threshold question for
the Obama Administration and our European Allies—faced with many other challenges
before them—is whether to take strategic, meaningful action in this arena. Specifically,
should we take the steps needed to sustain the positive dynamics underway, eliminate or
reduce impediments to change, and foster or facilitate a more rapid development of a Trans-
atlantic market— or leave the matter to gradual, evolutionary change?

Back to First Principles: The Linkage Between Transatlantic Market
Development and Strategic Policy Goals

Simply put, the central policy question is whether enhanced mutual market access facilitates
arming the United States and its coalition partners with affordable, innovative and interop-
erable military capabilities designed to address the range of twenty-first century threats?

Under the prevailing “defense paradigm” developed during the Cold War, American
security has been based primarily on U.S. military superiority—derived from our tech-
nological and industrial edge developed in the cocoon of defense industrial autarky. This
paradigm is under serious stress in the post-September 11 security environment we face
today. For one thing, the powerful trends at work— the globalization of the economy and
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the information revolution—have led to a more interconnected world, where national
“beggar thy neighbor” policies do not work to our mutual benefit. Moreover, the broad
range of challenges and threats we face—increasingly transnational in character— cannot
be solved by the United States alone and increasingly require collective action across all
the tools of statecraft, from intelligence to economic assistance to high- and low intensity
military power. Going it alone is not an effective option for addressing challenges from
economic trauma and cyber power to global terrorism and global warming to weapons of
mass destruction.

* Inan era markedly different from the Cold War, with agile non-state actors operat-
ing across national boundaries, the need to work more closely with allies is not an
option but an imperative. Among our allies, our European partners are among our
closest partners by virtue of our shared heritages and values, and our congruence
of interests.

* In an era when we face a range of potential conflicts abroad and high tempo of
operations (especially low intensity conflicts such as counterinsurgency, stabiliza-
tion and reconstruction and anti-terrorismy), it is more important than ever that we
share the burden with our allies through coalition warfare. Burden sharing with our
European Allies is particularly likely in low intensity operations; by virtue of their
history, culture and political evolution, most European countries have little appetite
for out-of-area, high intensity operations today. Thus, a more open and competitive
Transatlantic market—with both cooperative demand and supply-side supplier
integration—is potentially one part of a holistic approach to enhancing coalition
capabilities and force interoperability in support of such low intensity missions.

* Inan era when weapons costs continue to escalate and defense budgets are increas-
ingly constrained, enhanced Transatlantic competition can help drive affordability
and innovation in consolidating U.S. and European defense markets.

* Inan era when a good deal of future innovation is likely to come from abroad (e.g.
from India or China), we need to take steps to ensure that the United States can
continue to access the best and brightest foreign people, ideas and investments in
order to provide the best solutions for our war fighters and maintain our competi-
tiveness.

* Inan era when Europe is developing its own defense identity, an integrated Trans-
atlantic defense market can be part of the broader spectrum of ties that continue to
bind us together.

Finally, and not insignificantly, enhanced market access can strengthen and expand
our own defense industrial base. Foreign sales—running 20-30 percent at large defense
firms—are not unimportant to their bottom line. They can enhance economies of scale and
lower the per-unit costs of systems and products for the DoD. Moreover, coming at the end
of production runs, they often have good margins and benefit the bottom lines of defense
firms. Such sales also are probably more important to U.S. subsystem suppliers, but little
data is available to confirm this inference.

In light of these considerations, there remains a strong case for developing an open and
competitive Transatlantic defense market—with closer defense and homeland security
industrial cooperation among a circle of close allies subject to appropriate security safeguards.



Executive Summary 35

Some Lessons Learned

If the Obama Administration and our European Allies pursue this agenda, there are sev-
eral important “lessons learned” that should be taken into consideration.

1. Developing an open and competitive Transatlantic defense market is not an
easy task, requires senior leadership attention, and will inevitably be evolu-
tionary in nature. Since, as discussed above, governments have powerful incen-
tives to spend their resources at home, it requires substantial leadership attention
to change the existing culture. Moreover, the nature of the resistance to change
is such that it will take time to change deep-seated cultural and institutional atti-
tudes—a matter of years not months. One lesson from the Clinton years—when
major reforms were initiated during the last two years of the President’s second
term—is that this type of paradigm shift needs to be started earlier in the Admin-
istration in order for it to really produce results.

2. Developing an open and competitive Transatlantic defense market requires
concerted efforts on both the supply and the demand side of the market; sup-
plier globalization alone is not a panacea. Experiences over the last two Admin-
istrations indicate that progress can be most effectively made through a series of
interrelated actions. Put another way, supplier globalization—the development of
enhanced defense industrial linkages among allies—cannot alone be an effective
tool in the absence of a more open market on the demand side that will entertain
offerings from such globalized firms. There is little point in urging Transatlanti-
cally linked firms to come forward with bottom-up solutions that promote interop-
erability and coalition war fighting capability acquisition unless the buyers are will-
ing to entertain such solutions. Moreover, achieving the goals of interoperability
and capability acquisition cannot be done through bottom-up supplier offerings
alone. More attention is needed to create a demand pull in support of these goals to
complement the supplier push.

3. Finally, the United States needs to fully accept and embrace the reality of an
EU with a significant role in defense generally and in defense markets in par-
ticular—with an emerging role as regulator and buyer. Thus, any new strategy
should have as a core element deepened and broadened engagement with the EU,
as well as the LOI 6 and European national governments, in order to better shape
the evolving development of European defense markets in ways salutary for U.S.
interests.

Recommendations for Change

Specifically, as set forth in the body of the report in detail (Chapter 6), there are six core
recommendations for actions that can help facilitate the development of an open and com-
petitive Transatlantic defense market.

1. Assign a Senior Pentagon Executive to Manage the Interrelated Coalition
War Fighting, Transatlantic Market Development and Globalization Agenda.
The current Pentagon organizational structure related to this agenda is balkan-
ized in a variety of ways, which undermines our ability to effectuate our strategic
policy goals. DoD export control functions are dispersed among different DoD
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components and are not well connected to our armaments cooperation functions
or our efforts to improve coalition capabilities. Moreover, there is not a clear focal
point at the DoD for incentivizing our allies’ capability acquisition and promoting
force interoperability— the critical enablers of coalition warfare. Because of these
relatively stove-piped functions and policies, the DoD has struggled to assimilate
to a globalizing world. Accordingly, the disconnects between coalition warfare
planning, international armaments cooperation and technology transfer policy can
potentially be addressed by creating an organizational structure that brings these
capabilities together under one senior DoD executive who can facilitate making
balanced, holistic decisions.

. Step Up Armaments Cooperation in Support of Coalition Warfare and

Transatlantic Market Development. The DoD should develop a more coher-
ent, across the board approach to armaments cooperation to replace the current ad
hoc approach and organize a concrete set of programs that advance our interests
in coalition warfare. Specifically, the United States should develop interoperability
roadmaps for NATO coalition forces and should use these as a basis for cooperative
engagement. In particular, a cluster of efforts could be focused on cooperation with
respect to low intensity warfare, which typically requires the development of capa-
bilities that are lower tech in nature in some cases and also does not involve large
platforms (where protectionist tendencies are greatest). These efforts also could
draw more attention to better harnessing technology for low intensity conflict.

® Thus, the United States should consider, among other things, joint programs or
foreign participation in key U.S. enabling programs on network-centric warfare
(including technology demonstrators) in order to facilitate force interoperability
with our key allies—a serious need that has been largely left unattended. Such
programs could 1) focus on fostering the development of common network-cen-
tric architectures into which nations can “plug and play,” 2) incorporate their
own sensor outputs, and thereby 3) achieve secure communications, similar lev-
els of situational awareness and other potentially higher-order forms of interop-
erability as needed.

® The United States also should consider cooperative efforts—joint invest-
ments—with the EU in defense and homeland security (e.g., in the area of civil/
military interoperability). With this approach in mind, the Obama Administra-
tion should seek to work cooperatively with Congress to amend the Arms Export
Control Act in order to afford the DoD the authority to enter into cooperative
R&D agreements with the EUj today, such agreements can be signed only with
individual governments or NATO.

3. Reform Internal U.S. Government Rules, Policies and Processes to Facilitate

Development of a Transatlantic Defense Market: Export Controls, Indus-
trial Security, National Disclosure Policy, Procurement, Investment, and Buy
National Tendencies. As discussed above, an emerging confluence of U.S. poli-
cies and practices—some intentional and others unintended, some old and some
new—together threaten to impair our access to foreign innovations, as well as
defense markets, and impede our collaboration with foreign partners. These poli-
cies and practices, over time, can put at risk American industrial leadership in criti-
cal industries and our national security. The danger is real and should be addressed
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now before the damage is severe and we are doomed to be “second best” and see our
defense posture and competitiveness erode. Accordingly, the Obama Administra-
tion should consider giving guidance to the federal government departments and
agencies to administer the various regulatory regimes—investment, trade, export
controls, Buy American, immigration—in a more balanced manner that regulates
these matters only to the degree needed to protect national security and bring more
focus to competitiveness considerations.

¢ ConductITAR Review and Adopt Needed Defense Export Control Reforms
(Release Policies And Processes); Consider Merging Export Control and
National Disclosure Regimes. Virtually every interview we conducted high-
lighted U.S. defense trade controls as a “barrier” significantly impeding Transat-
lantic cooperation and the evolution of a Transatlantic defense market. Numer-
ous studies, including some by the Defense Science Board (which is tasked to
advise the DoD), have pointed out the problems inherent in our export control
system. Accordingly, the time for study is past.

® The United States should reform our I'TAR rules, policies and practices with a
view toward a balanced approach that safeguards those technologies, products
and systems that warrant protection but allows release to our close allies in
order to develop a more open and competitive Transatlantic defense market
and promotes interoperability among coalition forces. Changes are warranted
in both our procedures, which are too complex and arcane, and our release
policies. Allowing greater release of technologies and technical information for low
intensity warfare should be a priority and should pose fewer challenges than sensi-
tive information relevant to high intensity fighting. Undoubtedly, however, not
all of the complaints of foreign governments and firms are accurate or can be
remedied. And, at the end of the day, significant U.S. technologies do war-
rant protection. However, there is no denying the legitimacy of some of these
concerns.

® The United States should move to ratify the U.S.-UK and Australia export
control treaties signed in 2008 —these agreements contain a new model for
technology sharing among a community of trusted friends.

® The United States also should reform related national disclosure policies that
pertain to the release of classified information. These policies today inhibit
our ability to engage in coalition warfare and also undermine defense indus-
trial collaboration. One option to consider is the merger of national disclosure
and export control regimes—they are really two sides of the same coin.

* Modernize U.S. Foreign Ownership, Control and Influence (FOCI) Miti-
gation Arrangements to Allow More Business Synergies and Lower the
Costs of Doing Business While Maintaining Security. The basic mitigation
agreements being used by the DoD where foreign firms acquire FOCI of U.S.
defense firms with classified contracts were developed decades ago and have not
been modified to adapt to twenty-first century business models now in place.
While foreign firms with U.S. classified operations have learned to live with the
inflexible arrangements that exist under today’s U.S. industrial security rules,
they nevertheless impose significant administrative costs and burdens beyond
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what is necessary to protect security in some situations and limit the ability for
business synergies and the innovations that may result. Accordingly, the DoD
should conduct a review with a view toward adopting a more flexible approach
that nevertheless maintains security and revising the National Industrial Secu-
rity Program Operating Manual accordingly.

4. Put in Place the International “Hardwiring” for an Open and Competitive
Transatlantic Defense Market: Engage on a Sustained Basis With the EU and
LOI 6 and Revitalize the Bilateral Declaration of Principle (DoP) Process.
The United States should more comprehensively engage with Europe (all counter-
parts) with a view toward addressing market access impediments, easing insecuri-
ties, and “leveling up” standards and harmonizing practices in areas such as: market
access, industrial security, export controls, procurement, R&D, the development
of the defense industrial base, offsets, security of supply and technical standards. A
U.S. willingness to share more technology with our allies inevitably is tied to their
willingness to enhance their own security standards vis-a-vis third parties.

¢ The EU: An Early Focus On Avoiding the Development of a European
Procurement Preference in the Implementation of the New EC Defense
Procurement Directive. The DoD should engage with the EU and national
governments to ensure that the new EC Defense Procurement Directive and any
other new rules or policies on European acquisition are effectuated in a manner
consistent with existing international trade law principles on government pro-
curement and U.S. interests, and are not interpreted so as to create a “European
preference.” In particular, the dialogue should focus on the “security of supply”
measures in the Directive, which suggest that ITAR-based products in a supply
chain of a bidder might be viewed as “insecure” and, therefore, put that bidder at
a competitive disadvantage vis-a-vis other bidders with no ITAR-based products
in its offering. The United States should signal that the adoption of European
preferences, explicitly or implicitly, would be viewed as contrary to our existing
reciprocal procurement MOUs and could result in the possible termination of
such MOUs.

¢ The LOI 6: Offsets, Domestic Work Share Requirements (Formal and
Informal), Industrial Security and Intellectual Property. On offsets, a key
market access impediment, the United States should build on efforts to date and
develop a sustained dialogue with the LOI 6 and other like-minded countries
(Australia and Japan) with a view toward developing disciplines and limitations
on the use of offsets and informal domestic work share requirements that have
emerged — perhaps phasing them out over time. While prior periodic multilat-
eral consultations (including those with the LOI 6) have not produced tangible
results on offsets, a reinvigorated effort may lead to disciplines that become
stronger over time in the context of discussions with more like-minded countries
rather than in a broader group that includes countries that are predominantly
buyers (especially those in transitional countries in Central Europe). In the areas
of industrial security and IP, in order to level the playing field and facilitate coop-
eration, the United States should explore mutual recognition agreements and
ways to harmonize practices with the LOI 6 nations as a group. The LOI agree-
ments in place on these issues can serve as a point of reference.
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* National Governments: The United States should reinvigorate and revital-
ize the bilateral DoP process begun in the late 1990s by the DoD, and seek
specific agreements in key subject areas with DoP partners on a country-
specific basis in order to broaden mutual market access. The focus should
be on priority countries where U.S. strategic interests are greatest. With this
close circle of friends, we should consider the possibility of negotiating broad-
ened market access agreements that address priority issues that pose the greatest
impediments: foreign investment, offsets and performance requirements. The
approach would be to make more tangible the benefits of DoP membership and
incentivize countries to change their policies and practices so as to get the ben-
efits of these expanded market access benefits.

* Addressing Security of Supply Anxieties Through Interdependence. In
undertaking this range of discussions, the United States should directly discuss
with its European counterparts “security of supply” anxieties—a central issue
hindering the creation of an open and competitive market. European concerns
over this matter are very real—as manifest in inter-European LOI agreements
designed to address these issues. While agreements on some aspects of “security
of supply” (e.g., a priority allocation process for times of exigency and peacetime)
can perhaps create some degree of comfort, this is an area where conduct and
practice are probably more important. The reality is that sovereign governments
of course retain the right to deny supply to other governments. Indeed, the U.S.
government could not commit legally to cede these rights, which exist as a matter
of law, and also would be unwilling to limit its flexibility in this manner. Euro-
pean governments thus should recognize that dependence does not necessar-
ily imply vulnerability in today’s age of increased security cooperation. In fact,
the best salve is growing interdependence and cooperation—with step-by-step
confidence-building measures—which can in practice, over time, create more
comfort on these issues. Thus, as a Transatlantic market develops, with more
cooperation and competition, this type of concern should gradually ease as trust
and confidence grow.

5. Shape Demand-Side Measures With Arms-Buying Nations to Curb Illicit
Foreign Payments in the Defense Sector. Western suppliers will continue to
face pressures to make illicit payments from government buyers in transitional and
developing countries. The reported prevalence of bribery and corruption in the
military sectors of developing countries in Asia and South America and in transi-
tional countries of Central and Eastern Europe reflects deeply rooted and systemic
problems. While the United States and other Western governments have taken
action to address the “supply” side of this problem through the adoption of the
Organisation for Economic Co-operation and Development (OECD) Convention
on Combating Bribery of Foreign Public Officials in International Business Trans-
actions and national criminal laws prohibiting foreign bribery, there have been
limited steps overall on the “demand” side of the equation. There also has been
little specific focus on these issues by DoD or by Defense Ministries in Europe.
The achievement of meaningful results in stopping the practice will require more
systematic efforts to curtail the demand for corrupt payments by addressing the
underlying institutional problems noted above and the perverse incentives they cre-
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ate. The United States therefore should work with its allies to develop a more robust
demand-side agenda to address payments in the defense sector.

6. Create a Transatlantic Defense Industrial Dialogue to Catalyze Change. Gov-
ernments alone by no means hold all of the answers, and private sector engagement
and action is an important part of creating a more open and competitive Transat-
lantic defense industry. To this end, one approach to consider is the creation of a
Transatlantic Defense Industry Dialogue (the Dialogue) among senior executives
of the U.S. and European industry and senior government leaders, including rep-
resentatives of NATO, the EU, and the national governments involved in the “Five
Power” armaments group (France, Germany, Italy, the UK and the United States).
The Dialogue could potentially be a vital force in helping to catalyze the types of
policy changes set forth in the recommendations above and in promoting private
sector solutions and collaboration in the context of a secure environment.

The Bottom Line

In sum, the development of a more open and competitive Transatlantic defense mar-
ket can be a potentially useful policy tool for solidifying the Transatlantic relationship,
facilitating coalition war-fighting capabilities, and improving affordability and innovation
in defense acquisition. However, as the list of recommended actions above reflect, deepened
Transatlantic defense industrial cooperation will not be easy to achieve —it goes against the
basic grain of national governments not to protect their strategic industries and to spend
their R&D and procurement dollars at home. It also requires changing laws and rules and
breaking down longstanding institutional and cultural impediments.

Further, for progress to be made, it is critical that both the United States and our Euro-
pean Allies engage constructively with respect to this agenda. If Europe (both the EU
and its members) decides as a strategic matter to focus largely inward on fostering its own
European market development—a fair prospect—it will not be possible to make material
progress on this agenda.

Finally, it should be recognized that Transatlantic market development is no panacea
standing alone. It will not automatically result in greater force interoperability or improved
coalition war fighting or greater weapons affordability. This is only one piece of a larger
mosaic, with other steps beyond the scope of this report, that together can help to achieve
these strategic goals. And, this strategy will be effective only when both sides of the Atlan-
tic really care about the underlying security and economic goals discussed herein. Both
sides must be willing to apply scarce leadership resources to address the difficult underly-
ing impediments and shift the paradigm from national defense industrial policy toward a
Transatlantic defense industrial policy among a community of trusted friends.
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Chapter 1

The Study Context:
The Unique Realities of the Defense
Marketplace

It is important to understand the fundamental demand and supply dynamics that operate
in defense markets in order to assess the accessibility of such markets. First, as we discuss,
there are significant macro-level changes affecting the industry— the broadening nature of
defense demand and the changing budget context. Second, at a more micro level, the nature
and structure of the defense market— how buying works—is truly unique and shapes the
contours of this study.

I. Macro Drivers of Change in the Defense Market

The Broadening of the National Security Industry

Historically, the output of the defense industry was dominated by large platforms like
naval vessels, military aircraft and tanks. To be sure, a significant portion of U.S. and Euro-
pean defense spending today still reflects the investments made in the last two decades in
these large platforms and systems programs. And, today’s existing platforms are likely to be
major factors for years to come. Indeed, this study, at the request of our sponsor, primarily
focuses on the classic defense market sectors that include these platforms, such as aircraft,
ships and submarines, ground vehicles, missiles/munitions and C4ISR (command, control,
communications, computers, intelligence, surveillance and reconnaissance).”

Today, however, the market is considerably broader due to changes in the nature of
modern warfare and technology that have altered emerging military procurement priori-
ties— with concomitant implications for market access. The key dynamics causing a shift in
demand for defense products include:

* The Shift Toward Network-Enabled or Network-Centric Warfare. There has
been an increased market for defense electronics needed to link sensors to com-
mand centers and “shooters” at all levels of the battlespace. This new thrust, known
as C4ISR, includes advanced defense telecommunications, data processing and
tusion, and a wide range of related defense electronic offerings as well as informa-
tion gathering in the form of intelligence, reconnaissance and surveillance.

* Enhanced Focus on Low Intensity Conflict. American superiority in high inten-
sity warfare has increasingly driven our adversaries to asymmetric responses and
low intensity war fighting, including counterinsurgency, urban warfare and asym-
metric warfare of various types (chemical and biological weapons, cyber warfare,
etc.). Terrorists and other non-state actors have been able to use available commer-
cial technologies to develop and evolve new threats and adjust to our defensive capa-
bilities—requiring that we continually innovate and evolve our countermeasures.
Thus, today the military requires a wide range of products and services beyond tra-

’ These areas of interest were defined by the Office of the Deputy Under Secretary of Defense for Industrial Policy.
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ditional platforms, including soldier/warrior solutions (body armor, tactical com-
munications, etc.), chemical/biological nuclear defense, and various other offerings
to address these new threats emanating from agile enemies.

* Outsourcing of Services. There has been a significant shift in the United States,
the United Kingdom (UK), and increasingly in continental Europe, toward the
outsourcing of defense services, which include: 1) systems engineering and techni-
cal support services to support defense acquisition program offices; 2) maintenance,
logistics and facilities operations; 3) training of various types; and 4) a broad range
of information technology-related services. Increasingly, defense services include
activities associated with military operations. In some cases, the “services” industry
includes a mix of bundled products and services (particularly in the information
technology arena).

* Homeland Security. There is an increase in acquisition of homeland security
products and services that in many instances are also provided by the same group of
suppliers that provide defense offerings. A number of defense systems and subsys-
tems, such as Unmanned Aerial Vehicles (UAVs) and small naval vessels, are readily
applicable to this market. Other offerings such as airport security are related to
defense capabilities as well. This broadening of the market adds new government
customers (coast guards, customs services, and the like) and effectively means that
yesterday’s defense industry really is today a broader “national security” industry.

* Defense Innovation and Shift to Commercial Standards. Finally, there has been
enormous and broad ranging technological innovation—resulting in unmanned
platforms of various types (land, air and sea), far more precise munitions, advanced
space-based solutions, stealth technology and a range of other innovative systems
and products that have changed the nature of warfare. There also has been some-
thing of a shift toward reliance, where possible, on commercial standards, solutions
and components—although the shift is by no means consistent and varies from one
product market to another.

While our analysis of traditional defense sectors and newer sectors such as C4ISR pro-
grams capture some of these changes, the data available to us has not allowed us to capture
the full range of these new market dynamics. However, they are important as a context in
thinking about the future accessibility of defense markets.

Constraints on Future U.S. and European Defense Spending: A Major
Driver of Change

['here are several important “macro” economic realities that fundamentally shape the
defense market and access to it.

Significant U.S. Budgetary Pressures Are Likely to Constrain Defense
Spending Accessible to Industry.

After a significant post-Cold War decline in defense budgets, the U.S. defense budget rose
considerably during the Bush Administration—especially after September 11, as shown in
Figure 7. Moreover, as the United States commenced operations in Iraq and Afghanistan,
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Figure 7 U.S. Defense Spending, 1991-2013
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Source: Department of Defense, President’s Biennial Budget Submission, FY 2008.

we also spent considerably on these operations through supplemental appropriations (i.e., in
addition to the core defense budget).

With the end of the Bush Presidency, however, there is a growing consensus that total
U.S. defense spending will likely flatten or modestly decline for a number of reasons:

* Macro Level Budget Constraints. First, the defense budget’s top line will likely
be constrained by the rise of domestic entitlements as a percentage of the overall
budget (see Figure 8), competing domestic fiscal needs, the enormity of our fis-
cal imbalances, and the large budgetary outlays associated with the recent finan-
cial crisis. Not surprisingly, the Obama Administration already has scaled back the
planned 2010 Department of Defense (DoD) budget from the proposal left behind
by the Bush Administration—keeping the total core DoD budget at 2009 levels.

* National Security-Specific Constraints. Second, a number of other factors spe-
cific to national security spending are likely to make the budget problem that much
more challenging and limit the DoD funding available for the defense industry.

* Need to Bolster Civilian National Security Capabilities. There is a growing
consensus that there is a pressing need to enhance the civilian elements of our
national security capability. Yet, where will this funding come from? While the
allocation of funding across all accounts is not necessarily zero-sum, some por-
tion of it is likely to come from the DoD budget.
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Figure 8 Entitlement and Discretionary Funding vs. Government Revenues
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* Migration of Core Spending Into Supplemental Funding. While it is com-
mon to think of our supplemental appropriations for Iraq and Afghanistan as
funding wartime operations, the factis that a good portion of this spending really
is for core budget needs such as the acquisition of unmanned vehicles, Marine
Corps maintenance and the like. Thus, even assuming a significant drawdown
in Iraq, some portion of the spending formerly in “supplementals” —especially
spending on acquisition programs—will likely be migrated back into the normal
budget.

* The Fixed and Escalating Nature of Many DoD Expenditures Will
Limit Spending in the DoD Investment Accounts. Finally, the relatively
fixed and escalating nature of DoD expenditures in a number of budget cat-
egories—military personnel, health care, housing, and operations and mainte-
nance (O&M)—will undeniably put enormous pressure on more discretionary
defense budget accounts such as Research, Development, Testing and Engineer-
ing (RDT&E) and Procurement. These are the accounts used to fund DoD’s
defense acquisition programs—i.e., the accounts, in addition to operation and
maintenance, that fund the defense industry. Given our sustained level of opera-
tions abroad, there is virtually no leeway to cut military personnel (indeed, most
proposals call for increasing such personnel). Given our sustained operations,
our projected O&M expenses are probably materially understated in our budget
planning projections.

Sustained Limitations on European Defense Spending Drive European Coopera-
tion and Defense Industry Strategies. In Europe, post-Cold War defense spending has
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remained low as a percentage of gross domestic product and is expected to continue on this
trajectory for the foreseeable future.

Despite longstanding U.S. encouragement to spend more on defense, Europe has not to
date and is unlikely in the future to adopt this approach. As discussed later in Chapter 5 of this
study, much of Europe has largely become “debellicized” or non-warlike; despite September
11 and security threats in Europe, European populations have a more sanguine view of the
security threat. Moreover, the European public is more apt to favor non-military approaches.
Additionally, overall spending constraints in European constitutional arrangements and the
high priority on social spending make increased defense spending highly doubtful.

European spending patterns have significant implications for government and industry,
as discussed in Chapters 3 and 4. First, the limited funding available for new programs
drives European countries to a greater degree of cooperative engagement. Second, limited
domestic spending drives European firms to multidomestic strategies and to focus on the U.S.
defense market, the largest defense marketin the world. During the post-September 11 defense
buildup, a number of European firms have increased their market presence in U.S. defense
products—enjoying some share of this “bull market” opportunity set (see Chapter 5).

Sustained Escalation in the Cost of Weapon Systems Adds to the Financial Squeeze.
A second major and indisputable economic factor is the rising cost of weapons systems
across the board. In the United States, year after year, the U.S. Government Accountability
Office (GAO) has found that major U.S. weapons systems have exceeded projected costs by
significant amounts, are considerably behind schedule and produce capabilities that perform
less well than promised. In 2008, for example, GAO found cost overruns of $295 million
(26 percent), bringing total costs on planned major programs to $1.6 trillion."” While there
are multiple reasons for this (e.g., changing requirements, immature technology, lack of a
sufficient cadre of capable program managers) and efforts have been made to improve the
results of weapons acquisition programs, the only constant reality is escalating cost.

The combination of these factors—constrained defense budgets and rising
weapon system costs—is likely to be a major driver of change in the defense mar-
ketplace for years to come. These circumstances are gradually driving national buy-
ers in Europe toward increasingly joint buying to share costs and increasingly “best
value” buying to reduce costs. These circumstances will likely drive the United
States toward a greater focus on affordability and the need for the competition that
fosters it. Thus, these underlying economic dynamics inherently tend to point to
gradually more open and competitive defense markets.

While senior acquisition officials often talk about the coming “train wreck” (the mis-
match between the costs of the acquisition programs on the books today and likely future
budgets), it typically is put off through spending deferrals, program stretch-outs and the
like. This time around, the Secretary of Defense is unlikely to have this luxury. Just as
greater defense spending in the Bush years allowed hard choices to be deferred, the substan-

" Government Accountability Office, Defense Acquisitions: Assessments of Selected Weapon Programs, GAO 08-467SP
(March 2008). Available at: http://www.gao.gov/new.items/d08467sp.pdf.
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tial budgetary constraints now in place will likely force the Obama Administration to make
truly difficult choices that probably cannot be put off.

I1. Unique “Micro” Features of the Defense Marketplace

The Close Linkage of Defense Markets to Sovereignty and National Security

An immutable reality is that defense markets are different from other markets in large
part because the “demand” is a function of national security requirements. Defense is essen-
tially the classic “public good” —inherently governmental in nature. Thus, while firms
operating on a commercial basis must meet that demand, it is important to understand that
national security considerations do critically affect the marketplace, including the ability of
firms and people to participate in it.

Moreover, defense industries, funded largely by their governments, have historically
been considered “national assets,” with a focus on maintaining their technology leadership
and protecting their jobs.

In short, the defense industry is best understood as a “highly regulated” industry where
broad public interest considerations are at stake, and where there are inherent constraints on
competition imposed by virtue of governmental actions to protect those interests. Thus, not
surprisingly, the U.S. government and other foreign governments play unique and domi-
nant roles in defense markets.

The Phases and Levels of Defense Buying

The defense market has numerous points of sale and entry. These include the different
phases of a defense product’s lifecycle and the continuum of defense products across the
supply chain, from systems of systems at the top to subsystems and components at the bot-
tom of the chain. Market access can vary across these phases and market segments.

Product Lifecycle: Research and Development (R&D), Production and the After-
market. Relevant phases of defense product lifecycle are:

* R&D —all phases of development, including early paper studies and analysis, pro-
totype development, systems engineering, demonstration, testing, and full develop-
ment for production (the early phases of which are often called defense research and
technology in Europe, and all phases of which are captured in the RDT&E budget
account in the United States);

* Procurement—the manufacturing of developed systems and products (which is
captured in the Procurement account in the DoD budget); and

* Sustainment— the aftermarket provision of goods and services, ranging from full
upgrades to “lifecycle” or total system support to replacements to maintenance
and repairs and upgrades (which is typically captured in either the Procurement or
O&M accounts in the DoD budget).

The aftermarket segment has grown considerably in importance in recent years for pri-
vate defense firms. First, an increasing amount of the lifecycle support work is outsourced;
in newer programs, the lifecycle support is now built into the initial acquisition program.
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Second, the focus on affordability has resulted in more upgrade and modification programs
during the 1990s. Rather than design and buy new systems, defense buyers have sought to
husband resources by modifying and upgrading existing platforms. The information revolu-
tion and other technology advances also have led to “refreshes” and “technology insertion”
programs related to key subsystems on platforms, including software, radar and the like.

In practice, in the United States, the defense industry thus derives revenue from three
different budgetary accounts, each with their own parameters: RDT&E, Procurement, and
O&M, which, as noted above, generally funds many of the aftermarket services. Most Euro-
pean nations have similar types of budget accounts.

Each of these phases of supply is very different and has its own contours. Generally, from
a historical standpoint, R&D is something governments historically keep at home (i.e., they
spend their R&D resources on their own defense industrial base and tend not to fund those
of other nations for development work).

The acquisition of fully developed defense systems is somewhat more open to foreign
access than is R&D —governments in need of a particular capability are often prone to buy
an existing off-the-shelf system than to invest in a new development, especially in fiscally
constrained times. This has historically created a significant competitive advantage abroad
for U.S. firms, with their larger class of advanced offerings derived from the large U.S.
defense budget.

Finally, the aftermarket has increasingly been open to private firms. Historically, a large
proportion of aftermarket upgrades, servicing and support was handled in-house by the
armed services (at depots, arsenals, air logistic centers, naval shipyards, etc.). Increasingly,
these O&M functions are outsourced—especially in new system contracts where a gov-
ernment might acquire the system on a full “lifecycle” basis. Historically, upgrades and
support work was given to the original contractor for the system, product or service on a
non-competitive basis. However, this is changing and this market is increasingly open to
competition.

Market Segments: Systems, Subsystems and Components. Another key set of dis-
tinctions that affects market access relates to the vertical levels in the supply chain. Dif-
ferent firms have different types of capabilities—from systems to subsystems to compo-
nents—and sell to different customers.

* Prime Level Suppliers. Prime level defense firms, which produce systems or sys-
tems of systems (e.g., major air, sea and ground platforms), often serve as the inte-
grators of these systems (buying either the systems themselves or major subsystems
from other firms). These firms are typically large in scope and breadth and gener-
ally supply complete systems directly to government customers. Historically, the
acquisition of systems from prime level suppliers has tended to be more national
in orientation and to rely more on sole source contracts than at other levels in the
supply chain.

* Subsystem Suppliers. Second- and third-tier companies, often called “subsystem
suppliers,” supply a wide range of products that are integrated into overall sys-
tems— from landing gear to radar to avionics to electro-optics to defense electron-
ics of various types. The subsystems suppliers typically sell their products to prime
contractors rather than directly to the government (although the government may
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choose to buy certain complex subsystems, such as radars or aircraft engines, directly
and provide them to prime contractor as “government-furnished equipment,” or
GFE). Thus, access to the subsystem market is somewhat different from access to
the system market, with a different range of customers. Subsystem suppliers often
are more commercially oriented (for example, providing avionic solutions to both
defense and civilian aviation markets). These markets are historically more open
to foreign access as the customers, prime level suppliers, seek to provide best value
solutions. However, in some cases prime level suppliers also are vertically integrated
and produce both systems and subsystems. In such cases, prime level suppliers may
face internal pressures to make their own subsystems rather than buy them. Also,
in some situations, the prime contractor might face direction from the government
customer to acquire certain subsystems from certain (possibly national) suppliers.
Obviously, these factors affect the accessibility of subsystem suppliers to these types
of opportunities. As discussed in Chapter 2, it is more difficult to obtain meaning-
ful data on subsystem suppliers.

e Component Markets. Finally, there is a range of firms that provide semiconduc-
tors, transmitter/receiver modules and other components that are typically far more
commercially based. These products tend to be more off-the-shelf and less defense
unique in nature. This study is primarily focused on the prime level system and,
where information is available, subsystem segments of the market, and not on the
components market.

The Nature of Competition in Defense Markets

In fundamental ways, defense markets are certainly at odds with Adam Smith’s model of
a “perfect” market environment. Briefly, as discussed below, competition in these markets
can be characterized by the following dynamics:

* Multiple Roles for Government Customers. Governments play multiple, signifi-
cant roles in the market—as the setter of defense requirements, buyer, regulator,
and financier—in shaping the market to meet national security needs.

* Limited Buyers: Oligopsony Rather Than Monopsony. While there is a ten-
dency to think of the defense market as a monopsony, with single national buy-
ers, this is increasingly not the case. In the United States, there are multiple DoD
components buying various products like fixed wing aircraft, UAVs or radar, as well
as intelligence agencies and other specialized departments and agencies (from the
Department of Homeland Security and its constituent components like the Coast
Guard to agencies like NASA, a buyer of launch services, satellites and payloads).
In European defense markets, there typically is a single defense buyer but other
ministries may fund development programs or procure intelligence and homeland
security products and services. In Europe, there also is the rise of joint programs,
with the European Union (EU) as an emerging buyer and Organization for Joint
Armament Cooperation as a procurement authority. Finally, in all markets, there
are private sector buyers—especially primes buying subsystems and components.
Thus, the situation more closely resembles an “oligopsony,” with a limited number
of buyers that have significant market power but not total control of the market.



The Study Context: The Unique Realities of the Defense Marketplace 51

* Long-Term Bid Model, Fewer Programs, Long Program Life, and Long-
Term Incumbents. There is a bid model of competition, with relatively few, long-
term points of competition for awards of multiyear contracts; the post-Cold War
budget drawdowns and rising costs of weapons systems have resulted in fewer new
programs. Competitive bidding is typically undertaken in the early, development
phases of the program, with the eventual down-select of a single winner for produc-
tion. The upfront costs of carrying multiple bidders through to production are high
(and only the United States and the UK do this regularly). In general, however, the
longer competition can be maintained in the program, the more resulting cost sav-
ings and innovation benefits can be achieved. Moreover, given these pressures and
the complexity, cost and technical challenges involved in developing these systems,
the contracts, once awarded, can run for many years, up to 30 in the case of major
systems. Existing major platforms are likely to be sustained, with modifications,
upgrades and life extensions over many years. Historically, follow-on orders for
these systems, as well as the aftermarket work, was generally given to the initial
contractor on a sole source basis (although this is changing).

* The Challenges of the Long-Term Bid Model: Managing Incumbents. As
history has taught, achieving best value results—rapidly fielded, innovative and
affordable high performance weaponry—is not just a matter of having a competi-
tive bid market for early phases of programs. It also requires addressing the inher-
ent difficulties in managing large, long-term programs with established incumbent
contractors that are largely insulated from the types of market incentives that exist
in the commercial world. A core question for the DoD has been how to maintain
innovation, affordable costs and a timely schedule on programs where the incum-
bent effectively has a monopoly position for many years (at least for that program).
The long-term bid model of competition also creates challenges for losing bidders
and other firms seeking market access. Once a firm has won a major long-term con-
tract on a program, it is difficult to displace that firm in practice and few new buys
may exist in that market area for years to come. Moreover, the incumbent contrac-
tor plays a key role in managing selection of subsystems as the platform is upgraded
and “refreshed” from time to time. In general, there is more likelihood of competi-
tion in subsystems upgrades and refreshes, but this varies from one customer and
program to another.

e “Best Value” as the Buying Metric. Unlike many other markets, price is not nec-
essarily the dominant determinant of buying in defense markets. Rather, Requests
for Procurement or tenders, as they are commonly called in Europe, set specific
requirements for weapons capability, and the winning bidder is typically selected
on the basis of a formula that takes into account the technical performance of the
product/system being acquired, price, schedule and other considerations. This “best
value” buying calculus is a way to take capability into account and not just acquire
the lowest price widget. This type of graded decision-making also opens the door
to considerable discretion for buyers—discretion that has sometimes been used to
take other factors into account that can affect market access (such as the domestic
content and jobs associated with a particular bid).

* Barriers to Entry. There are significant barriers to entry and other market “imper-
fections” that are a consequence of the unusual nature of defense markets. Among
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other things, the technical nature of the market— with unique products that require
significant engineering skill in applied specialties—and the close connectivity to
customers create high barriers to entry in some defense market sectors.

* Supplier Consolidation. On the “supply” side of the ledger, as a consequence of the

significant budget drawdowns in the post-Cold War era, there has been significant
defense industrial consolidation—with fewer prime level and subsystem firms—in
the United States (across the board) and Europe (most notably in aerospace but
less so in ground and naval capabilities). Today there are only a limited number of
primes at most that can compete for the next award in major platform areas (and
typically only one at most in each of the large European countries). Numerous
of these primes also are vertically integrated and have leading subsystem capabil-
ity. Thus, the maintenance of competition in consolidating defense markets—and
the innovation and affordability competition can bring—increasingly requires the
participation of non-domestic suppliers. The subsystem level is somewhat less con-
solidated, with 3 or 4 suppliers in key systems.

These characteristics of defense markets are summarized in Table 2 and compared to the
characteristics of a so-called “perfect” market of the type envisioned by Adam Smith.

Table 2

Perfect Market vs. Defense Markets

Perfect Market

Defense Markets

Many buyers—each with no market power

Supply and Demand Elasticity (i.e., price changes

materially affecting the level of demand and supply)

Spot market; constant bidding and sales

Fungible products

Many capable competitors

Easy to enter and exit

Multiple “Oligopsony” Buyers with significant power
to set procurement rules, buying requirements,
budgets and financing

Demand driven by one or few customers on the basis
of military requirements, policy and politics; more
limited elasticities of demand and supply

Limited number of competitions for long-term
contracts (especially for major weapon systems),
often with sole source procurements

Products of limited fungibility (i.e., relatively unique)
sold in broader, capability-based markets

Several capable competitors in most markets; risk
that major program awards could result in market exit
by losing party

Significant barriers to entry (technology, skills,
incumbency, connectivity to customer)
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The Role of Competition in Defense Markets: A Driver of Innovation and
Affordability in an Era of Consolidation

While defense markets are relatively unusual, fundamental principles of modern eco-
nomics still operate. As several Defense Science Board studies have found," the presence of
a sufficient number of capable competitors in core defense markets fosters both the afford-
ability and innovation vital to superior war fighting. Thus, it has long been a cardinal tenet
of DoD policy to seek to create and maintain a competitive environment in defense markets
and programs to the extent possible.

The dilemma is that the dynamic changes in defense markets— the shift to fewer
programs and the consolidation of the supplier base—make the maintenance of
competition more difficult than in the past in some areas of the defense marketplace.
At a time when we need significant innovation to address a range of challenging
threats, the consolidation to five large prime contractors that have been delegated
substantial autonomy to manage our supplier base poses real challenges.

No Evidence That Alternative Models are Better. While some observers have at times
suggested that the United States discard the competition model in favor of some alternative
approach to managing defense markets, to date there is no evidence that such substitute
models yield measurably beneficial or even comparable results—in terms of cost discipline
or innovation— that warrant their wholesale adoption. Indeed, history teaches that where
DoD has departed from the competitive model and shifted to an alternative—whether
monopolies, duopolies or “national” teams—the results have ranged from problematic at
worst to uncertain at best. Indeed, one has only to review the enormous difficulties that
DoD has experienced in managing market areas that have monopoly characteristics to
understand this reality. The bottom line is that neither economic theory, empirical evidence
nor common sense provide any reasonable basis to depart from our long-term default posi-
tion on sustaining competition and multiple competitors in defense markets.

Foreign Market Access as a Strategic Tool to Maintain Competition

There are a number of available approaches—tools in our toolbox— that can be utilized
by DoD to facilitate the maintenance of a competitive market. These include both demand-
side measures (structuring acquisition strategies with competition in mind) and supply-side
strategies (review of mergers, acquisitions and joint ventures on antitrust grounds). Increas-
ing reliance on commerce technologies and suppliers also is an important tool to sustain
competition into these markets.

"' See the Defense Science Board Task Force Reports on: Antitrust Aspects of Defense Industry Consolidation (1994), Verti-
cal Integration and Supplier Decisions (1997), and Effects of DoD Acquisition Practices on Defense Industry Health (2000).
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Another strategic, key tool to ensuring competition in defense markets is to afford
market access to foreign suppliers. In the context of a reduced U.S. domestic com-
petitive base, the United States can seek to broaden our potential sources globally.
In markets with one or two U.S. suppliers, the ability of a foreign firm to compete
can help maintain a competitive environment.

Thus, market access—maintaining “open” as well as “competitive” procurements— has
long been an instrument of policy for DoD and can be beneficial for other foreign govern-
ment defense procurement authorities as well. As stated in the DoD Handbook on Indus-
trial Capabilities still in force today, “[r]eliable foreign suppliers are usually acceptable, and
in fact are encouraged to allow the DoD to obtain a wider competitive cost and technology
base. Foreign dependence does not mean foreign vulnerability. The DoD seeks to use for-
eign sources wherever advantageous and within the limitations of the law.”"

Accordingly, it is in this context— considering foreign sources of supply as a strategic
tool to preserve competition in consolidating defense markets— that this study reviews the
accessibility of the U.S. and European defense markets.

* 4 DoD Handbook: Assessing Defense Industrial Capabilities, DoD 5000.60-H, U.S. Department of Defense (April 1996),
p- 30. Available at: http://www.acq.osd.mil/ip/docs/5000_60h.pdf.



Chapter 2

The Study Methodology:
A Disciplined Set of Diagnostics

As noted at the outset, examining the Transatlantic arms market is like looking through
a kaleidoscope—there are numerous interrelated geopolitical, economic and other inher-
ently subjective factors (cultural, institutional and attitudinal) that do not lend themselves
to ready unbundling. We have developed a detailed and disciplined methodology to try
to bring a greater degree of objectivity to the task and base our findings on empirical evi-
dence to the extent possible. In the end, of course, there were judgments made—but they
were fact-based—drawn from observations from hard data and the several hundred people
interviewed during the course of this study. The list of government officials and market
participants interviewed is set forth in Appendix II.

Specifically, as discussed in detail below, we developed separate methodologies for the
Market Access analysis (Part A below) and the European Defense Industrial Policy analysis
(Part B below).

Study Scope and Parameters: A Focus on Systems in More Classic Defense Product
Areas. As a threshold matter, it also is important to understand that this study covers, and
has evaluated data with respect to, the market for defense systems, subsystems and prod-
ucts in five more traditional defense market sectors: air vehicles, ships/submarines, ground
vehicles, missiles and C4ISR (command, control, communications, computers, intelligence,
surveillance and reconnaissance).” These markets do include a number of relatively newer
platforms and products, such as unmanned aerial vehicles and associated ground stations,
and precision munitions. As noted above, the inclusion of C4ISR means that the study
also focuses on key markets relevant to force transformation or the “revolution in military
affairs” — the enormous investment in technology that is bringing electronics and informa-
tion technology onto the battlefield.

At the same time, however, the study does not include the burgeoning market for defense
services, homeland security, biomedical capabilities, or other more recent and emerging
technology and product areas. This means a large portion of U.S. Department of Defense
(DoD) spending—more than 50 percent of the budget is spent on services—is technically
not within the study scope. This study also does not cover dual-use components used in
both defense and commercial applications. It covers software to the extent it is sold as part
of a defense system or subsystem (or, in the case of C4ISR programs, is the subsystem or sys-
tem); it does not, however, cover software services. Also, the study does not examine space
systems, subsystems or space capabilities purchased as services (such as the large market for
satellite services).

While some of our overall observations do apply to these other market segments (which
were discussed to some extent during interviews we conducted), the available data we have
reviewed by and large does not. Moreover, our analysis and findings for these other market
segments could potentially be somewhat different given the broader connectivity of most of
these market areas to the commercial marketplace.

"These parameters were established by the U.S. Department of Defense, Deputy Under Secretary of Defense for
Industrial Policy in its RFP associated with the study.
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Limited Coverage of Defense Subsystems. In conducting this analysis we also have
not found credible data on awards of subsystem contracts or, as discussed below, trade in
subsystems. Hence, while we make observations about the impact of certain market condi-
tions on subsystem sales—a key part of the defense marketplace, we lack meaningful data
relevant to our observations. Therefore, we have relied on information gleaned from inter-
views and a review of the relevant government policies and practices.

A. Market Access: A Disciplined Examination of Cause and Effect

We developed and applied two distinct and reinforcing approaches to examine
market access for U.S. firms in European defense markets, and market access for
European firms in the American defense market. These two dissimilar methodolo-
gies essentially measure cause and effect.

The first methodology identifies and applies a set of metrics to each nation’s rules,
policies and practices affecting the ability of firms to access the defense market.
These metrics help categorize and, based on data and judgment, assess impediments
or barriers to market access. The second methodology focuses on the results or
market outcomes, and measures trade and investment flows in defense markets (in
effect, how two-way is the street today) as well as cross-border industrial footprints.

Methodology 1: Market Access Metrics

The study identified and evaluated a series of indices or “metrics” of how open defense
markets are to foreign competition (i.e., what impediments or barriers exist). These market
access metrics are set forth in matrix form on Figure 9 (pages 58-59). A detailed explanation
of each of the tariff and non-tariff barriers, and our methodology for assessing each metric
(i.e., which sets of data we relied upon in rendering our judgments and assigning scores to
each country), is set forth in Appendix I.

In general, market access barriers or impediments take two broad forms: 1) tariffs and
excise taxes, which raise the cost of imported goods and services relative to domestic coun-
terparts; and 2) non-tariff barriers. Such non-tariff barriers include a wide range of govern-
ment policies, practices and attitudes that create procedural and institutional roadblocks
that serve to either:

* Exclude the foreign product (either outright or by making entry cost prohibitive to
the foreign seller);

* Increase the price or opportunity cost of using a foreign product;

* Make foreign ownership of indigenous defense businesses impossible or so unat-
tractive as to be untenable; or

* Otherwise render foreign products and services unattractive to the user commu-
nity. thereby encouraging the use of domestic alternatives.
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WTO Disciplines on Non-Tariff Barriers. The “non-tariff” metrics are based on the
classic market access impediments that have long existed in commercial markets, which
the United States and the European countries covered by this study have identified and
addressed through the General Agreement on Tariffs and Trade (GAT'T), the creation
of the World Trade Organization (W'TO), and various other multilateral and bilateral
agreements. The GATT and WTO agreements have established a series of disciplines to
address these types of trade restrictions. For example, the WTO creates a national treat-
ment requirement that requires members to accord imported products treatment that is no
less favorable than treatment accorded to domestic products. The national treatment rule
is intended to prevent countries from imposing discriminatory measures on imports and to
eliminate hidden domestic barriers that could offset the most-favored nation requirement
for tariffs established by the GAT'T.

The Exemption of Defense Trade From WTO Disciplines. The dilemma is that the
WTO, by its terms, largely exempts defense trade from these key disciplines. Specifically,
Article XXI of the GAT'T provides that “traffic in arms” and “other goods and materials”
for military purposes are exempt from the rules imposed on trade under GATT and the
package of agreements under the WTO. Hence, there is today no overall international
agreement precluding the use of the types of non-tariff barriers that are prohibited in the
commercial market. Of course, it should be recognized that dual-use articles that are used
in defense systems are subject to the WTO disciplines. However, this study focuses on
defense articles and not dual-use components or subsystems.

Based on our experience and knowledge of relevant defense markets, we have specially
tailored our non-tariff metrics to the unique characteristics of defense markets. For exam-
ple, we have added such criteria as the prevalence of offsets, a type of market impediment
that is not traditionally used in non-defense markets.

Quantified Judgment Methodology. Where possible, we relied on quantitative mea-
sures in developing scores for each of the market access metrics on Figure 9. By nature,
however, most of these non-tariff metrics have qualitative elements. Thus, we utilized a
“quantified judgment” methodology that combines: 1) quantitative measures where data is
available; and 2) our qualified judgments based on our analysis of underlying country poli-
cies and behaviors, taking into account available academic literature, relevant government
documents, and the several hundred interviews we conducted with government, industry,
military and academic representatives during the course of this study. In some cases (e.g.,
competition in procurement awards), we developed our own data sets for analysis. In others
(e.g., offsets, ethics), we relied on existing data sources and scores compiled by a reputable
source such as the U.S. Department of Commerce or the World Bank.

Thus, the assessments we have arrived at—based on this hybrid mix of inputs—need to
be understood in this context. The analysis is not based on irrefutable scientific or math-
ematical proofs and surely can be debated. However, based on our empirical observations
after a large number of interviews, review of available quantitative data, and our own judg-
ments based on years of experience in defense markets, we believe the market access scores
and assessments herein do provide both reasoned and reasonable indications of the most sig-
nificant barriers in each country, which barriers are most commonly found across all of

"The metrics were specifically developed by the Johns Hopkins School of Advanced International Studies, Center for
Transatlantic Relations team in connection with an earlier study and were refined and applied in this study.
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A Disciplined Set of Diagnostics

The Study Methodology.
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the nations investigated and, ultimately, which countries have the more accessible defense
markets. We do, of course, offer a cautionary note that these scores should not be viewed as
precise outcomes—they are informed estimates only—and should not be used for further
quantitative analysis outside the context of this study.

Documental Solutions (DOCSOL) Data Utilized. In developing quantitative mea-
sures of market access, we relied on: 1) data from DOCSOL’s European Market Database
for contract values; and 2) data from InfoBase Publishers’ Defense/Aerospace Competitive
Intelligence Service Programs Database for program descriptions and history.

At the request of our sponsor, we reviewed DOCSOL data only for defense systems and
products (i.e., hardware) and not for professional and technical services, logistic support ser-
vices, or the procurement of non-defense articles by Ministries of Defense. As noted above,
the data reviewed includes missiles and munitions, ground vehicles, air vehicles, ships/
submarines, and C4ISR products. While the data does not cover space systems generally,
ground segment equipment for space systems (e.g., communications terminals) are included

under C4ISR products.
It is important to recognize a number of key parameters of the DOCSOL database:
Specifically:

1. The data includes only systems sold to government procurement authorities, and
does not include subsystems incorporated into such systems or subsystems sold sep-
arately to prime level contractors.

2. The data includes only sales to Ministries of Defense and the DoD. Hence, it pri-
marily includes platforms rather than subsystems, although at times government
customers may purchase subsystems in certain circumstances.

3. Retrospective data on contract awards was used for the period 2006-2008 (i.e., the
period for which award data was available in the DOCSOL archives). DOCSOL
data utilized in this study was for actual contract awards; we did not utilize data that
showed speculative or derived opportunities.

Countries Evaluated

The study applies this set of market access metrics to the United States and seven Euro-
pean countries, all of which are members of the WTO: France, Germany, Italy, Sweden,
Poland, Romania, and the United Kingdom (UK). France, Germany, Italy and the UK
together account for the bulk of Western European defense spending (approximately 75
percent) and defense industrial capabilities (approximately 80 percent). Sweden was included
to evaluate a non-NATO northern country with a significant defense industry and reputa-
tion for open market access. Poland and Romania were included as representatives of “New
Europe” —the so-called North Atlantic Treaty Organization (NATO) Enlargement coun-
tries. While Spain is not formally investigated, we do from time to time refer to the Spanish
defense market. Spain, together with the five other Western European nations studied, hold
more than 85 percent of Europe’s defense industrial base.

Country Defense Market Profiles. For each of the eight countries evaluated, the study
team performed an in-depth review of the following:
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military strategy and legacy;
. current budget and operational profiles;
. the bilateral defense trade relationship and history with the United States;
. defense trade or procurement agreements with the United States;

. major defense firms of that nation and U.S. firms’ presence in that market; and

= Y B N UCEE NE R

. defense acquisition leadership, policies and practices relevant to competition and
the broad range of market access issues.

This in-depth investigation of each nation provided the qualitative, and some degree of
quantitative, input for the evaluation of each metric. The in-country interviews and data
collection were augmented by extensive reviews of public data, World Wide Web research,
and any reports and analysis developed by that nation’s government or by other defense
experts and analysts about each nation. The results of these in-depth interviews and litera-
ture reviews are captured in detail in Chapters 7-14 (i.e., the separate chapters that profile
each nation investigated, including the United States).

Treatment of Central European Countries. In undertaking this study, we have care-
fully considered whether to compare the two Central European countries to the Western
European countries studied. On the one hand, Poland and Romania, with their Warsaw
Pact legacy, have transitioned from a sharply different past in all respects—political, eco-
nomic, military and industrial —and their transitions are not complete (although Poland is
very far along). Their overall governance structures (especially Romania’s) and their acqui-
sition systems are not as developed as those in France, Germany, Italy, Sweden and the UK.
Their defense industries are in far different positions than those in Western Europe.

Significantly, no metrics are likely to reflect these considerable differences between West-
ern European nations and these Central European nations in transition. Since we could not
hold constant the innumerable variable conditions for these nations and their defense mar-
kets, one can argue that we are in effect comparing apples and oranges.

Nevertheless, despite these differences, we believe that reasonable comparisons can be
made using the same metrics. First, we are applying the same metrics to all countries but
with a judgment that considers each nation’s circumstances. Second, despite sharply dif-
ferent legacies and market realities, both Poland and Romania have adopted Western stan-
dards—in Poland’s case nearly twenty years ago. Both countries have joined NATO, the
European Union (EU) and WTO, and have made considerable strides toward becoming
democratic, market-driven societies. However, we are mindful that these countries face
different realities. And, in all cases, the unique points of national context are addressed in
detail in the chapter on each nation’s defense market in Volume II of this report.

Rank Order Scoring

Each of the market access criteria or metrics was applied to each of the eight countries,
using a scale of 1 through 10, with 10 being a perfectly open market (no impediments), and
1 being a fully closed market (no foreign access at all). Each country was evaluated against
an abstract concept of a totally open and “perfect” market with no barriers or impedi-
ments to competition (i.e., not on a comparative basis relative to the other countries under
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evaluation). Raw scores were then weighted (based upon the importance of each criterion to
market access), averaged and normalized against the highest scoring country to derive both
relative openness and a rank order for each country.

In giving weights to the different metrics, we afforded greater weight to some criteria
than to others based on our qualitative judgment. Thus, we believe that such criteria as
open and competitive procurement, domestic content and offsets were among the most
important factors in defense markets. Similarly, we believe that other factors such as intel-
lectual property (IP) and discriminatory standards were less significant today. Factors such
as export controls and tolerance of corruption rank somewhere in between.

Measuring Traffic on the Two-Way Street

The study specifically reviews the following defense market outcomes (examining
both annual and trend data where available):

* Transatlantic trade flows (prime, subsystem and product levels, both direct and
through local affiliates)

e U.S. Foreign Military Sales and Commercial Sales to Europe
* European Sales to the United States
* U.S. market share in Europe and European market share in the United States

* U.S. content in major European defense programs and European participation
in U.S. Programs (R&D and Procurement)

* Transatlantic armaments cooperation

* Collaborative programs and projects (Research, Development, Testing and
Engineering (RDT&E) and Procurement)

* Cooperative funding relative to total RDT&E and Procurement
* Transatlantic supplier consolidation and integration
* Mergers, Acquisitions & Collaborations

* Footprints of U.S. defense firms in Europe & European firms in the United
States

* The Coping Strategies of Defense Companies

Methodology 2: Defense Market Outcomes— Trade, Investment and
Cooperative Engagement (How “Two-Way” Is the Street?)

Second, we have conducted a review of market access “outcomes” —defense trade and
investment flows, the degree of Transatlantic defense cooperation, and the footprints of
foreign defense firms in the different markets. This “outcomes” approach, which largely
focuses on available quantitative data (and therefore is less qualitative than the market bar-
rier metrics discussed above), will provide an independent evaluation of market openness to
foreign participants as well as market “lessons learned.”
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Trends in Transatlantic defense trade, investment and cooperation are good indicators of
the extent of openness in the market. The magnitude and balance of defense trade between
the United States and Europe, the relative market shares, and the trend lines are reasonable
measures of the current extent of fortress-like behavior in the market and a predictor of
future market development.

Calculating trade flows can be complex given the limitations of available data. A discus-
sion of relevant methodological considerations in determining such defense trade balances
is set forth in Appendix L.

B. The Emerging European Role in Defense Markets

Finally, in evaluating the degree to which emerging European (as distinct from national)
laws, rules, policies, practices and arrangements will create fortress-like tendencies, we also
utilized a set of qualitative metrics described below to evaluate developments in the EU and
other European entities and arrangements pertaining to the defense industry. The effort
here is to assess both the current realities today and the likely trajectory of the evolving
European defense industrial laws, policies and practices over the next 10-15 years.

Evaluating the European Role in Defense Markets:
Qualitative Metrics

1. Demand Side Metrics

* Are integrated European defense requirements emerging? Is European buying
taking hold (i.e., through the EU rather than ad hoc)? Are European programs
(Research and Technology; Procurement) likely?

* Is coordination of national buying likely to eliminate duplication and produce
more efficiency (whether through more joint programs, elimination of duplica-
tive national efforts, or otherwise)?

e Will European procurement rules produce a more open European and com-
petitive defense market (i.e., opening national markets to more competition)?

2. Supply Side Metrics

* Has or will Europe put in place the enabling environment to facilitate the cre-
ation of a European, as distinct from national, defense industrial base?

e Will European rules, arrangements and policies encourage additional consoli-
dation and rationalization of underutilized European defense capabilities?

3. Implications for United States

* Will emerging European rules, arrangements and policies create an impetus
for closing the European defense market to U.S. suppliers (i.e., and reduce
their ability to access the European market)?







Chapter 3

Defense Market Access Realities:
Continued Impediments But Gradually
Better and More Open Buying Habits

This chapter sets forth our assessment of market access utilizing the market access met-
rics described above (i.e., Methodology I). Figure 10 on the following pages summarizes our
findings for each country studied on an unweighted and weighted basis. While our assess-
ment of the market access metrics reveals a number of demonstrable findings, it should be
noted that the overall findings do not change significantly whether the scoring is unweighted
(i.e., with each market access metric accorded the same weight) or weighted (i.e., with each
metric weighted in accordance with their importance to market access).

As discussed below in detail, the data reflects that continuing significant impediments to
market access exist for most countries examined. However, better buying habits are emerg-
ing—driven largely by economic necessity in Europe and somewhat more relaxed attitudes
in the United States toward foreign contractor participation and a genuine desire for “best
value” solutions.

Generally, the countries studied are gradually opening their procurement systems to com-
petition. There is, however, evidence that European national procurements, while increas-
ingly awarded on a competitive basis, are more open to European solutions and will pose
increasing challenges for U.S. defense firms seeking market access. U.S. firms continue to
award most contracts on a competitive basis but do not necessarily open these competitions
to foreign participation—although there is evidence of changing behavior on some programs.

Not surprisingly, as procurements do become more open and competitive, more subtle
market barriers or imperfections—such as informal domestic work share requirements
today and possibly standards in the future—are becoming of greater importance. This shift
toward more subtle market access barriers reflects the basic fact that governments spending
money on defense prefer to spend the money at home where possible, rather than on foreign
sources of supply.

Analysis of Specific Market Access Metrics

The analysis below assesses the overall importance of each market access impediment in
the defense markets studied, and evaluates how each country studied performed on each of
these metrics.

1. Tariff Barriers

Tariff Barriers are not a Major Impediment to the Accessibility of Defense Markets. In gen-
eral, all of the countries studied are member countries of the World Trade Organization
(WTO), have bound tariff rates, and are required to provide most-favored nation treatment
to imported goods from every other country included in this study (i.e., they must provide
all WTO members the benefit of a lower tariff rate offered to any single country). The
most-favored nation and national treatment rules under the WTO protect the countries
that are the subject of this study from overt discrimination.
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While defense products are exempt from the general WTO rules governing tariffs and
trade, all of the European countries studied other than Poland and Romania have entered
into a reciprocal procurement memorandum of understanding (MOU) with the United States
that affords duty-free treatment to the import of defense articles between these countries.

Hence, tariffs are not a factor for #rade in defense articles between the United States and
all countries other than Poland and Romania (all of which received the same scores). Poland
and Romania do have tariffs applicable to U.S. defense imports, but these rates are relatively
low and are not a significant factor in defense trade. Because of this distinction, Poland and
Romania have a lower score on tariff barriers than do the other countries examined.

Tariffs do have a limited effect on Transatlantic trade in dual-use articles used in defense
systems. In this regard, all the European countries under study also belong to the EU. Under
a WTO exemption for customs unions, the EU has been able to eliminate tariffs altogether
on goods traded internally between Member States while maintaining the uniform WTO-
based set of third-country duties for particular types of goods (e.g., agricultural products
and high technology equipment) intended to support the European market. Moreover,
these dual-use articles are not subject to the duty-free treatment in the reciprocal procure-
ment MOUs, which apply only to defense articles. Thus, with respect to such non-defense
products (e.g., dual-use equipment) used in defense systems where the bilateral MOUs do
not apply, the EU’s internal market “zero rates” have the effect of creating a competitive
advantage for member countries vis-a2-vis other third countries that are subject to tariffs on
such dual-use products. However, the differentials are not high and, hence, the discrimina-
tion is limited. Thus, the European countries studied were slightly graded down on this
metric vis-a-vis the United States.

2. Open and Competitive Procurement

Our analysis shows that the historic reality in defense of largely closed national markets
is changing. There have been material changes for the better as the United States and most
of the European countries studied are gradually opening up segments of their procurement
market to some degree of foreign competition.

We have based our findings on the degree of competitive procurement for each country
on our review of:

1. The procurement policies of these firms (taking into account their substantive mer-
its as well as our view of their credibility and likelihood of implementation); and

2. The actual competition in “major defense programs” awarded over the 2006-2008
period in each of these countries.” Specifically, Figures 11 and 12 set forth the
degree of competitive procurement in all European countries examined and the
United States based on 2006-2008 acquisitions.

" As fully discussed in Appendix I, Documental Solutions data on awards was used in undertaking a review of “major
programs” in each country studied in 2006-2008. References to “recent buying” herein refers to this time frame. The
“major” defense programs examined in each country were defined in accordance with the size of the nation’s overall
defense spending. For Sweden ($7 billion in defense spending), Poland ($7 billion) and Romania ($3 billion), major
defense programs were those exceeding $10 million during 2006-2008 period. For France (approximately $50 billion
in defense spending), Germany ($37 billion), Italy ($17 billion) and the UK ($68 billion), major defense programs
were defined as programs exceeding $50 million a year. For the United States (with a defense budget well exceeding
$600 billion in recent years, including supplemental spending), major defense programs were defined as programs
worth $100 million or more.
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Figure 11 Total European Defense Figure 12 Total U.S. Procurement
Procurement by Award by Award Type,
Type, 2006-2008 in Billions 2006-2008 in Billions of
of Dollars ($) Dollars ($)

Competitive
13%
$34.41

Oth%q 10/4° Competitive

19%
$15.46

Limited

22%

Sole Source $60.29
60%

$163.06

Multinational
22%
$17.59

Sole Source
58%
$46.24

Cooperative
5%
$14.94

Distinguishing “Open” and “Competitive” Procurement

Interestingly, as shown on Figures 11 and 12, the relative degree of competitive awards
looks identical —with the United States at 13 percent and Europe at 19 percent. However,
one key question in reviewing the data on major contract awards is whether all procure-
ments identified as competitive were also open to foreign participants.

In practice, U.S. procurements that are competitive can be and often are restricted to
national firms. In Europe as well, procurements may also be restricted (formally or infor-
mally) to national or European firms. As discussed in Chapter 5, the new European Com-
mission (EC) Directives will make it more difficult for European governments to close
an award to other European suppliers but does not require that awards be open to non-
European suppliers.

For the United States, we have made judgments, on a program-specific basis, as to
whether competitive programs were also open. We excluded limited competition programs
from our analysis because they were closed to foreign bidders, to the best of our knowledge.

Similarly, in the European countries studied, we also believe that not all of the com-
petitive awards were open to U.S. firms; this varies from country to country. However,
ascertaining which is which is less straightforward. For the UK, Poland, and Romania, we
believe that most competitive awards were “open”, and based on the policies and practices
in those countries and interviews with market participants. In most of continental Western
Europe, however, the picture is less clear. A cursory review of the program data shows some
U.S. awards (confirming some openness) but also shows primarily European or national
awards in most of the countries. Also, based on our review of national policies in these coun-
tries as well as interviews with market participants, we believe that not all of these awards
are truly open to non-European suppliers.
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Figure 13 Legacy vs. New Procurement in Billions of Dollars ($)

u.s.
81%
$201.39

Source: Documental Solutions.

In any event, since we have no empirical basis on which to make this judgment given the
range of programs involved, for data analysis purposes we have assumed that competitive
means open for the European contract awards studied (although we recognize a portion of
these, especially in continental Western Europe, were not truly open to U.S. bidders). We
address the “openness” question more directly in our individual assessments of procure-
ment policies in each country, which takes into account evolving trends in allowing foreign
bidders to participate. In European countries, we also considered cooperative programs as
non-competitive in this analysis because juste retour policies are followed and funding gen-
erally flows back to firms in the European countries that fund the project.

Evaluating Legacy and New Sales: The Continued Primacy of Legacy, Sole
Source Awards

As shown on Figure 13, one important observation is that the majority of spending on
major defense programs in all of the countries examined in the last three years—some 81
percent overall or $250 billion—is for legacy programs (i.e., programs where the initial
award for development and/or procurement were made at some point in the past). This is
not surprising and reflects that large development and production programs, which take
years to bring to fruition, are recipients of most defense funding. The ratio of legacy and
new buys varies by country (see Figure 14), but the pattern of a large percent of legacy
programs holds in the United States, United Kingdom (UK), France and Italy—many of
the largest defense spenders. Germany and Sweden had about 50 percent legacy awards
overall. The most notable exceptions were Poland and Romania at only 8 percent legacy and
approximately 92 percent new awards; these countries have largely scrapped older, Soviet
legacy systems and products in favor of new programs.
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Figure 14 Legacy vs. New Procurement by Country
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Poland and
France Germany Italy Romania Sweden UK u.s.
Legacy 15,179 4,656 793 409 1,565 18,889 201,835
New 10,925 4,305 2,069 4,590 1,074 7,315 61,293
Total 26,104 8,961 2,862 4,999 2,639 26,204 263,128

Source: Documental Solutions.

Moreover, as shown on Figure 15, the lion’s share of awards on such legacy major pro-
grams—approximately 75 percent by value—were awarded on a sole source basis. Again,
this is not surprising in light of defense market realities. Since the original awards on many
of these mature systems and products were made years ago to a prime contractor, it would
be highly unlikely, even with new acquisition policies, that a procurement authority would
want to open the follow-on awards to competition; the economic costs of such a change-out

would be significant.

Figure 15 Legacy Procurement by Award Type

Competitive 3%

Multi/Coop 8%

Limited
14%

Millions of dollars ($)

Source: Documental Solutions.

Mutli/ Sole
Competitive Coop Source  Limited
Total 7,584 20,116 187,736 35,007
uU.s. 6,797 12,461 147,570 35,007
Sole Source
75% Europe 788 7,655 40,166 0
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The Slow Pace of Change in Defense Markets

The fact of such sizable sole source legacy programs highlights that defense
acquisition buying has a long lag time. Programs take years to come to fruition
and follow-on production, major modifications, and maintenance —typically sole
sourced—usually continues for many years. Hence, new buying behaviors, and in
turn buying patterns, will change slowly and the changes will largely be reflected
on new programs.

Therefore, to take these market dynamics into account, we have separately evalu-
ated in the analysis below the following market views:

3. The overall market in Figure 13 (including legacy major programs as well as
new ones); and

4. New programs standing alone in Figure 16 (excluding legacy major programs).

This allows us to both review the overall situation and obtain a perspective on
the changing competitive dynamics through reviewing buying habits on new pro-
grams—which was revealing.

Figure 16 New European Figure 17 New U.S. Procurement
Procurement by Award by Award Type,
Type, 2006-2008 2006-2008

Other 3%
Sole Souce
17%

Sole Source
19%

Competitive
45%

Competitive
46%

Limited
32%
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Cooperative

32%

Source: Documental Solutions. Source: Documental Solutions.
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Figure 18 New European Procurement by Country, 2006-2008
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Changing Buying Habits: The Majority of “New” Major Defense Program
Contracts are Competitively Awarded

As shown on Figures 16 and 17, the “new” buys in Europe and the United States on
the major defense programs studied show significant use of competitive procurement. In
Europe, this reflects clear changes in overall buying patterns away from older, national-
centric sole source habits.

Figure 18 shows the “new” major contract award data by each European country and
highlights how some nations have made a sizable portion of their total awards competitively.
Obviously, however, the degree of competition varies by country.

Based on both our review of changing procurement polices and major program awards
in the various countries, Table 3 shows total scores for open and competitive procurement
for each country examined.

Table 3 Open and Competitive Procurement—Scores

Internal France  Germany Italy Poland  Romania  Sweden UK Us.
Criterion Weight ~ Unweighted Unweighted Unweighted Unweighted Unweighted Unweighted Unweighted Unweighted

Competition in Procurement  1.00 0.45 0.31 0.43 0.66 0.52 0.68 0.62 0.42

Actual Competition—
Legacy

Actual Competition—
Non-Legacy

0.25 0.00 0.01 0.00 0.02 0.00 0.05 0.01 0.01
0.25 0.02 0.10 0.18 0.24 0.22 0.18 0.18 0.11

Procurement Policy 0.50 0.43 0.20 0.25 0.40 0.30 0.45 0.43 0.30
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Figure 19 Poland and Romania—Total Procurement Awards in Millions of Dollars ($)

Sole Source
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Competitive
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Total 4,323.22 973.00
Legacy 29.50 676.30
New 4,293.72 296.70

Source: Documental Solutions.

Different Regional and Country-Specific Patterns

Specifically, based on our review of each country’s policies and the contract data, we have
a number of observations on a regional and country-specific basis. The analysis shows dif-
ferent patterns and degrees of competition and cooperation in the Central European coun-
tries (Poland and Romania), the UK, continental Western European countries (France,
Germany, Italy, and Sweden), and the United States. Therefore we have evaluated the coun-
tries in these groupings and also provide country-specific insights (which are fully explored
in the individual country-specific chapters in Volume II of this study).

Poland and Romania: The Anomaly of an Eastern European Clean Slate

Somewhat surprisingly, Poland and Romania receive relatively high scores for open and
competitive procurement. This is in part a reflection of their unique political and industrial
context, which produced a “clean slate” defense market (with more focus on new than legacy
buys) that in many ways is quite different from the conditions of Western European defense
markets. The ratings reflect three basic considerations:

* Adoption of Pro-Competitive Procurement Policies but Challenges in Execu-
tion. First, both countries have adopted and implemented new procurement policies
based on Western models. In Central Europe, under the communist governments,
there was no competitive procurement. Both Poland and Romania have now put
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Figure 20 Poland and Romania— Figure 21 Poland and Romania—
New Procurement New vs. Legacy
Awards Procurement

Competitive
94%

Source: Documental Solutions. Source: Documental Solutions.

in place modern procurement systems, drawing heavily from European standards
in the case of Poland (2004) and American rules in the case of Romania (1998). In
both cases, the governments have had to learn nearly from scratch how to establish
requirements, formulate requests for proposal, evaluate tenders, make awards, and
manage programs in a cost-effective manner. In both countries, however, there is a
serious shortage of trained personnel needed for the procurement systems to func-
tion effectively; and particularly in Romania, there are serious inefficiencies and
a gap between plans and reality. Hence, in both countries, we have marked down
their procurement policy scores in order to reflect significant implementation and
execution issues.

* Most New Procurements Competed. In any event, in both countries, most new
platform/system or major modification procurements are made through open com-
petition. As shown in Figures 19 and 20, Poland and Romania have the highest
degree of competitive procurement of all of the countries studied.

* Limited Legacy Sales Are Mostly Sole Source. As shown on Figure 21, Poland
and Romania have very limited legacy sales—only 8 percent of total awards exam-
ined, by far the least of the countries studied. This is extraordinary and reflects
a unique post-Soviet world where governments have terminated most Soviet-era
legacy programs and instead turned to new procurements. In contrast, the West-
ern European countries examined have a considerable sunk cost in mature legacy
platforms developed alone or in a multinational team that are now in production,
upgrade or sustainment. Thus, not surprisingly, in these nations, a larger percent-
age of spending is on these legacy national programs. Moreover, in the limited
circumstances where these countries do award contracts for legacy capabilities, they
are on a sole source basis (and usually to state-owed firms).
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Figure 22 Poland and Romania— Figure 23 United Kingdom—New
New Procurement by Award Procurement by Award Type
Type and Supplier in Millions of Dollars ($)
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Source: Documental Solutions. Source: Documental Solutions.

e U.S. Firms Won a Large Share of Awards. Significantly, as shown on Figure 22,
U.S. firms have won approximately 69 percent of awards made competitively on
new major programs in the 2006-2008 period —attesting that the systems in both
countries are relatively “open” as well as “competitive.” It should be recognized,
however, that the United States’ winning offerings in these competitions included
both generous financial arrangements and government-to-government financial
assistance. In effect, the competition was in good measure about which seller’s gov-
ernment would provide the best package and, in a good number of these situations,
the United States prevailed.

* No Participation in European Cooperative Programs. Finally, neither Poland nor
Romania has participated in the large European cooperative programs (e.g., Euro-
fighter), which also are non-competitive in nature. In contrast, these cooperative pro-
grams are significant portions of defense spending in Western European countries.

United Kingdom: Longstanding Competition Policy Tempered by Industrial
Policy and Cooperative Exceptions

The UK’s somewhat “middle of the pack” score is surprising given its history. Unlike
other European countries examined, the UK has a longstanding explicit policy of “open and
competitive procurement” — permitting both U.S. and European firms to participate in its
defense markets. U.S. firms have competed regularly and won awards in the UK, including
at times as primes on major programs.

Competition as the Norm on New Programs. As shown on Figure 23, available data
demonstrates that competition is the norm in the UK—especially in new major defense
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Figure 24 United Kingdom—New Procurement by Award Type and Supplier
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programs—with 74 percent of new major programs (by value) awarded competitively. It
also is worth noting that this study does not include services, where the UK’s competi-
tive outsourcing (e.g., for defense infrastructure such as shipyards) is well known and, if
included, might improve the UK’s overall score.

UK “Openness” Reflected in Substantial Awards to European and U.S. Firms.
Significantly, the data on new major program awards also shows the substantial role of con-
tinental European suppliers in the UK market. As shown on Figure 24, 24 percent of the
awards by value went to continental European-based firms—indicating that the UK is
clearly open to other European suppliers. Interestingly, U.S. firms prevailed in only 21 per-
cent of the awards, with the remaining 38 percent going to UK-based firms. However, we
generally believe that most of these sales were based on competitions open to U.S. firms.
Part of this portrait may also reflect that several of the European firms making sales in fact
have a substantial UK presence (Finmeccanica through AgustaWestland and Thales through
Racal Electronics and other acquisitions) and therefore might be viewed as UK firms.

Against this general pro-competition policy and practice, the somewhat lower score for
the UK reflects several basic considerations:

* A Defense Industrial Policy Shift: A Balance Between Partnering and Com-
petition. Under its new defense industrial policy, the UK has shifted its stance
somewhat away from a total reliance on competition and more toward a balanced
approach that includes a new focus on long-term sole source “lifecycle” contracts
and partnerships with prime level vendors to sustain in-inventory major platforms.
Under these lifecycle contracts, the UK selects one firm for long-term (e.g., 20
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Figure 25 United Kingdom—Legacy vs. New Procurement in Millions of Dollars ($)

New
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Source: Documental Solutions.

years) sustainment and modification contracts for all the legacy systems in a given
product area. There will apparently still be provision for the prospect of competi-
tion of major upgrades and subsystems work under these partnering arrangements.

* Considerable Legacy, Sole Source Awards. As shown on Figure 25, a consid-
erable portion of the UK’s major program defense spending is on its sizable leg-
acy platforms—more than 72 percent in value terms. Consistent with the overall
trends, more than 89 percent of the awards on these legacy programs were made
sole source to the long-term incumbents on these programs.

* Participation in European Cooperative Program. Finally, the UK has partici-
pated in a number of non-competitive European programs.

Thus, the UK’s “middle of the pack” grade reflects that competition may not always be
the solution sought by the UK—especially in procuring, modifying or sustaining legacy
systems.

Continental Western Europe: A Gradual Shift from Sole Source National
Buying to Better Value Buying.

The Primacy of Legacy, Sole Source Spending. Again, it is important to recognize
that legacy programs dominate national spending in continental Europe. As shown on Fig-
ure 26, approximately 61 percent of all major program procurements by value in 2006-
2008 were made on legacy systems. And, most of these legacy systems—approximately
78 percent in terms of value—were purchased on a sole source basis for the same reasons
discussed above (see Figure 27).
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Procurement in continental Western Europe (France, Germany, Italy and Sweden,
among others) has traditionally been characterized by:

* Asignificant percent of sole source awards to national suppliers;
* Some cooperative (multinational) procurement programs;

* Periodic awards (also usually sole source) to American firms where the buying
country seeks some particular developed capability; and

* Limited intra-European buying outside of cooperative programs.

There appears to be an emerging shift in new contract awards away from the
longstanding practice of national, sole source buying toward more open, competi-
tive and “better value” buying on new programs.

There also is a pronounced shift toward greater European buying. This includes
both non-national European firms winning a considerable portion of the new com-
petitive awards as well as expanded cooperative European buying. On legacy pro-
grams, where the contract was awarded years ago, sole source follow-on contracts to
existing national incumbents are largely the rule.

Figure 26 Continental Figure 27 Continental Europe:
Europe—Legacy vs. Legacy Procurement by
New Procurement Award Type

Competitive
2%

Multinational
20%

Sole Source

78%
Millions of dollars ($) Millions of dollars ($)
Legacy New Comp. Multi. S.S. Total

Total 29,335 18,373 Total 4427 59961 22,8351 29,2739
France 15,179 10,925 France 0.0 398.3 14,781.0 15179.3
Germany 4,656 4,305 Germany 131.7 2,005.2 2,519.2  4,6561
Italy 7,930 2,069 Italy 0.0 13,5926 42810 7,873.6
Sweden 1,570 1,074 Sweden 311.0 0.0 1,253.9 1,564.9

Source: Documental Solutions. Source: Documental Solutions.
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Figure 28 New Procurement by Award Type

Millions of dollars ($)
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Germany 1,545.8 6557  2,104.0 306 4,336
Italy 1,474.4 461.3 133.5 15.3  2,084.5
Sweden 767.4 0.0 2911 15.3  1,073.8

Source: Documental Solutions.

The Increased Competition on New Major Program Awards. As shown on Figure
28, the data on “new” major defense programs (i.e., excluding legacy buys) in continental
Europe during the last three years is quite illuminating. It shows a significant degree of
competition in a number of Western European countries studied —including Germany,
Sweden and Italy in particular (with some lesser signs of competition in France). As com-
pared to historical norms (see Figure 2 in the Executive Summary), a high percentage of all
“new” major defense programs in the continental European countries studied —approxi-
mately 46 percent in terms of value—were awarded on a competitive basis. A much lower
percentage of these new programs— 19 percent—was awarded on a sole source basis.

In short, this review of new awards on major programs shows a clear trend toward competitive
procurement and confirms that new buying habits are taking hold in continental Western Europe.
‘This shift is also manifest in both published and informal national policies as well as in
anecdotal evidence of recent procurements and consistent comments from market partici-
pants we interviewed.

Significant Inter-European Buying on New Competitive Programs. Another strik-
ing finding is that a significant portion of the buying on new continental European pro-
grams was from suppliers in other European nations. As shown on Figure 29, approximately
44 percent by value of new European contracts awarded competitively went to firms from
other European countries. Thus, once closed continental European markets, dominated by
sole source national buying, are opening their doors to firms from other European countries
on new programs. Of course, the “new” portion of the buying is relatively small —approxi-
mately $4.7 billion (compared to $4.2 billion in legacy buying and $9.1 billion in coopera-
tive buying). Nevertheless it does provide a sense of the dynamics underway. As shown on
Figure 30, the dynamics are necessarily more muted when looking at all new procurement
(not just competitive new procurement) because of the continued prevalence of sole source
national procurement.
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Figure 29 Continental Europe— Figure 30 Continental Europe—
Competitive Awards New Procurement—
by Country Contract Awards
(New Procurement) by Supplier
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Source: Documental Solutions. France 2,000 8,065 551 309 10,925
Germany 2,165 656 864 170 3,855
Italy 691 461 205 712 2,069
Sweden 113 0 897 64 1,074

Source: Documental Solutions.

How “Open” Is European Competitive Buying to U.S. Firms? This shift toward
better buying habits has its limitations, however.

First, while U.S. firms won some of the competitively awarded contracts in continental
Europe, the relative percentage of U.S. awards was relatively small overall both in dollar
terms and in numbers of contracts. Of the new contracts awarded competitively, as shown
on Figure 29, approximately 31 percent by value ($1.5 billion) went to national firms and 44
percent ($2.1 billion) to firms from other European nations, with only 25 percent ($1.2 bil-
lion) awarded to U.S. firms. Moreover, more than $700 million of this total involves a single
U.S. sale—Boeing’s tanker sale to Italy. This suggests an increasing willingness to rely on
other European firms but that openness to U.S. bidders remains somewhat limited.

Second, the better buying habits are by no means applicable to all procurements. Some
sectors like land vehicles and ships are still heavily state-dominated and have less competi-
tion. Yet, other sectors (e.g., nuclear in France and the UK) may remain domestic and state-
controlled.
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It also should be recognized that competition in defense programs in Europe is likely to
be somewhat different than it is in the United States. For example, European nations, with
constrained funding, are unlikely to run competitions with multiple companies as late into
the system development process as is normally done in the United States (i.e., with the mul-
tiple prototypes, fly-offs, successive “down-selects” and so on). Maintaining multiple firms
through numerous development phases is beyond the budgets of most European countries.
Where nations are pursuing a program alone, they are more likely to hold competitions and
make awards on the basis of “paper” studies. Also, at times the competitions are also likely
to be less formal in character in the United States; often these are assessments of products
already developed by the United States or other nations.

A Shift Toward European Cooperative Buying. Finally, the data reflects a significant
shift over the years toward more cooperative European programs such as the Eurofighter.
As shown on Figure 28, there has been a dramatic increase in the percentage of European
cooperative (multinational) programs by value. While only 20 percent of legacy programs
were cooperative (see Figure 27), fully 50 percent of new programs are cooperative. The
data thus reflects economic realities—most European nations cannot afford to go it alone
in major new systems, and have pursued large system or platform buys in a cooperative
multinational setting, where risk, resources and work may be split among firms/nations and
may not be awarded by competition.

European cooperative buying in and of itself is not necessarily problematic from
a market access standpoint. Indeed, cooperative buying can produce significant
savings, can avoid duplication of effort and can generally create larger programs
with opportunities for contractors and subcontractors. As discussed in detail below,
however, the combination of cooperative buying and juste retour policies have cre-
ated a situation where there is little competition at all on cooperative programs and
American firms are effectively excluded from significant participation in this grow-
ing category of European buying. With countries seeking to have their investments
in these programs spent at home under strong juste retour policies, there is no real
room for U.S. participation.

Country-Specific Circumstances in Continental Western Europe

Within continental Western Europe, Sweden, France, Germany and Italy are in very dif-
ferent positions (although France, Germany and Italy score relatively similarly for reasons
discussed below):"

* Sweden receives by far the highest score in this arena. Under Sweden’s new acqui-
sition strategy, only designated legacy systems and modifications are awarded sole
source. Approximately 20-30 percent of all procurements by Swedish Defence Mate-
riel Administration (FMV) are open for bid by all companies, foreign and domes-
tic, and an additional 20-30 percent of FMV’s purchases are procurements under
cooperative programs with an international component. A review of newer FMV

' See Volume 1II of this study for detailed reports on each country in the study.
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major program awards shows that a larger share—some 72 percent by value—was
competitive. Additionally, Swedish officials have stated, and both domestic and for-
eign firms confirm, that FMV procures to meet military needs, and not to protect
Sweden’s industrial base. Consequently, non-Swedish defense firms have competed
successfully in open competitions.

France, despite its clear history of largely sole source national awards, is plainly
changing acquisition policies in a constructive direction, reflected formally in writ-
ing and in recent practice. France is gradually moving to more competitive bidding
on programs. Under its new policies, however, U.S. market access will still be lim-
ited because of the way France is organizing its market. Specifically, under these
new policies, France will: 1) maintain national sources (presumably sole source) for
a small range of needs (e.g., nuclear); 2) buy largely European (but on a competitive
basis) on a broader range; and 3) allow the United States and other non-European
bidders to compete for other procurements. While the data on recent new sales
reflects a clear shift to European buying, it shows only a modest movement toward
competitive buying. Yet, anecdotal evidence on pending programs does confirm
this movement.

Germany and Italy also have a track record of relying largely on national, sole
source suppliers, and have not developed significant new policies designed to foster
open and competitive procurement. Germany today still has a high level of sole
source buying even on new programs (46 percent). Moreover, in these countries,
the extent of domestic work share continues to be significant buying criteria in
some procurements. Procurement decisions are in part made on the basis of main-
taining local capability and jobs rather than solely on considerations of needs, capa-
bilities and costs in some cases. However, notwithstanding the lack of expressed
policy shifts in these countries, the actual “new” purchases made by both countries
on major defense programs does show a clear shift toward more competitive buying
(with 40 percent of new German sales and 71 percent of new Italian sales awarded
on a competitive basis in the last few years). Moreover, we believe that the eco-
nomics of constrained budgets, the requirement to implement the new EC Defense
Procurement Directive, and the reality of cooperating in an increasing European
Security and Defense Policy framework will gradually drive them toward “better
value” buying over time. Paradoxically, U.S. suppliers have traditionally fared bet-
ter in Germany and Italy than in France. Where these governments seek developed
capability, they have in the past often acquired systems from the United States on a
sole source basis. In contrast, France, with its larger defense budget and more capa-
ble industry, has tended to source these systems primarily from its own suppliers.

Better Continental European Buying Does Not Necessarily Lead to More
U.S. Opportunities

Ironically, the evolving more competitive framework and other better buying practices in
continental Western Europe may not necessarily translate to better opportunities for U.S.
suppliers for several reasons:

* First, European purchases that in the past were made on a sole source basis to U.S.
firms are now more likely to be competed—with stronger European firms (e.g.,
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EADS, Thales) and other third-country (e.g., Israeli) offerings being considered as
well. In light of the number of alternative suppliers and their increasingly competi-
tive offerings, it is by no means a sure thing that the U.S. supplier will be selected.

* Second, the formal and informal policies of national procurement authorities in
Europe are increasingly favoring “European” solutions. This trend is clearly
reflected in the data on major program buys by continental European firms studied.
As shown on Figure 30, the new procurement awards overall in continental Europe
are dominated by European buying. Specifically, European suppliers received 93
percent of all new continental European awards, including, viewed cumulatively:
in-country sales to national European suppliers (27 percent); sales to suppliers from
other European countries (14 percent); and sales on European cooperative pro-
grams (51 percent). In contrast, only 7 percent of new awards made to U.S. firms.
The data thus suggests that U.S. firms are effectively excluded from a considerable portion
of competitive European awards. While it is difficult to ascertain what percentage of
competitive awards are closed to U.S. firms, the figure is probably sizable; with the
depth of U.S. capabilities and our ability to offer competitive pricing in light of
economies of scale, one would assume that our firms would do considerably better
in a truly open and competitive market.

* Third, as defense industrial consolidation moves forward in Europe, there inevi-
tably will be powerful incentives for national buyers to favor the remaining, very
large European firms. Without such “home market” European sales, these firms
may find it difficult to sustain the economies of scale and technology investment
needed to maintain a credible presence in a given market area. Thus, the desire to
maintain an autonomous European set of capabilities will very likely favor Euro-
pean buying tendencies.

Thus, somewhat paradoxically, the opening of national markets in Europe may make the
landscape more, rather than less, challenging for U.S. defense firms seeking to access these
markets.

The United States: Considerable Competition With Foreign Exclusions

In the United States, there long has been a competitive procurement system —with mul-
tiple bidders for each award and two or three suppliers (or teams) often carried through to
later phases of a program. Nevertheless, the United States scores relatively low on “open”
competition because there has been liberal use of restrictions (formal and informal) to
exclude foreign prime level contractors from the bidding process in many instances.

Anecdotal evidence and recent program awards indicate that this is changing—i.e., that
foreign suppliers are excluded less than in the past and that teams with major foreign par-
ticipants can compete for new system level awards. Foreign suppliers report that there are
tewer programs than in the past where procurements are totally closed to their participa-
tion. But there is no clear or coherent U.S. policy in this direction (the movement is largely
ad hoc), and the circumstances tend to vary from one program area to another.

The available data confirms this reality of “competitive but not that open” procurements
in the U.S. defense market.
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Figure 31 United States —Total Procurement by Award Type
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Figure 32 United States—Legacy Figure 33 United States—Legacy
vs. New Procurement in Procurement by Award
Billions of Dollars ($) Type in Billions of Dollars ($)
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* Most U.S. Department of Defense (DoD) Buying Is Competitive Except in
Large Legacy Programs. DoD’s own statistics for 2006, the last year for which
data is available, show that roughly 62 percent by value of #// prime contracts
(including commercial goods and services) were awarded competitively. However,
as set forth on Figure 31, our more targeted look at major U.S. defense programs
during 2006-2008 (both Procurement and Research, Development, Testing and
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Figure 34 United States—New Procurement by Award Type in Billions of Dollars ($)
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Engineering programs exceeding $100 million) shows that only 13 percent of all
DoD buys were fully and openly competed. This reflects that DoD awards were
dominated by large legacy programs, as shown on Figure 32. Indeed, even if awards
competed but limited to U.S. sources are included, the total awards competed still
account for only 36 percent.

Most U.S. Spending Is on Legacy, Sole Source Programs. Consistent with the
pattern in most other countries in Europe, a large share of all U.S. spending in the
last three years—77 percent or $201 billion—have been on legacy programs (see
Figure 32). Again, this reflects that large development and production programs,
which take years to bring to fruition, are recipients of most DoD funding. Indeed,
the C-17, F-35 Joint Strike Fighter, F-22 and C-130 programs—some started more
than 30 years ago—receive the largest amounts of funding. Not surprisingly, the
data also shows that the lion’s share of legacy spending—roughly 74 percent—is on
a sole source basis for the reasons noted above. See Figure 33.

New U.S. Major Program Buys Are Largely Competitive. In contrast, the
data on “new” major programs (i.e., programs that are newly started in 2006-2008)
shows that most of the new buys—86 percent by value—were made competitively.
See Figure 34.

A Considerable Portion of New Buys Are Not Open to Foreign Competition.
As shown on Figure 34, above, we estimate that approximately 41 percent of new
buys were awarded through “limited” rather than “open” competition (i.e., without
foreign participation). Thus, between this area of limited competition and the U.S.
sole source buying on new programs, approximately 51 percent of program dollars
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were not accessible by foreign competitors. The data thus reflects a clear legacy
of contracting officers and acquisition decision authorities using the discretionary
authority available to them to deny foreign firms access to the U.S. procurement
system (through the use of available rules—and with no need to justify excluding
foreign sources). Informal exclusions are probably the most significant barrier to
the U.S. market. It is less legal or regulatory in nature than institutional, cultural
and decentralized —making it more difficult to address. While there is some sense
among those interviewed that they are encountering less of this type of conduct
now as compared to five and ten years ago, it nevertheless is still present to some
extent.

Little Cooperative Engagement. The data also shows a small percentage of U.S.
buying (4-5 percent) devoted to cooperative programs, including most notably the
F-35 Joint Strike Fighter and the Standard Missile.

Subcontract Buying Is Also Competitive. While little direct data is available
on subsystem awards, considerable anecdotal evidence indicates that there is a fair
degree of competition there as well where the prime contractor on a program elects
to actually compete the work rather than keep it in-house (i.e., make vs. buy).

Anecdotal Evidence of Changing Customer Behaviors. As noted above, how-
ever, there is some evidence of changing attitudes toward foreign participation in
U.S. defense procurement programs. This is reflected in a decreasing tendency, in
practice, for programs to entirely close competitions to foreign suppliers. It also is
reflected in several recent high-profile contract awards, notably the Marine One
presidential helicopter, the Army Light Utility Helicopter (LUH) and the USAF
Tanker Aircraft programs. In each of those cases, the armed services sought a non-
developmental or limited development solution to an operational requirement, and
opened the competition to significant foreign participation. On one level, these
selections, made under best value criteria, appear to reflect that the individual DoD
components are willing to seriously consider foreign firms for participation in its
programs where they can provide significant advantage to the Pentagon.

These contracts thus suggest the salutary prospect that a Transatlantic defense
market could evolve, with Transatlantic teams bidding against each other and the
winner selected solely on the basis of best value rather than on nationality or where
the jobs will go. Yet, the significance of these decisions for the Transatlantic defense
relationship must be tempered on several grounds. First, this changing attitude
is not universal and there is no coherent, across-the-board attitude to encourage
foreign participation. Second, the winning teams in these awards recognized that
a significant portion of the value of the program must be provided in the United
States. Thus, in all three cases, substantial content is U.S.-based, with EADS open-
ing manufacturing facilities in the LUH and tanker case. Third, the reality is that
in all three programs the foreign participant is only providing essentially a green-
field operation in the United States based on an existing European commercial plat-
form and not a full-up defense system as such. The defense-related work on Marine
One (with many sensitive systems and subsystems) and the tanker will all be done
by U.S. firms at U.S. facilities. Thus, these are not cases where the Pentagon is truly
willing to rely on a foreign defense system fully for major needs.
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3. Fair and Transparent Procurement Process

Overall, the United States and Western European countries examined have reasonably
fair and transparent procurement processes and do not appear to directly discriminate on a
national basis. Country-specific scores are set forth on Table 4.

Table 4

Fair and Open Procurement Process—Scores

Criterion

Internal ~ France  Germany Italy Poland  Romania  Sweden UK U.s.
Weight  Unweighted Unweighted Unweighted Unweighted Unweighted Unweighted Unweighted Unweighted

Fair and Transparent

1.00 0.80 0.70 0.50 0.60 0.50 0.95 0.95 0.80

Procurement Process
Transparency of Process 0.50 0.45 0.40 0.25 0.30 0.25 0.50 0.50 0.40

Fairness of Process 0.50 0.35 0.30 0.25 0.30 0.25 0.45 0.45 0.40

Sweden and the UK are notable for their very transparent processes and poli-
cies. The governments publish clear statements about their defense market and
industry goals and the thinking behind their strategies. Their acquisition policies
and decisions are publicly available and easy for bidders to access. Both countries
have significant information on their defense budgets, markets and contract oppor-
tunities available on publicly accessible websites. Moreover, according to market
participants, these governments largely implement their processes in accordance
with their public pronouncements—the hallmark of transparency.

The United States and France score reasonably high on this metric as well.
Both nations have extensive public information on defense and industrial strategies
and acquisition planning, budgets and contract award decisions. The new French
Livre Blanc lays out priorities— from military force size and structure to the most
critical industries and buying implications. The U.S. DoD is well-known for the
transparency and broad public availability of data on its defense programs and buys,
and U.S. defense firms also maintain richly populated open websites. However
the DoD did retrench on the open nature of its public data after September 11.
Moreover, the sheer size, scope and complexity of the U.S. system is daunting to
potential market participants—even many U.S. firms have difficulty navigating the
DoD acquisition system, and commercial firms often opt out. There are numerous
affected constituencies and DoD components involved in a successful marketing
effort. Hence, we have marked the U.S. system down on this basis.

Germany scored slightly lower. In general, the German defense procurement
system is relatively transparent and Germany has published several recent strat-
egy documents. A joint Ministry of Defence-industry document on the German
defense industry also is available publicly. Based on interviews with market par-
ticipants, however, the German system has fewer formal written policies and relies
more heavily on a more informal set of requirements for doing business in practice.
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* Italy scored much lower than the other Western European nations, and on
par with Romania. Italy stands out as a nation that has a relatively opaque process
with less developed and more informal requirements. Italian acquisition processes
and procedures are not widely published and easily understood via publicly available
sources. Further, Italy’s process for defense program and budget approvals has a
very strong political element, in part due to the atomized nature of political parties
and their power, as well as the limited budgets and strong indigenous jobs focus.
Yet, Italy—while bureaucratic and slow—is capable of ably managing its acquisi-
tion programs and systems. It is a longstanding member of North Atlantic Treaty
Organization (NATO) and has worked on many programs with the United States
over the years. So while Italy may have a political dimension to its program approv-
als, Italy is capable of establishing and managing its participation in a complex pro-
gram like the F-35 Joint Strike Fighter—which cannot be said today with respect
to Romania.

* The procurement systems of Poland and Romania, like other countries in
Central Europe, are works in progress, although Poland has made significant
progress. While the rules are modern and transparent, the systems require addi-
tional trained personnel to operate effectively and require excessive time to move
programs forward —with numerous problems encountered along the way. While
both nations are committed to reform their procurement requirements under the
terms of their accession to the EU, this will undoubtedly be a multiyear process
(especially for Romania).

Romania has struggled more than Poland in its efforts to implement new acquisi-
tion regimes due in part to serious bureaucratic challenges and inefficiencies, lack
of expertise, and lack of understanding and coordination between the Armaments
Department and industry. There is a significant difference between the acquisition capa-
bilities and implementation today in Romania and those of the long-term NATO members.

At this point, the new processes of both Poland and Romania are in fact still being
tested. The Poles and Romanians are getting assistance in their procurement pro-
cesses and management for DoD in the context of specific Foreign Military Sales
(FMS) programs. The largest U.S. sales to Poland and Romania have been made
through the FMS mechanisms—as either FMS sales or as FMS credit (e.g., the
F-16 for Poland, and various products in the case of Romania). In FMS programs,
a considerable amount of program and general acquisition management is provided
by DoD; the buying nations pay a surcharge for the FMS management by U.S.
DoD employees. This DoD management significantly augments the Polish and
Romanian oversight and control of these large programs.

In contrast, most of the Western European nations we examined buy little via FMS
channels today except where required by the United States in the case of a new,
sensitive platform, sensitive technology or closely controlled products. Nations
with significant internal capabilities and developed acquisition systems of their own
generally do not wish to buy via FMS. They tend to have well established legacy
systems, programs and operations into which they will to integrate their new addi-
tions—and they are quite capable of doing this themselves.



90 ForTRESSES AND ICEBERGS

4. Domestic Content Requirements

Mandatory domestic content rules are not major impediments to access to the defense
markets studied. More generally, increasing reliance upon commercial off-the-shelf prod-
ucts, most of which are manufactured or assembled in a global supply chain, has under-
mined the rationale for domestic content laws and made them somewhat less relevant as
market access impediments.

Europe: A Focus on Informal Work Share Requirements. The European nations
studied do not have mandatory domestic content rules and increasingly do not direct work
share to particular domestic firms. As noted above, historically such rules were not needed
as a tool for procurement authorities because they made awards largely on a national sole
source basis.

Implicit Work Share and Offset Practices:
Two Sides of the Same Coin

Many European nations today meet their needs for domestic content through
some combination of informal or implicit work share requirements and traditional
offsets. The term “informal” work share refers to government requests (typically
extra legal in nature). The term “implicit” work share refers to situations where gov-
ernments do not directly ask for work share but market participants voluntarily offer
domestic work share knowing its importance—an increasing phenomena.

The informal work share and offset practices really are two sides of the same coin
and they are interrelated. Foreign firms count their direct local work share and part-
nering on a program as a part of its offset offering. We address the informal content
domestic content requirements below and offsets separately in the next section.

In effect, the prevalence of these types of “mirror” practices—informal or implicit
work share and offsets—reflects a truism worldwide: governments prefer to spend
their R&D and procurement funds at home to the extent possible. This preference,
which is not surprising, reflects a mix of considerations, including: legitimate secu-
rity concerns (e.g., concerns over maintaining operational sovereignty), anxiety over
security of supply (and reliance on suppliers in other countries for critical items),
and a desire to create local employment and build domestic technology leadership.

Distinct Patterns Emerging in Europe. Specifically, there are several distinct emerg-
ing patterns in Europe that indicate a shift toward more informal domestic content require-
ments in some countries while offsets remain the tool of choice in others:

* In some of the larger countries (the UK, Italy and France), there is growing use of
less formal requirements or “goals” for onshore noble (high value, desirable) work,
onshore production, partnering with local firms, retention of intellectual prop-
erty (IP) where government resources are used, and similar means that effectively
require domestic content. In effect, foreign firms are required to have some local
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participation in performing their contract. These informal requirements are typi-
cally expressed as core elements of national defense industrial policy. These infor-
mal requirements are often in the nature of performance requirements for foreign
investments (e.g., host government requirements that an investor commit to certain
steps such as introducing technology, hiring local personnel, etc.), many of which
are precluded under international trade and investment agreements."”

* In smaller Western European countries like Sweden that cannot really demand
local participation (and may not have firms with relevant capabilities), their social
and economic goals are met through offsets (see discussion below).

* Finally, in Poland and Romania, their stringent offset laws, discussed below, effec-
tively push foreign companies into assigning work share to domestic companies
as the path of least resistance toward meeting offset obligations. This has the net
effect of mandating a high degree of domestic content in many programs.

A Changing Definition of “Domestic” in Europe? Notably, there is an emerging shift
in Europe over what is “domestic” —as new policies in France, Sweden and Italy express an
emerging priority for “European” solutions over national solutions except in a narrow range
of market areas (e.g., nuclear capabilities). However, this expressed “European” policy pref-
erence does not appear to have replaced the desire for some domestic participation or con-
tent in their programs. In other words, there is no indication that a firm getting an award
in European country A can meet customer informal domestic work share requirements
or preferences, as the case may be, through offering work share in European countries B
and C rather than at home. Whether such a shift in attitudes will be reflected in practice
remains to be seen. It will require governments to take the view that, as European “centers
of excellence” emerge, reliance on solutions made elsewhere in Europe is acceptable in lieu
of national jobs, technology and manufacturing capability. Some countries, like Germany,
continue to resist such an approach.

U.S. Domestic Content Laws and Work Share “Requirements.” The United States is
the only country studied that bas formal domestic content laws, but they have been largely waived
for NATO Allies. Specifically, the Buy American Act is the leading U.S. law that mandates a
preference for U.S. goods and services in U.S. government procurements. However, for all
of the European nations studied except Poland and Romania, the United States has waived
most of these rules in practice under reciprocal procurement MOUs. The Berry Amend-
ment, which establishes a preference in procurement for certain domestic products (food,
clothing and fabrics), has not to date been waived through bilateral agreements. However,
the Secretary of Defense does have waiver authority for specific circumstances, and a recent
amendment to the Berry Amendment eases U.S.-origin specialty steel requirements for
purchases of large, non-modified commercial items. Moreover, in 2005, Congress autho-
rized the Secretary of Defense, under specified conditions, to waive any U.S. law or rule that
would unnecessarily impede getting needed products rapidly to the field to meet combat
exigencies. This includes restrictions on procuring from foreign sources of supply. Thus, in
the United States, despite constant Congressional Buy American pressures, formal domes-
tic content rules are not by and large a major factor in defense markets. They are more
important symbolically than in practice.

" See generally Foreign Direct Investment and Performance Requirements: New Evidence from Selected Countries, United
Nations Conference on Trade and Development, United Nations (New York And Geneva, 2003).
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In contrast, more informal or implicit domestic content requirements very much come
into play where a European firm wants to bid as prime or major subcontractor in U.S. pro-
grams of size or importance. Customers do not often ask expressly for domestic work share
but the desire for it is signaled in one way or another. These informal requirements come
from “guidance” typically provided by someone in the program or budget chain—e.g., from
program managers in DoD or industry, from Congressional district representatives or staff.
Whatever the source, it is done on an ad hoc program-specific basis without a legal basis in
most cases.

Thus, if the foreign firm wants to have a reasonable chance to win an award, certain
work needs to be done onshore. As this is done outside of formal solicitations or competi-
tive selection processes, the data on these demands is not available to study, although we
have learned of such situations through interviews and our own experience. We believe that
in most situations, foreign suppliers receive no explicit direction but are savvy enough to
understand the steps they must take for acceptance of their bids and make the decision to
move or establish work onshore to maximize their prospect of winning the award.

The inherent institutional resistance to offshore sourcing also poses challenges where
a U.S. prime seeks to work in partnership with a European teammate on a large program.
The firms consider such matters as domestic work share in particular states and job creation
and seek congressional, executive branch and public acquiescence. There are very real con-
siderations when large investments of time and resources are at stake by foreign firms.

Country-specific practices are as follows in order of scoring from high to low (as shown
on Table 5). As noted above, some governments that score well on this metric (e.g., Sweden,
Poland, Romania) accomplish the same goal of investment in the local economy through
offsets policy, as discussed below.

Table 5 Domestic Content—Scores

Internal France  Germany Italy Polani  Romania  Sweden UK Us.
Criterion Weight  Unweighted Unweighted Unweighted Unweighted Unweighted Unweighted Unweighted Unweighted

Domestic Content Requirments  1.00 0.90 0.75 0.75 0.95 0.95 0.95 0.80 0.65

Buy National Laws 0.50 0.50 0.50 0.50 0.50 0.50 0.50 0.50 0.25

Implied Workshare

) 0.50 0.40 0.25 0.25 0.45 0.45 0.45 0.30 0.40
Requirements

Sweden. U.S. and other foreign firms can compete in Sweden, a smaller country with a
smaller defense industry, without local content, business presence or partnering, although
partnering can help navigate the Swedish procurement system. As discussed below, Sweden
largely relies on offsets for de facto domestic content demands.

Poland. Poland is open to foreign competition in its defense procurement, but has imple-
mented a rigorous offset law that mandates a minimum of 100 percent offsets of contract
face value and imposes severe penalties for failure to meet offset targets. This creates a de
facto domestic content requirement.

Romania. The situation in Romania is similar to that in Poland although the Romanian
offset law is somewhat less stringent.
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France. When the Government of France seeks to buy U.S. systems such as missiles, it
is often as an off-the-shelf capability. In these situations, domestic presence or partnering
is generally not required (although it is always helpful in any case). In cases, however, where
U.S. firms seek to penetrate the French market themselves, partnering is important. But
notably, France’s buying decisions are generally made on the basis of requirements and
the best value solution. While offsets are an important factor (see below), France does not
appear to make award decisions based on domestic content being offered.

United Kingdom. The UK Defense industrial strategy expressly encourages foreign
firms to maintain a certain set of capabilities to remain onshore. It thus formalizes a pref-
erence that has been developing in practice for an onshore presence by prime contractors
(especially in “noble work” that creates UK IP and high-end manufacturing) and partner-
ing for subsystem work. Foreign firms can compete as primes in the UK provided that they
come onshore.

Germany. U.S. firms need to partner with, and give work share to, German firms in
order to meaningfully participate in the market (even for off-the-shelf capabilities and prod-
ucts). There also is a sense that Germany takes local work share into account in its award
determinations to some extent (i.e., Germany does not acquire solely on the basis of legiti-
mate national security needs).

Italy. Foreign producers seeking to compete meaningfully for major contracts have little
choice but to partner with local firms. In most situations, the appropriate (and potentially
only) partner is Finmeccanica. Such partners are counted toward meeting robust offset
requirements. More than in other countries studied, there is a sense that Italy takes local
work share into account as a criteria in its award determinations (i.e., Italy does not acquire
solely on the basis of national security needs).

United States. Not surprisingly, the United States, with its domestic content legislation,
scores lowest on this variable. As noted above, informal or implicit domestic work share
demands are a factor in the U.S. market. In effect, U.S. domestic content policies are com-
parable to those of the UK. Notably, even firms from the UK, our closest ally, have found
that they had to establish a U.S. presence in order to receive anything approaching national
treatment and be positioned to win sizable or sensitive U.S. contracts. These firms (e.g.,
QinetiQ, Smiths Industries, BAE) also recognize the need to offer “made in whole or in
part” in their U.S. facilities.

5. Offsets and Fuste Retour

In the offset area, there is a clear difference between the United States and the European
markets studied. The U.S. policy on offsets in defense trade is that offsets are “economically
inefficient and trade distorting.”" Hence, all departments and agencies of the U.S. Govern-
ment are barred from encouraging, entering directly into, or committing U.S. firms to any
offset arrangement in connection with the sale of defense goods or services to foreign gov-
ernments. As discussed above, the closest thing to offsets is the informal work share guid-
ance from program managers, discussed above, that they would like a particular production

® Offsets in Defense Trade, Twelfth Report to Congress, U.S. Department of Commerce, Bureau of Industry and Security)
(Dec. 2007), p. iii. Available at: http://www.bis.doc.gov/defenseindustrialbaseprograms/osies/offsets/final-12th-off-
set-report-2007.pdf.
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line or development to be onshore (which apparently is infrequently explicitly offered, yet
implicit and essential).

In contrast, offsets continue to be a significant, and to some extent, expanding factor in
European defense markets—with offsets growing as a percentage of the contract awarded
in recent years. While offset ratios (the ratio of offset cost to system cost) tended to be in the
range of 50 percent in the past,” in recent years, offset ratios have risen considerably, and in
some cases approached or exceeded 100 percent. In other words, the cost of offsets equals
or exceeds the cost of the system itself. According the U.S. Department of Commerce’s
12th annual report on Offsets in Defense Trade, offsets in the European countries studied
ranged from 82-167 percent— figures high by historical standards.

Table 6 Offsets and Juste Retour—Scores

Internal France Germany Italy Poland Romania  Sweden UK Us.
Criterion Weight ~ Unweighted Unweighted Unweighted Unweighted Unweighted Unweighted Unweighted Unweighted
Offsets and Juste Retour ~ 1.00 0.28 0.20 0.20 0.03 0.27 017 0.29 1.00
Effective Offset 050 008 000 000 -017 007 -003 009 050
Requirements
Juste Retour 0.50 0.20 0.20 0.20 0.20 0.20 0.20 0.20 0.50

Based on this data and our analysis of other available information on national offset poli-
cies, the country-specific scores for offsets and juste retour are set forth on Table 6.

In effect, based on interviews with government officials and market participants, there
really are two groups of countries within Europe, with offset practices evolving in some-
what different directions.

* In smaller Western European countries (e.g., Sweden) and Central European
countries, offsets continue to be a significant mainstay and can be a con-
siderable factor in procurement decision-making (i.e., the award of the con-
tract may in part turn on the size of the offset package). In Sweden, offsets are
required on acquisitions above a certain dollar value, and they are used to maintain
or develop core security competencies. Thus, countries like Sweden, Poland and
Romania, which did not have formal or informal domestic content rules, effectively
achieve the same goals through very sizable offsets.

* In Poland and Romania, offset rules are relatively stringent, detailed and
cumbersome and play a key role in award decisions (i.e., customers make
decisions in good measure on the size and scope of the offset package).
Indeed, offsets in Poland averaged 167.7 percent of contract values in practice over
the period 1993-2006 and offsets in Romania averaged 87.1 percent during the same
period. Two of the most significant new programs for Poland and Romania are mili-
tary fighters, awarded to Lockheed for the F-16 for Poland and yet to be awarded in
the case of Romania. In each case, such “competitions” include significant offsets
by the bidders and there is a sense that offset packages were key variables in the

" “Offsets in Defense Trade 1996,” U.S. Department of Commerce, Bureau of Industry and Security, Executive Sum-
mary. Available at http://www.bis.doc.gov/defenseindustrialbaseprograms/osies/offsets/offsetsdeftradeyr96.html.
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award. In Poland, because offsets are considered a proposal evaluation criterion
when foreign competitors are involved, actual offset packages can reach 200-300
percent of the face value. Moreover, Polish offset credits are awarded according
to a multiplier formula that favors direct offsets through work share agreements
with domestic companies, including state-owned defense enterprises. The Roma-
nian offset law is slightly less onerous. Nevertheless it tends to favor direct offsets
through work share to Romanian companies (including state-owned companies).
In addition, Romania has a “pre-offset” requirement for all foreign competitors to
establish an investment presence in Romania prior to bidding on defense contracts.
The sense of market participants is that these large offsets have not created new
jobs or fostered new technologies, but have largely functioned as a de facto domestic
content law. Most foreign suppliers are required to direct their offset work to exist-
ing state-owned or controlled entities, which are almost totally dependent on offset
work for their viability. This creates a continuous loop that artificially sustains inef-
ficient capability.

* In some larger Western European countries, including the UK, France, Ger-
many, and Italy, offset policies and practices have become somewhat more
flexible over the years. There is less rigidity to the requirements, less formal fol-
low-up on whether dollar-per-dollar commitments have been made in the imme-
diate contract, and more balancing to meet requirements over multiple awards or
projects. As noted above, these governments are encouraging local participation
on major contracts (through local teaming situations or otherwise) and credit these
partnering and other participation alternatives toward offset obligations. Neverthe-
less, still today, these countries are committed to offset approaches—informal or
not. The UK has a specific organization devoted to “industrial participation” (their
term for offsets) that assists in setting up and monitoring the obligations various
firms owe to the UK and how they are met. Further, Germany and Italy remain
particularly strong in their position; essentially 100 percent offsets are required and
must be met.

Offsets: Pernicious Effects and Mixed Market Realities. Offsets are not only trade
distorting and inefficient, but can be detrimental to the strength of the defense industrial
base in the United States and other supplier nations, particularly small and medium-sized
defense subcontractors. Offsets can displace U.S. and other subcontractors, enhance for-
eign competitors and create unneeded cost and excess defense capacity.

Consequently, the United States, the UK and a number of the major European defense
exporting countries have longstanding concerns over offset practices—as their firms
continually face growing and in some cases extreme offset demands. Nevertheless, there
remains significant support for offsets among some nations, especially developing and tran-
sitional nations such as Poland and Romania.

Defense firms have tended to view offsets as a reality of the marketplace—necessary for a
sale or beneficial in certain circumstances. With the decline of domestic defense demand in
Europe, exports have become essential for the survival of most defense companies and off-
sets can be a competitive tool toward this end. Some U.S. firms believe offsets afford them a
competitive advantage over foreign competitors as they have a better reputation for meeting
their offset obligations. Indeed, a sophisticated set of financial transactions have developed
around offsets (especially in the Middle East), with financial intermediaries using the fact of
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offset requirements to create complex financial instruments that allow defense firms to meet
their obligations and get credit while creating some valuable projects (typically commercial
in nature) in the host country.

On balance, the elimination of offsets would be beneficial to the United States and its
NATO Allies—improving the affordability of weapons systems, avoiding the creation of
excess capacity, and bolstering the performance of subsystem suppliers that offer better
solutions. Moreover, as more and more countries in Europe open their defense markets to
competition, it is increasingly likely that offset demands will become a key to successful
market entry. While countries may move more toward the use of more informal requests
or arrangements for domestic partnering to ensure some benefits to the domestic industrial
base, the reality is that this is an offset by another name. Thus, it will increasingly be impor-
tant to curb this range of practices.

Little Progress to Date in Curbing Offset Practices. The dilemma, however, is that
notwithstanding bilateral and multilateral discussions on offsets in multiple venues over
the years, it has not proven possible to achieve a consensus on offsets. Indeed, there is
little transparency about national practices and mixed enthusiasm for creating disciplines
on offsets (i.e., to eliminate more onerous practices) let alone a consensus to eliminate them
altogether.

* The United States and its trading partners had numerous discussions in the Organ-
isation for Economic Co-operation and Development (OECD) over a number of
years without achieving any concrete results.

* In 2007, the United States initiated a dialogue on offsets with the LOI 6 (France,
Germany, Italy, Spain, Sweden and the UK) at its first meeting with the group;
with European Defence Agency (EDA), as an observer; and with Australia. The
idea was to seek to formulate a joint statement of Best Practices on offsets designed
to limit the use of offsets and to encourage flexibility and equitable treatment for
all participating nations (e.g., affording defense firms maximum flexibility in meet-
ing offset requirements and avoiding more onerous, over-the-top, offset requests.
While EDA and LOI 6 members generally shared the U.S. view that offsets are
distorting, there was no agreement reached and a consensus that developing a state-
ment of principles on best practices would be time-consuming and difficult.”” There
is no plan for further discussions at this time.

* In Europe, EDA has focused on the issue but has found it difficult to make meaning-
tul progress on offsets because of its diverse membership (with both major defense
supplier and buyer countries). EDA has had difficulty even gathering meaningful
data from governments and has effectively put off any efforts to break new ground
and this issue is on hold for the near future, according to EDA officials. On October
24,2008, the EDA issued a new voluntary Code of Conduct on Offsets (the Code)
designed to evolve toward more transparent use of offsets while reducing reliance
on them. The Code applies to all compensation practices required as a condition
of purchase or resulting from a purchase of defense goods or services and will take

*“Appendix H: Interagency Team Progress Report on Consultation with Foreign Nations on Limiting the Adverse
Effects of Offsets in Defense Procurement,” Offsets in Defense Trade, Twelfth Report to Congress, U.S. Department of
Commerce, Bureau of Industry and Security) (Dec. 2007), p. 139. Available at: http://www.bis.doc.gov/defenseindus-
trialbaseprograms/osies/offsets/final-12th-offset-report-2007.pdf.
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effect July 1, 2009. Under the Code, participating Member States agree to neither
require nor accept offsets exceeding the value of the procurement contract. Given
the need to adjust national policies, National Armament Directors agreed to defer
the application of the 100 percent ceiling until October 15, 2010. It remains to be
seen whether this limited set of disciplines will in fact curb offset practices within
Europe.

* At this writing, the new EC Defense Procurement Directive approved by the Euro-
pean Parliament, once implemented, could potentially affect offset regimes in the
tuture. The new Directive expressly disallows a subcontractor to be discriminated
against based on the national origin of that subcontractor—making it very hard for
a procurement authority to mandate a national source during the contract award
process. Further, there is the overall question of how a nation can meet the new EC
Defense Procurement Directive’s obligations, and apply its criteria for competition
and contract awards, with offsets as part of the package or authorized procurement
basis. This is discussed in detail in Chapter 5.

Juste Retour

A longstanding European practice is Fuste Retour—i.e., the principle that work share
received by participants in multinational defense programs will be proportional to national
investments in the program. This practice traditionally has been a standard element of most
European multinational programs. Eurofighter, the NH-90 NATO Frigate Helicopter, and
the Medium Extended Air Defense System were all structured on this basis. In the past,
this practice has been relatively rigid, with countries demanding that for every dollar put
into a program they should directly receive precisely a dollar back. This creates enormous
complexity and inefficiency because program participants and suppliers are often selected
on the basis of nationality rather than best value. The result is typically the reliance on
“second” or “third” best suppliers.

Unfortunately, the concept still is largely in vogue today in Europe. Governments gener-
ally continue to seek domestic work share for their dollars spent on cooperative programs
for political and industrial base reasons. However, Europe is gradually moving toward
somewhat “better value” approaches where work share is allocated over several programs or
based on other more sensible principles:

* OCCAR (Organization for Joint Armament Cooperation), the European program
management organization, has adopted the principle of “global balance,” whereby
national work shares are balanced over # number of programs. This is designed to
allow more flexible and efficient supplier selection, and it will be reviewed in three
years to consider progress toward unrestricted competition. To date, OCCAR has
attempted to implement this policy, but its portfolio is currently too small to achieve
the desired result.

* EDA’s Joint Investment Programs in research and technology are being operated
with the concept of “global modified juste retour” —meaning not direct work back
for a specific type of investment, but overall work back into Member States, balanced
to funds contributed by Member States over time.
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These approaches reflect a desire to reduce the inefficiency of joint programs and to try
to utilize particular firms on the basis of competence rather than on nationality.

Another creative Transatlantic effort is the F-35 Joint Strike Fighter model of coopera-
tion, wherein countries that invested at different levels in the program were afforded only
the opportunity to compete for work share —which would be allocated strictly on the prin-
ciple of “best value.” However, this widely acclaimed model of cooperation has been subject
to criticism by European participants (particularly outside of the UK, which by the scope
of its industrial participation to date is practically guaranteed significant work share). Euro-
pean companies complain that the playing field is not level, and European governments
(or, in some cases, opposition political parties) complain that they have no guarantee that
they will ever see a return on their capital investment. While Lockheed Martin, the prime
contractor on the F-35, has strived to find roles for foreign subcontractors, there continually
have been complaints and political pressures. The most frequent complaint is that European
firms are not considered for so-called “noble” (e.g., high value) work on the program (largely
driven by security considerations).

Anecdotal evidence on these cooperative programs shows a clear preference for Euro-
pean developmental solutions even where developed, more cost-effective U.S. solutions
existed. For example, in 1999, Boeing was included, at the eleventh hour, as a consultant on
the Matra BAe Dynamics’ Meteor team (but without meaningful work share) in an effort
to offset U.S. government support for Raytheon Company’s alternative bid based on AIM-
120 Advanced Medium-Range Air-to-Air Missile. A similar pattern emerged in the Galileo
project, where U.S. firms have been consulted for their Global Positioning System exper-
tise, but not provided meaningful work.

Significantly, the continued use of juste retour principles on European coopera-
tive programs, whether program-specific or more “global” in orientation, effectively
forecloses participation by U.S. firms in this growing segment of European defense
spending. With the focus on finding appropriate work share for each European
partner, European governments and firms appear unwilling or unable to allow open
and competitive bidding for major elements of these programs and are unwilling to
afford U.S. firms meaningful roles in these types of projects. Indeed, as discussed in
Chapter 5, European cooperative programs are expressly exempt from the new draft
EU Defense Procurement Directive competitive bidding rules. Moreover, a review
of major European cooperative programs (see Chapter 4) shows very little evidence
of serious U.S. participation.

Moreover, while OCCAR has its “better value” buying practices, to date these programs
have been for European countries only. While OCCAR’s contracts are to be awarded on
the basis of competitive bidding and there is no requirement for European solutions, each
Member State will “give preference to equipment in whose development it has participated
within OCCAR.”*" Also, bids from firms in non-Member States will require unanimous

* Convention for the Establishment of OCCAR, between the governments of Belgium, France, Germany, Italy and the
United Kingdom, Farnborough, UK, 9 September 1998.
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agreement from participants in the specific program and will be subject to the principle of
reciprocity (i.e., the supplier’s market should be similarly open).

In short, in large part due to the use of the juste retour principle (either the older version
or the newer, more “global” approach), this large arena of European cooperative programs
is effectively foreclosed to American participation and competitive bidding. A response to
this by European governments would be that the United States could obtain participation
in these programs if it invests in them. As a practical matter, however, these programs typi-
cally are for European partners only and relate to capabilities that the United States already
has developed.

6. Government Ownership and Control of Defense Firms

In recent years, there has been growing recognition worldwide that there is no legitimate
need for government ownership or control of defense firms. It is now clear that a govern-
ment can ensure that its national security and other governmental interests with respect to
defense firms are met through tools other than ownership or control, including: 1) its role
in setting budget levels; 2) government regulation (antitrust, industrial security, and a range
of other laws and rules); 3) contractual understandings with private owners (in the form
of “undertakings”); and 4) its role as buyer (including shaping procurement rules, making
source selection decisions, and structuring contracts to set the terms of purchase).

Consistent with this logic and the changing economics of defense (including the post-
Cold War budget drawdown), there has been a significant worldwide trend toward the
privatization and restructuring of state-owned defense enterprises. This reflects growing
understanding that the operation of government-owned firms is more prone to political
intervention, and that government ownership decreases productivity and produces less effi-
cient, second-best solutions.

Thus, the longstanding tradition of government ownership of major defense firms eroded
during the 1990s—in Western European nations, former Soviet bloc nations and elsewhere.
Leading Western European governments have privatized numerous of their defense firms,
gradually subjected them to market forces, and have in large part moved away from using
post-privatization “golden shares” as a management tool.” This trend reflects the growing
understanding that such direct mechanisms as ownership are not only needed to protect
legitimate governmental interests, but have significant potential downsides and are gener-
ally inconsistent with the notion of putting defense firms on a market-oriented footing.
These types of governmental intrusions into the operations of private firms and the uncer-
tainty they create make it more difficult to attract outside investment needed for long-term
growth. Direct governmental interference also can limit the firm’s ability to participate in
public capital markets.

#“Golden shares” systems also are increasingly recognized as producing economic inefficiencies, impeding the sec-
tor’s and the company’s productivity, and creating obstacles to the development of joint-ventures with other com-
panies. Particularly in the context of transnational consolidations and pan-European companies, “golden shares”
collide with the flexibility required to attract investments and partners. They may result in the isolation of domestic
companies, and their weakening in an increasingly internationalized industrial structure. See, e.g., J-P. Maulny, T.
Taylor, B. Schmitt, F-E. Caillaud, Industrial and Strategic Co-operation Models for Armament Companies in Europe
(2001), p. 191 (referring to the French military industry); John Millar, Symposium: Comparative Models of Privatiza-
tion; Paradigms and Politics: Article: Social Limits to Privatization, 21 Brooklyn J. Int’l L. 213, 220 (1995).
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The privatization of defense firms also has been accompanied by significant downsizing
and streamlining— due in part to post-Cold War budget realities and in part to the need to
put these firms on an economic basis in a market-based environment. From a global peak
of 17.6 million in 1987, defense industries worldwide lost more than half their employment
by the late 1990s.”

Table 7 below provides the relative scores of each country examined with respect to the
metric of government ownership and control of defense firms. While the countries stud-
ied here vary in their practices, the trend is generally in favor of continued privatization
of defense industries and a declining government role in their management and control.

Specifically:

* The United States, Germany and Sweden do not own or control their defense
firms or have any golden share rights in them. In Sweden, the defense firms have
now all been privatized while the Swedish Defence Research Agency, which con-
ducts research in a range of areas, is still government owned. In the United States
and Germany, there is a long history of private ownership of the defense industry.
The U.S. government continues to own sizable arsenals, munitions plants, laborato-
ries, depots and maintenance facilities that constitute a relatively small percentage
of the U.S. defense industrial base. While there is some evidence that arsenals and
munitions plants (some company operated) are better managed today, the overall
sense is that these facilities have tended to be inefficient, bureaucratic and unable to
facilitate innovation. There is little consideration of privatizing the substantial lab-
oratories, which do not engage in commercial viable work, and there continues to
be resistance to privatizing work done at depots and maintenance facilities. In Ger-
many as well there is resistance to the privatization of depots and support facilities.

* In the United Kingdom, defense firms have now been privatized. The UK has
even privatized portions of its state-owned laboratory (now known as QinetiQ
Group) and sold off most of its holdings in the British Nuclear Fuels Group (BNFL),
its nuclear development and management firm. However, the UK has maintained
golden shares in several of its major defense firms—BAE Systems, Rolls Royce,
QinetiQ and BNFL, etc.; these golden shares include restrictions on the percentage
of equity interests an individual foreign investor may hold in these firms. The UK
also owns several shipyards and related facilities; some of these remain Government
owned and contractor operated.

* France and Italy score lower because they have only partially privatized some of
their major defense firms. They continue to hold significant, albeit minority, shares
in leading defense firms—e.g., Thales and EADS in France and Finmeccanica in
Italy. They also hold a majority of shares in other firms (like GIAT in France and
Fincantieri in Italy). France has stated more directly than Italy its intention to grad-
ually privatize these firms but that this will take time. While there is some sense
that Italy will also continue to gradually privatize these firms, the pace of remain-
ing privatization is slow and the government is likely to retain some interests for
the foreseeable future. Moreover, both countries maintain such golden shares or
similar arrangements that afford them at least veto power over major decisions (sales

* Conversion Survey 2000: Global Disarmament, Demilitarization and Demobilization, Bonn International Conversion
Center (2000).
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of strategic assets, etc.), and there are no signs that such golden shares are being
phased out. In both countries, however, government officials and market partici-
pants confirmed that the governments are playing increasingly smaller roles in the
management of these firms in practice—with no apparent role in normal manage-
ment or operations.

Finally, in Central Europe, Poland and Romania still own considerable por-
tions of their defense industries, which historically have been large employers. In
both countries, some state-owned firms (typically the more attractive and profitable
ones) were sold off and the remaining ones were reorganized into large holding
companies. Consistent with their overall privatization policies, both countries are
in the process of selling their interests in these firms and putting them on a com-
mercial basis; they are by and large not operating profitably today (with largely
antiquated products and facilities) and are to a large extent government subsidized
(both directly through sole source contracts and indirectly through offset-driven
work share arrangements with foreign suppliers). These subsidies have hindered the
types of reforms and restructuring needed to put these firms on a commercial basis.
Therefore, many of these state-owned businesses remain unattractive to buyers for
a number of reasons.

Table 7 Government Ownership and Control—Scores
Internal France  Germany Italy Poland Romania  Sweden UK us.
Criterion Weight ~ Unweighted Unweighted Unweighted Unweighted Unweighted Unweighted Unweighted Unweighted

Government Ownership

1.00 0.65 0.95 0.60 0.50 0.45 0.95 0.80 0.95

and Control
Government 050 035 045 030 025 020 045 045 045
Ownership
Golden Share 050 030 050 030 025 025 050 035 050
Provisions

7. Foreign Direct Investment

An important metric is the degree to which foreign firms are permitted to buy defense
industrial assets. A foreign firm seeking to compete in a defense market can use investment

as amea

ns of “buying” market access— through ownership of a local firm with connectivity

to the customer, presence on programs and capabilities.

As shown on Table 8, there is a wide variation in the willingness of the countries studied

to allow

foreign direct investment in domestic defense firms.

Table 8 Foreign Direct Investment—Scores
Internal France Germany Italy Poland Romania  Sweden UK u.s.
Criterion Weight ~ Unweighted Unweighted Unweighted Unweighted Unweighted Unweighted Unweighted Unweighted

Limits on Foreign Direct

Investment

1.00 0.60 0.40 0.40 0.70 0.60 1.00 0.70 0.60
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Specifically, the scores of each country in order are as follows:

* Sweden and the United Kingdom are the most open of the countries studied.

They have both allowed significant foreign (especially European) ownership of
defense firms and have relatively open and transparent processes. They also impose
relatively unobtrusive restrictions on foreign ownership, focused on the protection
of classified information and assuring some role for local nationals in the gover-
nance of their firms. Sweden is rated highest as it has more foreign-owned defense
firms and imposes fewer restrictions on foreign owners (i.e., no golden shares or
similar limitations). In contrast, while the UK has allowed continental European
firms to buy significant defense firms (Thales bought Racal, Finmeccanica bought
AgustaWestland, etc.), the UK also has maintained investment restrictions through
golden shares in its major defense firms (discussed above). These golden shares
expressly limit the percentage of shares an individual foreign investor may hold in
these firms. While there is relatively limited U.S. ownership of defense firms in the
UK other than General Electric’s recent ownership of Smith’s Aerospace Industries
(see Chapter 4), British government officials have over the years informally indicated
awillingness to allow large, key British defense firms to come under U.S. ownership.

In Poland and Romania, the governments generally maintain an open investment
policy and have allowed foreign acquisitions of its defense firms. The difficulty in
attracting foreign investors is largely a reflection of the relative unattractiveness
of the defense properties and the difficulty in conducting Western-style due dili-
gence and negotiating sensible commercial arrangements. While these countries
have made major changes in transitioning toward Western legal and market struc-
tures, improving the overall investment climate—marked by corruption, oversized
bureaucracy, inefficiency and limited judicial recourse—will take some years.

The United States (with a similar score to Poland and Romania) is an interesting
case with a mixed record on process and policy but in the end a track record for
allowing significant foreign ownership of U.S. defense assets (although the total
under foreign control is still relatively small in percentage terms). In short, it is now
plain that foreign ownership and investment is increasingly a means to buy access
to the lucrative U.S. defense market.

Foreign acquisitions of existing U.S. defense firms have long been subject to review
by the U.S. Committee on Foreign Investment in the United States under the Exon-
Florio provision of the Defense Production Act, as amended, and the President has
the authority to suspend or prohibit such an acquisition when it is determined to
“threaten to impair” U.S. national security. This authority is more overt than those
in other countries studied and is often pointed to as protectionist. In practice, while
few acquisitions have been formally prohibited, a number of potential acquisitions
have been withdrawn without decision or simply not pursued due to a perception of
restrictive U.S. policies. In some cases, senior U.S. officials have from time to time
signaled that a particular proposed transaction would not be viewed favorably.

Different Administrations have had different attitudes on this issue. In the late 1990s,
the Clinton Administration adopted an affirmative policy to promote defense sup-
plier linkages in order to promote interoperability with coalition partners and com-
petition in consolidating defense markets. During that time, several major Transat-
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lantic acquisitions were approved. In the aftermath of September 11 and especially
the Dubai Ports case, however, the Bush Administration adopted more restrictive
policies (except with respect to the UK, our closest ally), and viewed defense sup-
plier globalization more in terms of policy risk than of policy benefits. U.S. atti-
tudes were also shaped by European opposition to the Iraq War, which limited
American enthusiasm for acquisitions by French and German firms, for example.

Nevertheless, despite this more restrictive attitude, several sizable UK acquisi-
tions by BAE Systems and others occurred during the Bush Administration (i.e.,
it continued a UK-friendly policy in this area) and more recently a large Italian
acquisition (Finmeccanica’s nearly $5.2 billion purchase of DRS Technologies)
was approved — the first significant non-UK acquisition of a U.S. defense firm in
the last eight years. Moreover, numerous foreign defense firms have opened new
or “greenfield” defense operations (which the President lacks authority to prevent
under Exon-Florio). Moreover, as fully discussed in Chapter 4 below, an analysis of
the footprints of foreign defense firms in the United States shows that U.S. defense
firms with more than $16 billion in revenues are now under foreign ownership;
most of the major European defense firms have U.S. capabilities, including classi-
fied facilities. In short, despite European protests of a closed market, by sheer value
of enterprises European firms have far more defense assets under their ownership
in the United States than U.S. firms do in Western Europe.

Germany, Italy and France, the other major countries studied in Western Europe,
are considerably less open to the U.S. investment in their defense firms than the
United States and Europe—by behavior, not by law. While each of these countries
has a different type of review process (some more transparent than others), in all
three there have been virtually no meaningful U.S. acquisitions of defense firms
and no meaningful U.S. ownership of significant defense assets.

* Germany put an Exon-Florio-like law in place in 2004 after public controversy
over a U.S. equity firm’s investment in a German shipyard. While German offi-
cials argue that there is only one denial under the new law, there are specific
cases where the German government has discouraged U.S. investors from buy-
ing German defense firms.

* In France, the law does not prevent foreign ownership of defense firms, the pro-
cess is reasonably clear, and the French Ministry of Defense professes openness.
However, the absence of any significant U.S. defense acquisition is telling.

® In Italy, the foreign investment process is relatively nontransparent and the
investment climate largely unattractive. Hence there has been little meaningful
foreign investment in the Italian defense sector.

These realities may reflect to some extent the lack of U.S. interest in acquiring
defense firms in these markets in light of the limited market size and other commer-
cial considerations. Nevertheless, the combination of continued government own-
ership of leading defense firms in Italy and France and policy attitudes in all three
countries clearly have been significant factors in this equation. Issues of sovereignty,
security of supply, and jobs are major reasons for these restrictive policies.
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Note that France and Germany have been more receptive to Franco-German cross-
ownership than U.S. ownership of their respective firms. The EADS multidomestic
firm is the poster child for this policy, and has both leading French ownership and
a strong stake by Germany’s Daimler and numerous strong German subsidiaries.
MDBA Missile Systems also has both French and German interests. In contrast,
there have not been large, notable acquisitions of defense firms in Italy by French
or German companies. The relative lack of ownership by European peer nations
reflects not only government policy but also the size of the defense market and
attractiveness of buying businesses in that nation.

The creation of EADS and subsequent intra-European consolidation does appear
to reflect a Eurocentric, or at least, Europe-first, approach to mergers and acqui-
sitions. This attitude has long been prevalent in Europe and reflects a fear that
European firms would be dominated by U.S. merger partners. European defense
industrial leaders have long sought Transatlantic mergers only after Europe can get
the pieces together in order to proceed on a more “equal footing.”*

Special Rules for Classified Businesses

In both the United States and Europe, governments do require special industrial security
protections in connection with foreign ownership of firms with classified contracts.

In the United States, the National Industrial Security Program Operating Manual
industrial security rules and processes are most advanced. Under these rules, there are spe-
cific arrangements that have evolved for majority and minority foreign ownership of U.S.
defense firms, including proxies, special security agreements and the like.

At the core of these rules and structures are clear principles for foreign ownership of
firms with classified contracts. These include:

* Limitations on foreign participation in governance of such firms—which can be
achieved only through membership in boards of directors;

* The appointment of “disinterested” board members or “outside directors” to be in
charge of security, who have a fiduciary responsibility to the DoD;

* The exclusion of foreign owners from access to classified information through
physical and information technology safeguards; and

* Special procedures for visits to these firms by foreign owners.

The U.S. rules are cumbersome, costly and antiquated and limit the ability of foreign
defense firms to obtain synergies and cost savings from U.S. acquisitions. Nevertheless,
foreign firms are willing to live with these onerous and inflexible rules in order to obtain
access to the lucrative U.S. classified market, and view such industrial security agreements
as a “ticket” for admission.

* Comments to this effect were made by Manfred Bischoff, then CEO of EADS, and John Weston, then CEO of
BAE Systems, at a Pentagon dinner on October 25, 1999, focused on Transatlantic supplier globalization. See, e.g.,
Robert Wall, “New Strategy Emerging for Transatlantic Linkups,” Aviation Week & Space Technology Headline News
(November 1, 1999). Available at http://www.awstonline.com.
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In the European countries examined, these types of industrial security arrangements are
generally less complex in nature and are generally handled as part of the overall govern-
mental process of approving foreign ownership of defense firms. These issues are handled
through “undertakings” agreed to between the firm and the government or procurement
contracts themselves. In Europe generally, “ring fencing” is utilized (i.e., precluding foreign
access to the classified information on particular programs) rather than limits on foreign
participation in governance or visitation. European governments typically request that the
CEO be a domestic citizen and, in cases involving more sensitive assets, also may request the
same of some other board members and executives. Other commitments may be required
on a country-by-country basis (maintaining facilities onshore, etc.). In general, however,
given the absence of U.S. ownership of significant defense assets in most of Europe, the
industrial security issues have not arisen that much in practice.

8. Ethics and Corruption

The scores of the individual countries examined on ethics and corruption are set forth
in Table 9. Briefly, in reviewing this issue, we looked at both domestic compliance with
law (i.e., the situation within the market) and the government’s attitude toward illicit pay-
ments by contractors in third countries (which, in addition to being illegal, create market
efficiencies generally and also reflect on that country’s own view of compliance with law). In
this area, there is continued evidence that corruption is a factor in defense markets world-
wide. Nevertheless, it is difficult to obtain data specific to corruption in the defense market,
although anecdotal data and examples exist. Hence, as explained in Appendix I (describing
our methodology), we have assessed the climate for corruption domestically and participa-
tion in illicit payments abroad largely by reference to established indices published by such
organizations as the World Bank and Transparency International (TT).

Table 9 Ethics and Corruption—Scores

Internal France  Germany Italy Poland  Romania  Sweden UK u.s.
Criterion Weight ~ Unweighted Unweighted Unweighted Unweighted Unweighted Unweighted Unweighted Unweighted
Ethics and Corruption 1.00 0.68 0.68 0.60 0.53 0.38 0.90 0.75 0.73
Bribery (Domestic) 0.75 0.53 0.53 0.45 0.38 0.23 0.68 0.60 0.53
Foreign Corrupt Practices g o5 45 045 015 015 015 023 015  0.20
(Tolerance)

Domestic Compliance with Law

In the United States and Western European countries studied generally, there is a strong
internal commitment to the rule of law; internal bribery and corruption are relatively rare.
There are criminal laws on the books in all countries, and blatant instances of internal cor-
ruption are usually prosecuted rigorously and to the full extent of the law. All of these coun-
tries scored strongly on the World Bank’s worldwide governance indicators except Italy,
which scored lower because it has experienced some ethics and corrupt issues generally in
its internal market (although nothing overt in the defense arena in recent years).
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Not surprisingly, Poland and Romania scored lower because the commitment to the rule
of law is less developed and the potential for bribery therefore increased. A combination of
circumstances—including the extended period of communist rule when bribery was con-
sidered an ordinary cost of doing business, low-paid government officials, lack of transpar-
ency in decision-making and the like— create greater prospects that illicit payments will be
requested for everything from setting up a business to securing defense contracts. Indeed,
domestic businesses understand bribery as a normal aspect of conducting business. Poland
is generally further along in addressing this issue than is Romania, where corruption is
more pervasive.

Foreign Payments

There continues to be a mixed track record with respect to government tolerance for and
business firms’ propensity to make illegal payments in third-country defense markets.

Corruption has long been and continues today to be a material factor in global defense
markets. While significant strides have been made in combating global corruption, these
efforts have occurred largely outside of the defense world. There are virtually no defense-
unique efforts to address the problem; Ministry of Defense officials in numerous countries
as well as U.S. DoD officials are generally not aware of either the extent of the problem or
the international disciplines that have been established and do not have institutional capa-
bilities that focus on these problems. Nevertheless, the resulting international rules apply
with equal force to the defense and aerospace industry.

The United States as the Driver of Change. Reported corruption in defense mar-
kets was in good part a driving force behind the initial establishment of anti-bribery rules.
In the United States, the Foreign Corrupt Practices Act (FCPA, or the Act),” enacted in
1977, was in large part a reaction to public disclosure by the U.S. Securities and Exchange
Commission (SEC) that more than 400 U.S. companies made “questionable” payments to
foreign officials. The SEC confirmed more than $300 million of these payments, including
$30.7 million by Northrop Grumman and $25 million by Lockheed.” Indeed, one alleged
Lockheed payment of $1.4 million to the Japanese Prime Minister reportedly led to his
imprisonment.”’

The FCPA criminalized the bribery of foreign government and political party officials
by U.S. firms and other persons subject to the Act. As a result, U.S. companies, includ-
ing all major defense contractors, have made compliance a priority and have established
detailed corporate ethics guidelines—with robust procedures, internal controls to ensure
that procedures are effective, and penalties for noncompliance, including employment ter-
mination.” In effect, a culture of ethical conduct has emerged. U.S. defense firms and U.S.

» Pub. L. No. 95-213, 91 Stat. 1494, codified at 15 U.S.C.__78dd-1 and 78dd-2.

*Securities and Exchange Comm’n, Report on Questionable and Illegal Corporate Payments and Practices, 94th
Cong., 2d Sess. 1 (Comm’n Print 1976). The payments by Lockheed were considered particularly troubling at the
time because the federal government had recently given Lockheed federal loan guarantees, thus creating the appear-
ance that the U.S. government had subsidized Lockheed’s payments. See Donald R. Cruver, Complying With the
Foreign Corrupt Practices Act: A Guide for U.S. Firms Doing Business in the International Marketplace, p. 5 (1994).

134 Cong. Rec. $9617-18 (daily ed. July 14, 1988).

*For a list of illustrative corporate compliance programs, see, e.g., “Business Principles for Countering Bribery: Guid-
ance Document,” Transparency International, p. 67. Available at: http://www.transparency.org/content/download/
573/3493/file/bpcb_ti_guidance_doc_november_%202004.pdf.



Defense Market Access Realities 107

firms in other industries compete abroad based on the quality and price of their mousetrap
and advocacy support from the U.S. government—and for the most part not through the
use of illicit payments.

Nevertheless, the incentives to make illicit payments still operate in defense markets.
For example, in 1995, Lockheed—ironically one of the firms whose payments led to the
FCPA’s original enactment— pleaded guilty to conspiring to pay $1 million to an Egyptian
lawmaker to obtain business for Lockheed and then disguising the payment from U.S. offi-
cials.” To settle these charges, Lockheed paid $24.8 million—one of the biggest fines ever
under the statute.

The enactment of the FCPA created an unlevel playing field for U.S. firms bound by the
Act. Other countries not only did not have similar laws outlawing foreign bribery, but in
some cases allowed their firms to deduct bribes from corporate taxes. Moreover, the U.S.
government recognized that the foreign payment practice is pernicious in many respects; it
interferes with efficient trade and investment and undermines the development of account-
able democratic and market-based economic institutions.”

Consequently, the United States became a leader in the effort, begun soon after the Act’s
enactment, to internationalize its anti-bribery provisions. This ultimately resulted in the
signing in December 1997 of the OECD Convention on Combating Bribery of Foreign
Public Officials in International Business Transactions (Anti-Bribery Convention, or the
Convention) by major exporting nations (including all 30 OECD members and 4 non-mem-
ber nations). The Convention, a major milestone in the effort to curb global corruption,
subsequently entered into force in February 1999. Separately, the OECD adopted recom-
mendations at the ministerial level that members should end the practice of allowing tax
deductions for foreign bribes.

The OECD Convention and International Anti-Corruption Standards. The Con-
vention, which largely tracks the U.S. FCPA, requires its parties to, among other things:
1) criminalize the bribery of foreign public officials in the conduct of international business,
including payments to government-controlled enterprises; 2) apply “effective, proportion-
ate and dissuasive criminal penalties” to those who bribe; 3) establish liability of “legal
persons” or impose comparable civil sanctions or fines; 4) make bribery a predicate offense
for money laundering legislation; and 5) improve accounting procedures.” The Convention
also has a unique “peer review” mechanism for compliance.

Since the Convention’s entry into force, 37 countries, including all of the major defense
exporting nations, have now enacted implementing legislation. Indeed, today the United

* Andy Pasztor, “Lockheed Pleads Guilty to Conspiring to Violate Anti-Bribery Regulations,” Wall Street Journal, Jan.
30, 1995, p. B6B. 3 FCPA Rep. 699.176.

*For a full analysis of the costs and risks of corrupt payments, see Bialos, Jeffrey P. and Husisian, Gregory, The Foreign
Corrupt Practices Act: Coping With Corruption in Transitional Economies (Oceana Pubs., 1996).

""The Convention also has strong provisions to prohibit accounting omissions and falsification (including off-the-
books accounts and similar practices to facilitate or hide bribes), and to provide for mutual legal assistance and extra-
dition. Specifically, the OECD Anti-Bribery Working Group reviews both: (a) whether laws enacted are consistent
with the Convention; and (b) whether laws are being implemented. While the Convention is an important mile-
stone, it left some areas uncovered. Of most significance, because of different jurisdictional principles that signatory
countries utilize, the Convention can and has been interpreted so that foreign subsidiaries of domestic firms are not
covered by its terms. This loophole opens the prospect that senior management of a company in an OECD country
could “bury their heads in the sand” while payments are made out of offshore subsidiaries. Also, the Convention does
not directly cover bribery of foreign political parties, party officials, and candidates for office.
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States and all of the European nations examined except Romania are parties to the OECD
Anti-Bribery Convention, and have enacted implementing legislation.” Most of these gov-
ernments have taken some actions to enforce their laws, with a number of prosecutions.
Countries have also worked to correct deficiencies in their laws and enforcement practices
highlighted in publicly available OECD progress reports. In general there is more sunshine
in this area than in the past.

The Mixed Record in Europe. Nevertheless, tolerance for foreign corrupt practices varies
within the Transatlantic community. Based on our review of publicly available data and inter-
views with market participants, we have ranked the various countries as shown on Table 9.

In general, the following differences emerge:

* France, Germany, Italy, the United States and Sweden have enacted reasonable
legislation and taken significant enforcement actions, according to TT, the leading
watchdog group for foreign payments.” There have been very public arrests and
prosecutions in some of these countries.

* In contrast, TT found the United Kingdom to have an unacceptable record in light
of its sustained failure to enact legislation correcting deficiencies in its anti-corrup-
tion law, its failure to prosecute foreign bribery, and its premature termination of its
investigation into bribery allegations against BAE Systems with respect to the large
Al Yamamah project in Saudi Arabia. According to these allegations, BAE Systems
made very large illicit payments to Saudi officials on the project—billions—with
the knowledge of the UK government.

* In Poland and Romania there have been arms trade issues of a different nature in
the past—illicit arms transfers to third-world countries and associated payments to
foreign officials or businesses. Both nations have worked on addressing these con-
cerns and have made serious strides. With respect to Poland today, which has little
foreign arms trade, there is no available evidence of Polish firms making illicit pay-
ments abroad. The situation is much the same in Romania, whose principal arms
exports are small arms and ammunition. However, in the broader national context,
a wide range of corruption issues remain in these two nations.

The European defense industry’s track record for compliance efforts is also a work in
progress. Numerous large European defense firms, like their U.S. counterparts, have put in
place programs to comply with anti-bribery laws and have been more focused on this issue
in recent years. In 2006, with allegations of bribery swirling (especially the BAE Systems
issues), the European defense industry’s lead trade association created a working group ded-
icated to battling corruption.” On the same day, the UK defense industry announced the
formation of the UK Defence Industries Anti-Corruption Forum and its leading defense
companies and trade associations made a written commitment to promote best practice in

* Romania has not yet fully implemented the reforms needed to qualify for membership in the Convention.

¥ Fritz Heimann and Gillian Dell, Progress Report 2008: Enforcement of the OECD Convention on Combating Bribery of
Foreign Public Officials in International Business Transactions, Transparency International (June 24, 2008), p. 9. Available
at: http://www.transparency.org/news_room/in_focus/2008/oecd_report.

**See ASD Press Release July 14, 2006. Available at: http://www.asd-europe.org.
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anti-corruption.” Since that time, the European defense and aerospace industry has devel-
oped and signed onto a set of common industry anti-corruption standards.”

The recent corruption scandal involving Siemens AG also may bring new public aware-
ness to the issue and enhance compliance by European firms with anti-bribery laws. The
Siemens scandal involved senior managers establishing slush funds in shell companies used
to pay bribes to foreign officials in order to secure orders. Siemens recently agreed to pay
a $1.34 billion fine to settle anti-bribery charges in both the United States and Germany.”

However, as one senior official of a major Western defense firm candidly admitted, it
will take a number of years to transition the European defense industry to full compliance.
This is in part because of the need to change the culture at the firms, and in part due to pre-
existing commitments to payments on existing defense projects. Moreover, pressures from
potential buyers seeking payments make it difficult for firms to simply say no.

Foreign Payments as a Continued Factor in Defense Markets. Despite these largely
salutary developments, there continues to be evidence that illicit payments remain a signifi-
cant factor in global markets, including defense markets, and there continue to be allegations
that leading European firms, including defense firms, have engaged in these practices in
global defense markets (including countries of Central Europe). While it is hard to find data
on defense markets, some existing data is relevant and probative. As reported in a DoD report,
“[bletween May 1994 and April 1999, bribes allegedly were used to influence the outcomes of
294 international contract competitions. The contracts totaled $145 billion.”* Significantly,
as the report states, “half of the alleged bribes involved military procurement....”” The report
goes on to note that bribery is pervasive because it is effective. In the competitions noted
above, “alleged bribe offers won 90 percent of the contracts sought” and “U.S. companies are
known to have competed for and lost 75 contracts worth $23 billion for which foreign com-
petitors allegedly offered bribes.” The last available U.S. report on bribery (2004) reflects
continued, but somewhat reduced, incidences of bribery involving defense contracts.”

Interestingly, it is difficult to find any more recent data of this nature on corruption in
defense markets. While the U.S. government apparently continues to collect data on specific
instances of bribery, it has not apparently released defense-specific data publicly in recent

¥ Defence Manufacturers Association and Society of British Aerospace Companies announcement on July 14, 2006.
Available at: http://www.The-dma.org.uk and http://www.sbac.co.uk.

* Common Industry Standards for European Aerospace and Defence, Aerospace and Defence Industries Association of
Europe (April 26, 2007). Available at: http://www.asd-europe.org/Objects/2/Files/ WEB%20Common%20Indus-
try%20Standards.pdf .

7 “Siemens settles bribery cases,” International Herald Tribune (Dec. 15, 2008). Available at: http://www.iht.com/arti-
cles/2008/12/15/business/15siemens.php.

*Industrial Capabilities Report 2000, p. 42.
*1bid.
“Tbid.

" Addressing the Challenges of International Bribery and Fair Competition 2004: The Sixth Annual Report Under Section 6
of the International Anti-Bribery and Fair Competition Act of 1998, p. 52, U.S. Department of Commerce International
Trade Administration (“Based on information available from a variety of sources, we estimate that between May 1,
2003, and April 30, 2004, the competition for 47 contracts worth $18 billion may have been affected by bribery by
foreign firms of foreign officials. Although this represents an increase over last year’s report of 40 contracts, the value
of the contracts dropped, from $23 billion to $18 billion. Firms alleged to have offered bribes won approximately 90
percent of the contracts in the deals for which we have information on the outcome; U.S. firms are known to have
lost at least eight of the contracts, worth $3 billion. The numbers for each of the last two years represent a sharp drop
from the previous five years, which averaged very close to 60 contracts each year.”)
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years. However, as noted in individual country reports in Volume II of this study, there are
continued reported allegations of bribery in these markets and prosecutions. For example,
in 2001, DoD, along with Lockheed and Boeing, formally withdrew from a competition to
sell fighter aircraft to the Czech Republic. According to press reports, a letter written by
Lt. Gen. Tome H. Walters Jr., then head of overseas sales for the Pentagon, to the Czech
foreign minister stated that there was a “lack of transparency” in the negotiations.” The
letter also cited a conclusion by the U.S. government that competition for the contract was
not aboveboard. The contract was subsequently awarded to BAE and its Swedish partner
Saab amidst allegations of bribery. This followed similar issues in efforts to sell U.S. fighter
jets to the Hungarian government.

Moreover, more recent TT reports confirm the continued role of bribery generally in
global markets, including defense markets. TT’s Bribe Payer Index shows defense as one
of the three top sectors where bribery is prevalent.” A Control Risks 2006 Survey also
showed that roughly one third of international defense firms believed they had lost out on
a contract in the last year because of corruption by a competitor.”* More generally, as TT
recently found, “[o]verseas bribery by companies from the world’s export giants is still com-
mon, despite the existence of international anti-bribery laws criminalizing this practice...
Companies from the wealthiest countries generally rank in the top half of the Index, but
still routinely pay bribes, particularly in developing economies.” David Nussbaum, Chief
Executive of TT, recently noted that “[i]t is hypocritical that OECD-based companies con-
tinue to bribe across the globe, while their governments pay lip-service to enforcing the law.
TT’s Bribe Payers Index indicates that they are not doing enough to clamp down on overseas
bribery.... The enforcement record on international anti-bribery laws makes for short and
disheartening reading.”

The Lack of Demand Side Efforts to Curb Foreign Payments. The continued pro-
pensity for bribery in defense markets and commercial markets more generally reflects the
reality that there have been insufficient efforts on the demand side of the bribery equation
to meaningfully address this illicit practice. The OECD Anti-Bribery Convention is the
leading “supply side” weapon, focused on curbing the payment of bribes in international
business transactions by firms in exporting countries. However, it also requires actions on
the demand side of the equation to address the incentives to corruption in defense procure-
ment markets (on the buy side). The existence of third-country buyers willing to pay bribes
means that Western suppliers will continue to face incentives to make such payments.

9. Export Controls

For each country examined, we have evaluated two elements of export controls that relate
to market access. First, we have cursorily examined the export control systems of the coun-
tries whose markets are being reviewed to assess, at a top level, to ascertain two matters: 1)

*#Nelson D. Schwartz, Lowell Bergman, “Washington attacking corporate corruption elsewhere in the world: Justice
Dept. probes British firm’s suspect payments to Saudis,” The New York Times (Dec. 2,2007). Available at: http:/www.
sfgate.com/cgi-bin/article/article?f=/c/a/2007/12/02/MNM9TIBA7.DTL.

*® Addressing corruption and building integrity in defence establishments, Transparency International UK (Working Paper
2007),p.2.http://www.defenceagainstcorruption.org/index.php?option=com_docman&task=doc_download&gid=74.
“Ibid.

*Transparency International Bribe Payer’s Index 2006. Available at: http://www.transparency.org/news_room/lat-
est_news/press_releases/2006/en_2006_10_04_bpi_2006.
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the effectiveness of their own export control system (i.e., do they have strong systems that
enable them to protect from diversion technology and products entering their market and
to control exports to third countries); and 2) the degree to which their system is administra-
tively burdensome and cumbersome. Second, we have examined the conduct, attitudes and
response of the governments studied and their industries with respect to restrictions of U.S.
International Traffic in Arms Regulations (ITAR)—i.e., the extent to which the govern-
ments and firms view I'TAR as a serious impediment to cooperation and, on that basis, are
taking affirmative steps to avoid I'TAR controlled articles and technology.

Effectiveness of European Controls*

With one exception, the countries covered in this study are members of all the major export
control regimes that have been established to address concerns raised by the proliferation of
weapons of mass destruction (WMD). These multilateral regimes include 1) the Nuclear
Suppliers Group, which controls the transfer of nuclear-related materials and technologies;
2) the Australia Group, which controls exports of chemicals and biological materials with
potential for use in WMD and related equipment; 3) the Missile Technology Control
Regime (M'TCR), which controls exports of missile-related items; and 4) the Wassenaar
Arrangement on Export Controls for Conventional Arms and Dual-Use Goods and Tech-
nologies. The members of the Wassenaar Arrangement control export of munitions and
dual-use items, and also exchange information about weapon transfers in an effort to detect
and prevent arms buildups that could destabilize geographic regions. The only country not
a member of all the regimes is Romania, which belongs to all but the MTCR.

The United States has long been considered to have a robust system of export controls;
the complaint is not that it is insufficiently restrictive. If anything, the complaint is that the
United States over-controls technology and products. Other nations are particularly sensi-
tive to U.S. extraterritorial controls that require countries to obtain U.S. approval before
foreign products that contain I'TAR-controlled parts can be sold to third parties. Unlike
most European countries, the United States also regulates the export of intangibles and
“deemed” exports (i.e., the release in the United States or abroad of defense technology to
a foreign national).

European national export control regimes are becoming more robust in nature over
time. A number of the countries studied— Sweden, Germany and Italy among them —have
relatively stringent export policies. There remain, however, significant differences in terms
of rules, policy and enforcement. These include the regulation of exports of technology or
technical data as distinct from products, the coverage of “deemed exports” (release of tech-
nology in country to foreign nationals) and the treatment of exports to facilities with EU
nationals from numerous countries.

As discussed in Chapter 5, the EU also has established new export control standards for
conventional arms exports outside the EU. On December 8, 2008, the Council of EU For-
eign Affairs Ministers approved a “Common Position” making the 1998 EU Code of Conduct
on Arms Exports legally binding, effective immediately upon its adoption.

* As fully explained in Appendix I, we have not scored European countries or the United States with respect to the
effectiveness of their export control systems because we lacked the time and resources to conduct a total review of
this factor. The discussion herein is based on interviews and a top level review.
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The United States has held consultations with virtually all the countries studied on
export control issues in recent years and there is some evidence that these countries have all
enhanced their practices—especially with respect to third-country exports. The UK also
has added rules to cover the export of technology as well as products. The UK has agreed to
make numerous changes to enhance its export control regime in connection with the U.S.-
UK treaty discussed elsewhere in this study. Indeed, a central element of the Declaration
of Principle process has been to encourage participating European nations to level up these
practices in exchange for closer defense industrial cooperation. While U.S. concerns over
European export controls have been one factor limiting our willingness to share certain
technology with close allies, these concerns are somewhat more tempered than they have
been in the past—although they vary from one country to another.

Administrative Burden of Export Controls

Generally, as reflected in the individual country discussions, European export licensing
is not that burdensome except in Italy, where the export licensing process is viewed as cum-
bersome, bureaucratic and very time-consuming.

ITAR-Related Bebaviors

Multiple studies have highlighted the serious issues posed by the current U.S. system of
defense trade controls—the I'TAR. This study is not intended to examine whether and to
what degree I'TAR rules and policies are reasonable and sound; the specifics of these ITAR
issues are beyond the scope of this study. However, the impact of ITAR on the Transatlantic
defense market relationship is material to this study and, hence, we have focused on it.

The results of our many interviews are consistent: I'TAR is viewed as a significant
barrier to Transatlantic defense market development by governments (including
some U.S. government officials, current and former) and market participants.

Western European countries and firms—including the UK government and
firms— clearly stated that they do and will in the future avoid I'TAR controlled arti-
cles and technologies where they can in defense acquisition because ITAR controls
limit operational sovereignty, increase the risks of schedule delays, and restricts the
freedom to re-export. Market participants, U.S. and foreign, consistently reported
that I'TAR slows the speed of obtaining licenses needed for sales and collaboration,
unduly limits the release of U.S. technology, creates business uncertainty, and gen-
erally makes Transatlantic defense industrial cooperation difficult.

Specifically, the obstacles posed by ITAR are as follows:

* Limits on Operational Sovereignty. Reliance on ITAR-controlled systems in
their operations potentially limits their operational sovereignty; in times of crisis,
these nations want the flexibility and autonomy to modify and adjust their systems
to changing missions in real time and repair them without obtaining prior approval
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from the United States or relying on U.S. suppliers. The use of “black boxes” and
other restrictive solutions limits the ability of these countries to operate freely with
their military systems—limitations these countries are reluctant to accept. The
UK, one of our closest allies, as well as France and Italy, expressed strong concerns
about this issue.”

* Program Delays. Relying on I'TAR-controlled systems and subsystems also can
create risks of schedule delays on their programs—which also has significant cost
implications and contractual implications for contractors. In most countries we vis-
ited, examples were offered.

* Re-Export Restrictions. ITAR re-export restrictions can limit these countries’
own flexibility to export systems with U.S. components to third parties. This is a
crucial issue for a country like Sweden, for example, which relies on export sales and
the economies of scale to keep its defense industry viable.

* Multinational Facilities. Finally, ITAR restrictions that prohibit unlicensed for-
eign nationals from having access to I'TAR-controlled technology cause headaches
for defense firms in the countries we have studied because those firms typically
employ foreign nationals from numerous European, and other, countries. European
governments and firms have long raised this issue with the United States.

This trend was first evident in the space sector, where restrictive ITAR policies were
adopted after the China satellite controversy in the mid-1990s. Clear evidence has emerged
in a recent study that Europe has developed ITAR-free solutions (including complete
I'TAR-free satellite systems), and that the U.S. space suppliers’ market shares in global space
markets are eroding in part as a consequence of these actions.” Additionally, because for-
eign space faring nations have been forced to develop their own space capabilities beyond
the scope of U.S. export controls, the U.S.” unwillingness to share space technology with
foreign space programs has had the unintended consequence of creating real proliferation
risks beyond the control of U.S. licensing authorities.

“"These nations assert the need to be able to make deliberate and independent decisions on a capability—especially in
an operational context. In their view, their armed forces must be able operate independently and without continually
seeking permission—or worse, struggling to get permission—for the latest software updates, threat information,
etc. These points are discussed in detail in the chapters for the UK, France and Italy in this report.

*For a full discussion of these findings, see Briefing of the Working Group on the Health of the U.S. Space Industrial

Base and the Impact of Export Controls,” Center for Strategic & International Studies (February 2008). Available at:
http://www.csis.org/media/csis/pubs/021908_csis_spaceindustryitar_final.pdf.
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Tangible Evidence of ITAR Design Arounds

Years of European talk of “designing around” or “designing out” ITAR-controlled
articles and technologies have now begun to be translated into action. Based on the
many interviews we conducted for this study, there is clear evidence that European
governments, including our closest allies, and their firms are designing out I'TAR
components and subsystems where they can in defense systems and products. While
European governments will procure I'TAR-controlled systems and components if
they need to (i.e., where the capability is otherwise not available), they also will avoid
it where they can—especially to maintain export flexibility on European platforms.

* Some governments in Europe are adopting “I'TAR-free” as an express policy
or informal practice. The new French White Paper explicitly cites the need for
non-ITAR-controlled electronics components to avoid limitations on French
freedom of action.

* In one case, a key ally has sought to ensure “operational sovereignty” over a
capability by requiring that the program be staffed with domestic engineers
free of ITAR restrictions.

* European contractors have developed policies to avoid the use of ITAR prod-
ucts and technologies, or have “dual track” production of components—one
subject to ITAR and one not. Even firms not trying to design out ITAR com-
ponents confirm that ITAR restrictions are a factor in choosing suppliers—a
non-I'TAR component will be chosen to avoid re-export issues, if possible.

European governments and firms may at times face choices between better but ITAR-
restricted U.S. capabilities and components and less capable but unrestricted foreign sources
of supply. Increasingly, there are more choices available—as consolidating European firms
become more robust. Where the differential is not great, European governments and firms
are increasingly opting for the non-I'TAR choice.

Additionally, some U.S. firms have themselves sought to maintain access to these markets
by developing an ITAR-free product line (e.g., in the acrospace arena) to remain competitive.

The Adverse Impact on U.S. Subsystem Suppliers

This striking ITAR-free evolution operates particularly to the detriment of U.S.
component and subsystem suppliers, whose products now are precluded in numer-
ous cases from competitions within Europe. Over the longer term, the restrictions
under I'TAR and the resulting European I'TAR-free movement also may serve to
create European solutions outside of the scope of U.S. export controls that raise
concomitant proliferation risks for the United States.
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While the “I'TAR-free” trend is apparent in all of the Western European countries stud-
ied, it varies in intensity from one country to another. Table 10 sets forth the country-spe-
cific scores. It is notable that even the UK, our closest ally, has now taken up this movement.

Table 10  Total Scores for Export Controls®

Internal France  Germany Italy Poland  Romania  Sweden UK U.s.
Criterion Weight  Unweighted Unweighted Unweighted Unweighted Unweighted Unweighted Unweighted Unweighted
Export Controls 1.00 0.60 0.60 0.60 1.00 1.00 0.90 0.80 0.50

Effectiveness of Export

0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00

Control Process
Administrative Burden

of Process

0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00

ITAR Related Conduct
and Policy

1.00 0.60 0.60 0.60 1.00 1.00 0.90 0.80 0.50

* Poland and Romania. In contrast to Western European countries studied, we

found no real complaints in Poland or Romania about I'TAR. As these countries at
present do not design, build or export many defense products with U.S. components
or subsystems or do so in a very limited way, re-export flexibility is not a pressing
issue for them. Also, they have little cooperative engagement with U.S. firms in
advanced technology areas.

Sweden. Swedish officials and firms raise all of the ITAR-related concerns heard in
the other Western European countries. However, with significant U.S. content in
Swedish systems, neither the government nor Swedish companies follow an “I'TAR-
free” policy. Swedish companies did, however, confirm that ITAR restrictions are
a factor in choosing suppliers, and if given a choice in a competitive environment,
the non-ITAR component will be chosen to avoid re-export issues. Also, Swedish
officials do believe that the recent U.S. reluctance to accommodate their request on
some major technology transfer issues reflects economic and not security reasons,
which they view as departures from prior times, when, in their view, strategic con-
siderations were dominant in the relationship.

United Kingdom. Even the UK has been increasingly frustrated with the lack
of U.S. willingness to share sensitive technology—which came to a head in the
F-35 Joint Strike Fighter program—as well as with the usual procedural complaints
associated with I'TAR. The failure of the U.S. Senate to ratify a recent U.S.-UK
treaty designed to address these issues has reinforced UK concerns. UK concerns,
often expressed in terms of “operational sovereignty,” have grown and could affect
the UK-U.S. relationship in the future if not addressed. While the UK has not
adopted a “design around” policy, it is taking some steps to ensure operational sov-
ereignty on major platforms and reduce I'TAR exposure.

* As noted above and fully explained in Appendix I, we have not scored European countries or the United States with
respect to the effectiveness of their export control systems because we lacked the time and resources to conduct a
total review of this factor. The discussion herein is based on interviews and a top level review.
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* Jtaly, France and Germany. Government and business representatives consis-
tently expressed the desire to find ways around ITAR by building or purchasing
ITAR-free equivalents of various systems and components. While large firms in
Italy and France underscored that they understand how to work within I'TAR and
are fully supportive of the U.S. regime, they also report this complicates technical
solutions and schedules in dealing with U.S. products. In France, as noted above,
this is now formalized in French policy. In Germany, one executive called it a “trend
all over Germany to do without I'TAR parts and components.”

Finally, ITAR has implications for European market access to the U.S. defense
market. As discussed in detail in Section II, Chapter 14, the consequence of U.S. export
control rules has been to build walls between the United States and other countries, mak-
ing collaboration with even our closest allies very difficult in key defense and related tech-
nology areas and eroding trust with our traditional partners. The problem is particularly
pronounced for foreign firms seeking to access the U.S. market, which requires licenses to
bring foreign technology into the U.S. market because of the need for exchanges between
foreign and U.S. engineers as foreign technologies are tailored to U.S. requirements. Thus,
from this perspective, the United States was afforded the lowest score on I'TAR-related issues.

In sum, fairly or not, ITAR is a major detrimental factor in the Transatlantic defense
market that limits the opportunity for cross-border trade. Of course, it should be recog-
nized that I'TAR restrictions serve a very legitimate purpose — the protection of U.S. sensi-
tive technologies and products that afford our military its qualitative superiority. Hence,
it probably is unfair to view I'TAR as the root of “all problems,” as one U.S. official put it.
Indeed, in some areas, there is a cogent basis for the U.S. view that European controls have
not been sufficiently robust. That said, however, it also is plain that U.S. ITAR rules are
having an adverse impact on our armaments and defense industrial relationship with some
of our closest allies.

ITAR and Protectionism

Finally, there is a perception that both the U.S. application of the ITAR and the Euro-
pean response to it has protectionist elements on both sides of the Atlantic.

In some European countries, both governments and companies viewed some I'TAR poli-
cies adopted by the United States as protectionist in nature as distinct from security related.
For example, some executives noted that U.S.-German joint ventures fare better than Ger-
man firms seeking I'TAR authorizations to compete against U.S. firms. Similarly, in Swe-
den, government officials complained that the apparent U.S. decision not to allow the use
of advanced U.S. radar on the Swedish Grippen aircraft reflected protectionist rather than
“strategic” policy considerations. Further, foreign observers question U.S. policies of main-
taining controls on technologies or products long after they are more widely available in
the world or are not leading-edge. They wonder whether such restrictions are in place for a
purpose other than security.

On the other hand, a number of observers believe that at least part of the European
response to I'TAR, including the “I'TAR-free” movement, may also serve less legitimate
aims—namely to discriminate against U.S. suppliers to benefit European companies and
develop the European defense industry and technology base in an increasingly “Fortress
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Europe.” Whether or not this truly is the motivation, it is clear that the ITAR-free move-
ment very well could have this result.

10. Intellectual Property Protection

In general, the protection of IP rights is not a major discriminator in defense markets.
The United States and the European countries examined all are adherents to key inter-
national IP disciplines; these include the WTO Agreement on Trade-Related Aspects of
Intellectual Property Rights (requiring adequate levels of protection and enforcement of
IP rights, including trade secrets, as well as national and most-favored nation treatment),
the Paris Convention for the Protection of Industrial Property (patents, trademarks and
industrial designs), the Patent Cooperation Treaty (patents), the Berne Convention (copy-
rights), the Protocol Relating to the Madrid Agreement (trademarks), and the World Intel-
lectual Property Organization. All of the European countries are also adherents to the EU
trademark system, including numerous EC Directives that have been implemented by EU
Member States.

All of the countries examined also have relatively strong legislation aimed at curbing IP
rights infringement. However, enforcement of these strong rules is a national responsibility
and the track record varies from country to country. While enforcement is generally good
in the countries studied, several countries—notably Italy, Romania and Poland —have less
robust a record on enforcement.

In general, patents, copyrights and trademarks play less of a significant role in defense
markets. While most defense firms hold significant proprietary technology, it is not usually
subject to patents and the like. The key intellectual issue for most defense firms in accessing
foreign markets is the degree to which they can protect their existing proprietary technol-
ogy (i.e., background information already developed by firms using their own resources
or on other contracts) and not be forced to share it with the government customer. In this
regard, the countries evaluated all have procedures in place that allow firms to protect their
existing proprietary rights in the context of defense procurement.

U.S. and European governments generally do desire, however, to seek and obtain IP
rights as a return on their investment in defense programs— especially where development
dollars are being spent. The reverse is also true—the defense firm’s home government will
assert its IP rights to protect investments by home country tax payers vis-2-vis other coun-
tries” government purchasers that seek access to such IP.

Table 11 below provides the relative score of each country on this issue. The treatment
of IP rights in the defense markets studied does not appear to be discriminatory vis-a-vis
foreign firms.

Table 11 Intellectual Property Protection—Scores
Internal France  Germany Italy Poland  Romania  Sweden UK us.
Criterion Weight  Unweighted Unweighted Unweighted Unweighted Unweighted Unweighted Unweighted Unweighted

Intellectual Property Rights  1.00 0.90 0.90 0.80 0.50 0.50 0.90 0.90 0.70
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* France, Germany Sweden and the United Kingdom effectively protect IP rights
under their regulation regimes, including background IP.

* Ttaly’s protection of IP rights lags behind the other Western European countries
studied. The Italian government has shown a strong desire to retain and develop
Italian-origin IP. Foreign firms must seek protection for their IP rights on a case-
by-case basis in defense contracts.

* Poland’s IP regulatory regime is gradually becoming more effectively implemented
and better enforced. While piracy remains an endemic problem, participants in the
defense market that we interviewed did not express any concerns about protection
of their IP.

* Romania is on the Department of State’s watch list for not adequately protecting
IP rights. Piracy and cyber-crime still pose significant problems. However, mar-
ket participants interviewed did not complain about inadequate protection or lax
enforcement in the defense market.

* The United States generally provides strong protection for IP rights. However,
under U.S. Government procurement regulations, the U.S. Government will gen-
erally seek unrestricted rights in technology it funds (except in certain limited situ-
ations such as small business programs). Foreign suppliers therefore must be careful
to protect background IP that is proprietary to the supplier or foreign government.
The U.S. government has among the most expansive legal rights to obtain such
broad IP rights of the countries studied. In the United States, the Defense Federal
Acquisition Regulation Supplement also provides an additional regulatory regime
that, depending on the source of funding for product design and development, can
protect a defense firm’s proprietary rights or the U.S. Government’s rights to use
relevant designs and technologies as it sees fit. This regime could be applied to
European firms or U.S. firms in a given situation, but we found no evidence it was
being applied in a discriminatory way against foreign firms.

11. Technical Standards

Technical regulations and standards vary from country to country. The cost and dif-
ficulty of having to comply with numerous different standards can effectively shut foreign
suppliers and exporters out of domestic markets.

The WTO has sought to address this problem in the Agreement on Technical Barriers
to Trade, which prohibits discrimination and tries to ensure that regulations, standards,
testing and certification procedures do not result in unnecessary obstacles or barriers. The
WTO, to which all of the countries studied belong, serves as a clearinghouse to monitor
and ensure that member countries have a domestic contact office to keep other members
informed about new or modified regulations and standards. Nevertheless, countries have
the right to adopt the regulatory standards they require to protect their national security.
Thus, the countries studied have the discretion to, and some have, put in place their own
specific technical standards for defense products that go beyond common standards estab-
lished by NATO and the EU (see below). If such standards are set arbitrarily, they could
potentially be used as non-tariff barriers to protect domestic producers.
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In the course of this study, we did not learn of specific problems foreign defense firms
have faced with respect to technical standards in trying to do business in the relevant defense
markets in the countries studied (although, as noted below, foreign defense firms entering
the U.S. market reported difficulties with the generally complex and different U.S. stan-
dards). Despite each country’s right to set its own standards to protect its national security,
market participants did not report that such standards were applied discriminatorily against
foreign firms.

In general, most European governments follow NATO Standardization Agreements
today. As discussed in Chapter 5, however, the EDA is developing a new set of European
standards. While these will in the first instance likely parallel and borrow from NATO
standards, there are numerous areas where no NATO standards exist where EDA will need
to fill the gap. As it does so, there is a real risk that European standards can emerge that
could potentially become market access barriers to U.S. firms in the future.

Indeed, the history of market opening initiatives is that as more traditional barriers fall,
such as exclusionary tariffs and failure to allow competition, more subtle barriers like stan-
dards requirements often replace them. Thus, the United States should closely monitor
emerging European technical standards in the defense arena.

Table 12 provides the relative scores of each country evaluated on this issue, based on
assessments provided by the U.S. Department of Commerce and U.S. Trade Representative
as well as our own interviews of participants in each relevant defense market.

Table 12 Technical Standards—Scores

Internal France Germany Italy Poland Romania ~ Sweden UK Us.
Criterion Weight ~ Unweighted Unweighted Unweighted Unweighted Unweighted Unweighted Unweighted Unweighted

Technical Standards 1.00 0.80 0.80 0.80 0.80 0.80 0.80 0.80 0.80

* Germany, United Kingdom, Sweden, France, Italy. There is no significant basis
on which to distinguish standards requirements imposed by the countries studied.
Germany may have more bureaucratic layers to negotiate, but we found no evidence
that any of the countries used standards requirements in a discriminatory manner.
Although Sweden is not yet a NATO member, its heavy reliance on U.S.-origin
technology and participation in NATO and EU missions has ensured interoper-
ability with other country requirements.

* Romania, Poland. These two countries have adopted U.S. and EU standards
respectively, and therefore have put apparently fair and non-discriminatory reg-
ulatory regimes in place. However, these countries do not apply these standards
effectively and consistently. Still, we found no evidence that standards were being
applied in a discriminatory manner against foreign defense firms.

* United States. To European suppliers, the detailed U.S. Defense Standards (often
called MIL-SPEC or MIL-STD) requirements can be perceived as a market access
barrier when successfully operated foreign products must be re-tested and re-cer-
tified to meet U.S. requirements. Participants in the U.S. defense market that we
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interviewed, however, stated that these U.S. requirements were not applied dis-
criminatorily against foreign firms.

* x X

In sum, as this analysis of market access metrics shows, some progress has been made
toward achieving open and competitive markets on both sides of the Atlantic. However, sev-
eral more subtle, but significant, market access barriers exist and there are material risks of
fortress-like conduct in the future as these markets evolve. In particular, as defense markets
become more open and competitive, there is increased risk that these less subtle barriers
(such as technical standards) become more significant and are used as a basis to discriminate
against non-national sources of supply.



Chapter 4

Defense Market Outcomes: Measuring Traffic
on the “Two-Way Street”

Thus far, this study has examined the nature and extent of impediments to market access
in order to develop an overall sense of the openness of national defense markets in Europe
and the United States. As discussed at the outset, a second, independent way to assess mar-
ket openness is to focus on real-world market “outcomes” —trends in defense trade and
investment flows, the footprints of foreign defense firms in the different markets, and the
degree of Transatlantic defense cooperation.

This chapter therefore examines such “outcomes” with respect to the current balances
and trend lines of defense trade, investment and cooperation between the United States and
Europe in order to get a separate picture of the degree of autarkic behavior on both sides of
the Atlantic.

In a certain sense, this is a new analysis of the fabled “two-way street” in Transatlantic
defense trade. Europeans for many years have complained that the street really is “one-way”
in nature, with Europeans purchasing large quantities of U.S. systems and subsystems while
the United States acquires only trivial numbers of European systems. During interviews
with European industrial and government representatives, there was a frequent mention of
the “imbalance” in defense trade.

Five Key “Two-Way Street” Metrics

The metrics analysis below addresses this core issue and serves as a check on the
validity of the market access analysis set forth above. Specifically, we have evaluated:

e Transatlantic Defense Trade Flows;

* Value Added: U.S. Presence on European Platforms and European Pres-
ence in U.S. Platforms;

* Foreign Direct Investment in Europe and in the United States;

* Transatlantic Defense Footprints; and

¢ Strategies of Defense Firms to Cope With Challenging Markets.

Transatlantic Defense Trade Flow
Our analysis of Transatlantic trade flows examines several components:
* The magnitude and balance of trade (U.S.-to-Europe and vice versa);

* Relevant shares of defense markets (i.e., the U.S. share of the European market and
vice versa); and
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* The values and trends for Foreign Military Sales (FMS) and Direct Commercial
Sales (DCS) with respect to U.S. trade with Europe.

* The first provides a measure of the value and balance of trade between the United
States and Europe; the second, an indication of the importance of the markets to
each side; and the third, a sense of the main sales channels used by the United States
in marketing to Europe.

Transatlantic Defense Trade: Magnitude and Balance

As shown in Figure 35, the United States has been running a large defense trade surplus
with the European countries covered by this study. As these countries include the largest
U.S. defense trading partners and account for the majority of the Transatlantic defense
trade (as will be shown below), these results essentially serve as a rough indicia of the trends

for all of Europe.”

As Figure 35 reflects, U.S. defense exports to the European countries studied grew
sharply from $1.2 billion in 2002 to more than $6 billion in 2006 —mainly in response to
operational requirements for coalition forces in Iraq and Afghanistan; there were a number
of sales of aircraft, tactical vehicles, chemical and biological warfare systems, helicopters and
logistics support products.” U.S. sales to Europe have been declining since 2005 but still
are at much higher levels than earlier in the decade—totaling more than $5 billion in 2007.
The drop-off appears to reflect a drawdown in European participation in various operations
related to the war against terrorism as well as the completion of necessary acquisitions.

Nonetheless, the total picture over the six-year period covered shows that U.S. defense
exports have increased fivefold, representing a major penetration of the European mar-
ket—albeit under unique circumstances. The data reflects that European countries studied,
notwithstanding a long-term desire to buy more European, largely procured U.S. equip-
ment for urgent operational needs.

In contrast, European exports to the United States totaled only $511 million in 2002, and
increased to only $621 million by 2004 (see Figure 42 below).” European sales to the United
States then increased significantly in 2005 and 2006—to $1 billion and $1.5 billion respec-

*The defense export data on Figure 35 is compiled by the U.S. Defense Security and Cooperation Agency (DSCA).
Methodological issues have arisen with respect to a portion of DSCA’s data. Specifically, through 2004 DSCA
employed modeling to measure U.S. defense exports. Beginning in 2005, however, DSCA began using the U.S.
Customs Service Automated Export System (AES) to measure the actual value of goods exported. However, the data
for Germany in the years 2004-2007 exhibits considerable anomalies when compared with the Department of State-
Directorate of Defense Trade Controls (DDTC) Section 655 Reports to Congress. While the Section 655 Reports
tally only defense exports requiring State Department approval, the figures between DSCA and DDTC generally
correlate. In 2005, however, DSCA’s data showed U.S. defense exports to Germany at $7.3 billion, while the Sec-
tion 655 Report showed only $1.5 billion. Cognizant Department of Defense (DoD) representatives were unable
to account for the discrepancy. They believe the DSCA data for Germany, collected during the first year the new
methodology was used, to be flawed. We therefore have treated 2005-2007 Germany data as a system error. Figures
for Germany between 2004 and 2007 are therefore estimated by averaging the DSCA and Section 655 figures.

'An examination of Department of State-DDTC “Section 655 Reports” to Congress on defense exports shows
France, Germany and the United Kingdom (UK) all purchasing large amounts of spare parts and components for
communications equipment, sensors, electronic warfare systems, chemical and biological warfare systems, aircraft,
helicopters, tactical vehicles and training equipment during this period. This indicates efforts to increase opera-
tional readiness and support forces deploying out of area.

* European exports do not include sales by U.S. subsidiaries of systems and products manufactured in the United
States. They only include actual exports from European countries.
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Figure 35 U.S. Defense Trade Flow With European Study Countries, 2002-2007
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Figure 36 U.S. Defense Exports to Europe—FMS vs. Commercial Sales
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Figure 37 Defense Exports to Study Countries, 2002-2007
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Figure 38 U.S. Defense Exports: European Customers, 1998-2007
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Figure 39 U.S. Defense Exports: “Old Europe” vs. New Europe
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tively—primarily due to U.S. acquisition of European “niche” systems needed for the wars
in Iraq and Afghanistan (e.g., mine resistant vehicles, engineering equipment).” European
exports to the United States slipped slightly to $1.2 billion in 2007.

U.S. Foreign Military Sales remains an important element of U.S. defense exports to
Europe. According to the Defense Security and Cooperation Agency (DSCA) Factbook,™
FMS deliveries (not agreements) for the years 1998-2007 were $34.3 billion as compared to
$29.1 billion in Direct Commercial Sales. From 2004-2006, the proportion of DCS to FMS
dramatically increased; by 2007, however, there was a rough parity, as shown in Figure 36.

When U.S. sales to each European country are viewed separately, the United Kingdom
(UK) was the largest U.S. export customer over an extended period, followed by Greece
and Germany. As shown on Figures 37 and 38, the UK purchased more than $8.6 billion
in defense goods during 2002-2007 and roughly $10.4 billion from 1998-2007. Germany
bought more than $5.4 billion in defense goods from 1998-2007, including $4.5 billion from
2002-2007. In both Germany and the UK, purchases from the United States after 2003
appear driven by current operational requirements, and not by long-term procurement
needs. The large sales to Greece reflects its extensive use of FMS financing. Italy was the
fourth largest customer in the 2006-2008 period, followed by France and Poland.

¥ We determined this by reviewing both awards in the Documental Solutions database and detailed sale-specific data
in reports prepared by European defense export control agencies found on the website of the Stockholm Interna-
tional Peace Research Institute (SIPRI). See Appendix I for more details on these reports.

" DSCA Factbook 2007, op. cit.
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Figure 40 U.S. Defense Exports to “Big Five”
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Figure 41 U.S. Defense Exports, “Old Europe” as Percentage of Total Europe
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Figure 42 U.S. Defense Imports from Study Countries, 2002-2007
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Viewed regionally, the North Atlantic Treaty Organization (NATO) and European Union
(EU) “new accession” countries of Central and Eastern Europe (termed “New Europe” in
our Figures) have become important new markets for U.S. defense companies (due to their
need to re-equip with modern, NATO-compatible equipment and lack of indigenous pro-
duction capacity). However, as shown on Figure 39, in dollar terms, the countries of “Old
Europe” remain the principal customers for U.S. defense exports.

Within “Old Europe,” the so-called “Big Five” (France, Germany, Italy, Spain and the
UK) still make up the main U.S. customer base, accounting for more than half of all U.S.
defense sales to Europe. During the peak years of 2005-2007, the Big Five accounted for as
much as 80 percent of U.S. exports to Europe (see Figures 40 and 41).

U.S. imports from the European study countries, viewed separately, are shown in Figure
42. Not surprisingly, the UK was the single largest European supplier country, with sales
of $2.5 billion. France was the second largest supplier, with sales of $1.3 billion (again, only
including imports and not sales of U.S.-produced articles by U.S. subsidiaries of French
companies). Beyond that, no other country had U.S. export sales of more than $532 million
to the United States, indicative not only of the relatively small size of their industrial bases
but also the inability of their products to penetrate the U.S. market.

Importance of the Transatlantic Defense Market

More critical than the volume of the Transatlantic defense trade flow is its importance
relative to the total defense export markets in both Europe and the United States. As shown
in Figures 43 and 44, European exports to the United States have risen both in absolute
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Figure 43 European Defense Exports
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Figure 44 European Exports to United States as Percent (%) of Total European
Defense Exports
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Figure 45 U.S. Defense Exports, 2001-2006
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Figure 46 U.S. Exports to Europe as Percent (%) of Total U.S. Defense Exports
50

45

40

35

30

25+

20

15

10

N I

0 T T T T T |

2001 2002 2003 2004 2005 2006

Percent (%)

Source: SIPRI Yearbook, 2008.



130 ForTRESSES AND ICEBERGS

Figure 47 European Imports as Percent (%) of U.S. Defense Procurement,
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value and as a proportion of total European defense exports. By 2006, sales to the United
States grew to become one fourth of total European defense exports while the total value of
all European exports declined from $14 billion to just under $6 billion. In other words, as
other markets stagnate or decline, the U.S. market has become much more important to the
health of the European defense industry.

Europe has always been an important market for the U.S. defense industry. From the
end of the Cold War through 2001, with the decline of global arms procurements gener-
ally, Europe’s share of U.S. defense exports began to increase even as the total value of both
European and global exports declined. In other words, while European defense procure-
ment declined, it declined at a slower pace than did defense purchases in other parts of
the world. With the outbreak of the wars in Iraq and Afghanistan, U.S. exports to Europe
burgeoned while exports elsewhere remained largely constant (see Figure 45). Thus, Europe
as a share of total U.S. defense exports increased significantly, from roughly 30 percent in 2001, to a
peak of 47 percent in 2005, before declining to 43 percent in 2006 (see Figure 46).

Relative Market Shares

Although Europe and the United States are becoming more dependent upon each other
as customers for each other’s defense exports, their relative share in each other’s defense
markets has remained relatively constant over time.

As can be seen by Figure 47, imports accounted for about 2-2.5 percent of U.S. defense
procurement between 1987 and 1994, with European defense imports accounting for 1-1.5
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Figure 48 European Imports as Percent (%) of U.S. Defense Procurement,
2002-2006
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percent (see Figure 48). For the period 2002-2006, imports still accounted for 2-2.5 percent
of U.S. defense procurement. During that period, however, European imports rose from 0.5
percent of U.S. procurement in 2003 to just under 1.5 percent in 2006 (see Figure 49). Thus,
although the magnitude (dollar value) of European defense sales to the U.S. has increased
significantly, U.S. procurement has increased proportionally—resulting in a European
market share back at its historical norms.

Imports have always accounted for a higher proportion of European defense procure-
ment. Until recently, Europe was highly dependent on the United States for major weapon
systems such as fighters, guided missiles and warships. However, that dependency has
diminished over the past two decades with the emergence of a strong indigenous European
aerospace and defense industry. During the period 1987-1994, imports accounted for about
20-25 percent of total European defense procurement. And, U.S. imports accounted for
10-15 percent of total European procurement during the period (see Figure 49).

Throughout the late 1990s, U.S. exports as a proportion of European defense procure-
ment fell through a combination of reduced European defense spending and an emerging
preference for European solutions to operational requirements. Programs such as Euro-
fighter, Meteor BVRAAM and A400M displaced competitive U.S. systems such as the F-16
Fighting Falcon, AMRAAM (Advanced Medium-Range Air-to-Air Missile) and the C-17
Globemaster III. Accordingly, by 2002, U.S. imports accounted for only about 4 percent of
European procurement.
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Figure 49 Imports as Percent (%) of European Defense Procurement, 1987-1994
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However, as European military forces began re-equipping to meet operational require-
ments for the wars in Iraq and Afghanistan (as well as to meet general security needs), U.S.
imports began to account for an increasing proportion of European procurement spending.
From a low of 3.8 percent in 2002, U.S. imports rose to 6 percent of procurement in 2003,
9 percent in 2004, and an astounding 34 percent and 22 percent in 2005-2006, before falling
to a more modest 10 percent in 2007.

In sum, the U.S. market share in the European defense market today is roughly 5 to 6
times greater than the European share of the U.S. defense market (which can be seen by
comparing Figures 48 and 50).

Global Market Share

The competition between the U.S. and European defense industries has a global as well
as a Transatlantic dimension. Given the relatively smaller size of European defense budgets
relative to the U.S. budget, European companies in general are more dependent on exports
for their revenue base than are U.S. companies. Given the small size of defense budgets and
markets in Europe, sizable European firms typically receive a small percent of sales from
their home country customer. Thus, not surprisingly, the major European companies are
receiving in the range of 66-75 percent of their revenues from non-domestic customers. In
contrast, larger U.S. defense companies typically receive only 15-30 percent of sales from
export customers. The need for export sales thus drives the European desire to penetrate
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Figure 50 U.S. Imports as Percent (%) of European Defense Procurement
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the U.S. defense market. Even if the U.S. defense budget is no longer growing significantly
year over year, it is still the single largest source of defense contracts in the world.

Since 2001, the United States has captured an increasing share of the global defense mar-
ket— primarily at the expense of Europe and Russia. By 2007, the United States had defense
exports worth some $14 billion, or roughly 51 percent of the global total of $27 billion. At
the same time, European defense exports have declined from $10-14 billion in 2002-2004,
to just $6 billon in 2007; European global market share during that period declined from 43
percent to just 22 percent. See Figure 51.

Viewed in this light, the long-term survival of the European defense industry hinges
upon its ability to do several things: 1) capture most of the high value added programs in
Europe (to the detriment of American suppliers); 2) penetrate more fully the U.S. market
and increase the value added of its offerings; and 3) do better against American competition
in the rest of the world.

Trade Flows and Market Share: Conclusions

Analysis of Transatlantic trade flow trends thus appears to support the conclusions of the
market access analysis in Chapter 3. While U.S. exports to Europe increased significantly
between 2004 and 2006, the “bulge” appears to be the result of meeting immediate require-
ments for operations in Iraq and Afghanistan, and not part of a long-term trend toward
greater Transatlantic procurement. The subsequent decline in European purchases of U.S.
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Figure 51 Global Defense Industrial Market Share
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Figure 52 European Share of Global Defense Markets by Country
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Table 13 Major European Competitions Involving U.S. Companies, 2002-2006

u.s. European

Program Name Country Competitor Competitor Winner Date
E-3 AWACS UK Boeing BAE Boeing 1989
AAQ-24 Nemesis DIRCM UK Northrop Grumman  BAE Northrop Grumman 1995
Hellfire Longbow UK Lockheed Martin LFK (MBDA) Lockheed Martin 1995
WAH-64 Apache Longbow UK Boeing Eurocopter Boeing 1996
ASRAAM UK Raytheon MBDA MBDA 1996
CASOM UK Raytheon, Boeing MBDA MBDA 1996
Nimrod MR.4A UK Lockheed Martin BAE BAE 1996
IRIS-T GE Raytheon BGT BGT 1998
Airborne Standoff Radar UK Raytheon BAE Raytheon 1999
(ASTOR)

Future Large Airlifter Intern'l  Boeing Airbus Industries  Airbus Industries 2000
Bowman Recompete UK General Dynamics  Thales Group General Dynamics 2002
BVRAAM UK Raytheon MBDA MBDA 2002
Skynet V UK Lockheed Martin Paradigm Paradigm 2002

Communications ~ Communications

UK Future UK RaytheonThales British Aerospace British Aerospace 2003

Aircraft Carrier

British Support Vehicle UK Oshkosh, Stewart & MAN, Mercedes MAN 2006
Stevenson Benz

defense products in 2007 corresponds to the completion of European re-equipment for Iraq
and Afghanistan as well as a drawdown of European forces in both conflicts.

Conversely, while there has been an increase in European exports to the United States,
this includes primarily “niche” systems needed to support U.S. operations in Iraq and
Afghanistan. Moreover, while there was an increase in the magnitude of European defense
exports, European exports as a proportion of U.S. defense procurement has remained con-
stant for more than a decade. On the other side of the ledger, while U.S. exports to Europe
increased both absolutely and as a proportion of total European procurement, the trend
peaked around 2006 and subsequent years show a decrease toward more historical norms.
Thus, absent special circumstances (urgent operational needs or “niche needs”), the trade
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flow data seems to point toward somewhat more autarkic behavior in Europe and continued
U.S. indifference to European imports except under specific circumstances (see below).

The erosion of the European defense industry’s global defense market also shows an
industry under pressure from the United States, Russia, and rising powers such as Israel
(fourth largest defense exporter after the United States, Russia and France). With Euro-
pean companies being far more dependent on exports than are their U.S. counterparts,
their long-term survival depends upon excluding competition from their domestic markets,
penetrating more fully into the U.S. defense market, and holding off the United States in
the rest of the world.

Value Added: U.S. Presence on European Platforms

The quality of defense trade can be evaluated by examining the competitive posture of
U.S. companies and the types of work they are performing (i.e., are they competing at the
prime major subsystem level or the lower-tier contractor level in the market).

In the market access analysis in Chapter 3, we reviewed the extent to which U.S. firms
can compete for awards in Europe (i.e., which awards were sole source, cooperative, and
competitive). Here, we focus on a different outcome-oriented question: are U.S. companies
winning these contracts that are competitive and do they have any meaningful role on the
European cooperative programs?

Here the data raises concerns. As shown in Table 13, since the late 1980s, there have been
fewer major European defense competitions (albeit more competition overall), with fewer
awards to U.S. prime contractors. While Table 13 is by no means exhaustive, it does tend
to suggest that U.S. companies have won prime contract awards in Europe primarily when
there is no viable European competitor (e.g., E-3 AWACS) or a preferred European team
was not able to perform (e.g., Bowman Recompete).

A review of major competitive programs valued at more than $50 million for the last
three years (2006-2008) in the European countries studied indicates that European defense
competitions are generally won by European companies. As shown in Tables 14 and 15, out
of 33 major competitions, U.S. companies won a total of three, for a win rate of 9.1 percent.
If we limit the analysis only to those programs on which U.S. companies are known to have
bid, the rate improves to 20 percent. But the impression given by Table 13 above appears to
hold true: U.S. companies generally win only when: 1) the U.S. offering is so demonstrably
superior as to be the only viable choice; 2) the United States already has a developed product
that would otherwise have to be developed by a European source at a sizable expense; or 3)
the European candidates prove unable to perform.

Table 15 Summary Results of Major European Competitions, 2006-2008

Total uU.s. U.S. U.S. U.S. Win Percent U.S. Win Percent
Programs Bids No-Bid Unknown Wins (Total Programs) (Known U.S. Bids)
33 15 9 8 3 9.1 20.0

An anecdotal review of recent European major programs also suggests that U.S. firms
have increasingly less significant roles in the value chain. Thus, the U.S. content in Euro-
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Table 16 U.S. Participation in Top 25 European Programs in Millions of Dollars ($)

U.S. Participation

Sub Sy