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Abstract

Since the end of the Cold War the United Statesdmsrged as the world’'s
largest and almost unchallenged arms exporter. Memvéhe export success story
of US defence firms has also led them to cast edatfyest offset obligor. In this
paper we analyse how the US public and privaterschas reacted to the
increasing importance of offsets in internationahs trade. We will show that,
from the 1970s, two groups of actors has appea@ding opposite views about
what the US reaction on this issue should be. Amiliegum was then
established, quickly pushing the US administrattonadopt a rather neutral
attitude exemplified in what is known as the “Dumddemorandum” of 1978. In
spite of the important evolutions that had occuteddr, the spirit of the “Duncan
Memorandum?” still constitutes the heart of the US/eynment official attitude
towards offsets in defence trade. However, the pgigram, with its specific
work sharing process, may be considered as indimedtinnovative US reaction
to the offset issue.
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1. Introduction

The important decline in defence spending followthg end of the Cold War
resulted in reduced levels of international arnaslér However, the US defence
industry experienced a genuine export success storyng this same period.
Between 1984 and 1994 world arms exports shrunk frwre that 90 billiohof
dollars to only 44 billion. In 1999 the level of vid arms trade was still
representing only 57 per cent of its level of 198#multaneously, US defence
companies succeeded in maintaining an overall &sing trend in their exports.
In 1999 US arms exports totalled 33 billion of dofl comparing with only 22
billion in 1984. The US share of world arms expartsre than doubled between
1984 and 1999, increasing from 24 to 64 per cent.

Figure 1. Arms Exports

Arms Exports (Data from ACDA /US DOS)
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US defence firms also became more dependent omgfionearkets: according to
SIPRI Lockheed Martin’s share of exports in totaha sales raised from 8 to 24
per cent between 1989-1991 and 1996-1998. For Bdeimcreased from 16 to
25 per cent and for Raytheon from 8 to 11 per c®itwation was almost the same
in Western Europe: facing defence spending adjustiaropean firms also tried
to compensate by increasing exports. Comparatteeiyeir US counterparts, they
were less successful in augmenting their marketesbat the importance of
exports in their activity was also rising.

! In constant 1999 US dollars, data from World Mitit Expenditures and Arms Trade (WMEAT)
reports published by the US Arms Control and Disamant and Agency (ACDA) and later by the
US Department of State. Last data available isL889, because no new report has been released
since 2002.
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Thus, the level of competition in the internatiomfence equipment market
noticeably increased since the end of the Cold Wing buyers negotiating
power they didn’'t enjoyed before. But instead oingsit to exert pressure on
armaments’ prices, importing countries resortethtoeasingly demanding offset
policies.

Offsets represent provisions to an import agreeniettveen an exporting foreign
company and an importing public entity, that oblitpe exporter to undertake
activities in order to satisfy a second objectifetree importing entity, distinct
from the acquisition of the goods and/or servides form the core transaction.
They were already present in the 1970’s but uhtl ¢énd of the Cold War they
became omnipresent. AlImost every arms importinghtguoday has, whether by
practice or law, offset requirements attachedstaniiport agreements.

Facing the combination of reduced defence spendimgdy continuous rise of

armaments’ unit production costs, an increasing bemof small and medium

countries found they were unable to maintain arepetshident defence industry
(Struys [2004]). The only way their industries cha perpetuated is through
access to large world’s prime contractors supphbircland offsets appeared as a
fundamental tool to obtain it.

The export success of US defence producers alsthéed to cast as the largest
offset obligor. Data provided by the United StaBepartment of Commerce’s
(US DOC) annual report on “Offsets in Defence Ttadmn illustrate this trend.
Graph 2 shows the evolution, between 1993 and 2004ffset agreements
entered into by U.S. defence contractors. We carttsst both the value of offset
agreements and the offset percerftageve been increasing since 1993. Between
1993 and 2004 offset agreements totalled 55 billimtiars. The last report
published states that “the weighted world trendffset percentages rose from
49.3 percent to 99.5 percent” if expressed by aingpthree year weighted
average. Over the period European countries weranhst demanding with an
offset percentage increasing from 87.1 percent 31195) to 128.5 percent
(2002-2004). However, in the Rest of the World etfffsercentages demonstrated
a highest rate of growth over the same period: faonmnitial value of 27.6 percent
they reached 77.9 percent.

! United States Department of Commerce, “OffsetdDafence Trade”, various editions (last
2005).

2 The Offset percentage is the ratio of the valueftdet agreements on the value of the related
exports. It is the most adequate measure of thel lefvoffset requirements, offsets agreements
value being very sensitive to year by year changése value of related exports sales.
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Figure 2. Offset Agreements in Defence Trade by USrms
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As the export share of US defence companies’ bssiveas increasing and
simultaneously offset requirements were becomingendemanding, the “offsets
in defence trade” issue gained in importance. Havéve US Government Policy
towards offsets has remained surprisingly stalieesthe end of the 1970’s. It is
essentially based on the “Duncan Memorandum of "L8¥%& first introduced the

neutral stand of the US Government that is stilfarce today. It is therefore
important to investigate the positions of the US/ate parties concerned with
offsets in order to provide a consistent analy$ithe determinants of the related
US Government policy.

The purpose of this paper is not to provide a cetepiiescription of all measures
related to the US Government policy towards offsatd its evolution: such a

survey can be found in Milligan [2003]. We will tesid focus on the analysis of
private parties’ positions in relation with the sdf issue before describing the
main aspects of the resulting public governmenicgolTaking into account the

influence of private sector’s positions in the aefe offset issue will be our main
contribution comparatively to previous studies ba tJS policy towards offsets

by Udis & Maskus [1996] and Milligan [2003].

Section 2 (3)analyses the contrasting positionsl gl two groups of private

parties affected by offsets: the large exportingnpr contractors on one side
(section 2.1-3.1) and representatives of labousllsand medium subcontractors
and firms unrelated to the defence and aerospaterseon the other side. Then,
section 3 (4)will highlight the main characteristioof the resulting US

Government policy towards offsets. Finally, secté&®) will account for recent

developments and shed some light on future prospect
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2. Private Sector’s Positions towards Defence Offie

The increasing role of offsets in international etefe trade induces contrasting
reactions from the actors involved. Two positiorsvén emerged in the US
context, the first opposed to any attempt to limdustry’s ability to provide
offsets, the second advocating even unilateraloacto limit their effects or
simply eliminate them.

2.1. Prime Contractors: Offsets as a fact of life

Large US defence and aeronautics prime contractatsbit a long-lasting
suspicion of any US government’s potential actioat ttould reduce their liberty
in operating offsets linked to export sales. In thighly competitive defence
equipment market of the post Cold War era, offastsamong the most powerful
tools to winning export contracts. Some rare casee even been reported where,
in the process of evaluation of competing bids, artipg governments attach
more importance to the quality of the offset proposs than to the technical
characteristics of the defence equipment they ayab.

Therefore, from the prime contractor’'s point of wjeany inability to satisfy
importer's demands will more than probably resuit surrendering export
contracts to competition. As summarised by Joehdoh from the International
Aerospace Industry Association during congressitealings held in 1999, .\.
offsets are an issue that is controversial, but with which we in industry must
cope if we are to continue making the foreign sti@s are critical to maintaining
our defence industrial base and the jobs of thekenxs that constitute that base...
The US government should not take unilateral messuhrough statute or
regulation to control offsets which would simplyusa business to go to foreign
competitors (except for current technology transfesstrictions related to
security} .

This argument is reinforced by the export succekshe US defence and
aeronautics sectors are exhibiting. While the U8nemy as a whole displays
huge trade deficits, these two sectors count antbboge that present a genuine
trade surplus. And offsets are sometimes suppoeethatre a considerable
influence over this succes8JS has the world's largest economy, it can be
argued that offsets provide a form of marketingaadage to US firms. That is,
the US can absorb offset requirements, includinghesqourchases from the

! Testimony of Joel Johnson (International Aerosphmhustries Association)U.S. House of
Representatives [1999], Committee on GovernmenbiRef Subcommittee on Criminal Justice,
Drug Policy, and Human Resources, "Offsets Relatedilitary Sales", June 29, 1999.
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customer country, with little or no impact on ouwresall economy, more readily
than our competitors. This marketing tool is pastarly important to the US

defence industry given the lack of official US ekfioance for defence products
and technology transfer controls that often preelwir competing with our best
technology“*

Studies on the impacts of defence offsets on thedefénce preparedness and
industrial base undertaken by US Office of Manag&noé Budget and by the US
DOC also provide support for such a position. Neirgle report has been able to
establish the presence of a net negative effeabfiskets on the US defence
industry. Quite the reverse, conclusions steadippsrt that the jobs lost in result
of offsets are more than compensated by the jobatend or maintained by the
export sales they made possible. As reported byNtt@nal Defence Industrial
Association (NDIA), “It is worth noting that the Ppartment of Commerce has
determined that U.S. defence exports with offsee@ments have resulted in U.S.
job creation at a net of over 28,000 workyears afiypisince 1993%

Despite the fact that report’s conclusions are gadlyefavourable to the prime

contractor’'s point of view, some have expressedceos regarding their

publication. According to them the publication ajgeegated data on offset
agreements and transactions induce two importaestef risks. First, there is the
possibility of an exaggeration of “the problem”pesially by people who are not
familiar with the offset question. Second, givingbficity to present and past
offset agreements may result in increasingly defimgnimporter’s offset policies

in the future.

Finally, a last argument may be provided in explajrprime contractor’s position
on offsets. We already mentioned that offsets negdnsidered as a “necessary
evil” that is crucial in winning export contractBut evidence exists, suggesting
that offsets per se may in some cases provide tdireefits to the exporting
firms. Neuman [1985] reports that Rockwell Interoabal trying to satisfy
countertrade obligations discovered a new supgberforgings permitting to
realize savings of 40 percent. Redlich & Miscavd®@96] provide another
instance: « Members of the client company recognikat by acting as a catalyst
to bring representatives from numerous parts ottrporation to Israel, the need
to develop offsets opened up opportunities thaemitse would have gone
unnoticed, or still worse, gone to the competiti@i.the 100 potential projects,
over 30 were rated as top priority initiatives. & were signed and executed
towards the end of 1993, prior to any selectiothef plane or the en%ine, due to
their enormous relevancy and contribution to thedseof the company:’ »

Indirect evidence can also be gathered in the guryeMartin & Hartley [19953a]
on the experience of British exporting firms witfiset requirement by importing

1 .
Ibid.
2 NDIA [2004], “Background Paper on Offsets”, p. 1.
® Redlich and Miscavage [1996], “The Business ofsélf A Practitioner's Perspective. Case
Study: Israel”, in Martin Stephen (ed.) [1996], ‘@ Bconomics of Offsets”, p.404.
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governments “In six of the 11 offset sales the respondentd $aat the offset
obligation had led to the discovery of new, lowest; sources of supply and in all
six cases the intention was to continue to do ssirwith new source once the
offset obligation had been fulfilled.It can be argued that changing suppliers of
complex components induce high search and switchogjs that may act as
barriers to entry and trade. Therefore, if the ek gains are limited in
comparison to search and switching costs relatwitts incumbent suppliers are
continued even if potential more efficient supdieexist (lanakiev [2005]).
Offsets are then used by importing governments ndude this search and
switching activity. Offsets not only provide highercentives to operate such
activities, but also give the possibility for sdarand switching costs to be
subsidized by the importer. Costs of offsets amoat always integrated in the
price of the equipment sold in the core transactiod are therefore supported by
the importet. For US exporters, the recovery of offset costgisn possible
inside the Foreign Military Sales at the condititiat these costs are funded by
foreign government cash or repayable Foreign Miyliinancing fund$

In short, US defence and aerospace prime contsaater relatively favourable to
multilateral negotiations with foreign governmebt# strongly oppose unilateral
government’s initiatives that could undermine these of offset as a competitive
tool for winning export contracts. The sole exceptadmitted concerning cases
when only US companies are competing for an expmtract.

In general, the position of prime contractors isfarced by the findings of the
studies on the impacts of offsets, but they ateeratautious in what concerns the
data publication. Of course, they are also favderab the possibility to recover
offset costs in the FMS system.

2.2.Labour Unions and Small Suppliers and Subcontr@ors: Offsets are
stilling our jobs

Offsets point out to an extraordinary asymmetrywieein the exporting prime
contractor’'s and some of their suppliers. Wile finener form an essential party
in export contract negotiations with foreign govasents, the latter, and especially
small and medium sized, are mostly absent. As aemprence, they are not able to
directly defend their interests during offset agneats’ negotiations. The same
reasoning applies also to labour organisationstariidims unrelated to defence or
aerospace that are hurt by what is known as “iotlinen-defence offsets”. It is
not surprising to see that the main concerns abifsgts are raised by these same

! The survey concerns exclusively the British degefions’ experience, but there is no reason to
reject,in principle, that the results can transpgoshe US case.

2 Martin and Hartley [1995a], "Defence EquipmentpBrts and Offsets: The UK Experience."

Defence Analysjdl1:1, p 29.

% Evidence can be found in Martin and Hartley [1995%is is also a fact that is openly admitted

by defence industry’s offset representatives.

* Detailed discussion can be found in Milligan [2P03
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parties. They form the principal group asking fovgrnment intervention in the
offset issue and their action has been frequemtiped by different members of
the United States Congréss

The difference in conceptions between the primetraotors and the labour
organisations can by exemplified by the followineckhration by Thea Lee from
AFL-CIO: “Industry clearly believes that offsets are not ajom problem. It is
not surprising that the issue is perceived difféisehy industry and workers. It is
an issue of inconvenience to industry. It is a peobof much greater significance
to workers. Industry can move production to gainrkef access and still earn
profit; workers are left out®.

The important reduction in employment in the sectooncerned, especially in
aerospace, represents naturally a huge issuebfoudarganisations. According to
Stanley Sorscher’s (Society of Professional EngingeEmployees in Aerospace)
statement during congressional hearings held in42G06tal US aerospace
employment fell by 50 percent between 1990 and 2004vhat concerns R&D
scientists and engineers there is an 83 perceunttied when comparing to levels
of 199F. Of course, a large part of this employment reiducts the result of
industry consolidation. But for labour and suppBssociations, offsets also bear
an important responsibility in explaining the lasfsjobs. Therefore, form their
point of view “ ... the United States can no longer be complacert ledving
offset policy in the hands of private parties. Hoaclusion of some people that
offsets are at best, a way for the U.S. to entegidm markets and at worst a
"necessary evil' must be rejected once and for \&4lhile much more must be
learned about the precise impact that offsets dhafatheir variations have on
the U.S. work force, what we do know is that labglloffsets as "an
inconvenience" or a "necessary evil" is an unacablet response to the U.S.
aerospace workers, their families and the commemitihat have made this
industry so successfuf*

Some indirect evidence for the importance of thgmasetry between parties
involved in offset negotiation and fulfilment andose that are absent can be
found in the US DOC study on the effects of offsetsthe US subcontractor
basé. Results show that subcontractors involved inilfinf offset obligations
had an average gain in employment of 20 percemtdsst 1998 and 2002, while

! Another group can also be mentioned : defenderstraft arms control as the Federation of
American Scientists are also opposed to offsetsis(ldohd Maskus [1996]). However their
influence seems to be limited and the FAS intesitets “Offsets Monitoring Page” is apparently
not updated.

2 In Wessner (ed.) [1999], “Trends and Challengefénospace Offsets”. Washington: National
Academy Press, p. 77.

% Testimony of Stanley Sorscher (Society of Professi Engineering Employees in Aerospace),
U.S. House of Representatives [2004], CommitteeAomed Services;Department of Defence
Trade Offsets", July 8, 2004.

* Testimony of Owen Herrnstadt (International Asation of Machinists and Aerospace
Workers), US House of Representatives [1999], @p. ¢

® US DOC [2004], “Offsets in Defence Trade and ti& Slibcontractor Base”, August 2004.
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subcontractors that were not involved had a 2.5gmrdrop (and a 10.9 percent
drop for the subcategory with negative view on ei§}. However, the same report
states that 51 percent of responding subcontrabtmspositive experiences with
offsets comparing with 36 percent with negativeezignces. Another interesting
conclusion is that employment, for both prime caators and subcontractors,
significantly increased between 1998 and 2002. Saitlusions substantially
weaken the positions of parties advocating a diiatgrvention of the US
Government aimed at reducing or eliminating offsefdeir arguments are
however frequently echoed by members of the US @msg but with a rather
limited effect on legislations that are effectivalyopted.

Less regularly, companies unrelated to defence amrdspace are harmed by
offsets and enter the debate. The most famous dgasiphe complaint by the
Wisconsin-based Beloit Corporation concerning Nanpts support to the Finnish
company Valmet in a competition for the supply aper-making machines to the
International Paper Company. Northrop offered asemmive payment to favour
the Finnish offer in order to satisfy offset obligas contracted during the sale of
F-18 to Finland. Finally, Beloit was able to winetltontract by substantially
lowering its bid. This case eventually called thterstion of senator Feingold who
sponsored, in 1994, one of the little offset-resing legislations that were
successfully adopted. Further discussion on thentfedd Amendment” will be
provided in section 3.

To summarise, labour associations, small and medisized suppliers’
representatives and some indirectly hurt compafees) the core of the group of
private agents asking for the US Government toctlirenterfere and regulate
offsets. Of course, they are favourable to muéiiat negotiations, but also
strongly advocate unilateral action. Unlike prin@niractors they are eager for
more data to be collected and published. Finallgirttviews are frequently
conveyed by some members of the Congress.

In the following section we will show how thesevate parties positions were
transposed in the US Government’s posture towdfdsts in defence trade.

3. The US Government policy toward offsets

It is possible to distinguish three main questiooscerning the US Government
response to the offset issue: the question of tinectdinvolvement of the
government in offset transactions, the one conngrithe data gathering and
publications and finally the question of multilatenegotiations versus unilateral
action.

311



Proceedings of the f0Annual International Conference on Economics agcufity

3.1.Direct involvement in offset agreements

The first modern offset agreeméitivolving the US government was entered into
in 1973 (Milligan [2003]). Australia purchased tarfrigates from the US and an
offset agreement aiming at an offset objective ®fp2rcent on best effort basis
was concluded. Obligations has to be met by pricatgractors, but, in case of
failure, the US DOD has to provide opportunity faustralian companies to bid
for US Government purchases on a strictly competibiasis (Milligan [2003]).

In July 1975 another offset agreement was signdtichwvas to produce much

more important consequences. In this agreemeatgreto the Swiss purchase of
F-5 combat aircrafts, the DOD acted “as guaranbortlie offset commitments

entered into by the major US prime contractbr#s Northrop and General

Electric were unable to comply on time, DOD was stoained to intervene by

directly purchasing, or promoting the purchase,Sefiss products (Udis and

Maskus [1996]).

Finally, a third large contract was signed with waydr’s cartel formed by the
governments of Belgium, Denmark, Netherlands andwidg. In 1975 they

purchased 348 F-16 combat aircrafts and were gtapgeticipation in their

production for a value of 40 percent of the purehaBhey also obtained a 10
percent participation in the production of the US@-order and 15 percent for
third countries’ orders (Struys [1996]).

This early experience with offsets promptly indueedhange of the DOD policy.
Dissatisfaction with the outcome of the Swiss dftsensaction finally led, on the
fourth of May 1978, to the establishment of a fdrstatement on the DOD policy
towards offsets known as the “Duncan Memorandui@fom that moment on the
DOD, and more generally the US Government, refasgdinvolvement in offset
agreements. The responsibility for concluding dftsgreements and satisfying the
resulting obligations was entirely devolved to tieporting companies. From
1978 to present days US Government conscientiounegpected the rule
established by the “Duncan Memorandum”. Only oneeption was made in
1984 when DOD took part in an offset agreement \Wigtherlands related to the
sale of Patriot Missiles, but it was motivated bgtional security concerns
(Milligan [2003]).

If we consider the private parties positions dématiin section 2, the “Duncan
Memorandum” appears as a clever positioning byueGovernment in relation
with the emerging offset issue. In what is freqemégarded as a “hands off

! From a US point of view the origin of offsets éslie found in the coproduction agreements of
the post World War 1l period. Their objective washelp European allies in rebuilding consistent
defence production capacities. However, these geraents were quite different from the current
offsets that really emerged in the 1970’s. Moreailied discussion can be found in Milligan
2003].

L Udis and Maskus [1996], “US Offset Policy”, in MarStephen (ed.) [1996], op. cit., p.359.

® The memorandum was signed by Deputy Secretanetdrize Charles Duncan.
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policy”, almost entire freedom was granted to ekgsr to enter into offset
agreements. Potential support to offsets transacdiiom the DOD or other
agencies was no more available, but defence prongactors’ ability to compete
for export contracts remained intact.

The Memorandum presents a second advantage of igherhimportance. It

protects the US Government from being criticiseddose of participating in

offset agreements. It is unquestionably more cotalfibe to face labour and
supplier associations’ criticism against offsetsrirsuch a neutral position: not
doing enough to protect US jobs is not such a cifrmempared to being directly
involved in their transfer abroad.

The “Duncan Memorandum” established a surprisingtgble institutional
compromise. lts spirit still forms the heart of thiS official attitude towards
offsets and has survived to numerous attempts é\Cingress aiming to inflect
policy towards a less neutral stand. In 1990 thdt§VHouse, prompted by the
Congress, issued “The US Government Policy on @ffge Military Exports”.
The statement was a response to President’'s dbhgato establish a
comprehensive policy on the subject resulting frone National Defence
Authorization Act of 1989 passed by the Congresers¢ months ago. The policy
statement (Box 1) is essentially a restatementhef “Duncan Memorandum”
reasserting the neutral attitude of the administnatowards offsets. Immediate
disapproval arose from some members of the Congnegsng that a policy of
non-involvement in offsets was actually a “non-pgli. As multiple examples
guoted in section 2 attest, this same criticisndenrvarious forms, is still present
today. The President’s statement was later embenhidedow with the Defence
Production Act Amendments of 1992. Despite crititiand attempts from
members of Congress to pass “less neutral” legisiat the “Duncan
Memorandum” - based US Government Policy is stilfarce and has sustained
only minor modifications.

! Senator Dixon’s reactions reported by Milligan 3], “The Determinants of United States
Government Policy and Practice Towards Offsets niterhational Trade”, Thesis — Naval
Postgraduate School, Monterey, California, p.65,
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Box 1: 1990 Presidential Policy on Offsets

The policy was announced by the President in AI#B0, in a statement issued
by the White House Press Secretary. Congress iocgd this policy statement
into law with the Defence Production Act Amendmeoitd992 (Pub. L. 102-558,
Title I, Part C, 8 123, 106 Stat. 4198) as follows:

(@ In General. Recognizing that certain offsets fuoilitary exports are
economically inefficient and market distorting, amaindful of the need to
minimize the adverse effects of offsets in militexports while ensuring that the
ability of United States firms to compete for ndly export sales is not
undermined, it is the policy of the Congress that--

(1) No agency of the United States Government stradourage, enter directly
into, or commit United States firms to any offseaagement in connection with
the sale of defence goods or services to foreigemgunents;

(2) United States Government funds shall not be tsdinance offsets in security
assistance transactions, except in accordance peiibies and procedures that
were in existence on March 1, 1992;

(3) nothing in this section shall prevent agenoiethe United States Government
from fulfilling obligations incurred through inteational agreements entered into
before March 1, 1992; and

(4) the decision whether to engage in offsets,thedesponsibility for negotiating
and implementing offset arrangements, reside Wghcbompanies involved.

(b) Presidential Approval of Exceptions. It is thelicy of the Congress that the
President may approve an exception to the poliatedtin subsection (a) after
receiving the recommendation of the National Ség@ouncil.

(c) Consultation. It is the policy of the Congréisat the President shall designate
the Secretary of Defence to lead, in coordinatioth \the Secretary of State, an
interagency team to consult with foreign nationdionting the adverse effects of
offsets in defense procurement. The President sfaémit an annual report on
the results of these consultations to the Congasspart of the report required
under section 309(a) of the DPA.

3.2.Data collection and publication

A field where anti-offset parties were relativelyora successful concerns the
collection of data on defence offsets and its sgibset compilation and
publication. In 1984 the US Congress enacted aments to the Defence
Production Act (DPA) of 1950 requiring, under senti309, the President to
submit an annual report on the impact of offsets dafience preparedness,

! United States Department of Commerce [2005], “@&sn Defence Trade”, p. 26.
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industrial competitiveness, employment, and traflehe United States. The
President delegated responsibility for preparing téports to the US Office of
Management and Budget (OMB), which produced siorspbetween 1985 and
1990. The report series was discontinued from I189tause of the Expiration of
the DPA. In 1992 the latter was amended and redipibtysfor providing the
reports on offsets was shifted to the US DepartmenCommerce (DOC)
Congressional dissatisfaction with the conclusiomstained in the OMB reports
motivated this modification (Udis and Maskus [1996for instance the fifth
report submitted by the OMD stated tHdhe effects of offsets on total US
employment are minor. That is to say, military saddroad with contractually
required offsets are likely to increase domestiplegment by somewhat more ...
than would comparable sales without offsets ... lgrdeecause offsets are
substitute for (but are less labour intensive th#m® imports that would replace
them to finance the foreign sales?..”

The reports produced under section 309 of the DieAbased on data mandatory
reported by exporting firms entering into offseremments exceeding a defined
value. During the 1992 reshape of the DPA this nepg threshold was lowered
from 50 to 5 million of dollars. DOC was able tabsit its first report in 1996.
Since then it has produced ten reports. UnlikeQMB, DOC has never advanced
that export with offsets may be more beneficial the US economy than
equivalent exports without offsets. However theremature of their conclusions
has remained very close to those contained ingperts issued in the late 1980's.
As mentioned before, on a steady basis the DOGaesrtaining that net impact of
offset transactions to the US defence industriakbamains positive because jobs
losses resulting from offsets are more than congiedsby jobs maintained or
created by the exports made possible by offsets.

Dissatisfaction about the data and studies availahl offsets in defence trade is
omnipresent each time the issue is raised. Patiescating the establishment of
limitations on offset activities by US firms are vidusly frustrated by the
conclusions contained in the OMB and DOC reportallsCfor data were so
frequent during the Hearings held in July 2004 by Committee on Armed
Services of the US House of Representatives tlegt pnompted the following
reply by Representative Jim Marshdihll three of you repeatedly called for
data. .... Data calls, and in my experience, that fssures further delay. It is, in
my opinion, a recipe for disaster. And if | am tigthen you can call for as much
data as you wish, and you will never understand fthle problem. There will
always be a call for more data and for more infotima before making
decisions.®

One specific issue retained attention: the lackdafa and specific studies
investigating the impacts of offsets on subcontmagtwhich are the party the

! The preparation of the reports on offsets in dedeirade is under the responsibility of the Bureau
of Industry and Security.

2 Quoted by Udis and Maskus [1996], op. cit., p..365

% U.S. House of Representatives [2004], op. cit.
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most exposed to the potential negative effectsffsfets. Eventually, democrat
Senator Christopher Dodd managed to introduce andment to the Department
of Defense Production Act Reauthorisation of 20&uiring the DOC to produce
a report reviewing the impact of defence offsetableast the first three levels of
the US subcontractor base. The report was issuédigist 2004 and once again
conclusions did not provided strong arguments tppetters of government
limitation of offset transactions (discussed intiec?).

Finally, the important controversy that arose idatien to the Presidential
Commission on defence offsets must be considerdd Tommission was
established in 2000 in response to obligation®ihtced by the Defence Offsets
Disclosure Act adopted the previous year. The Casimn comprised five
members from the executive branch, three fromstg, two from academia and
one from labour. An interim report was made pubiidanuary 2001 but the final
one was never issued. As the Clinton administratuas replaced by the Bush
administration during 2001, the Commission was abtuwlismantled. The five
members representing the executive branch duriegQGlinton administration
resigned and were never replaced. Thus, the Preésdebligation to provide a
report on the desirability and feasibly of a maliral treaty on offsets was never
enacted. This report was owed within the 90 dajleviing the publication of the
Commission'’s final report that eventually neverurced.

Box 2: Selected Findings of the Presidential Comnsmn on Defence Offset$

» Offsets have a direct effect on U.S. jobs byli@ting exports, but they also
supplant a significant amount of work and jobs twauld go to U.S. firms i
export sales occurred without offsets.

* In some cases, offsets hurt the U.S. defencelisumase by transferring work to
foreign firms, but the erosion has yet to showrupverall trade statistics.

* At the same time, defence export sales may beoritapt to the economic
viability of aerospace firms and may provide aremtive for their development of
new defence products and technologies.

* In a number of cases, U.S. technology transfemproved foreign firms
competitiveness but rarely resulted in technologndfer back to the United
States.

» Technology transferred to foreign firms throudfsets does not appear to pase
a special security risk above and beyond that pbgesther technology transfers
by U.S. firms.

* However, recent examples show that U.S. exportrob processes are npt
flawless in preventing the transfer of sensitivehteology abroad and that offsets
could exacerbate any leakages.

—

! GAO [2003], “Report and Recommendations of theeeé Offsets Commission Still Pending”,
p.4.
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In may 2003 the US General Accounting Office (GA€ported to Congress that
the report and recommendations of the Defence GffS@mmission aréstill
pending™ In 2004 the issue was raised during the hearinigstyethe Committee
on Armed Services of the US house of Representatikefew months later the
Bush administration was once again hardly critatjsey Senator Dodd, for the
decision to discontinue the Commission’s wérksevertheless, no progress has
been noticed since then and the Commission renractive.

3.3.Multilateral negotiations versus unilateral aciton

The necessity to conduct multilateral negotiatisnsamongst the few offset-
related issues on which a large consensus existSols legislations since the
1980’s have prompted the President to enter intgotieions with foreign
governments in order to limit offsets or their efd An interagency team leaded
by the DOD was established by the Defence Produétci Amendments of 1992
in order to consult with foreign nations on limginhe adverse effects of offsets.
After exhibiting no activity at least since 200% tteam was suddenly revived in
2004 following the adoption of the Defence ProduttAct Reauthorization for
2003 and the bitter critics Senator Dodd addressetie administration during
the preceding discussions. According to the |gsbnteon defence offsets released
by the DOC, consultations took place in Novembe@=32With representatives
from the governments of France, Germany, Italy démel United Kingdom.
However, no details have yet been made public.ddrsg round of consultations
is scheduled with representatives of seven othantcies.

Despite the large domestic support to multilater@jotiations, the chances for
success appear extremely limited. A resolute opipoascan be expected from
European governments and industry because of tiketliey establish between
offsets and access to the US defence equipmentemafkom the European
standpoint offsets are essentially a reaction éddbk of access to the US market
resulting from various “Buy American” formal or wrmal policies. A report
released by the DOD in April 2006 shows that duriisgal year 2005 less than
one percent of overall DOD contracts were awardedoteign suppliers (US
DOD [2006]).

What's more, some of the incriminated protectioms¢éasures also produce
effects similar to those of offset policies, a faloat is admitted even by US
industry associations:While there are no U.S. government laws or regulations
mandating offsets when the Department of Defeng@D{Dacquires foreign
military equipment, there is a de facto U.S. gowent “offset policy.”

1 .

Ibid.
2 Dodd [2003], Letter of Senator Dodd to Secretdr@ommerce Donald L. Evans, August 8,
2003.
% Such measures are present in the National Defeniterization Act for 1989 and for 1990-
1991, in the Defence Production Act Amendmentsd®21 in the Defence Offsets Disclosure Act
of 1999 etc...

317



Proceedings of the f0Annual International Conference on Economics agcufity

Moreover, that de facto policy has been in placedeer 20 years.* On the
European side, industry’s position can be summeauisethe following statement:
“Unless the issues of imbalance of defence tradgelack of reciprocal access to
the (US) market are resolved, European nations lshawt abolish offsets
requirements, as a sole way to balance trade arslirasaccess to technology.
The USA does not impose formal offset requiremaunttsises tools such as local
content requirements and creation of local secondrees to exactly the same
effect as direct offset? Despite recent support by the DOD to grant somekena
access to suppliers from allied countries, as ekéetp by the award of the
Presidential Helicopter contract to Augusta-Westlanleep changes in US
defence procurement practice are not expected.efdrer European countries
will probably be reticent to curbing their offsetjuirements. And even if a formal
agreement is reached its enforcement will be ex¢hemiifficult as demonstrated
by flourishing offsets in civil aviation despiteghibition by WTO’s Agreements
on Government Procurement and Trade in Civil Aiitcra

As multilateral negotiations on offsets has newaught a positive resilisome
parties turned their attention towards potentialaberal actions. According to
Milligan [2003] propositions to enact a legal proltion of offsets were already in
discussion in 1988. However, any radical propositias been, until now, stopped
by vigorous opposition from the large Prime Cortoes frequently backed up by
the DOD or the entire administration.

As far as the executive branch is concerned ongydirect intervention aiming to
limit offsets can be mentioned. In 1989 two US canips (General Dynamics
and McDonnell-Douglas) were competing for a comhbatraft procurement
contract by the Republic of Korea. Initially Koreanthorities were requiring a 30
per cent offset agreement. When they raised thegirasthds to a 60 per cent level
the DOD reacted by prompting the US companies fwosg offset demands in
excess of the 30 per cent level (Udis & Maskus §lp%uch an intervention was
made possible only because of the lack of non-USpetition over the contract.
Koreans officially accepted the 30 per cent limit tvere able to actually extract a
much higher value (Udis & Maskus [1996]).

Members of the Congress were much more active apqsing legislations to
limit offsets. However, only a few of these progesaere eventually enacted into
law and their scope was rather limited. The mostdias example is the Feingold
Amendment to the State Department Authorisation #ictl994. Direct result
form de Beloit-Valmet-Northrop case discussed irctiea 2 the Feingold
Amendment“prohibits U.S. contractors from making incentivayments to a
U.S. company or individual to induce or persuadenthto buy goods or services

! NDIA [2004], “Background Paper on Offsets”, p. 2.

2 European Defence Industries Group (EDIG) [200EPIG Policy Paper on Offsets”, 2001.

% The only case when an agreement appeared possikleluring the negotiations on the NATO
Code of Conduct that took place in the early 1998@wever the entire Code of Conduct project
failed and no agreement was enacted.
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from a foreign country that has an offset agreemeith the contractor .
Penalties up to 500 000 dollars or five times thki® of the incentive payment
can be applied in case of violation. However theklaf precision in the
formulation of the amendment has prevented its tgacenforcement. This
problem was already reported by the GAO in a repaoldressed to Senator
Feingold in 1997 For some specialists’ the lack of precision appeastrong
enough to raise doubts about the ability of the radneent to even prevent the
case that led to its creatibn

Other legislation that is worth mentioning includése National Defense
Authorisation Act of 1989 directing the presideatenter into negotiations with
foreign governments in order to limit the adverffea of offsets. It served as a
justification to the above mentioned DOD interventiduring the Korean
purchase of combat aircraft in 1989. Otherwise,application was more than
limited.

Surprisingly, and despite chronic failures of casgional attempts to curb
offsets, an important onslaught on the “neutral” G&ernment policy took place
in 2003 and 2004, leaded by Senator Christophedod Congressman Duncan
Hunter.

4. Recent Developments and Future prospects: HeadrAttack
or Indirect Strategy.

4.1. Recent Congressional attempts to put an end the “neutral” US policy
on offsets

In 2003 Senator Dodd successfully introduced annament to the Department
of Defence Appropriations Act of 2004, requiringe tisecretary of Defence to
review offset agreements and their effects on $ipesubsectors of the US
industrial base. The Secretary has to produce artrepicluding also
recommendations to the President regardittge use or administration of
contractual arrangements and memoranda of undedstan... that the Secretary
considers an appropriate responserhe required report was produced by DOD
in February 2005 It basically stated that according to law, DOD rist
participating in offset agreements and is not enged to ask details of such
contracts from private companies. For analysishef ¢ffects of offsets on the
industrial base DOD directed to the DOC reports.

1 US GAO [1997], “Military Offsets. Regulations Nestito Implement Prohibition on Incentive
Payments”, August 1997, p.2.

% |bid.

8CTO, “The Feingold Amendment — Enforcing EthicqRastricting Offsets ?”, CTO, Vol. XXI,
N°11, p. 3.

* US DOD [2005], “Report on Contractual Offset Argements, Memoranda of Understanding,
and Procurement Waivers ", February 2005.
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A second intervention by senator Dodd occurredndudiscussions surrounding
the reauthorisation of the Defence Production Ac2@03. In august 2003 he
addressed a letter to Commerce Secretary Evansptiated to the “troubling
conclusions” and the “seriously out of date datafitained in the DOC reports on
defence offsets Carrying on the fight, Senator Dodd, succeedddtioducing an
amendment to the Act, requiring the DOC to prodimereport on the effect of
offsets on the subcontractor base (discussed tiose@.2 and 3.2).

However, Senator Dodd’s initial intentions werddke advantage of the Defence
Production Act Reauthorisation in order to enactcimstronger offset-limiting
measures. With a bill introduced in October 2008 was proposing to establish
an interagency team, leaded by the Secretary of n@@w®, in charge of
negotiating with foreign governmentthe elimination of offset arrangements,
industrial participation, or similar arrangements idefence procurement’lf
cases were established by this team, where foigdgernments were requiring
offset agreement with offset percentage superidtQ@ per cent, they had to be
referred to the United States Trade Representgtd&TR). In accordance to
section 304 of the Trade Act of 1974, the USTR e supposed to take the
appropriate actions given the presence of arrangesmmnsidered a%an act,
policy, or practice by the foreign country that usjustifiable and burdens or
restricts United States commerce”

However, in the final Defence Production Act Reauigation of 2003, enacted in
December 2003, only a much softened modificati@tgirements were present
restating that an interagency team is to be detagnihat shouldconsult with
foreign nations on limiting the adverse effectsfidets in defence trade ...”

In 2004 another attempt to curb offsets by paskEgglative measures was made.
This time the first move was made by the House eprBsentatives. The first
version of the National Defence Authorisation Amt Fiscal Year 2005 sponsored
by Congressman Duncan Hunter, Chairman of the Ctteenon Armed Service,
included a section 811 prohibiting the DOD from qamng defence articles or
services from, or permitting subcontracts with, refgn suppliers unless the
countries in which they are located agrées apply offsets agreements to the
procurement of defence articles and defence sex¥ioen the United States firms
in the same manner and to the same degree as guearaents are applied by the
Department of Defence to the procurement of defeartieles and defence
services from that country"Under section 811, exceptions were allowed ohnly i
justified on national security grounds and 30 dajt®r the publication of a
notification in the Federal Register.

! Dodd [2003], op. cit.

2 The already existing interagency team was placgeurthe leadership of the Secretary of
Defence. The change of leadership proposed isnsignificant: it is the result of the defiance
towards the desire of the DOD to take strong astiaimed at limiting offsets. DOD was the
initiator of the “neutral policy” towards offsets@ has always been supportive to the defence
prime contractor’s position.
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When the bill came to the Senate, Senator Doddegbim by proposing an
amendment requiring the Secretary of Defence toosepoffsets on foreign
suppliers or subcontractors originating from coistimposing offsets in excess
of 100 per cent to US exporters. Offsets could @lsa@pplied to suppliers from
countries imposing offsets to US suppliers undertracts exceeding 5 million of
dollar.

House section 811 and Senator Dodd’s amendmenedagsite an uproar
During May and June, Acting Under Secretary Mike My sent letters to
members of the Congress expressing DOD’s strongpn to the section 811
of the House Bill. He emphasised that this meastlleapply to almost any US
defence procurement from foreign suppliers and magstion US armed forces
access to some best value state of art productsceus were expressed in
relation to possible resulting failures in coopematprojects like the JSF and
reduced export opportunities for US defence congsani

NDIA was also very active in fighting anti-offseteasures. Letters were sent to
members of the Congress and a specific page oagbeciation’'s web site was
dedicated to the issue. Finally, following contimg pressures from industry and
administration, the anti-offset provisions of thidl were dropped or markedly
softened. Only remained a requirement to the Sagref Defence tddevelop a
comprehensive defence acquisition trade policy thadvides the necessary
guidance and incentives for the elimination of amverse effects of offset
agreements in defence tradeThe neutral policy towards offsets, originating
from the “Duncan Memorandum” of 1978, has once ragesisted an audacious
assault. As stated before, this policy results franspecific configuration of
private actors’ positions regarding offsets. Thauteng US Government’s Stand
is therefore characterised by a high degree ofilgyalChanges are not to be
expected unless a major disruption occurs in tretipas held by private actors
and head-up attacks against the official US Govemntrpolicy will probably still
be successfully repealed in the foreseeable futdiogvever an indirect response
to the issues related to defence trade offsetdbedound in the emergence of new
types of international cooperation projects like #&F program.

4.2.The JSF: an indirect strategy against offsets?

The JSF program was officially launched in 19930kwing the merger of two
previous programs (JAST and ASTOVL/CALF). Its puspas to develop a new
generation of combat aircraft for the joint needshe US Air Force, The US
Navy and the US Marine Corps. Teams leaded by Lee#tiMartin and Boeing
were selected for the Concept Demonstration Ph@s¥). In 2001 the team
comprised of Lockheed Martin, Northrop Grumman &#E was selected and
the System Development and Demonstration (SDD)ehas launched.

! The bill also contained export control provisiavtsich was also strongly opposed by industry
and DOD.
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One of the fields where the program is innovatiemacerns its international
cooperation aspects. The JSF introduces an origiwodel in this respect. Unlike
other cooperative projects the JSF is characteltiyecdear US leadership, strict
US control on technology transfer and a “best Valapproach to contracts’
awarding. The latter implies that there is no liblketween the financial
contributions of participating nations and the wehkare their industry will obtain.
Contracts for different systems and sub-systemscarapeted by the prime
contractor, with suppliers from participating nasobeing offered the opportunity
to bid.

This type of industrial organisation is clearly tdist from the traditional
approach of “juste retour'typical especially in traditional European coojpiera
projects. It is also “a very radical departure froine offset paradigni”by the
early stages financial implication of partner naioNormally no offsets should
be available to countries that choose to buy theradt later without participating
in the program. In theory such an organisation awibid costs increases resulting
from duplications or from the necessity to provid®rk to comparatively
inefficient suppliers. In the same time access élgranted to foreign suppliers
to the extent that they are more competitive.

However, the reality is sometimes rather differdvan the theory. Dissatisfaction
was quickly expressed by partner countries in igawith the insufficient
number of contracts obtained by their industrieam@laints expressed by
representatives of Italy, Denmark and Norway camegy among others, the fact
that members of the winning team leaded by Lockhelkedtin were awarded
contracts without real competition, the preferegoeen by US subcontractors to
their national partners, the lack of systematioinfation diffusion concerning
existing opportunities and the release problematad|to sensible technologies
(Masson [2004]). The frustration of some partnerurtdes’ industry
representatives was large enough for them to dedlaat“The ‘best value’
concept is good in theory, but has failed miserablymplementation?® It is
worth noting that one the major reasons for nonédd®panies not being able to
obtain more JSF contracts is to be found in théditig of the US defence
technology transfer controls. Foreign suppliersqdiently found themselves
unable to compete for contracts because of the seipility to obtain the
necessary authorisations on time.

As result from the partner’s discontent, and fadimgats of withdrawal from the
program, several changes in the organisation ofJ®E program were made.

! «Juste retour” implies the respect of proportidtyabetween participating nations’ financial
contributions and the work share awarded to thetional industry.

% Testimony of Suzanne Patrick (Deputy Under Seryetd Defence — Industrial Policy), US
House of Representatives, Committee on GovernmesforR, Subcommittee on National
Security, Emerging Threats, and International Ratat “Joint Strike Fighter (JSF) International
Industrial Participation”, July 21, 2003.

% Tom Gerhardsen, Pesident of Kongsberg Defence Amrdspace, quoted by DOD [2003],
“International Industrial Participation: a Study Gbuntry Approaches and Financial Impacts on
Foreign Suppliers”, June 2003, p. 58.
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Agencies responsible for export-licensing procesdichted specific staff to the
JSF licensing process and a Global Project Autabois was approved by the
Congress in 2002. These measures aimed at fanoijtdte procedures related to
the transfer of low technology and nonsensitivend#g GAO [2006]). The prime
contractor was also directed to establish an iatenal industrial plan to
anticipate time frames concerning licensing deosio

Concerning the industrial participation another ffication occurred: the “Best
Value” approach was replaced by a “Strategic Beatu®” one. The latter
consisted in awarding some contracts without coitipetto targeted partner
countries’ companies. This is a significant departitom the initial framework
because it re-establishes to some extent a linkdeet financial contribution and
work share. Therefore these effects of foreign gawent’s pressures on the
prime contractor, who bears the mains responsibiiibrganising the subcontract
competition process, has led some observers tgmem important similarities
with the characteristics of the offset isstMuch as it has in its offset policy, the
U.S. Government is taking a hands-off approachéstrial participation in the
JSF program, preferring to let the prime contractoegotiate not just with
potential supplier companies but with their homeurdoy governments. Those
governments are also potential customers for the. J&d their approach to
participation in the program mirrors their approadh offsets. That is, countries
have high expectations of getting contracts andakhow through development
and production of the aircraft in exchange for theionetary contributions to the

program™.

Currently the debate surrounding the JSF programegaining intensity. A new
memorandum of understanding (MoU) organising thedpction, sustainment
and follow-on-development (PSFD) phase is to beclkemted by the end of 2006.
Partner countries will then commit to future pusésm And while Lockheed
Martin representatives are reasserting their comaenit to “best value criteria”
and “no offsets®, the European partners intend “to focus new MolUEaropean
‘footprint™ 3. While admitting that they don’t expect they caonvert the US
program to become offset-baséd”’some partner's governments are still
threatening to withdraw and turn to non-US optidnmositive steps are not made
towards an enhanced involvement of their industry.

Until now, the JSF program’s indirect strategyiioiting offsets appears to be the
most appropriate option available to the US GovemimHowever, it is too early
to presume that it will eventually succeed in cogboffsets.

! Testimony of Katherine Schinasi (US GAO), U.S. Beof Representatives [2004], op. cit.

2 «pressures builds on JSF partner countries”, 3ameérnational Defence Review, Vol. 39, April
2006, p. 5

% “JSF partners to focus new MoU on European” fdatp, Jane’'s Defence Weekly, Vol. 43,
issue 9, 1 March 2006, p.4.

* Norway’s State Secretary for Defence Barth Eideteg in “ Norway steps up pressure for JSF
industrial share “, Jane’s Defence Weekly, Vol.é8ue 9, 1 March 2006, p.4.
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Discussions and conflicts surrounding both the g&igram and US Government
Policy on offsets are pointing to a more generailiés This issue concerns the
international division of labour in the defence ustty sector. The increasing
trend in defence equipment’s unit production cestd the budget restrictions on
military expenditures represent a huge danger ter gurvival of the defence
industry in small and medium sized countries anthreat to their strategic
independence. Simultaneously policy-related andirabtbarriers to trade are
perpetuating established patterns of trade and fraguently preventing the
spontaneous establishment of international indalstelations between these
industries and the large world prime contractors. tAis is the only way for
survival, small and medium countries’ governmenil maintain the pressure
they are exercising when casting as importers. eifsvill therefore remain a
major factor in international defence trade untimare acceptable solution is
found to the issues related to the defence indastngernational division of
labour.
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