CONSOLIDATION OF
THE U.S. DEFENSE
INDUSTRIAL BASE

John Deuich

The U.S. government has promoted defense industry consolidation in the past
decade as part of its acquisition reform policies, to help control costs and
promote efficiency. But when the Department of Defense (DoD) reversed its
pro-consolidation policy, defense firms were left financially less secure from
the acquisitions and mergers — and the hoped-for reductions in tangible assets
have been marginal. What is the best way forward?

s the administration of George W.

Bush considers national security

priorities for the 21st century, it
will necessarily address the health of the
U.S. defense industry and consider poli-
ciesdesigned to ensure an industrial base
adequate to meet U.S. security needs.
During most of the post-Cold War decade,
the industry has faced a relatively stag-
nant defense budget. Not withstanding
improvements in efficiencies, the net re-
turn on invested capital has been inad-
equate for many of the leading firms.
Share prices, which tumbled in 1998 and
1999, have recovered somewhat during
the past two years, asaresult of improved
performance by several firms and the
expectation of near-term defense budget
increases. However, | believe there is a
crisisin the defense industry with origins

that need to be better understood if
effective policies are to be adopted.

The first Clinton administration ac-
knowledged strains on the defense
industrial base and put into place two
policiesto address this problem: acquisi-
tion reform! and an industry consolida-
tion policy. Although much remainsto be
done, there has been considerable
progress on acquisition reform. On the
other hand, the success of the consol-
idation policy that attempted to balance
the number of competing firms with
efficiency has been more controversial.

In 1993, analysts assigned by Secre-
tary of Defense Les Aspin to conduct a
“bottom-up review” of U.S. defense
posture concluded that the defense indus-
try needed to be restructured. Then
Deputy Secretary of Defense William J.
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Perry announced to industry leaders, at
what has come to be referred to as the
“Last Supper,” the Department of Defense
(DoD) policy to encourage consolidation.

In July 1993, serving as the Undersec-
retary of Defense for Acquisition and
Technology, | introduced rules for shar-
ing savings from consolidation between
DoD and industry. The Defense Science
Board formed atask force, composed of
defense industry executives and govern-
ment lawyers, to address the antitrust is-
sues raised by the consolidation policy.
In the five-year period of 1993-1998,
many major defense firmsmerged or were
acquired.

In 1998, DoD unexpectedly reversed
the pro-consolidation policy and urged the
Department of Justice (DOJ) to reject the
proposed merger of Lockheed Martin and
Northrop and the proposed General
Dynamics acquisition of Newport News

stimulate thinking about one central pro-
position: Giventhelikely level of defense
expendituresover thelong term, the health
of the U.S. defense industry depends on
reducing the asset base devoted to defense
by both the commercial and government
sectors.

RATIONALE FOR THE
PRO-CONSOLIDATION PoLicY

The Aspin-Perry team proposed the
necessity of consolidation because of the
more than 40 percent drop, in real terms,
of DoD investment expenditures — pro-
curement plus research and development
(R&D) plus construction — and the ex-
pectation that these expenditures would
not return to the mid-1980s Cold War
levels. If theindustrial base was properly
sized during the higher level of expendi-

Shipbuilding.  tures of the mid-1980s, the inevitable
“The purpose of The absence conclusion was that{ in the 19903 and
the consolidation of aclear sig- beyond, the de_rfense industry infrastruc-
policy was to nal ending the  ture had to Shl’l _nk by as mugh as 4Q per-
encourage mergers consolidation  cent to remain in balance with declining
that reduced the policyisunfor-  post-Cold War defense budgets. It fol-
level of assets tunate because  lowed that it was necessary to reduce the
allocated to it left several  assetsallocated to defense, in both private
defense.” defense firms  and public sectors.

stranded on a The purpose of the consolidation policy

different course. In the spring of 2001,
both General Dynamics and Northrop/
Litton made offers for Newport News
Shipbuilding, thus re-opening the indus-
try consolidation question for the Bush
administration.

Herel will review the reasoning behind
the pro-consolidation policy, to assess
what went right and what went wrong,
and speculate on the way forward for the
U.S. defense industry.2My purpose is to

wasto encourage mergersthat reduced the
level of assetsallocated to defense. At the
time, DoD focused on reducing physical
assets. property, plant, and equipment.
Total assetsincludetangible assets (physi-
cal assets plus working capital) and
intangible assets or “goodwill.”

If assets were not reduced, smaller
defense budgets would mean unit costs
would rise, inevitably placing downward
pressure on profit margins available to
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industry. If returns on capital declined,
defense aerospace companies essential to
a strong defense infrastructure would be
introuble, and thiswas not in the interest
of the nation, DoD, or stockholders. The
policy intent was to encourage the com-
panies, through normal capital market
mechanisms, to make rational business
decisionsthat would result in fewer assets
devoted to defense.

Accordingly, DoD sought to reducethe
asset base or “infrastructure” committed
to defense. For government-owned facili-
ties, downsizing meant an aggressive
effort through the Base Reduction and
Consolidation (BRAC) process to close
bases and government-owned shipyards,
depots, and laboratories. For the private
sector, downsizing demanded a pro-
consolidation policy. The DoD leadership
recognized that the government was un-
likely to be successful at directing exactly
how consolidation should take place.
Instead, sharing cost savings from con-
solidation would give industry an in-
centive to downsize. Industry and the
capital markets would determine the best
manner to adapt to the new policy.

Congressional reaction to these initia-
tives was negative. Downsizing means
fewer jobsin congressional districts; Con-
gress never likes to see less government
expenditures at home, despite agreeing
with the general proposition that down-
sizing is needed. Congress termed DoD
defense industry policy “payoffs for lay-
offs” and placed limitations on govern-
ment sharing of savings with private
industry.

Congress also resisted BRAC, but
permitted four rounds of closures before
refusing in 1997 to renew the authority.
Paradoxically, Congress was more

successful at slowing the process of asset
downsizing than reducing the rate of
decline in defense employment. Private
sector defense jobs decline at least in
proportion to reductions in defense
contracts.

EARLY CONSEQUENCES OF
INDUSTRY CONSOLIDATION

Between 1993 and 1998, there was a
burst of defense industry mergers and
acquisitions. Some companies were sell-
ers, for example, General Dynamics,
Loral (after 1996), Ford Aerospace, Texas
Instruments, and North American
Rockwell. Other companieswere buyers,
notably Raytheon, Martin-Marietta,
Lockheed, Loral (before 1996), and
Boeing. There was a significant decline
in the number of prime contractors and
top system integrator companies in the
defense-aerospace sector.

The impact of each transaction de-
pended on the business circumstances of
the firm from the potential for greater
efficiency from
downsizing to
increasing mar-
ket share. But
there were also
both positive
and negative
impacts on the
financial situa-
tion of a company that were influenced
by the financing strategy of the acquiring
company and that, in turn, inevitably
influenced the behavior of the firm.

When two companies effect a stock-
based merger (and pool their balance
sheets®), the resulting balance sheet is

“Private sector
defense jobs
decline at least

in proportion to
reductions in
defense contracts.”
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simply the sum of the balance sheets of
the two entities. If one company acquires
the other, the seller takes the proceeds and
puts the resources to productive use el se-
where in the economy. The acquiring
company pays for the purchase by using
available cash, issuing new equity, and
taking on new debt. If the purchase price
exceeds the book value of the acquired
company, an intangible asset or “good-

will” is created on the balance sheet.
Infact, most of the consolidation of the
1990s took place by acquisition rather
than merger; and taking on significant
amounts of new debt, financed most of
the transactions. There was a significant
increase in the level of assets employed
as a result of

lower costs or more competitive products,
thus justifying a premium over book value.
However there are also cases when the ac-
quiring company may just be over-paying.

In my view, all three of these reasons
wereevident in theindustry consolidation
process of the early 1990s. There is ho
guestion that the desire to acquire comple-
mentary technology and intellectual
capital were significant factors in many
of the transactions. Moreover, we know
that the combinations presented opportu-
nities for efficiency improvements, be-
cause, | believe, in al cases, the surviv-
ing combined companies were able to
report significant cost savingsto the U.S.
government.® Unfortunately, the sharing
of these cost savings between the gov-

goodwill and  ernment and the companies, intended by

“1f one company

acquires the other, an accompany-  DoD policy and anticipated by defense
the seller takes the ing increase in  firms, did not happen because of congres-
proceeds and puts debtburdenfor ~ sional restrictions and the opposition to
the resources to most of the  “payoffsfor layoffs.”
productive use large acquiring In the 1993-1998 period of euphoria,
elsewhere in the defense com-  defense companies experienced signifi-
economy.” panies, notably ~ cant increases in equity prices based on
Lockheed- the expectation of revenue growth and

Martin and Raytheon. Because of the
larger debt burden, operating cash flow
and income needed to increase to pay the
additional interest charges,* if netincome
and return on equity wasto remain fixed.

There are two good reasons why com-
panies are willing to take on new debt or
issue equity as a significant part of the
cost of an acquisition. First, theacquiring
and selling firms may see value in com-
bining their intellectual property, know-
how, and customer relationships, which
are not explicitly carried on the balance
sheet as an asset. Second, there may be
synergy and efficiency in the operations
of the combined companies that lead to

margin improvement from cost savings.
In 1998, the outlook for the industry be-
gan to darken for severa reasons. First,
DoD reversed the consolidation policy.
Second, expected cost savings were not
shared with the companies, and hence
margins were squeezed, especialy from
increasing interest payments on debt re-
quired tofund acquisitions. Third, defense
companies making acquisitions were
overly optimistic about the expected
growth in top-line revenues from DaoD,
foreign military sales, and commercial
spin-offs of defense technology. The
anticipated increase in defense outlays
had not materialized.
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Finally, some key companies found it
difficult to manage their expanded enter-
prises effectively in all respects and to
meet their optimistic financial targets. The
capital markets quickly shifted to more
glamorous (at that time) dot.com and
high-tech stocks not associated with
defense.

THE DEFENSE INDUSTRY IN 2000

The consolidation process came to an
abrupt end in 1998, when DoD and the
DOJ became concerned about the impact
of industry consolidation on competitive-
ness. DoD turned down the proposed
L ockheed Martin acquisition of Northrop
and the proposed acquisition by (a re-
emergent) General Dynamicsof Newport
News Shipbuilding. But DoD did not in-
dicate whether further downsizing was
necessary and, if so, how it was to be
achieved. After al, DoD’s responsibility
for the national defense demands that the
department be concerned with the long-
term strength of the defense industrial
base. But how should this be achieved?

By the beginning of 2000, the defense
industry was in amuch different position
than anticipated in 1993. Assets were not
significantly reduced, profit margins had
declined, and government outlays for
defense investment were still flat. For
several companies, return on equity had
fallen to below the cost of capital to ser-
vice their debt. Several of the leading
companies had been downgraded by the
financial credit agencies,® so that their
debt was on the verge of not being invest-
ment grade. This means that their cost of
capital rises, and funding investment is
more expensive.

During the period from 1993 to 1990
thelevel of assetsof defensefirmsdid not
fall, and profit margins declined signifi-
cantly. This of course is a generalization
for theentire sector asof 2000.” Some com-
panies closely followed the trend (e.g.,
Lockheed Martin, Raytheon, and TRW);
others did not (General Dynamics, Boe-
ing, and Northrop). But for DoD prime
contractors, on average, the net move in
assets has not shown adecline, but return
on equity has declined. (The situation for
mid-tier contractors is somewhat differ-
ent, although this sector has also experi-
enced considerable consolidation since
1985.)

There are a number of reasons why it
isdifficult to collect financia datato sub-
stantiate thistrend. The bal ance sheets of
companies that
were acquired
are not always
comparable to
the reporting of
the subsequent
parent com-
pany. Frequent-
ly, the historical
dataarenotina
form that per-
mitstracking of
the variables of interest. For example, the
concern here is with company sales to
DoD, not total sales which may include
both commercial salesand salestoforeign
governments.

Moreover, datais not always available
for different asset categories of interest
(e.g., tangible assets such asworking capi-
tal and property, plant and equipment) and
goodwill. Nevertheless, some estimates
arepossible. For thetop five defense con-
tractors,®inthe six-year period from 1993

The consolidation
process came fo an
abrupt end in 1998,
when DoD and the
DOJ bhecame con-
cerned about the
impact of industry
consolidation on
competitiveness.”
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to 1999, the value of total assets (intan-
gibleplustangible) rose 32 percent. In that
same period, the value of tangible assets
fell 7 percent.

For this calculation, the asset base for
each of the top five contractors (in 1999),
the 1993 asset baseisthe sum of the assets
of the firms acquired during the six-year
period. The data further indicate that the
companies were more efficient, at least
using the measure of productivity of
operating assets: between 1993 and 1999,
the operating asset “turns’ (i.e., theratio
of revenue to operating assets) improved
from 1.59 to 1.94 — an impressive 20
percent.

The startling fact is that tangible (i.e.,
operating) assets have decreased rel atively
little, and total assets have increased

significantly
during the six-

“With profits year period.
and equity prices The reason
falling, companies that tangible
have moved to assets have not

declined more
significantly
(asintended by
the pro-con-
solidation policy) is that the incentive is
not there. The Pentagon’s originally in-
tended incentive of sharing cost savings
has simply not occurred.®

| do not have data to confirm that a
similar trend in asset growth has also
occurred at second- and lower-tier defense
firms, although that is my impression.
However, evenif thetrend isrestricted to
primes, it is a problem for the entire
defense industry because supplier firms
depend on the health of the primes.

Defense companies understandably
have become concerned about the future.’°

With profits and equity prices falling,
companies have moved to reduce capital
investment and cut discretionary Research
and Development (R&D). The industry
and DoD worry about retention of talented
technical people who understandably are
attracted and recruited by the technology
firms in the commercial sector.

The industry speaks of several ways
that this adverse trend might be reversed.
First, DoD investment (procurement plus
research, development, test, and evalua-
tion, RDT&E) outlays have increased
significantly during the past five years,
thusregaining asignificant fraction of the
decline experienced in the late 1980s and
early 1990s. The DoD budget estimate is
givenin Table 1.

There is some optimism that the DoD
investment account will continue to in-
crease at 5 percent per year. Past history
suggests that these projections of DoD
investment increases may prove optimis-
tic, which will only make matters worse
for the defenseindustry. Further increases
in investment require an increase in the
defense budget; this seemsunlikely given
the tax cuts and shrinking surplus.

Moreover, an increasing portion of
these new R&D and procurement funds
may not find their way to the largest de-
fense companies that focus on platforms,
such as new combat ships or aircraft or
system integration. The reason isthat the
changesin technology (referred to asthe
“revolution in military affairs’), depend
more on information technology than
hardware platforms.

Advances in information technology
now make it possible for joint military
commandersto have near-real-timeinfor-
mation available about the size and dis-
position of enemy forces. When this
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Fiscal Year
Budget Authority 1996 2001 2002
Procurement 42 62 62
RDT&E 35 41 47
Total DoD 254 296 329
2 |n billions of (current) $

Table 1. DoD Budget Estimate*

“battlefield awareness” is coupled with
highly accurate munitions and the capa-
bility for information warfare, it is pos-
sible to imagine anewly configured U.S.
military capability that can assure supe-
riority in any conceivable conventional
major military conflict situation for some
decades to come.

Thisnew military power requires many
fewer traditional platforms— combat air-
craft, ships, and armored vehicles— and
much greater reliance on reliable and
secure information networks that can
distribute precise information to the
appropriate level of command. Secretary
of Defense Rumsfeld has indicated a
preference for the DoD to seek such
“transformational” weapons systems.

Second, industry has aggressively ex-
panded its share of theinternational arms
market, but the potential here is limited
by export controls on the most desirable
high-performance systems and by the
shrinking of the size of this market.

Third, there is the related interest in
increasing trans-Atlantic cooperation in
the hope of opening new markets in
Europe. At present, this possibility seems
limited, because European defense bud-
gets are declining, and Europe is moving

toward aso-called “ European defense and
security identity,” which includes strength-
ening the European defenseindustry base.
Moreover, if trans-Atlantic partnerships,
joint ventures, or mergers take place,
without areduction in assetsemployed on
both sides of the Atlantic, the basic prob-
lem — too much defense industrial base
for anticipated defense needs — is not
effectively addressed.

Put another way, the European defense
and aerospace industry faces the same
problem as does the U.S. defense indus-
try.? But adjustment in Europe is likely
to be even more difficult than in the United
States because of the stronger state role
in Europe. Consolidation between U.S.
and European defense companies that
does not result in asmaller infrastructure
does not do the trick.

Finally, defense and aerospace compa-
nies have been aggressively seeking ways
to enter commercial markets. An indi-
vidual company may or may not be suc-
cessful in this effort; the record indicates
that larger companieswill find it difficult
to be competitive. At the same time that
defense and aerospace companies are
seeking commercia opportunities, DoD
is quite appropriately seeking to reform
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its procurement practicesto make greater
use of commercial productsand services.

Today, in the age of information tech-
nology, commercial companies can meet
DoD needs at lower cost, and frequently
they are technically more advanced than
defense companies. Increasing emphasis
on information technology means that
procurement and R&D are likely to shift
increasingly away from traditional aero-
space and defense companies to
commercial firms.

To summarize, as a result of acquisi-
tions, many companiesin the defenseand
aerospace industries have added to their
debt, which has resulted in lower earn-
ings, cash flow, and credit ratings. Cash
flow and profitability have generally
declined, and
there are few
opportunities

thenation. Not surprisingly, Congress has
seized upon this problem. Since Congress
does not know exactly what to do, it has
taken the time-honored action of estab-
lishing a “Commission on the Future of
the U.S. Aerospace Industry” (Section
1092 of the Fiscal Year 2001 Defense
Authorization Act) to study the problem
and bring forth recommendations. What
is the range of choices open to the
commission?

As a monopsonist, DoD has great
power in the defense market, but how
shouldit exerciseitsclout? Therearethree
broad choices:

» Do nothing.
» Take prudent short-run measures.

* Introduce new financial incentives.

DoD has great

f
power in the to grow out 0

defense market this problem. Thereisagreat deal to recommend the
but how should '“ Not surpris-  first option of doing nothing. Any action
exercise its clout?” ingly, market  that benefitsthe defense companiesissure

valuations

have declined
(although during 2000 there was a gen-
eral recovery from the lows). The net
result is companies and talented individ-
uals are leaving the industry and those
companies that remain must reduce
expenditures on internal R& D and other
effortsto create new technology andideas
for the future. But robust stock prices
should not betaken asareliableindicator
of good health of defense firms.

CHOICES FOR GOVERNMENT PoLicY

This weakness of the U.S. defense in-
dustry is certainly not in the interest of

to be attacked immediately as using tax-
payer money to bail out firms that made
mistakes. Moreover, the defense industry
is not homogeneous, and therefore, each
firm is in different financial circum-
stances. Also great differences exist be-
tween the large system integrator and
prime contractor firms and the lower-tier
supplier firms.

Any set of actions means that some
firms will benefit more than others, so
DoD will be properly called upon to
defend the particular measuresit putsinto
place. | do not envy the new DoD offi-
cials who will try to put together a con-
sensus on what should be done — seek-
ing agreement between the industry,
Congress, and other interested executive
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branch parties, such as the Office of
Management and Budget.

It is surely true, however, that nothing
should be or will be done until there is
clear agreement on the nature of the prob-
lem and the desired solution. | believe
there is wide agreement on the nature of
the problem but much less agreement on
the desired solution. The reason for this
apparent paradox is that we are not clear
about the kind of defense industry we
need for the future. Thislack of clarity in
turn is caused by uncertainty about the
threats we will face, and therefore the
nature and size of the military forces we
will need to provide for the common
defense.

Secretary of Defense Donald Rums-
feld'scomprehensive effort to redefinethe
defenseforce’ sneed inthefutureisanec-
essary step toward deciding on what as-
pects of the present defense industry
should be encouraged, and what part of
the industry should be allowed to wither
away. Nevertheless, we will be reluctant
to take action because of an understand-
able suspicion that the government is not
very good at that sort of industrial policy;
the incentives it sets, all too often, prove
ill chosen.

Within the range of plausible future
security scenarios, it is possible to iden-
tify with some degree of certainty thetype
of defense companies the country will
need. These companies will need to per-
form the technically complex and de-
manding task of system integration. They
will have to manufacture high-perfor-
mance platforms (e.g., nuclear subma-
rines, combat aircraft, missiles, and com-
bat support systems that will remain the
backbone of our conventional military
capability). They must build networks

that task, collect, process, exploit, and dis-
tributeintelligence. Moreover, these com-
panies need proficiency at dealing with
the DoD acquisition system. That is no
easy matter despite the considerable
progressin DoD acquisition reform.

But this specification leaves out a lot.
The assumption is that the required asset
base will be much smaller, but how small?
And, what about second- and third-tier
suppliers? Will there be more horizontal
consolidation? Moreimportant isaques-
tion about the
change in the
nature of de-
fense. To what
extent areexist-
ing contractors
focused on plat-
formsneededin
the information
-age warfare
model ?Will the
traditional de-
fense primes or the commercial sector
provide much of the new network-based
warfare systems? The answer to these
questionsinfluencesthe policy optionsthe
government should consider.

Uncertainty and prudencethusleadsto
the second option: short-run measuresthat
will help maintain the aerospace and
defense industry, without embarking on
a major alternative course of action.
Several proposalsin this vein have been
put forward: increase progress payments
on contracts,*® speed contractor payments
and recognize subcontractor billing ear-
lier, reduce the number of controlled con-
tractor lineitem numbers, increase use of
multiyear procurements; and, going for-
ward, improve the sharing of cost savings
from downsizing. Note that sharing cost

“Any set of actions
means that some
firms will benefit
more than others,
so DoD will be
properly called
upon to defend the
particular measures
it puts into place.”
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savings does not address the size of the
government infrastructure, and that it does
not necessarily mean that financial assets
will bereduced proportiondly to reductions
in tangible assets, on which the sharing
of cost saving is based.

All of these measures increase cash
flow and improve profitability of defense
companiesgenerally at relatively low cost.
| certainly favor their adoption. But none
of the short-term measures address the

central prob-
lem of excess

How would a proposal look that links
short-run cash-flow benefit with a com-
mitment to reduce asset |evels devoted to
defense? One way is to permit interest
payments on a given amount of debt to
be charged as an expense to DoD con-
tracts, if the contractor agrees to reduce
the level of assets devoted to defense in
the future by a specified amount and for
a specified period of time. This arrange-
ment seeksto improve the profitability of
defense firms in the short run, while

moving to thelong-term goal of reducing
“A company that is

0l d and capacity inthe  unneeded assets. Ideally, this offer would
::Iie:‘:::gzii;l;s defense sector.  be extended only to those firms that had
4 Adoptingmea-  less efficient or less needed assets and

disadvantaged.”

sures whose
main effect is
reducing the cost of capital for defense
companies certainly helpsthem deal with
their short-run financial predicament, but
it doeslittle to encourage reducing the as-
Set base of the sector.

The third policy option is for DoD to
set new financial incentivesthat will move
the defense industry in the desired direc-
tion of shedding assets, while remaining
politicaly acceptable and fair to all firms
in the sector. L et me explore one proposal,
to demonstrate how difficult atask it will
be to craft an acceptable policy measure.

One measure that would ease the con-
siderable debt burden of defense firmsis
to make interest payments an allowable
chargeto contracts. But thiswould hardly
be anincentiveto reduce assets. Infact, it
would be a disincentive. Once the gov-
ernment agrees to pay a portion of the
interest charge, the effective cost of capi-
tal declines. Thefinancial incentive must
be linked to a requirement to reduce
assets.

capability.*

It ismost improbable that amechanism
of this sort would ever be adopted. First,
it assumes an enormous amount of |ati-
tudein government action asto who might
benefit from the proposal. Typically, the
government is not good at making such
judgments. Second, the assistance mecha
nism amounts to a significant subsidy
available only to firms who have debt. A
company that is not leveraged and relies
on equity isdisadvantaged. Third, the pro-
gramisdesigned to assist contractorswho
have had traditional business with DoD
and hence can identify the portion of
their business assets that is dedicated to
defense.

But how would this assistance program
encourage the increasing number of
commercial firms who sell products and
services to DoD to do business with it?
And what about the many supplier firms
who serve DoD only by subcontract to
primes?

Meanwhileindustry consolidation pro-
posals continueto comeforward for DoD
and antitrust approval. The government
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will soon decide whether to allow the
previously mentioned General Dynamics
and Northrop/Litton offers to purchase
Newport News Shipbuilding; both com-
panies have offered about $2.6 billion for
the company. Newport News has assets
of about $1.5 billion and long-term debt
of about $0.5 billion; if the transaction is
approved approximately $0.6 billion will
need to be financed by either additional
debt or capital.

Effectively, the assets employed in
nuclear powered shipbuilding will in-
crease whoever “wins.” Perhaps the syn-
ergies from the acquisition will lead to
cost reductions that make the transaction
profitable for the company and attractive
to the government; the extent of profit-
ability for the company depends to a
significant degree on how much sharing
of cost savingsis allowed by DoD.

Almost certainly DoD is considering
how to balance the opportunity to cut costs
(which need not beto the benefit of either
contractor) with desire to preserve some
degree of competition. The consequence
that either of the transactions will result
in greater assets being devoted to the
already capital-intensive nuclear ship
platforms industry is probably not being
considered.

We face a policy problem that is not
easy to resolve. A consolidation policy
seeks to achieve a balance between com-
petition and efficiency in order to keep
defense costs low. Too much consolida-
tion leads to an arsenal system with a
single public or private supplier without
competition to encourage new ideas and
lower costs. Too little consolidation means
that the tangible and financial asset base
of the industry is too large and costs too
high. The balance depends not only on

the number of firmsinvolved in aparticu-
lar sector (e.g., combat aircraft), but also
on the total size of the asset pool com-
mitted and how it is configured.

The correct balance depends, impor-
tantly, on the future sustained level of
defense spending. | suspect (despite
today’s optimism) that the likely future
level will not be adequate to support the
current size of the defense industry base.
Accordingly, consideration will be given
to how consolidation might take place
at both the prime and subcontractor
level in away that assures competition,
innovation, and cost containment.

| cometothree conclusions. First, DoD
needs to state a clear policy for defense
consolidation,
so that therules
going forward
are understood
by the defense
industry. This
policy should
beclearly based
on the defense
industry infra-
structure needed to support the U.S. de-
fense posture. The policy should describe
the criteria the government will use for
granting approval and, the standard for
horizontal and vertical integration and
for cross-border transactions.

Second, DoD should return to the ear-
lier policy of sharing savingsfrom shrink-
ing the tangible asset base. This is the
single most important incentive for indus-
try to downsize. Cost sharing does not
assure reductions in particular areas. But
DoD isunlikely to craft anew policy that
provides significant incentives to reduce
infrastructurein those areasthat in some-
one’s judgment deserve to be smaller,

“A consolidation
policy seeks to
achieve a balance
between competition
and efficiency in
order to keep
defense costs low.”
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given the present and future security en-
vironment. It isjust too hard to formulate
a policy that will be both equitable and
politically acceptable.

Third, market forces eventually will
bring the private defenseindustry to asize
at which return on invested capital is
judged to be reasonablein light of antici-
pated risksand returns. (A similar market
mechanism does not exist for the public
sector enterprise of shipyards, depots, and
laboratories, so we cannot anticipate a
natural economic downsizing evolution
here).

If the government does not take deci-
sive action, there will bealong wait for a
healthier environment. Most important,
we should remember that the public

objective isto assure adefense industrial
base (public plus private) that meets our
security needs — market criteria are
means to this end but not an end in them-
selves. We should not rely on financial
markets to give us a properly sized
defense industrial base.

Finally, defense firms on both sides of
theAtlantic should avoid acquisitionsthat
result in the commitment of greater finan-
cia assets, unless reductions in tangible
assets, such as plant, property, and equip-
ment, can be identified to justify the
additional debt or invested capital re-
quired to close the transaction. Relying
on optimistic projections of cash flow and
operating income is not enough.
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ENDNOTES

Acquisition reform refers to improv-
ing the Department of Defense devel-
opment, procurement, testing, and
mai ntenance of needed products, ser-
vices, and systems.

There have been a number of studies
of the defense industrial base. Oneis
the Defense Science Board Task
Force report, “Preserving a Healthy
and Competitive U.S. Defense Indus-
try to Ensure our Future National Se-
curity” (April 2000). Another was
done by Booz, Allen, & Hamilton:
“U.S. Defense Industry Under Siege
— An Agenda for Change,” J. R.
Harbison, T. S. Moorman, Jr., M. W.
Jones, & J. Kim (July 2000).

Itislikely that the Financial Account-
ing Standards Board will eliminate
the use of pooling and require pur-
chase method accounting. At the same
time it will revise the treatment of
goodwill, eliminating amortization
and requiring impairment testing. The
accounting consequence for defense
firmsis not clear but in any case not
germane to my main argument.

Interest on debt is not an allowable
charge to government contracts.

The General Accounting Office
(GAO) has documented saving in
some cases. Seethe GAO report “ De-
fense Restructuring Costs. Informa:
tion Pertaining to Five Business Com-
binations” (GAO-NSIAD-97-97).
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6.

10.

See exhibit 3, page 4 of the Booz,
Allen, and Hamilton study cited in
Endnote 2.

The most recent transaction,
Northrop-Grumman's acquisition of
Litton, announced on December 21,
2000, continues the trend but is less
egregious. Northrop paid $5.1 billion,
including adopting debt of $1.3 bil-
lion, for Litton. Litton’sannual report
for 2000 list assets of $4.8 billion:
$0.9 hillion is property, plant, and
equipment, and $1.3 billion is good-
will.

The top five firms, in terms of DoD
sales, are Boeing, General Dynamics,
L ockheed-Martin, Northrop-Grum-
man, and Raytheon. | am indebted to
Frank Caine, Chief Financial Officer
of Raytheon for assistancein gathering
this data.

E. Gholz and H. M. Sapolsky argue
that while there have been many
mergers, there has been little reduc-
tion in defense industry production
lines or physical asset base. Seetheir
1999 articlein International Security
(Vol. 24, pp. 5-51).

The American Institute of Aeronau-
tics and Astronautics (AIAA) seri-
ously addresses theseissues. See, for
example, “Defense Reform 2001 —
A Blueprint for Action (Proceedings,
February 14-15, 2001, Washington,
D.C)).
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11.

12.

National Defense Budget Estimatefor
2001 [On-line]. Table 6.9, www.dtic.
mil/comptroller/fy2001budget (June

27,2001). DoD newsrelease No. 287-
01, giving President Bush’samended
fiscal year 2002 defense budget. DoD
procurement for RDT&E fell from
$160 billioninfiscal year 1987 to $85
billion in fiscal year 1997 in fiscal
year 2001 dollars.

My impression is that the consolida-
tion that has occurred within Europe,
for example the formation of Euro-
pean Aeronautics Defense and Space
Company (EADYS), has taken place
without a reduction in capacity.

13.

14.
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Indeed, DoD recently announced an
increase in the rate of progress pay-
ments on contracts.

Such a proposal might well send
equity prices of participating firms
skyrocketing. In order to avoid a
“windfall” profit from thisregulatory
change, the financia package might
include warrants for the government
(much as was done in the Chrysler
bailout inthe 1970s) to assurethat the
taxpayer gains, if some agreed equity
price ceiling was exceeded.



