SCS

Final Report of
06-DIM-022

Study on the effects of offsets on the
Development of a European Defence
Industry and Market

By E. Anders Eriksson with contributions by
Mattias Axelson, Keith Hartley, Mike Mason,
Ann-Sofie Stenérus and Martin Trybus

12 July 2007



2007-07-12

&
FOI Final report of

06-DIM-022 SCS

LIST OF CONTENTS

EXECULIVE SUMMANY ...t s e e am e e e amn e an e e e ann e 3
1 INtFOAUCHION ... 9
1.1 Understanding the assignment: our working hypotheses ............cccceeviriirieiieiieerieeceeeeeee, 9
1.2 Delimitation OF STUAY ......cocuieieeieiee ettt ettt 10
1.3 Protection of respondents and data............cccoeoieiirieiieii e 11
1.4 L0013 VU0 O3 B8 (<] 00 o PSS 11
1.5 The FOI/SCS tRAM .......evviiiiiriiriieiietetctenteetest ettt sttt ettt sttt sttt na e 11
2 Offset conceptual framework ...........o i ———————— 13
2.1 Offset taxonomy used in the STUAY .......ooviiiiiiiie e 13
2.2 A CAVEAL ON LAXOMOMLY ......eeentienieeiteetteetieteeteeeteeeeeeueessee st eneeeaeeeseesseeseeneeesseeseeaseeseenseeneesneesneenseenes 15
3 Mapping European offset..........cccciiiiiiiini e ——— 17
3.1 European defence equipment export and iMpPOIt...........cceeouiriirierierieeeie e 17
32 Quantitative analysis 0f OFFSEt........coooiiiiiiii e 18
33 SUMMAry and CONCIUSIONS. ......eeruieiieiieiietieet ettt ettt ettt ettt et e et e et e et et e enteenteeneesseesneeeeenees 21
4 Policy and legal context of offset.........cccccveiiiiiicinni e ——— 23
4.1 INterNAatioNal LaW.....c..ccuiiiiiiiiiiiiieiec ettt st 23
4.2 European policy and le@al CONTEXL ........ovuiiiiriiieiie ettt 24
43 PMS policy and 1€gal CONEEXL........ocuiruieiieiieieee ettt e e e 28
4.4 Business sector perspectives on 0ffSet POLICY ...cc.veruieriiiiiiirieieeee e 30
4.5 SUMMAry and CONCIUSIONS. ......cevuieiieiieiietiest ettt ettt ettt et e et e e st et et e eneeeneeeneesneesneeneeenees 31
5 Data and methodology for assessing the effects of offset ..........cccoocmmiriiiiiiciicccccccees 33
5.1 Outline of the effect STUAY .....oooviiieie e e 33
5.2 Data COIECTION ....cuientiiiiiitieieeeet ettt st ettt et et sb e sbe et et eene s e naenbe e 33
53 Questionnaires and geNeral INTEIVIEWS .........evuieruierieieeieitieie ettt eee sttt e et e e eeeeeesaeseeeees 34
54 TRE CASE STUAIES......eueiiiiniitiiirtieeetet ettt sttt e ettt sb sttt et e ne e b e 34
5.5 Effect study methodOLOZY ......ccvveiiiiieiieiieeee ettt e 35
6 RESEAICR OVEIVIEW ...t e 37
6.1 An economics CONCEPTUALISALION .......eeuiriieiiieitieieee ettt 37
6.2 Offset in the €coONOMICS LIEETALUIE ......cc.evueiueeeieieiiiitere ettt 38
7 Effects of offsets on defence equipment markets and DTIB:s: prime contract level.......... 43
7.1 Structuring the ProbIEM........coiiiiiiiee ettt 43
7.2 Competitiveness of EU vs. nON-EU Players .........cccoeoueriiiiiiiiie et 43
7.3 pMS ‘guns or butter’ and ‘make or buy’ deCiSIONS ........cceeeeruieriieiiieiieieeee e 44
7.4 Openness and transparency of defence equipment markets ............cccoeeereeiieniiniiiiire e 45



GFol

2007-07-12

Final rt of
06-DIN-022 scs

7.5 Direct costs and time delays Of OffSet .........ccccevieriiiiieiie e 46

7.6 CONCIUSIONS ...ttt ettt ettt n e a e n e eneenenes 47

8 Effects of offsets on defence equipment markets and DTIB:s: supply chain level............. 49
8.1 Structuring the ProbIem.........ccveiuiiiiei ettt ettt e s ae e e sneenseennes 49

8.2 Offset for accessing international defence industry supply chains? ...........cccoecvevierienvecenceeneenne. 50

8.3 Offset for building new players for international defence industry supply chains? Existing niches

53
8.4 Offset for building new players for international defence industry supply chains? Emerging niches
58

8.5 Duplication and sustaining existing capabilities ...........cccecvreierierierieieeie e 59

8.6 Alleged and real wider benefits Of OffSet .......c.ovoeeiiiiiieiieiee e 60

8.7 Conclusions: Costs and benefits of offset from a European perspective..........cecvvvereerercvenneenne. 61

9 Impact of offset on the future development of EDEM and EDTIB ............ccccoiimmrenrinccccnnnns 63
9.1 The development of EDEM and EDTIB.........c.ccceviiiiiiiieieieieeieee et 63

9.2 Offset as an effective and legitimate tool for the development of EDEM and EDTIB? ............... 65

9.3 Offset for promoting COE:S.......ccveiiiiiiiiiie ettt ae e s esaeeneenes 70

9.4 Information needs and availability for EDEM and EDTIB policy analysis..........ccccceeveevereeennenne. 71

9.5 Conclusion: the conduciveness of types of offset to EDTIB.........cccccevieiiiiciiierieeeceeee, 72

10  Summary and CONCIUSIONS ........cciiiiiiiiiicirecrirr s sssss e s s s s s e e e e s s s s s s mmnr e e e eesas s s ssmnneeenesanen 75
10.1 Mapping European offset (Chapter 3).......cccvevuiriieieiieiierieie ettt ees 75

10.2 Policy and legal context of offset (Chapter 4)........coicievierieriieiieieeieeee e 76

10.3 Effects of offsets on defence equipment markets and DTIB:s: prime contract level (Chapter 7). 76

10.4 Effects of offsets on defence equipment markets and DTIB:s: supply chain level (Chapter 8).... 77

10.5 Impact of offset on the future development of EDEM and EDTIB (Chapter 9) ........c.cceevenenee. 78
REfEIENCES ... 83
Annex 1: The terms of TefETeNCE.......ccueviiiiiiiiieriee e 1
Annex 2: Overview of background data .............cccveeviieiiiiiiiniicie e 1
AnNnex 3: StatistiCal ANAlYSES......c.ccvvieiiieiiieiieeieeee et 1
Annex 4: Information collection StAtUS ...........coeeruirieiieriieiereee e 1
Annex 5: Questionnaires and Interview GUIAES...........cceceevvieeiiiiieiiiieeiieeeee e 1
Annex 6: Overview of offset policies and PractiCes ..........ccceveveerieeciieriieeiiienieeieenieeieesieeens 1
Annex 7: Summary of qUEStIONNAITE TESPONSES ....vveevvrerrrerreerireeieersreereenseesseesseessseenseensseenne 1
Annex 8: Summary of case StUAY INTETVIEWS ......cccuieruieeiiiiieiiieiee e enieeeveeieeereeseeeeaeeaee e 1
Annex 9: Historical context of offset in EUIOPEe .......cccooveviiiriiiiiiiiieciieieceee e 1



& 2007-07-12
FOI Final report of
06-DIM-022 SCS

Executive summary

This study is motivated by ongoing developments in European defence industry and market
policies aiming at a European Defence Equipment Market (EDEM) and European Defence
Technology and Industrial Base (EDTIB). The main mission of the study is to analyse the
impact of offset in this regard. To be able to do that we have also done a mapping of Euro-
pean offset and an evaluation of the effects of offset today.

Offset conceptualisation and practices

Offsets are compensations offered by a seller to a buyer. It is applied for so called off-the-
shelf procurement, i.e. for already developed systems.

In Europe, France and Germany do not accept offset as a matter of policy and some of the
smallest pMS seem to have no experience of offset. But almost all the others have offset poli-
cies and often well-developed offset practices.

Offset comes in different types, the most basic division being:
= Direct offsets: transactions that are directly related to the defence items or services ex-
ported by a defence firm — the supplying prime of offset.
» Indirect offsets: Offset transactions that are not directly related to the defence items or
services exported by the supplying prime. These are further subdivided into
- Defence (related) indirect offsets
- Non-defence (related) indirect offsets.

In addition to this offset can be of different categories like
» subcontracting (direct or indirect — here receiving firms enter the supply chain of the
supplying or other firms cooperating with the prime),
» purchases (indirect; including ‘swapping’ i.e. both involved countries are both receiver
and supplier and decide to cancel these obligations out),
= export assistance, technology transfer, training, internships, credit assistance, etc.

There are considerable differences in the business and policy practices surrounding offset. A
common feature, however, is that there is a special offset agreement additional to the underly-
ing defence equipment contract and that bidding primes have considerable flexibility in find-
ing their partners on receiving side, at least for indirect offset.

In particular for big contracts the offset agreement will consist of many offset projects or
transactions. Therefore, typically at package level offset is a mixture of types and categories.

Mapping of European offset

Relevant and reliable information on European defence equipment markets in general and
offset in particular is scarce. To arrive at results we have had to use patchy and partly incon-
sistent data sets. With these caveats in mind we have arrived at a number of conclusions:

pMS are becoming ‘more European’ in their defence trading patterns. But still ‘non-Europe’
accounts for three quarters of pMS export and half of their import.
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According to our results the underlying contract volume for offset in pMS is around € 4,200m
which gives, with an average offset percent of 135%, an offset volume of € 5,600m. The
overall distribution according to type is:

= Direct: 40%'

* Indirect military: 35%

* Civil indirect: 25%.

Based on estimates from questionnaires, interviews, and literature we believe that 5-10% is a
reasonable range for the direct cost of offset among pMS. Caveats are due in view of the het-
erogeneity of offset but with the above figures this would correspond to €200-400m p.a., i.e.
1-2 % of European defence equipment expenditure.

Offset and related defence trading patters vary widely among pMS:

» France and Germany do not accept offset as a matter of policy. Their export is glob-
ally oriented, while their — fairly limited — import is increasingly European.

= [taly, the Netherlands, Sweden and UK is a group of net exporters but also with con-
siderable import. As a group their import patterns have a strong transatlantic orienta-
tion while, in contrast, their export has a strong European tendency. Indirect military
offset is their typical form of offset.

* Finland, Greece, Poland, Portugal, and Spain are the big European defence equipment
importers. Some are also significant exporters. Their offset seems to be direct to a high
degree. This may indicate some risk for duplication.

* The other pMS (in EDA-24 which was our study population) are relatively small ac-
tors both in terms of export and import. As a group their DTIB:s are small and the lim-
ited absorptive capacity means that they tend towards indirect civil offset.

The future of offset

In the study we have identified three distinct positions with regard to the future of offset from
an EDTIB perspective:

1. Offset should ideally be phased out eventually. In the meantime adverse impacts
on competition should be mitigated.

From this ‘damage limitation’ perspective, indirect (strictly) non-military offset was found to
be preferable since it distorts markets the least, at prime and supply chain level. Furthermore
there are some indications that it provides some advantage for European vs. overseas players.
But there are considerable problems with this result. So the Commission in the Interpretative
Communication particularly singles out this category as not covered by Article 296.

2. As (1) but in the meantime offset may also serve the development of EDTIB posi-
tively

To analyse this perspective we first identified four clusters of issues from the EDTIB Strategy
and Characteristics documents of relevance for judging whether and how offset may be an

' This would be a very high figure if it meant 40% of the real underlying contract volume. In reality many pMS
apply multipliers to reward forms of offset seen as particularly valuable.
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effective and legitimate tool for EDEM/EDTIB objectives:

*  Some level of ‘traditional” military security of supply (used here as shorthand also in-
cluding operational sovereignty) need to be part of EDTIB

* A ‘modern’ interdependencies-oriented view of security of supply is emerging

= EDEM is at an early stage of formation and unequal power relationships may be a
problem for its development

= A strong EDTIB needs to interact with the wider economy and innovation system on a
Europe-wide basis.

First ‘traditional” military security of supply — mainly to do with in-service support — must
exist also from an EDTIB point-of-view. But this does not imply that this support needs to be
supplied nationally. Further, the provision of in-service support will have to entail long-term
planning and commitment with a level of influence for concerned pMS governments that goes
beyond what is normally understood by an industry-driven process. This we have identified as
a key feature of successful offset. Therefore more direct procurement approaches would be
more suitable to achieve this objective.

The remaining three clusters centre around the EDTIB characteristic: ‘More focus on Centres
of Excellence (as an industry driven process) with an acceptable regional distribution.” Based
on this we ask three questions: Can offset help:
= essentially full-fledged CoE:s with difficulty to enter the primes’ supply chains due to
irrational factors like national preference?2
» candidate CoE:s operating in a relevant industrial context but not fully internationally
competitive?
= prospective CoE:s operating in weak industrial contexts?

Our replies to these question will be provided in what follows.

3. Offset — or at least much of offset — is not consistent with Article 296 and, hence,
illegal although pending case law to this effect.

According to the legal analysis done within our study it is generally difficult to justify any
type of offset on the basis of Article 296. Not only do Member States have to prove that the
offset would promote their essential national security interests, not their economic interests.
They also have to prove that the offset is necessary to address these essential security inter-
ests.

We fear that this may be problematic for a ‘modern’ interdependencies-oriented approach to
operational sovereignty/upgrading vs. a traditionally national one. Here it would seem that a
pMS operating according to the ‘national’ approach could rather easily claim that a facility is
‘necessary in order to address essential security interests’. If this could not be used to require
direct offset it could, at least, be used for motivating direct procurement or state aid. In our
understanding the pMS wanting instead to use indirect defence-related offset in striving for a
‘modern’ interdependencies-oriented type security of supply via CoE:s emerging in an indus-
try-driven process is likely to have a worse position arguing that this is necessary for essential
security interests.

2 Currently there may be rational reasons for these preferences like the embryonic state of European security of
supply and cross-border transfer regimes.
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Effects of offset: prime level

There are many indications provided for both positive and negative effects of offset with re-
gard to defence equipment markets. However, the stronger of these generally apply to the
subcontractor level. Also the CoE:s that pMS may want to help by means of offset are likely
to be at supply chain rather than prime level.

* The findings on offset effects on the competitiveness of European vs. overseas players
on European defence equipment markets are rather inconclusive. US legislation limit-
ing technology transfer might give an advantage to European players. Also indirect
civil offset was claimed to beneficial for European primes.

* Some respondents warn against a situation where offset would be allowed for non-EU
firms but prohibited in intra-EU trade. This is hardly advocated by any European ac-
tors; to the degree that offsets are illegal this illegality lies on the receiving side irre-
spective of whether suppliers are European or not.

* Some respondents argue that offset leads to increased defence budgets and the opening
of new prime contract markets. We were not able to find conclusive evidence on this.

* In many cases offset does not have a strong effect on contract award, e.g. due to com-
petitors tending to deliver comparable offset packages.

= At prime level there is little evidence of offset preventing firms to compete.

» Some respondents, however, warn that a tendency in some pMS towards excessively
demanding offset requirements and stringent implementation rules may become a
market inhibitor in the future.

* Direct and to some extent also indirect military offset are seen as more prone to affect
participation and contract award. Consequently indirect civil offset is the type least
likely to distort markets.

» There are indications in some cases of lacking transparency and professionalism,
which in extreme cases may even offer opportunities for corruption.

Effects of offset: supply chain level
We now return to the three cases discussed under The future of offset:

1. Essentially full-fledged CoE:s with difficulty to enter the primes’ supply chains
due to irrational factors like national preference

Here subcontracting with R&D content as direct or indirect defence-related offset can be help-
ful in introducing new competent suppliers to the defence primes, and making them into in-
ternationally competitive defence subcontractors possibly via a competence upgrade in the
process.

Evaluating this situation from a European level vantage point the effects of offset are benefi-
cial as compared to a traditional supply chain pattern of national preference. But if, on the
other hand, the standard of comparison is a pan-European DTIB where primes consistently
apply state-of-the-art Supply Chain Management practices Europe-wide, then offset instead
turns into an impediment.

Therefore from an EDTIB perspective the role of offset in this case should be seen as transi-
tional. With Europe-wide sourcing increasingly becoming the norm the positive market-
opening role of offset will diminish in magnitude and the market-impeding role will grow. If
and when EDTIB policies gradually succeed in opening up defence supply chains for Europe-
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wide participation this application of offset is no longer helpful. This indicates the need to
monitor developments in European defence supply chains to identify changes in the role of
offset which could in turn be an important input for a process for phasing out these forms of
offset as EDTIB instruments increasingly take over their role.

2. Candidate CoE:s operating in a relevant industrial context but not fully interna-
tionally competitive

Also in the case of receiving pMS with competent industrial players, but lacking well-
developed international networks, subcontracting with R&D content may be an option. But
also export assistance, internships etc. can be highly relevant forms of supply-chain related
indirect offset.

3. Prospective CoE:s operating in weak industrial contexts

For pMS essentially lacking relevant industrial players we have found that it is difficult to use
offset to help them establish internationally competitive competence centres in existing
niches. However, offset containing R&D collaboration aiming at emerging DTIB niches may
provide some hope for the future.

For all cases it is important to have the industry-driven logic of allowing primes to search for
suitable receiving side partners. This suggests that offset should be to a large degree indirect
defence related, but elements of direct offset are also good as long as they are not forced by
pMS to levels that threaten the industry-driven search logic.

It is obvious that developing national facilities for the national markets will lead to duplica-
tion and overcapacity at EDTIB level. It is also very likely that using offset to promote com-
petence centres with international ambitions also frequently has led to the same result; our
data do not allow us to distinguish between these two cases. But here too allowing offset to be
more of an industry-driven activity is likely to be a useful remedy.

Many other policy measures can be used for the ends discussed under 2 and 3, e.g. the Struc-
tural Funds. But even if offsets were phased out it would likely be beneficial if some of their
best cooperation-enhancing features could be preserved within new policy measures like joint
development programmes.

If used to help establish EDTIB CoE:s in pMS with a ‘unacceptably’ low number of such cen-
tres, the conflict between offset and EDTIB/EDEM policies does not seem significant. Phas-
ing out of offset for this purpose can be based on success in establishing CoE:s (and subject to
future Enlargement of EU).

Information needs and availability for the development of EDEM and EDTIB

In doing this study we have found great shortage of reliable background data on European
defence equipment markets and DTIB:s. For the development of an EDEM and EDTIB it is
crucial that this situation is improved. In particular given the criticality of the supply chain
issue — with offset likely to shift from ‘good’ to ‘bad’ at a point, better such data is particu-
larly needed.
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1 Introduction

1.1 Understanding the assignment: our working hypotheses

This study is motivated by ongoing developments in European defence industry and market
policies aiming at a European Defence Equipment Market (EDEM) and Defence Technology
and Industrial Base (EDTIB). Many of these developments have EDA as their focal point
(CoC, CoBSC, EDTIB strategy) but also the Commission is an important actor (Interpretative
Communication on Article 296, work towards the new Directive on Public Procurement).

Offsets are compensations offered by the seller to the buyer of (in our case) defence equip-
ment of so called off-the-shelf character, i.e. already developed systems. Hence offset can be
seen as an off-the-shelf counterpart of juste retour arrangements in collaborative development
projects.

The recent EDTIB Strategy adopted by EDA Steering Board in Defence Ministers formation
in May 2007 takes the following position on offset:

Many EU Member States require their defence imports to be “offset” by compensatory purchases or in-
vestments. The present structure of the European DTIB, and the still-infant status of our open market ef-
forts, make this practice understandable; and such arrangements can provide opportunities for individual
Member States to build their own skills and develop important relationships for their companies. None-
theless, when offsets appear as a criterion in defence competitions, then these clearly are not being de-
cided on the basis of the value of competing offers alone. This issue requires further study and analysis,
and will need careful consideration over time. Nonetheless, we share the ultimate aim to create the market
conditions, and the European DTIB structure, in which the practice may no longer be needed — and,

meanwhile, to consider how adverse impact on competition and the DTIB might be mitigated.3

Considering that the present study started in January 2007 after a tendering process in Octo-
ber/November 2006 the above SB position could not influence the planning of the study.

The Terms of Reference (ToR), which did guide the planning and implementation of the
study, are provided in extenso under Annex 1. This is a summary with particular emphasis on
the EDEM and EDTIB aspects:

[a] Provide and use as a basis for the further analysis, a general description and analysis of offset policies
and practices applied by pMS [..]
[b] Evaluate the effects of the different types of offsets on pMS defence markets and analyse conse-
quences at European level (for the defence market and defence industrial base). [...]
[c] Analyse offsets' impact on the future development of an EDEM and EDTIB
1. Analyse short, medium and long term consequences of offset practices for the development of a
European market and European industrial base [...]
2. Classify the different types of offsets according to their effects on competitiveness of the EDTIB
and competition in the EDEM and rank them (which are likely to be more, and which are likely
to be less conducive to the development of an EDEM and EDTIB).

The working hypothesis of the study has been — quite in line with the EDTIB strategy — that
offset for the time being is an unavoidable element of the European defence equipment mar-
ket, but also that in an ideal EDEM offsets in intra-European defence equipment trade would

3 EDA - Defence Ministers Steering Board, May 2007
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not be economically efficient.

One aspect of some significance here is that as long as each pMS is buying its own equip-
ment, abolishing offsets in intra-European defence trade but still allowing them for non-pMS
firms would create a very unfavourable competitive situation for European firms. But of
course this observation does not exclude a solution such that pMS cease to accept offset re-
gardless of origin. When the legality of offset is questioned this applies to European receivers
of offset regardless of where the suppliers reside (cf. Section 4.2).

Reading the EDTIB strategy narrowly one can get the impression that the benefits of offset
are entirely confined to the national level whereas at European level they are a necessary evil,
the damages of which should be limited as effectively as possible. Here the terms of reference
can be interpreted as painting a somewhat brighter picture where offsets can be more and less
‘conducive to the development of an EDEM and an EDTIB’.

Essentially treating the ToR items in numerical order we will have EDEM and EDTIB in
mind throughout the study but return in a more systematic fashion to them in the final chapter.
There we will revisit the ‘mitigation of adverse impact’/damage limitation perspective. How-
ever, in the conduct of the study we have been guided more by perspective of ‘more and less
conducive’ forms of offset. And after all, we find it natural to think of the national DTIB as-
sets as the building blocks of EDTIB: Some may be deficient, others good enough but too
many. And, of course, some needed building blocks may be missing altogether.

1.2 Delimitation of study

Based on the working hypothesis and the remit of customer EDA the study is entirely geared
to defence equipment market and DTIB effects of offset. A qualification to this delimitation
agreed with EDA at an initial Scoping workshop is that the relevant types of firms to consider
are defence related or relevant, since trying to define a concept of the pure defence company
would be difficult and not in a relevant way capture the realities of EDTIB where naturally
many firms are dual-use, and increasingly so in view of the increasing importance of generic
technologies in defence supply chains.” This is also indicated in the EDTIB strategy.

Much offset in defence markets in non-defence in nature. In line with the above it is not our
core task to investigate, e.g., alleged or real labour market effects of such offset. It is included,
however, to investigate also for such offsets the distorting effects they may have on defence
equipment markets.

Further the study is restricted to defence contracts with a pMS as customer (which does in-
clude third countries as suppliers).

In particular these delimitations provide guidelines for how to delimit the collection of quanti-
tative data.

* Also the perception of civil security as an important emerging market for defence systems integrators can be
cited in this regard

10
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1.3 Protection of respondents and data

EDA and the consortium have granted respondents that information provided in question-
naires (and by implication interviews) and included in the report not be attributable to indi-
vidual entities (pMS, company, etc.). Due to this questionnaire and interview responses are
always reported for groups of respondents. It also means that quantitative data provided by
respondents is reported only in aggregated form. This does obviously not apply to information
obtained through open sources.

1.4 Outline of report

As explained in Section 1.1 this report essentially follows the sequence of tasks according to
the ToR (Annex 1). After this introduction follow:
* achapter outlining the concepts and terminology in offset (Chapter 2)
= two chapters devoted to respectively the quantitative and qualitative (legal and policy
framework, practices etc. at pMS, EU, and global level) mapping of offset — [a] of
ToR (Chapters 3 and 4)
= asuite of chapters achieving the effect study — [b] of ToR. (Chapters 5-8 with an out-
line in Section 5.1.
= achapter on offset impacts on the future development of an EDEM and EDTIB —[¢] of
ToR (Chapter 9).

The study is intended to analyse effects and impact; it does not lead to policy recommenda-

tions. The chapters where this is relevant end a conclusion section and the complete main
conclusions are summarised in Chapter 10.

1.5 The FOI/SCS team

Person Competencies and roles Authorship

Dr E. Anders Eriks- Defence industry policy, defence planning, tech- | Main text, An-

son, FOI nology and innovation policy and strategy; pro- nexes 2,4, 5
ject manager, pMS and industry interviews, sta-
tistical analysis

Mattias Axelson, FOI | Technology and innovation strategy, international | Chapters 5, 8,
defence industry collaboration; case studies Annexes 5, 8

Professor Keith Hart- | Defence economics; economic and statistical Chapter 6, An-

ley, York University analysis nexes 2, 3,9

(SCS)

Mike Mason, SCS International defence cooperation; pMS and in- Chapters 5, 8,
dustry interviews, case studies Annex 8

Ann-Sofie Stenérus Research assistant; questionnaire and statistical Annexes 2, 4,
analysis 6,7

Professor Martin Try- | Public procurement law; legal analysis Chapter 4

bus, Birmingham Uni-

versity (SCS)

Anna Lindberg Research assistant; questionnaire analysis Annex 7

Martin Lundmark European defence industry policy; pMS and in- Annex 7
dustry interviews

Dr Stefan Olsson Political science; pMS and industry interviews Annex 6

11
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2 Offset conceptual framework

2.1 Offset taxonomy used in the study®

Types and categories of offset
The main types of offset are:

Direct offsets: Offset transactions that are directly related to the defence items or services
imported by a pMS. These are usually in the form of co-production, subcontracting, training,
production, licensed production, or possibly technology transfer or financing activities.

Indirect offsets: Offset transactions that are not directly related to the defence items or ser-
vices imported by a pMS. The kinds of offsets that are considered ‘indirect’ include pur-
chases, investment, training, financing activities, marketing/exporting assistance, and tech-
nology transfer. Indirect offsets are subdivided into:

=  Defence (related) indirect offsets

= Non-defence (related) indirect offsets.’®

The term mixed offsets refers to mixtures of types. Most offset agreements are mixed in this
sense, whereas offset transactions (cf. definitions below) are mostly just one type (and cate-

gory).

The term semi-direct offsets is used when an offset transaction contains both a direct and an
indirect part, typically such that an offset receiving firm gets a subcontract which includes
deliveries both to the batch contracted by the receiving country and to those for other buyers.

Offsets can also be characterised in terms of categories of offset:
= Subcontracts (normally based on business-to-business agreement)’
= Co-production (direct offset; based on government-to-government agreement)
= Purchases (indirect offset; this includes offset swapping — cf. below)
= Export assistance (indirect offset)
* Technology transfer (both types)
* Training (both types)
= Licensed production (both types)
* Investment (both types)
= Credit assistance/financing (both types).

Offset agreements and transactions
* An offset agreement is the contract specifying the offset package related to a spe-

> This builds on the taxonomy from the EDA pMS questionnaire, which with a few modifications is the same as
in the US DoC BIS reports For useful definitions of concepts see Appendix G of the 2007 report
(http://www.bis.doc.gov/DefenselndustrialBasePrograms/OSIES/Offsets). Some further additions and refine-
ments were made based on interview findings.
% For “defence related’, see Section 1.2.

7 According to US DoC subcontracts are only direct offset. We deviate from that usage since we want to distin-
guish between indirect offset that is supply-chain related (but by definition not in projects directly related to the
procurement contract), and purchases where a firm in the receiving country acts as prime contractor.
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cific defence import contract
* An offset transaction is an activity that offset supplier (also called fulfiller) claims
credit for in fulfilment of the offset agreement.

An offset agreement may lead to offset transactions of many different types and categories.

Value of offset

The credit value of offset may be different from the actual value such that the latter is mul-
tiplied by a multiplier to reward categories of offset, which are deemed as particularly valu-
able for the receiving pMS. Some pMS apply extremely high multiplier values meaning that
high offset percentages are sometimes quite exaggerated in terms of actual value of offset
transactions (cf. Section 3.2). A few pMS sometimes use multipliers less than one.

Offset packages in bidding

There are different ways how offset may be considered in a tendering process. One is to in-
clude them as condition for participation, meaning that failure to include an offset package,
typically meeting certain requirements, means that the bid is disqualified. The other main ap-
proach is to have offset in the award criteria, i.e. among the qualified bids offset is one of
the parameters (along with cost and performance) that are evaluated to order the bids accord-
ing to their economic advantageousness. Some countries accept offset without having it as
either of the two.

Incentives for fulfilment

In most pMS penalties are used if suppliers do not fulfil their offset obligations within the
timeframe allotted by the agreement. One approach is that the failing supplier has to pay a
percentage of the offset activities unfulfilled (percentages differ widely).

Another form of penalty is to extend the term and increase the volume of the obligation in
cases of failed fulfilment.

Instead of penalties there can be best efforts clauses meaning that the incentive to fulfil offset
obligations is reputation-based.

Additionality and causality

Some pMS see it as important to count as offset only such business that is explicitly caused
by the equipment contract in question and which adds business volume in the receiving coun-
try to what would otherwise have occurred. In line with this is also to credit only value added
as offset (i.e. to subtract import of inputs).

A practice somewhat contrary to the above thinking is offset ‘banking’. Under this practice
offset credits accumulated before the conclusion of a contract — e.g. ‘over-fulfilment’ of pre-
vious offset commitments — can be counted retroactively against the new contract. Another
term for this practice in connection with a pre-defined foreseen contract is pre-offset.

Offset ‘swapping’ is a relative of banking. This occurs when Country A buys equipment

from Country B and Country B from Country A. Then swapping means to cancel (part of) the
offset obligations that would otherwise have arisen.

14



2007-07-12

FOI Final report of SCS

06-DIM-022

2.2 A caveat on taxonomy

It is suggested already by Section 2.1 that offset practices differ widely between countries. In
addition to this it should be kept in mind that the same taxonomy can be used differently by
different states and persons.

First many prefer not at all to use the term ‘offset’ but prefer, e.g., Industrial Cooperation (IC)
or Industrial Participation. However, most people readily accept to discuss, e.g., IC under the
heading of offset.

A more fundamental delimitation problem is the situation that offset-like activities — e.g.
technology transfer or training — can be treated within the equipment procurement contract
itself rather than in a separate offset (or IC etc.) agreement (cf. Section 9.2). This is the natural
way of handling knowledge necessary to operate the procured system, but there is often a
grey-zone here.

Further, offset is defined as compensation arrangements for off-the-shelf procurement. Since
major defence contracts are seldom if ever off-the-shelf in the strictest sense of the word, but
will entail some development efforts, also the bordering line between offset and juste retour

in collaborative development projects is not entirely crisp.

Also where people talk about offset one may discern considerable variation in taxonomy us-
age. There are, e.g., pMS that operate with broader definitions of direct offset than the one
above, like counting all defence offset as direct (and maybe even offset to related civilian sec-
tors like aerospace).
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3 Mapping European offset

In this chapter we provide our answer to [a.3] and [a.4] of the Terms of Reference (see Annex

).

Section 3.1 sets the scene by compiling a set of background data on European defence pro-
curement and defence related industries. Section 3.2 is the actual mapping of offset and Sec-
tion 3.3 provides the main conclusions.

3.1 European defence equipment export and import

In order to map the quantitative importance of offset it is also necessary to have a grasp of the
volume of international trade in defence equipment. The standard source of information on
international trade in major defence equipment is the SIPRI Yearbook (Chapter 10). FOI/SCS
have had access not only to the published information but also to SIPRI databases and ar-
chives. The information SIPRI publish is ‘trade indicators’; since reliable information on con-
tract value is not always available in the open sources, SIPRI use their own standard values to
assess the economic value of trade; these data do not claim to capture the true financial vol-
ume. Instead they are intended to be temporally consistent thus allowing changes in trade vol-
ume to be detected. But in the SIPRI database also contract value figures from open sources
are entered as well as open source information on offset (this is also partly published).

Further, we found it useful to have access to a broader background of defence expenditure and
procurement data. One of the reasons for this was that we wanted to search for regularities
between offset and other variables, e.g. as DTIB performance indicators. Another was to be
able to ‘triangulate’: the quality of the data from SIPRI and our study must be described as
uncertain and therefore we have sought external references to validate them.

This background information is collected in Annexes 2 and 3. Annex 3 also reports the statis-
tical analyses we tried. This background information will also be of relevance at various
places in the study.

As for the validation of the SIPRI data the EDA defence equipment procurement data is the
most important comparison, unfortunately it is available only for 2005 (Annex 2, Col. A). The
only obvious inconsistency regards Greece, where SIPRI defence import data are considera-
bly higher than EDA procurement (Cols A vs. E and R). For all other pMS equipment pro-
curement is considerably higher. This is natural since procurement also includes domestic
production and import of defence equipment not classified as ‘major’ by SIPRI — or simply
not captured in their data collection.

These differences in definition and data collection methodology between EDA and SIPRI data
mean that domestic production (Col. Q) compares apples and pears, which also means that the
derived quantities export share (Col. S) and ‘labour productivity’ (Col. U) must be interpreted
with care. In the latter case the denominator, defence industry employment (Col. N), is again
uncertain with regard to comparability.

With these caveats it is still possible to draw tentative conclusions of general interest to our
study:
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» The importance of other European countries as buyers and sellers of defence equip-
ment from European manufacturers is increasing.
- In spite of this the European share of European export was a low as 28 percent
2000-2006 (up from 21 percent 1980-2006; Cols J and M).
- For European import European firms accounted for a slight majority — 51 per-
cent 2000-2006 (up from 37 percent 1980-2006; Cols D and G).
= The list of the biggest intra-European exporting nations was somewhat of a surprise at
least to us: (1) Germany; (2) The Netherlands, (3) Sweden; (4) France; (5) UK (Annex
3, Table 8).

We also included in our study data on high-tech trade (less pharmaceuticals; export as Col. P).
The original idea was to get some type of handle on the DTIB relevant subcontractor base;
note that SIPRI data only records prime contracts. This did not prove a useful avenue as such,
but at least it gives a picture of the very limited size of defence as compared to the total high-
tech economy (Cols O vs. P).

We also found the background data useful for grouping pMS for our analyses. This is the
grouping we are using:
1. Predominantly defence equipment exporters: France, Germany
2. Net defence equipment exporters with substantial import:, Italy, Netherlands, Sweden,
UK
3. Major defence equipment importers: Finland, Greece, Poland, Portugal, Spain
4. All other pMS (EDA-24).?

The border lines are not entirely crisp: according to our data Germany had an import share
2000-2006 of 7 percent vs 11 percent for UK and 10 percent for Sweden (Col. R). But for our
purposes also the difference in position towards offset (cf. Chapter 4) made the used grouping
logical.

Also the border line between the smallest importer 2000-2006 in Group 3, Portugal, and the
biggest in Group 4, The Czech Republic, was marginal. But considering also 1980-2006 data
very clearly suggests the choice we did (Annex 2, columns B and D).

At group level one interesting feature is that Group 2 is a leader in increased European export
share (Cols J vs. M) but a laggard in terms of European imports (Cols D vs. G).

3.2 Quantitative analysis of offset

Analysis
The quantitative analysis of offset is based on data for 2000-2005, but data going back to
1991 has been used for comparisons, and when 2000-2005 data is missing for a pMS.

The first step of the quantitative analysis of offset was to estimate the volume of underlying
defence equipment contracts.

¥ The tendering process for our study was before the acquisition of Bulgaria and Romania to EU, and even at
inception had they not yet joined EDA.
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Based on the SIPRI information described in Section 3.1 we included in our questionnaire
information on the contracts concerning the entity (pMS or firm) in question, for which SIPRI
data indicated offset. We also did a random sample of the full SIPRI database of defence
equipment contracts for the concerned entity and asked in the questionnaire whether offset
had in fact been applied for any of those contracts where SIPRI did not indicate this. It can be
mentioned that the value of the contracts where offset is indicated in the SIPRI material is
around 50 percent of the total trend indicator value.

Based on questionnaire replies and other information made available to us in interviews and
questionnaires we understood that the actual volume of offset is considerably higher than the
SIPRI-indicated one. The reliability of the SIPRI material varies considerably between pMS,
we even learnt about offset deals linked to defence equipment contracts not even included in
the material underlying the SIPRI trend indicators. On the other hand the SIPRI material was
reliable in the sense that there were few ‘false positives’ — indicated but disputed cases of oft-
set. On the whole we were led to believe in a considerably higher volume than the one indi-
cated by the SIPRI material. The US DoC (2007) material published on the Internet based on
mandatory reporting from US firms is a disputed source of information. Correcting for some
obvious sources of error we found the US data to be surprisingly well aligned with the SIPRI
trend indicator data at pMS level.’

In sum we are suggesting to use the full SIPRI trend indicator value to estimate underlying
contract value for those pMS that accept offset. This may be somewhat on the high side; the
analysis of the above-mentioned random sample indicated some 80 percent of the SIPRI trend
indicator value. But on the other hand we have the issue of offset in equipment contracts not
covered at all by SIPRI; as mentioned above we have no systematic information on this but
some indications that it exists.

The next step was to estimate offset percentages. This was done based on the SIPRI offset
indicated cases plus additional information from questionnaires and interviews. With the
above assumption on the volume of underlying contracts we are basing the estimates of per-
centages on slightly above half the total volume of underlying contracts. Considering that
SIPRI data are skewed with respect to pMS coverage — in fact such that pMS with high offset
percentages get better coverage (quite natural considering that SIPRI information is mainly
from the trade press) — we estimated percentage per pMS and weighted these percentages with
the SIPRI trend indicators per pMS. On the whole we believe the percentage estimates to be
quite reliable at European level, but not for all pMS.

The final part of the analysis was to estimate the breakdown of offset by type and category.
Here the sample of cases with such information available based on questionnaire/interview
and trade press information was quite limited, particularly with regard to the information on
category; the information we have based on a handful of cases is not worth printing. The in-
formation on type is based on some 30 import contract cases plus aggregated data for a couple
of countries. This means that even big defence equipment import countries may be repre-
sented by a single contract in the sample. Therefore we have tried alternative methods of cal-

? The errors are due to (i) the US DoC data crediting the whole contract value to contract year whereas SIPRI
trend indicators credit actual delivery, and, probably, (ii) US DoC data crediting the prime’s home country for
offset transaction that US firms supplied as subcontractor. The latter was suggested in interviews; we have
searched but not received confirmation on this from US DoC.
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culation to get a grasp of the uncertainties involved, viz. aggregating by country — despite the
sometimes very scant data — and by group. For some countries we also have problems with
the border line between direct and indirect military offset (cf. Section 2.2) and between de-
fence vs. non-defence military offset. Generally speaking we found weighting by country to
be more reliable than the alternative and did a case by case reasoning on the other issues.

Table 3.1: European offset based on 2000-06 SIPRI and study data (values in € (2007))

Group 1: Group 2: Group 3: Group 4: Sum/Avera
DE, FR IT, NL, SE, |EL, ES, Fl, |all other ge
UK PL, PT EDA-24
A. Defence equipment 297 1461 2 346 374 4478
import contracts p.a.
(SIPRI data)
B. Defence equipment 1461 2 346 374 4181
import contracts with
offset p.a.
C. Offset percentage: 122% 145% 124% 135%
average (pMS range) (100-178*) | (81*-230) (72-237)
D. Offset agreements 1783 3400 465 5647
p.a.
E. Direct offset: share of 35% 44% 3% 38%
total (uncertainty range) (27-35) (13-48)
F. - value p.a. 624 1496 12 2131
G. Defence indirect off- 55% 28% 20% 36%
set: share of total (un- (44-58) (7-34) (2-21)
certainty range)
H. - value p.a. 980 952 93 2025
I. Civilian non-defence 10% 28% 77% 26%
offset: share of total (7-29) (28-52) (76-95)
(uncertainty range)
K. - value p.a. 178 952 358 1488

* Particularly uncertain data (based on single observations)

Results

The results from the analysis are presented in Table 3.1 for the four groups of pMS defined in
Section 3.1. The ranges for pMS and due to measurement uncertainty are commented above.

As already said we are assuming Defence equipment import contracts with offset (B) to be
equal to the total SIPRI trend indicator value (A).

The offset percentages (C) we believe to be reasonable at group level. Note, however, that the
range within each group in offset percentage is very wide. As we have said, the breakdown
according to type of offset is considerably less certain (E, G, I) and consequently also the cor-
responding offset values per type (F, H, K).

It turns out that the four — or rather three (2— 4) groups differ considerably in how they accept
offset. For Group 2 indirect defence offset is clearly the leading type. For Group 4 indirect
civil is overwhelmingly the biggest type, whereas for Group 3 direct leads the field (although
the uncertainty margins are particularly wide here).

20



& 2007-07-12
FOI Final report of

06-DIM-022 SCS

This indicates — of course with individual variation within groups — that Group 2 uses offset to
facilitate defence industry specialisation and a pattern of mutual interdependencies. Given
their import patterns (cf. Annex 2, Col. G), however, more in a transatlantic context than a
European one.

Group 3, assuming that the leading role for direct offset is true, is building a national DTIB
geared to the equipment they are currently buying. This is problematic from an EDTIB per-
spective since it carries high risks for duplication and overcapacity.

Group 4 countries as a rule do not have the absorptive capacity in their national DTIBs to
handle defence offsets and therefore instead try to use their market power to gain other per-
ceived benefits from their defence import via indirect civil offset.

We can also see from the table that the offset percentage is frequently far above 100 percent.
This is a matter of considerable debate. Comparing data for 1991-2000 with 2001-2005 there
is a strong tendency to increasing offset percentages, in particular for very big contracts. In
our opinion that debate is, however, somewhat exaggerated. Typically high offset percentages
are due not to increasing power for buying countries but to either or both of:
= High offset multipliers, such that the ‘actual value’ of an offset transaction is perhaps
just a third, or a fifth or a tenth, of the credited value. Even though use of multipliers
in actual contracts is another area where our information is quite limited we have rea-
son to believe that this is the explanation why Group 3 countries can have such high
figures for direct offset — around two thirds of the underlying contract volume. With
multiplier one this would be impossible save for licensed production.
= High content of indirect offset in categories ‘cheap’ to the offset supplying prime like
purchases or investments.

Therefore it is in no way certain that a pMS getting 72 percent offset has been worse at nego-
tiating than one that gets 237 percent.

Statistical analysis

As explained in Section 3.1 we have done statistical analyses to search for patterns, e.g. link-
ing offset levels to performance variables. These analyses, reported in Annex 3, have not been
able to establish any such links. This is also not too surprising. As we have seen offset prac-
tices vary strongly between pMS. We suspect that offset type would be the most interesting
offset related variable for future research. But as commented above information on that is
fairly incomplete in our study. For the time being the upshot of the statistical analyses is sup-
port for our findings on the heterogeneity of European offset.

3.3 Summary and conclusions
Relevant and reliable information on European defence equipment markets in general and

offset in particular is scarce. To arrive at results we have had to use patchy and partly incon-
sistent data sets.

With these caveats in mind we have arrived at a number of conclusions:

pMS are becoming ‘more European’ in their defence trading patterns. But still ‘non-Europe’
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accounts for three quarters of pMS export and half their import.

According to our results the underlying contract volume for offset in pMS is around € 4,200m
which gives, with an average offset percent of 135%, an offset volume of € 5,600m. The
overall distribution according to type is:

Direct: 40%
Indirect military: 35%
Indirect civil: 25%.

Offset and related defence trading patters vary widely among pMS:

France and Germany do not accept offset as a matter of policy. Their export is glob-
ally oriented, while their — fairly limited — import is increasingly European.

Italy, the Netherlands, Sweden and UK is a group of net exporters but also with con-
siderable import. As a group their import patterns have a strong transatlantic orienta-
tion while, in contrast, their export has a strong European tendency. Indirect military
offset is their typical form of offset. This indicates a striving for defence industry spe-
cialisation and a pattern of mutual interdependencies, perhaps, however, more in a
transatlantic context than a European one.

Finland, Greece, Poland, Portugal, and Spain are the big European defence equipment
importers. Some are also significant exporters. Their offset seems to be direct to a high
degree. This may indicate some risk for duplication.

The other pMS (in EDA-24 which was our study population) are relatively small ac-
tors both in terms of export and import. As a group their DTIB:s are small and the lim-
ited absorptive capacity means that they tend towards indirect civil offset.

High offset percentages are an issue of some concern. We found that there was a tendency for
these to increase over time, in particular for major contracts. In our opinion the debate is,
however, somewhat exaggerated. Typically high offset percentages are due not to increasing
power for buying countries but to either or both of:

High offset multipliers, such that the ‘actual value’ of an offset transaction is perhaps
just a third or, even fifth or e a tenth, of the credited value.

High content of indirect offset in categories ‘cheap’ to the offset supplying prime like
purchases or investments.
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4 Policy and legal context of offset

In this chapter we provide our answer to [a.1] and [a.2] in the ToR. The chapter is structured
as follows:

» International law (Section 4.1)

= European policy and legal context (Section 4.2)

* pMS policy and legal context (Section 4.3)

= Business sector perspectives on offset policy (Section 4.4)

Section 4.5 gives the main conclusions of the chapter.

In addition to desk-research and an interview with the Commission the chapter is based on
questionnaire and to some extent general interview responses (see Section 5.2). For a more
extensive summary of these, see Annex 6 (Overview of offset policies and practices) and An-
nex 7 (Summary of questionnaire responses; Section 4 Future of offsets).

4.1 International law

The EU and its Member States are parties to the Government Procurement Agreement (GPA)
of the World Trade Organisation (WTO) and the EC public procurement directives discussed
under the next heading below comply with the requirements of this agreement.

The GPA expressly rules out offsets.'® According to Article XVI (1) GPA entities shall not, in
the qualification and selection of suppliers, products or services, or in the evaluation of ten-
ders and award of contracts, impose, seek or consider offsets.”!!

However, armaments are subject to a special exemption. According to Article XXIII GPA
”[n]othing in this Agreement shall be construed to prevent any Party from taking any action
[...] which it considers necessary for the protection of its essential security interests relating
to the procurement of arms, ammunition or war materials, or to procurement indispensable for
national security or for national defence purposes [emphasis added].” This provision is com-
parable to similar armaments exemptions in the other WTO agreements.'* Moreover, Article
XXIII (1) GPA is not applicable to those member States which have already excluded arma-

' The WTO defines offsets in government procurement as “measures used to encourage local development or
improve the balance-of-payments accounts by means of domestic content, licensing of technology, investment
requirements, counter-trade or similar requirements.”

11 However, according to Article XVI (2) GPA “[...] having regard to general policy considerations, including
those relating to development, a developing country may at the time of accession negotiate conditions for the use
of offsets, such as requirements for the incorporation of domestic content. Such requirements shall be used only
for qualification to participate in the procurement process and not as criteria for awarding contracts. Conditions
shall be objective, clearly defined and non-discriminatory. They shall be set forth in the country’s Appendix I
and may include precise limitations on the imposition of offsets in any contract subject to [the GPA]. The exis-
tence of such conditions shall be notified to the Committee and included in the notice of intended procurement
and other documentation.”

> See Article XXI (b) General Agreement on Tariffs and Trade (GATT), Article XIV bis General Agreement on
Trade in Services (GATS) and Article 73 Agreement on Trade Related Aspects of Intellectual Property Rights
(TRIPS): “Nothing in this Agreement shall be construed [...] (b) to require any contracting from taking any
action which it considers necessary for the protection of tis essential security interests [...]".
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ments in their Annexes."> While the exemption would probably have to be specifically in-
voked by the member State in question and its use be reviewed by WTO panels or the Appel-
late body, such a case has not occurred yet. Hence its interpretation is difficult. The wording
“considers necessary” rather than “necessary” suggests that compared to other exemptions in
the GPA a different and more flexible standard of review is intended, probably only ruling
against acts of abuse (bad faith).'* However, the wording “essential security interests” and the
express references to “arms, ammunitions, and war material”, and “procurement indispensa-
ble for national security or for national defence purposes” clearly set limits to its use.'” Never-
theless the provision let to a de facto categorical exemption of armaments from the GPA and
its prohibition of offsets.

4.2 European policy and legal context

European Community law

In contrast to the GPA, neither the provisions of the EC Treaty nor those of the relevant EC
Public Sector Procurement Directive 2004/18/EC'® expressly rule out offsets. However, off-
sets clearly represent violations of the core free movement of goods and services regimes of
the EC Treaty (Articles 28 and 49 respectively), unless justified. Furthermore, they can vio-
late the equally fundamental freedom of establishment and other crucial principles of the
European Community law, most notably the prohibition of discrimination on grounds of na-
tionality. Moreover, the specific rules of the EC Public Sector Procurement Directive, in par-
ticular those on the selection of suppliers and service providers and the evaluation of tenders
do not allow taking offsets into account. Most notably contracts should be awarded on the
basis of objective criteria which ensure compliance with the principles of transparency, non-
discrimination and equal treatment and which guarantee that tenders are assessed in condi-
tions of effective competition. As a result, it is appropriate to allow the application of two
award criteria only: "the lowest price" and "the most economically advantageous tender".'”
While the rules on the latter accommodate economic considerations other than price, such as
quality, delivery time, and after sale service, they do not allow taking offsets into account. As
a result the contracting entities on the national, regional, and municipality level (and the utili-
ties) in the Member States of the EU do not require offsets in their supply, services, and
works contracts.

However, armaments are subject to a special exemption. Article 296 (1) (b) EC Treaty allows
any Member State of the European Union “to take such measures as it considers necessary for
the protection of the essential interests of its security which are connected with the production

1 See S. Arrowsmith, Government Procurement in the WTO (Kluwer Law International: London, 2003) at 148.
' Ibid., at 149. Schloemann and Ohloff, “Constitutionalisation and Dispute Settlement in the WTO: National
Security as an Issue of Competence” (1999) 93 American Journal of International Law 424 at 443; Akande and
Williams, “International adjudication of national security issues: what role for the WTO?” (2002) 43 Virginia
Journal of International Law 365-404.

"> US International Trade Commission, 6 MTN Studies, Agreements being negotiated at the MTN in Geneva,
prepared for the US Senate Committee on Finance, International Trade Subcommittee, 96™ Congress, 1% Session
(Comm. Print 96/27, 1979) at 156 as cited by A. Reich, International Public Procurement Law: The Evolution of
International Regimes on Public Purchasing (Kluwer Law International: London, 1999) at 115-116.

'® Directive 2004/18/EC of the European Parliament and of the Council of 31 March 2004 on the coordination of
procedures for the award of public works contracts, public supply contracts and public service contracts [2004]
OJ L-134/114.

' Recital 46 to Directive 2004/18/EC.
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or trade in arms, munitions and war material [...]”.Moreover, Article 296 (1) (b) EC Treaty
provides that “[...] such measures shall not adversely affect the conditions of competition in
the common market regarding products which are not intended for specifically military pur-
poses.” In 1958 the Council drew a list of products to which Article 296 (1) (b) EC Treaty
applies'® according to Article 296 (2) EC Treaty.'® There have been no amendments since
then. Products on this list are also called warlike or hard defence material. However, it is not
important whether a product can be classified as warlike hard defence material; decisive for
the application of Article 296 (1) (b) EC Treaty is whether the product is stipulated on the
Council List of 1958. This provision represents a possibility for Member States to derogate
from the application of the Treaty and can justify Member State measures taken for national
security reasons in connection with armaments. The use of the derogation is subject to control
mechanisms through the European Commission,*® other Member States, and the European
Court of Justice.'

In the judgment of Commission v Spain the European Court of Justice clarified that this pro-
vision does not represent an automatic or categorical exclusion of armaments from the appli-
cation of the Treaty.?? As a derogation it needs to be narrowly defined,* because “[i]f every
provision of Community law were held to be subject of a general proviso, regardless of the
specific requirements laid down by the provisions of the Treaty, this might impair the binding
nature of Community law and its uniform application”.** Member States need to specifically
invoke and substantiate the exemption and prove that a situation justifying its use actually
exists.” Therefore the judgment in Commission v Spain clarified the narrow interpretation of
Article 296 (1) (b) EC Treaty, an interpretation recently reiterated in an Interpretative Com-
munication of the Commission.*® Despite this narrow interpretation Member State practice
before and after the judgment in Commission v Spain reveals that many Member State de-
fence procurement authorities treat Article 296 (1) (b) EC Treaty as an automatic or categori-
cal exclusion of armaments from the regime of the EC Treaty.”’

'8 Council-Decision 298/58 of 15 April 1958 (not published).

¥ Article 296 (2) EC reads:
“The Council may, acting unanimously on a proposal from the Commission, make changes to the list,
which it drew up on 15 April 1958, of the products to which the provision of paragraph 1 (b) apply.”

20 Article 298 sentence 1 EC Treaty reads:
“If measures taken in the circumstances referred to in Articles 296 and 297 have the effect of distorting
the conditions of competition in the common market, the Commission shall, together with the State
concerned, examine how these measures can be adjusted to the rules laid down in the Treaty.”

2! Article 298 sentence 2 EC Treaty:
“By way of derogation from the procedure laid down in Articles 226 and 227, the Commission or any
Member State may bring the matter directly before the Court of Justice if it considers that another
Member State is making improper use of the powers provided for in Articles 296 and 297. The [ECJ]
shall give its ruling in camera.”

22 Case C-414/97, [1999] E.C.R. I-5585, [2000] 2 C.M.L.R. 4.

3 Case C-222/84 Marguerite Johnston v Chief Constable of the Royal Ulster Constabulary [1986] ECR 1651,

[1986] 3 CMLR 240, at paragraph 26. See also Case C-13/68 SpA Salgoil v Italian Ministry of Foreign Trade

[1968] ECR 453, at 463, [1969] CMLR 181, at 192 and Case C-7/68 Commission v Italy [1968] ECR 633 at 644.

** Case C-222/84, ibid. note 2, at paragraph 26.

 See on the interpretation of Article 296 (1) (b) EC in detail: M. Trybus, “The EC Treaty as an instrument of

European defence integration: judicial scrutiny of defence and security exceptions”, 2002 (39) Common Market

Law Review 1347-1372.

*% Interpretative communication [of the Commission] on the application of Article 296 of the Treaty in the field

%f defence procurement, COM (2006) 779 final, 7" December 2006, not yet reported.

Ibid.
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Article 10 Directive 2004/18/EC provides that the Directive “[...] shall apply to public sup-
ply, service and works contracts awarded by contracting authorities in the field of defence,
subject to Article 296 of the Treaty.” Hence it refers specifically to Article 296 EC Treaty and
accommodates the narrow interpretation of the Treaty provision.”® Article 10 Directive
2004/18/EC and Article 296 EC Treaty are parallel derogations on the secondary and primary
European Community law levels respectively.

Article 10 of the Directive and 296 (1) (b) of the Treaty can allow the use of offsets in relation
to contracts regarding war material, but only if this is a necessary measure for the protection
of the essential security interests of the Member State in question.

However, according to the interpretation of Article 296 (1) (b) EC Treaty clarified in Com-
mission v Spain these provisions do not represent automatic or categorical exemptions from
the regimes of the Procurement Directive and EC Treaty, even when most Member States
appear to follow this interpretation. The lawfulness of offsets needs to be decided on a case-
by-case basis. Hence a general practice of requiring offsets for armaments contracts without
appreciation of the individual case is unlawful under European Community law.

Moreover, it is generally difficult to justify any type of offset on the basis of Article 296 (1)
(b) EC Treaty and Article 10 Directive 2004/18/EC since Member States not only have to
prove that the offset would promote their essential national security interests, not their eco-
nomic interests. They also have to prove that the offset is necessary to address these essential
security interests, leaving them no other choice than requiring the offset to safeguard their
essential national security interest.

In addition, Article 296 (1) (b) EC Treaty which provides that “[...] such measures shall not
adversely affect the conditions of competition in the common market regarding products
which are not intended for specifically military purposes”, will make it impossible to justify
indirect civil offsets” since they necessarily affect competition regarding products which are
not covered by Article 296 (1) (b) EC Treaty.

In summary, it is very difficult to justify offsets in defence procurement on the basis of Arti-
cle 296 (1) (b) EC Treaty. Offset arrangements violate not only the Public Sector Procurement
Directive 2004/18/EC, but the EC Treaty itself, unless this is justified as a necessary measure
to safeguard essential national security interests.

European policy context

It is well-known that defence and national security issues where not originally included in the
remit of the European Community (originally EEC). This also had far-reaching effects for
defence industry and market issues — cf. above on Article 296 (previously Article 223 of the
Treaty of Rome). However, the defence industry is a concern not only for national security
but also for industry and competitiveness policies and hence there is already a substantial his-
tory of (in the current terminology) First Pillar initiatives with regard to defence and defence-

 See on these provisions in detail: M. Trybus, “Procurement for the armed forces: balancing security and the
internal market”, (2002) 27 European Law Review 641-662.

¥ COM (2006) 779 final:

“Indirect non-military offsets, for example, which do not serve specific security interests but general economic
interests, are not covered by Article 296 TEC, even if they are related to a defence procurement contract ex-
empted on the basis of that Article.”
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related industries. This is particularly true for aerospace where the links to commercial aero-
space industries are of course prominent.

The general tendency here as in most debate on European defence industry is to identify ef-
fects of and propose remedies for the fragmentation of the European defence industrial base.
The effects essentially fall into two categories:
= Shortfalls in the competitiveness of the European defence industry per se and the cost-
effectiveness of European defence procurement™
= Shortfalls — particularly as compared to the US — of European defence industry to fa-
cilitate high-tech development and innovation in the economy at large (due to the
technological synergies between civil and defence activities).>' >

In parallel to the EC line of work towards a more integrated European defence industry there
have also been many other initiatives. Historically the Western European Union was a nexus
of such initiatives. But there are also many initiatives made by more restricted groupings of
countries, in particular by leading European powers. In addition to many bi- or multilateral
procurement programmes come more generic structures for cooperation like Lol and OC-
CAR.

Another highly relevant process is the formation, typically in several steps starting from col-
laborative programmes of multinational European defence companies like EADS, MBDA and
Thales.

One of the most prominent features of the last few years has been the growing ambitions
within the Second Pillar European Security and Defence Policy, and with regard to the current
context the extension of these ambitions also to long-term capability development, R&T, pro-
curement, and defence industry and market issues — all under the umbrella of EDA. This
means in particular that defence industry issues — including offset as epitomised by this study
— are pursued from different angles both by EDA and the Commission.

Notable achievements so far by EDA include the launching of the Intergovernmental Regime
to Encourage Competition in the European Defence Equipment Market with key elements
being the Code of Conduct on Defence Procurement (CoC) and the Code of Best Practice in
the Supply Chain (CoBPSC). Another element of relevance to the present context is the
Framework Arrangement for Security of Supply Between Subscribing Member States (sMS)
in Circumstance of Operational Urgency. Most recently EDA Steering Board in Defence Min-
ister formation launched Strategy for the European Defence Technological and Industrial
Base, see Section 9.1.

3% Often cited as path-breaking in this regard is Hartley, K. & Cox, A. “The Costs of Non-Europe in Defence
Procurement” Brussels: Commission of the European Communities, July 1992.

3! This perspective has had its ups and downs. After a long period of strong belief in defence-led spin-off this
perspective came in some disrepute during the 80s when growth was lagging in the US and strong is less de-
fence-oriented economies like Japan and Germany. Today many argue that the US defence economy had indeed
many wasteful aspects but that reforms, notably stressing insertion of commercial technologies, have now con-
siderably transformed this situation.

32 Relevant Communications from the Commission: COM(96) 10 24.11996 “The challenges facing the European
defence-related industry, a contribution for action at European level”, COM(97) 466 24 September 1997 “The
European aerospace industry meeting the global challenge,” and COM(97) 583 04.12.1997 “Implementing
European Union strategy on defence-related industries.”
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Returning again to the Commission and its current interest in the issue of offset, so far culmi-
nating in the Interpretative Communication (cf. previous section) it can be said that whereas
the EDA Intergovernmental Regime is an attempt to achieve a better functioning EDEM
within the area of application of Article 296, the role of the Commission — and of course the
Court — is the delimitation of this area. A current issue is also in a new Procurement Directive
to allow for specificities of defence not directly to do with essential security interests.

Whereas the Communications from the late 90s make little mention of offset, and in one case
even treat the subject in a rather positive way,> the Commission documents from the present
decade give more emphasis to the topic, typically discussing it in terms like “the gradual
elimination of practices such as direct and indirect offsets” mentioned in the Green Paper.**

In the consultation launched by the Green Paper

“almost all stakeholders underlined that procurement was just one aspect of an EDEM construction. They
highlighted the necessity for any Community initiatives in the field of procurement law to be accompa-
nied by actions in other areas; this was seen as a necessary precondition for an efficient internal defence
market and for the creation of a level playing field for industry. In this context, stakeholders mentioned
arrangements for security of supply, transfers and transits, harmonisation of export policies, state aid, off-
set practice and the full privatisation of all European defence firms.”**

In Chapter 9 we return to these interconnected issues in the context of the EDTIB Strategy
and other related EDA initiatives.

4.3 pPMS policy and legal context

National laws of the participating Member States

In about half of the Member States offsets are regulated in binding laws in the form of acts of
parliament (Poland, Lithuania), Presidential or Royal Decrees (Greece, Belgium), or ministe-
rial regulations.*® Cyprus, Estonia, Germany, and Malta have no offsets policy and therefore
no binding laws on the matter, whereas the offsets policies in the Netherlands, the United
Kingdom, Ireland, France, and Latvia are not legally binding. Italy and the Czech Republic
decide on offsets on a case-by-case basis on the basis of ministerial directives.

In the Czech Republic and Sweden adherence to the offsets arrangements is a requirement of
participation. In Hungary, Finland, Greece, Poland, Belgium, Slovakia, Slovenia, and Portu-
gal offsets are an award criterion taken into account as one aspect of the tender evaluation
process. In the Netherlands, the United Kingdom, Malta, Latvia, Ireland, France, Germany,
Cyprus, Estonia, and Lithuania it is not taken into account as an award criterion. However, in
Lithuania the winning bidder can be eliminated for the benefit of the runner-up if he or she
does not accept the required offset arrangements. The importance of offsets as one of many

33 COM(97) 466 op. cit.

3 COM(2004) 608 23.09.2004 “Green Paper: Defence procurement.” The Green Paper was preceded by
COM(2003) 113 11.3.2003 “European Defence — Industrial and Market Issues: Towards an EU Defence Equip-
ment Policy.” The results of the consultations are summarised in COM(2005) 626 6.12.2005 “Communica-
tion...on the results of the consultation launched by the Green Paper on Defence Procurement and on the future
Commission initiatives.”

3% COM(2005) 626 op. cit.

3% Hungary, the Czech Republic, Sweden, Slovakia, Slovenia, Portugal, Italy, Finland.
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award criteria varies in those Member States where it is a criterion, ranging from 12.5 per cent
in Portugal, to 15 per cent in Belgium, or 20 per cent in the Czech Republic.

Arbitration clauses for offsets arrangements exist in Greece, Finland, the Czech Republic,
Poland, Belgium, Sweden, Portugal, and Lithuania.

As discussed above, Article 296 (1) (b) EC Treaty can only be invoked on a case-by-case ba-
sis to justify exemption from the regime of the Treaty and Public Sector Procurement Direc-
tive and allow the use of offsets for armaments procurement. Therefore any national offsets
regime has to be based on a case-by-case basis. A national regime based on a legally binding,
automatic and abstract offsets requirement for all armaments contracts, irrespective of
whether the requirements of Article 296 (1) (b) EC Treaty are met, represents a violation of
the EC Treaty, Public Sector Procurement Directive, and in most cases of the implementing
national public procurement law. A legally binding law or regulation needs to accommodate
the ‘case-by-case’ nature of the armaments exemptions to comply with EC law. A not legally
binding regime is more flexible but also needs to clarify the necessary case-by-case evaluation
of the requirements of Article 296 (1) (b) EC Treaty in each individual case.

Offset practices and policy views of pMS

The current results of the analysis of pMS offset practices are provided as country fiches to
EDA. This analysis has been done as desk-study work by FOI/SCS and subsequently made
subject to comments from pMS in the questionnaire.

Annex 6 provides an overview of the fiches and Annex 7 (Section 4) the views on future ori-
ented policy issues expressed in the questionnaires and interviews.

General position towards offset Two major pMS, France and Germany, want offset to be
abolished within Europe and do, as a matter of policy, not accept offset to themselves. Three
of the smallest pMS have no offset policies and apparently no experience of defence offset.
All other pMS accept offset at least for major contracts and most have explicit policies. On
the overall level most countries see offset as useful for their national DTIB:s — and hence
many argue EDTIB — but agree that there may be better methods to achieve this in the future.

Offset levels Most countries cite 100% offset either as a goal or as a minimum in their current
practices. The same level is also mentioned by many as a suitable level should a cap on offset
be introduced in the future, but a few give lower figures.

A few countries give further quantitative specifications as to type of offset: two pMS require
respectively 20 and 50% direct offset. We believe that their definition of ‘direct’ is broader
than the one used in this study (cf. Sections 2.2 and 3.2).

As for preference in terms of type of offset there is a broad variation of responses, but most
are open to accepting all types. Naturally pMS with DTIB of some size prefer defence related
offset. Among the new pMS some express a preference for defence while, there are those who
do the exact opposite. Significant exporters tend to prefer indirect offset. This is in line with
the findings in Chapter 3.

For categories of offset there is a generally high appreciation of high-tech related offset,

R&T, technology transfer, etc. and this is expressed in the multipliers for the countries that
use such. At the other extreme lie direct foreign investments. Here some of the new or other-
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wise industrially weak pMS are prepared to apply high multipliers whereas some pMS are not
prepared to accept such offset at all due to lack of causality (cf. Section 2.1). Also export as-
sistance is a category of little relevance to well-established industrial economies. Among new
pMS some express preference for export assistance — helping already perhaps good existing
industrial competencies with insufficient network — over trying to establish new competencies
using direct investment.

An interesting feature of multipliers is that at least two pMS according to their policies can
apply multipliers <1 in some cases.

There are also countries that apply weights different from the (also used) multipliers in evalu-
ating bids.

Technical issues The threshold, i.e. the minimum size of contract where offset is considered,
is around € 5-10M for many countries but in some cases considerably lower.

As for fulfilment period most pMS want this to be associated with the procurement period.
Some suggest relatively short periods (<5 years).

The practices regarding inclusion or otherwise of offset as a condition for participation and/or
as an award criterion varies considerably among the pMS as does the latitude of bidders to
choose offset level (cf. legal overview above).

All pMS say that bidders are free to choose offset partners, possibly citing some qualification.

Most pMS require penalties in the range 5-10% of the unfulfilled part of offset obligations.
Some require more, one pMS 100%. Two pMS have more flexible disincentives for failure to
deliver, whereas another two do not apply any other incentives than reputation-based ones.

In general the above indicates considerable variation, but it is our impression based in par-
ticular on interviews that the real variation is even greater than what can be captured by these
descriptors.

This is true at the technical level, were in addition to the above the exact modalities for ap-
proving, evaluating, and auditing offset activities, and the general efficiency of offset admini-
stration may differ in many ways. But in addition to this come the bargaining position of re-
ceiving countries in terms of their size as defence equipment buyers, the competitiveness of
their industries, etc. Combining these two aspects some pMS have a well-established offset
apparatus since long whereas others are newcomers to the field.

4.4 Business sector perspectives on offset policy

A more detailed account of business sector views on offset as expressed in questionnaire and
interviews is provided in Annex 7 (Section 4).

The views on offset naturally differ between the business communities in countries which are

mainly receivers of offset, mainly suppliers, or both to a considerable degree. The differences
between mainly offset receiving countries and their companies do not typically appear as big.
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Companies which are to a considerable degree supplier and their associations naturally have
somewhat different views compared to receivers of offset. Since the previous section dealt
mainly with pMS on the receiving side and in favour of offset, it is reasonable here to concen-
trate on the suppliers.

Not unexpectedly these want long fulfilment periods, reasonably high thresholds and warn
against high penalties (or prefer other incentives). There is a strong warning against excessive
administrative burdens in connection with offset in some countries. In line with this offset
harmonisation is generally regarded positively. But there is also an alternative view — some-
times in the same respondents — which stresses the vast differences between receiving pMS
and, therefore, the difficulty in implementing a rigid and detailed harmonised regime.

Several respondents say that a 0% offset should be the goal at least in the long term, but 100%
as a cap is also suggested by several.

No negative views have been expressed against multipliers even though, according to some,
their use should be rendered more transparent as part of a harmonisation.

Big primes typically stress the difficulties in supplying direct offset, and consequently have a
positive view on indirect offset, including civil.

In sum some prime representatives are strongly against offset but the majority have a more
laidback view seeing offset as not ideal but a fact of life that can handled. Big primes typi-
cally have a preference for indirect civil offset.

4.5 Summary and conclusions

The most important finding in this chapter regards the legality of offsets in Europe. The Euro-
pean Commission recently brought this matter up in an Interpretative Communication on the
application of Article 296.”” While the Commission specifically mentioned indirect non-
military offset as problematic, according to the legal analysis done within our study it is gen-
erally difficult to justify any type of offset on the basis of Article 296.*® Not only do Member
States have to prove that the offset would promote their essential national security interests,
not their economic interests. They also have to prove that the offset is necessary to address
these essential security interests, leaving them no other choice than requiring the offset to
safeguard their essential national security interest. We will return to this issue in Chapter 9.

On the pMS side the clear majority accept offset and plan to continue with this whereas
France and Germany are opposed to offset. The different offset patterns between groups of
pMS observed in Chapter 3 are on whole well in line with the policies and practices observed
in the present chapter.

The positions of business sector respondents are on the whole well aligned with those of their
respective countries. A special feature of big primes in particular, however, is that they ex-

37 The article in the Maastricht treaty that specifies when trade in defence equipment can be exempted from the
Internal Market; Interpretative communication [of the Commission] on the application of Article 296 of the
Treaty in the field of defence procurement, COM (2006) 779 final, 7 December 2006.

¥ More precisely Article 296 (1) (b) EC Treaty and Article 10 Directive 2004/18/EC
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press a strong preference for indirect civil offset.
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5 Data and methodology for assessing the effects of offset

This chapter outlines the effect study — corresponding to part [b] of the ToR and describes the
data and methodology used. Part [b] also provides the main input to part [¢].

5.1 Outline of the effect study

The main task of the present study is to:

[b] evaluate the effects of the different types of offsets on pMS defence markets and analyse
consequences at European level (for the defence market and defence industrial base).

[c] analyse offsets' impact on the future development of an EDEM and EDTIB.

Chapters 7 and 8 contain our main development as for part [b]:

* Chapter 7 deals with the prime contract level of the European defence equipment mar-
kets and how these are affected by offset. Here we also discuss the direct costs of off-
set.

» Chapter 8 deals with the supply chain level of the European defence equipment mar-
kets and with DTIB (based on the results presented in Chapter 7 we have concentrated
on the supply chain rather than prime contractor level as far as the relationship be-
tween offset and DTIB is concerned). This is where our case study of offset receiving
companies is presented.

Chapter 9 is where the EDTIB/EDEM perspective is brought to bear on the material from
parts [b] and [a] of the study.

Before these main chapters of the study come two with a more supportive role. This Chapter 5
outlines our study methodology and Chapter 6 gives a research background.

5.2 Data collection

In performing the study we have relied mainly on three types of information (in addition to
the open source material discussed in Chapter 3):
* Questionnaire responses from pMS, industry associations, primes, and independent
experts
» Interviews with the same constituencies (plus EDA and EC) — called ‘general inter-
views’ to distinguish from the following category
= (ase interviews with firms on the receiving and supplying side of a number of offset
deals (there was also an ambition to include negatively affected subcontractors, not in
receiving pMS, but we were not able to schedule any such interviews). The prime con-
tractor case interviews were normally done in connection with general interviews.

The list of responding firms and organisations is in Annex 4. We have some type of response
from 20 pMS (our population being EDA-24), with the lacking replies all from some of the
smallest pMS. We also have replies from 10 industry associations and 12 primes. In the case
interviews 11 receiving firms where accessed, other relevant information was secured from
governments, industry associations, and primes.
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The questionnaires as well as the Interview Guides for the case studies are included under
Annex 5.

5.3 Questionnaires and general interviews

In addition to being the main input for the effect study, the questionnaires and general inter-
views were also used for collecting information for the mapping (Chapter 3) and overview of
policies and practices (Chapter 4; Annex 6) parts of the study.

An extensive overview of the effects part of the replies to questionnaires and general inter-
views is presented under Annex 7 (Sections 1-3).

54 The case studies

The study has examined a number of offset deals in some depth having carried out interviews
with a number of prime contractors (typically in connection with general interviews) as well
as 11 subcontractors including small and medium sized enterprises (SMEs) in some European
countries.”” Some of these companies have been major recipients of offset/industrial partici-
pation; others have brokered offset deals in order to gain export contracts, both within and
outside the European Union. Specific cases have also been discussed with pMS governments
and industry associations. The home countries of the case study receiving firms were one
Group 2 country (Sweden) and three Group 3 ones (Finland, Greece, and Spain). This choice
should imply that the findings are representative in terms of offset value, since these two
groups account for the lion’s share of European offset.

The contracts discussed in some depth in interviews and including the 11 cases were:
» Sale of F18 aircraft by US to Spain.
= Sale of F16 aircraft by US to Greece, Belgium and Poland.
= Sale of Gripen aircraft by Sweden to Czech Republic.
= Sale of Leopard II tanks by Germany to Greece, Sweden and Spain.
= Sale of Typhoon by Eurofighter Consortium to Austria.
= Sale of NH 90 helicopter by NHI Consortium to Sweden and Finland.
» Sale of Type 214 submarines by Germany to Greece.
= Sale of Aegis fitted frigates by Spain to Norway.

The main reasons for examining these case studies is to provide enhanced granularity to the
study, comparing experience in order to gain a better understanding of the costs and benefits
of offset/industrial participation.

Eleven cases (counting the receiving company as unit of analysis) may seem few. However,
by the standards of business case research this is in fact a big sample. In this research tradition
conclusions do not arrive by way of statistical analysis but by so called theoretic generalisa-
tion (Eisenhardt, 1989). But there is a problem, in business case research both the calendar

3% Two of the 11 firms were SME:s according to EU’s formal definition: independent firms with at most 250
employees (and turnover of no more than € 50m p.a. or balance sheet of no more than € 43m). This may seem
little, particularly in view of the explicit references to SME:s in the ToR (Annex 1). From our discussions with
EDA, however, we have understood that ‘SME’ in the ToR should not necessarily be interpreted according to the
formal definition, also considerably bigger firms are often seen as ‘middle-sized’.
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and working time available for the interviews is typically considerably larger than in our
study. Therefore both general and theoretic background knowledge and information from
questionnaires and general interviews is necessary to interpret the case study information.

5.5 Effect study methodology

In conducting the effect study we have relied, in addition to our general background knowl-
edge, on the following sources of information:
* Questionnaire and general interview replies.
= Relevant scientific literature as reviewed in Chapter 6 (offset in defence economics)
and in several subsections in Chapter 8 (business strategy aspects)
* The case study material presented in Section 8.3.

The first type of information provides the backbone of the effects study. This is obviously a
material coloured by the background and interests of the respondents, but keeping this in
mind and based on a careful structuring of replies in Annex 7 (Annex 6 for policies and prac-
tices), along with our understanding of the context, we claim to be able to draw firm conclu-
sions from this material.

Transcripts from the interviews are included in this analysis, but in addition the experience
from the interviews in combination with more contextually oriented reading of questionnaire
responses (in contrast to the sometimes very detail oriented reading necessary to find answers
to the specific questions) is also vitally important for extending the study team’s understand-
ing of the context. E.g., the expert questionnaires were quite helpful in such context building.
We are, however, not including them in the overviews of responses.

Scientific literature and case studies play a strategic but more focused role in the study. In
addition to contributing to the team’s contextual understanding they are mainly applied in
Chapter 8 to shed light on the conditions for building new industrial players and the cost of
offset.

In principle our effect study methodology also included the use of statistical analysis as ex-

plained in Section 3.2. These analyses turned out inconclusive, which, however, supported an
important conclusion in the study, viz. that offset can mean very different things.
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6 Research overview

This chapter presents a state-of-the-art background for the effect study. It consists of
= A conceptualisation intended to convey in simple terms some of the theoretic issues at
stake (Section 6.1).
* A more ‘academic’ review of the relevant literature in (defence) economics (Section
6.2).

6.1 An economics conceptualisation

Barter vs. bundling

From the vantage point of economic theory offset is often portrayed as a dubious phenomenon
in stark contrast to free market principles. And at a conceptual level there is little denying this
for the barter-like end of the offset spectrum. A barter economy is much less efficient than a
money economy because if you have, say, rye and want to purchase a new plough, a large
number of physical exchanges incurring transaction costs (search for customers and suppliers,
transportation of goods) would have to take place until the plough-smith and the steel-plant
workers get the goods they need and you receive your plough. In line with this, barter is a
very rare phenomenon in the commercial sphere of advanced market economies.

But even advanced economies abound with bundling phenomena like sellers also providing
financing solutions when selling durable goods (e.g. cars). In this simple example the relative
positions of buyer and seller on the capital market lead to different optimal financing solu-
tions — some car-buyers can find a better loan on their own merits (or can simply take the
money out of their pocket), for others it is better to have the car seller also act as banker and
insurer.

Perhaps the laidback position vis-a-vis offset referred to in Section 4.4 of many industries is
comparable to that of a car salesperson that would prefer to concentrate on simply selling cars
but grudgingly accepts that also being a banker is better for business.

Commodities vs. complex products

The previous section was couched in the simple language of economics of commodities —
standardised goods tradable in open markets. That type of description does not particularly fit
the types of defence equipment where offset is an issue. Furthermore this is true also for many
other types of equipment for private and public users even though some general technological
trends indicate some degree of change in this regard.*

In the province of complex products or “unique goods,” bundling of goods and services is

0 What we have in mind is the type of developments that in the defence context are known under labels such as
Network Enabled Capabilities (NEC). These mean that unique services and capabilities increasingly may be
delivered by standard equipment that is also useful for a wide range of other tasks in combination with software,
tactical behaviour etc. which account for the unique character of the services provided. Hence the performance
of a specific type of equipment is rendered less decisive to the overall “system-of-system” performance. But this
should be seen not as a revolution but rather as a tendency that defence equipment is moving on a continuum
from the “complex products” side towards the “commodities” — not very fast and not likely to go a long way
towards the “commodities” end of the spectrum.
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very common. For example developers of one-off types of equipment must typically be in-
volved in the training and technology transfer necessary for the buyer to be able adequately to
operate the equipment. In offset terminology such services could qualify as direct offset. In
the case of commodity equipment in contrast — say PCs —such services are readily available
on a free market.

Not only is bundling a more prevalent phenomenon for unique goods than for commodities,
there are even situations where barter of a kind becomes a useful approach. One example can
be where two or more companies decide to pool proprietary technologies for a common de-
velopment activity deemed to be of mutually strategic importance — this is hardly a situation
where the goods exchanged are tradable on a market.

These arguments indicate a problem in delimiting offset. For example technology transfer in
connection with a defence equipment purchase could be either inserted in the purchase con-
tract or dealt with in the offset contract (cf. Section 2.2).

Strategic trade theory, rents and offset

Offsets might also be justified on the basis of strategic trade theory and efforts of nations to
obtain a share of producer rents. The argument proceeds as follows. Defence markets are
imperfect allowing opportunities for monopoly and oligopoly suppliers to achieve producer
rents. Economically strategic industries are characterised by decreasing costs (reflecting
scale and learning economies); they are R&D intensive industries, including spill-overs; they
comprise small numbers of suppliers resulting in firms earning monopoly rents; and they are
dependent on governments where governments can use their procurement policy to protect
national champions and maximise national economic benefits and rents. Defence industries
have these characteristics of economically strategic industries (e.g. aerospace). Governments
buying defence equipment in such imperfect markets have opportunities to use their national
industrial policies to obtain a share of these monopoly rents. Offsets are one form of national
industrial policy which can be used to obtain a share of such producer rents.

6.2 Offset in the economics literature

The economics of offsets is a relatively neglected and under-researched part of defence eco-
nomics. Over the life-time of the specialist academic journal, Defence and Peace Economics
(1990-2007), there were only four articles on offsets, including a case study of the F-35 pro-
gramme. In addition, since 1996, there have been two edited books on the subject and a num-
ber of contributions to defence economics texts.

This Literature Review performs two tasks. First, it presents an overview of the field dealing
with contributions to theory, empirical work and case studies, many of which have been coun-
try studies. Second, it reviews the contribution of the literature to answering section [b] of the
Terms of Reference (Annex 1). Broadly, these deal with the effects of different types of oft-
sets on competitiveness.

Theory contributions

Standard economic theory starts from the proposition that offsets are economically inefficient
and welfare-diminishing reflecting trade diversion rather than trade creation. They require
firms to allocate work away from least-cost suppliers to the purchasing nation’s firms and to
incur switching and transaction costs in the process. Politicians from regions which experi-
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ence job losses and technology transfer due to offsets regard them as giving an ‘unfair’ advan-
tage to foreign rivals. Also, as explained above, in imperfect markets, it is possible that off-
sets can be used to capture rents from oligopolists.

Theoretically, the value of the offset to the buyer depends on its additionality (i.e. whether the
offset leads the prime contractor to buy more from the purchasing nation than it would other-
wise have bought without an offset agreement: Udis and Maskus, 1991). Also, there are usu-
ally alternative and often lower-cost policies for achieving some of these broader economic
and political objectives and any policy evaluation of offsets is further complicated by second
best considerations. Transaction cost economics suggests that offsets might be regarded as
forms of contracts which economise on transaction costs. Moreover, where offsets compel
prime contractors to identify lower-cost suppliers in the purchasing nation, they might im-
prove economic efficiency and be welfare enhancing. On the basis of these arguments, it has
been suggested that criteria are needed to “...distinguish between beneficial offsets and det-
rimental offsets before attempts at international control of the phenomenon are mounted”
(Udis and Maskus, 1991, p163).

Hall and Markowski (1994, p184) reach a similar conclusion suggesting that “...it might
sometimes be optimal (and thus desirable) to obtain goods and services nominated as offsets
as part of a package and sometimes not.” They view offsets as part of voluntary trading in-
volving price-quality-quantity trade-offs which characterise complex transactions. However,
they are critical of mandatory offset policies which are regarded as inefficient due to their
restrictions on the buyer’s flexibility in negotiating the most advantageous price-content-
quality deals. Overall, they recognise that in a world of imperfect markets, asymmetric in-
formation and complex transactions, offsets might well enhance the welfare of the purchaser.
“This can only be assessed on a case-by-case basis” (Hall and Markowski, 1994, p188).

The literature also recognises other economic reasons for offsets. These include oligopolies,
second-best solutions and the capture of economic rents; technology transfer and spillovers;
the infant industry argument; offsets as a form of market entry overcoming protectionism; and
offsets as a form of employment and regional policy. Governments might also use offsets to
create and/or support a national defence industrial base (Martin, 1996, pp 37-41). These ar-
guments can be critically assessed. For example, it is argued that offsets have limited useful-
ness as strategic trade policy; and there are alternative and sometimes lower-cost methods of
achieving employment and regional policy objectives.

A recent edited volume by Brauer and Dunne (2004) reviews the theory, evidence and various
national policies on offsets. It starts by considering offsets as a ‘free lunch’ and recognises
the scepticism surrounding such a view: “the lunch may be free to those invited but the host
still has to pay the bill”(Brauer and Dunne, 2004, p2). A contribution by Taylor concludes
that ““...any attempt to use a mandatory offset policy for all government procurement limits
the dimensions of the negotiation and may suffer from diseconomies of scale and scope. A
more flexible offset policy, which requires offsets for a particular class of goods and relies on
markets in other cases, is preferable in most settings” (Taylor in Brauer and Dunne, 2004, p
30).

Empirical contributions

There have been few detailed empirical studies of offset contracts. Instead, there are various
general overviews of country policies and experience (see next section). Empirical case stud-

39



& 2007-07-12
FOI Final report of
06-DIM-022 SCS

ies have included studies of the offset arrangements for the UK purchase of Boeing AWACS
and The Netherlands planned acquisition of the Lockheed Martin F-35 combat aircratft.

The UK purchase of Boeing AWACS was described and evaluated in a Parliamentary Report
(HCP 286, 1989). The Report concluded that this offset programme was large and offered
commensurate benefits “ primarily providing UK contractors with opportunities to gain ac-
cess to the US defence market. Contracts won should produce follow-on work and down-
stream business extending beyond the life of the offset programme. The programme can
bring new UK suppliers into the defence field, thereby strengthening the UK defence indus-
trial base, and collaborative links with the United States can be improved” (HCP 286, 1989, p
XVi).

A critique of the UK-Boeing AWACS deal is presented in Martin and Hartley (1995). Direct
offset was some 5-6% of the total offset commitment so that the offset was mostly indirect
with over 50% being indirect civil (Rolls-Royce aero-engines, most of which would have
been purchased without the offset agreement). There were doubts about the extent of genu-
inely new business; about the level of technology being claimed as offset; and about the real-
ised compared with the originally estimated employment impacts. For example, on new busi-
ness resulting from offsets, it was estimated that genuinely new business was typically 25% to
40% of an offset, with a maximum of 50% (Martin and Hartley, 1995).

There have been two studies of the planned purchase of F-35 by The Netherlands. First, Vi-
jver and Vos (2006) provide estimates of the likely economic impacts of the purchase on em-
ployment and innovation in The Netherlands They conclude that the F-35 is important for
innovation in the Dutch economy and also contributes to other acrospace programmes (spin-
off) and other industries (spillovers). They provide an estimate of the value of such innova-
tions; but there is no attempt to consider the alternative-use value of these resources. Second,
Hartley (2004) presents original material estimating the economic impacts of The Netherlands
and the UKSs purchase of the JSF/F-35 aircraft. The economic impacts are measured in terms
of jobs, technology and exports and there are comparisons with alternative programmes such
as the Boeing F-18E/F, Gripen, Rafale and Typhoon (Hartley, 2004).

A survey of firms provided an alternative approach to the study of offsets. This UK survey
provided evidence on UK firms’ experience in receiving and supplying offsets. It focused on
the reasons firms bid for offset work, its importance to their business, their reasons for receiv-
ing offset work, its duration and its effects on competitiveness (Martin and Hartley, 1995). On
duration, the survey results were mixed, with some small UK firms claiming that the offset
work was only short-term but a majority of respondents claiming that follow-on work had
resulted (interestingly, one firm stated that direct offset work was short-term whilst indirect
offset was not). On competitiveness, the survey found no substantial evidence that offsets had
improved the competitiveness of UK firms.

The UK survey also assessed the views and experience of UK firms when supplying offsets
(Martin and Hartley, 1996). It estimated average offset contract values of £41.5 million (1993
prices) and an average fulfilment period of some 5 years. It was found that any adverse em-
ployment impacts on UK primes was trivial and that job losses amongst UK sub-contractors
were relatively small. The survey also found that offsets are not costless and that the buyer
bears most of this cost. Cost premia ranged from 3% to 60% with a typical range of 5% to
almost 15% (Martin and Hartley, 1996, p 354).
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Earlier UK examples include its work-sharing arrangements on the US Phantom aircraft pur-
chased for the RAF. The UK aimed to obtain work to the value of 50% of its order for 170 of
the US aircraft. Three major beneficiaries of the arrangement were British Aerospace (which
later used its knowledge from the Phantom to design the tail unit for the UK-French Jaguar
aircraft), Rolls-Royce aero-engines and UK avionics firms. On the Phantom buy, the UK paid
an extra 23-43% premium for the British inputs into the aircraft (Hartley, 1983).

Policy contributions: country studies

Two volumes provide comparative country studies. First, Martin (1996) presents surveys of
offset experience in Europe, Australia, Canada, some Asian nations, the Middle East and the
USA. The study of Spain focuses on its experience with the 1984 purchase of McDonnell
Douglas F-18 aircraft. It is concluded that “...there is little doubt that the programme has had
beneficial effects” providing Spain with a substantial workload in different areas of the econ-
omy but at a cost through the cost premium paid for offsets (Gallart, 1996, p310; see also Gal-
lart, 1998). There is also a study of the US-Swiss F-5 transaction. This was an 8 year agree-
ment mostly involving indirect offsets (85%-90% of the offset commitment). This offset deal
was judged to have advanced Swiss technology. Swiss producers of major defence systems
profited little but many firms producing parts for US defence goods profited well (Udis, 1996,
p328).

Second, Brauer and Dunne (2004) provide a more up-to-date series of country surveys of off-
set policy. There are surveys of European nations, Argentina and Brazil, India, South Africa,
Asia, Australia and New Zealand. The study of South African offsets policy concludes that
some of South Africa’s defence industry is benefiting from direct offset with the possibility of
becoming sub-contractor to some of the foreign equipment suppliers in the global industry.
But the authors raise doubts about whether companies will survive once the offset deals end.
“It is not clear that the companies will be internationally competitive to allow follow-on in-
dustrial development to be sustainable” (Dunne and Lamb, 2004, p 290). The authors then
argue that off-the-shelf purchases would have been cheaper and would have allowed re-
sources to be re-allocated to alternative civilian uses with greater potential for job creation
and economic growth.

Brauer and Dunne (2004) contains at least three estimates of direct costs for offset:

= Wally Struys estimates 20-30% in ‘over-costs’ in conjunction with offsets tied to mili-
tary procurement in Belgium. (Wally Struys, Offsets in Belgium: Between Scylla and
Charybdis? In: Brauer and Dunne, Eds, op. cit. p.167)

* Ann Markusen indicates that offsets cost between 7-10% of the value of arms sales for
major US defence firms (Ann Markusen, Arms Trade as Illiberal Trade, In: Brauer
and Dunne, Eds, op. cit., p.71.)

* Finland estimates a 10-15% cost increase per offset agreement (cited by Bjorn Hagelin
in Brauer and Dunne, Eds, op. cit. p.143. Hagelin in turn cites JAS Industrisamverkan,
Report Ds I 1986:8 Stockholm: Ministry of Industry, 1986.)

Offsets are also evaluated in various defence economics textbooks. Examples include Hartley
(1995); Sandler and Hartley (1995) and Sandler and Hartley (2007). These provide useful
surveys of theory, evidence and policy. Also, the annual Reports to the US Congress on Off-
sets provide a comprehensive coverage of both issues and data from a US perspective (US
DoC, 2007). Inevitably, ‘political’ Reports are influenced by lobbying from national producer
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interest groups. For example, the US position is that offsets are economically inefficient and
should be abolished even though the US defence market is highly protected (Buy American
Act).

The Literature Review and the Terms of Reference

Not surprisingly in view of the current EDA study, the literature provides only limited an-
swers to the questions posed by the Terms of Reference (section 2 (b) 1 and 2) (see Annex 1).
Theory is ambiguous in that it shows that there are departures from the simple proposition
that offsets are economically inefficient. With imperfect markets, protectionism and limited
information, offsets might be efficiency-improving. Indeed, there is the conclusion that oftf-
sets can be both beneficial and harmful which suggests a case-by-case approach and raises
doubts about a blanket policy approach prohibiting offsets.

In terms of the economic benefits of offsets, the evidence from the literature needs to be
treated with considerable caution. It is not acceptable to claim that offsets have resulted in
benefits to an economy. On such criteria, all public spending creates economic benefits. The
key economic question concerns the alternative-use value of the resources and which eco-
nomic activity yields net benefits. Do the resources used in the offset sector make a greater
contribution to national output (including jobs, technology, etc) than alternative uses of these
resources (e.g. their use in building schools, hospitals and roads)?

The claimed benefits of offsets also need further qualification. First, genuinely new business
represents only a part of the total offset. Second, offsets are not ‘free lunches’ and involve a
cost premium which has been estimated at some 5% to 15%.

Nor does the literature provide much convincing evidence on the questions relating to the
short and long-run effects of different types of offsets on the competitiveness of both receiv-
ing and supplying defence companies. The few studies addressing these issues are often
based on unsubstantiated claims and assertions. Even fewer address the issues directly and
provide supporting quantitative data (Martin and Hartley, 1995; 1996). Indeed, most offset
studies are based on national policy and focus on describing offset policy and the extent to
which the original agreement was actually achieved: their focus is on providing a broad
macro-economic overview of policy. Again, a proper economic study of the competitiveness
issues needs to be based on a sound methodology using both quantitative and qualitative data.
Such a study needs to start from a fully-specified model of international competitiveness
which identifies all relevant factors with offsets as only one determinant of competitiveness.
This is the approach adopted — although with quite limited time and resources available — in
the current study for EDA.
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7 Effects of offsets on defence equipment markets and DTIB:s:
prime contract level

71 Structuring the problem

During the Cold War offset was used by several European countries to foster what later be-
came leading European prime contractors, particularly in aerospace. The typical category of
offset here was licensed production and consequently the cost premiums cited were quite
high. Annex 9 gives an overview of this.

Fostering new primes is, however, hardly a driving force behind European offset today. In a
defence economy that has been shrinking since the end of the Cold war, with system devel-
opment costs rising, and with overseas competitors consolidating, also in Europe the prime
level has been characterised by mergers rather than new entrants. Therefore, this prime level
chapter is about the competition process on defence equipment markets between already ex-
isting and competent players, not about the emergence of new primes.

The chapter is structured as follows:
» Competitiveness of EU vs. non-EU players (Section 7.2)
= pMS ‘guns or butter’ and ‘make or buy’ decisions (Section 7.3)
» Openness and transparency of defence equipment markets (Section 7.4)
= The direct costs and time delays of offset (Section 7.5).

The conclusions of the chapter are summarised in Section 7.6.

Even though our task is limited to (E)DEM and (E)DTIB effects, in this chapter we also have
to concern ourselves with the effects of indirect offset even of an entirely non-defence nature,
viz. to the extent that the different types of offset have different effects on the competition
process.

This chapter is structured around questionnaire questions, which are displayed in boldface and
preceded by a ‘Q’. For a more extensive review of questionnaire responses, see Annex 7
(Sections 1 and 2).

7.2 Competitiveness of EU vs. non-EU players

Q: Does offset tend to favour EU-based companies vs. non-EU based companies or is it
neutral in this regard?

Most respondents see offset as neutral in this regard (several pMS answer with reference to
the claimed neutrality of their own procurement practices).

Some big primes answer that US firms are favoured by direct offset due to ‘quantitative issues
and single company programmes’. Our interpretation of the first part is that US scale econo-
mies allow their primes to offer large financial volumes of semi-direct offset transactions af-
fecting only a very limited part of the industrial scope of the imported system. In our termi-
nology that would rather classify as indirect military offset (Section 2.1) and captures pre-
cisely the scope for specialisation in (this and other forms of) indirect military as opposed to
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direct offset.

But there were also respondents who argued that some forms of offset are beneficial for
European competitors: technology transfer due to US restrictions on knowledge export, and
indirect civil due to the more well-developed European industrial networks of European
firms. Note that whereas the latter claimed difference if true does not necessarily lead to a
difference in the attractiveness of the offered offset package — rather one should expect that
US tenderers would have to accept a lower profit margin than otherwise (cf. Section 7.4) — the
US regulat}?ns on technology transfer present a more fundamental advantage to European
industries.

Several respondents point to the potentially negative effects of a future offset regime banning
intra-European offsets but allowing them for extra-European players. As commented in Chap-
ter 1 such an outcome is not likely to become European policy. In line with this the Commis-
sion’s work regarding the interpretation of Article 296 is entirely geared to what the Internal
Market demands from potential receivers of offset — irrespective of whether suppliers are
European or non-European.

7.3 pPMS ‘guns or butter’ and ‘make or buy’ decisions

In this section we discuss two aspects, not directly asked for in the questionnaire but com-
mented by a few questionnaire respondents and several interviewees:
* Does offset lead to higher defence equipment budgets in receiving pMS than other-
wise?
» (Can offset lead to the opening up of potentially closed prime level markets in the
sense that they can ‘help’ pMS with domestic primes accepting import rather than own
development?

As for the ‘guns or butter’ issue, i.e. the budget effect, some (but few) argued strongly in fa-
vour. The more common position was to say that defence equipment budgets are essentially
decided on other merits but offset may make them easier to sell to the public and interest
groups.

Also for the make or buy issue for pMS who would be industrially able to develop a certain
type of equipment themselves some interview respondents argued that offset can be a strong
force in favour of the ‘buy’ option, and hence potentially for a more integrated EDEM and,
indirectly, an EDTIB with less duplication.*” But here too the same type of question can be
asked as for ‘guns or butter’: is offset really a major factor in the decision or is it more a de-
vice useful in marketing a decision taken on other grounds to public and interest groups?

In sum our results do not allow a firm position on either of these questions, but certainly
some respondents saw them as extremely important.

* In the case studies there were some opposite signals, viz. that US firms are more forthcoming to share their
technologies than European ones.

*2 This could take on two (not mutually exclusive) forms: the country deciding to ‘buy’ rather than ‘make’ could
move its DTIB from prime contractor to subcontractor or it could seek specialisation as a prime in other system
areas. In the former case it would seek direct or indirect military offset in the form of subcontracting, in the latter
indirect military offset in forms like swapping.
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7.4 Openness and transparency of defence equipment markets

This section is where we summarise the prime level market parts of the questionnaire and
interview replies that were not covered in the above two sections.

Q: Does offset lead to a different system and/or supplier being chosen than would have
occurred in the absence of offset?

The respondents are rather evenly distributed among ‘yes’ and ‘no’.

A standard argument for ‘no’ is that offset is just one award criterion with relatively little
weight. Another argument, in particular in connection with major contracts, is that candidates
tend to propose comparable offset packages — just as for other parts of the total deal additional
to the equipment itself, e.g. financing. This argument suggests a relatively transparent process
where tenderers can foresee the attractiveness of alternative offset offerings. Also note that
this does not exclude that some firms may have a cost advantage in supplying offset (or fi-
nancing), but according to the argument such differences will affect profit margin rather than
contract award.

Among those arguing that offset sometimes does or may decide contract award direct (and
also indirect military) offset was mentioned by some as more prone to change outcome than
indirect (civil).

One special form of offset potentially leading to another outcome of a competition would oc-
cur if offset being accepted (or required) by the buying nation led to some potential competi-
tors abstaining from participation. This possibility is treated as a separate question below.

Finally there is an aspect that did feature in some interviews. This is the issue of corruption in
relation to defence contracts and its real or alleged links to offset. This is not a property of
offset per se, but it seems indisputable that opaque and un-professional offset implementation
provides scope for corruption potentially leading to another system being chosen that would
have occurred in an open and transparent market. It was a recurring story in interviews how
old offset practices have been found insufficient and subsequently replaced. Even though in
particular pMS representatives naturally claim that their current offset practices are well-
functioning, it is our impression that the transparency and professionalism of offset practices
vary widely between pMS and that there is considerable scope for improvement.

Q: Does offset tend to restrict companies from competing?

At the prime — in contrast to lower-tier supplier (see Section 8.2) — level few respondents saw
problems in this regard at the present time. At prime level offset is seen as a normal part of
the defence business environment that can be handled — at a cost.

For the future, however, warnings were raised by some against excessively stringent rules and
demanding requirements said to be developing in some pMS. This may lead, it was argued, to
some primes refraining from competing. Theoretically this can be understood as a (potential)
negative effect of lacking transparency, leading in turn to uncertainty as to cost for supplier of
offset. This is due to the risk that (particularly direct) offset requirements force the supplier to
engage in business relations with weak firms in the receiving country which may incur extra
costs in time and money; the risk that claimed offset satisfaction is not accepted by the re-
ceiving government; and eventually the risk for a hefty penalty for non-fulfilment. It was also
suggested in the interviews that this might be a greater problem to medium-sized primes than
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to the big firms. Still, it should be noted that this was not claimed to be as yet a reality.

Q: Does offset increase market access?

In addition to the aspect of a country accepting offset from a foreign supplier as an alternative
to placing the prime contract with domestic industry (see Section 7.3) , it is difficult to see
why offset should increase market access at prime level, and we found no such arguments
from respondents. That offset opens markets at subcontractor level, on the other hand, was an
almost unanimous opinion (see Section 8.2).

Q: Does offset distort competition between EU-based companies?

This question added little additional insight to the other ones. A ‘no’ argument worth men-
tioning could be that offset is not distortive as long as the same rules apply for all.

7.5 Direct costs and time delays of offset

This section summarises the questionnaire replies presented in Annex 7 (Section 2) and other
information on the same theme.

Direct costs

The direct cost of offset is here defined as the saving a buying government would make on the
present defence equipment market by not requiring offset.*> This cost has two parts; one is the
cost for the supplier, the other the administrative costs for the receiving pMS.

Most questionnaire and interview respondents agree that there are such costs but few give
explicit estimates. A well-known case-based study in the Netherlands gave the result 2.9%; of
which 2.6% on the supply side and 0.3% on the government side.** Two other pMS cite
ranges of 2-8% and 6-10% respectively. As a comparison published studies have provided
estimates in the range of 5-15% and figures as high as 20-30% also feature in the scholarly
debate with even higher figures applying for historical cases involving licensed production
(see Section 6.2 and Annex 9). On the other hand there are those who claim that offset is free
of charée and one respondent even cited cases where it was claimed that offset led to lower
prices.

However, in view of the heterogeneity of offset one should not expect a generally true answer
to the question. The cost will vary on a case-by-case basis, and consequently between pMS
due to their general characteristics and the composition of their offset portfolios. Some gen-
eral considerations mainly from interviews:
» Indirect offset is cheaper than direct. This has a compelling economic logic to it since
direct offset leaves the supplier with fewer options to choose offset transactions from.

* The case of governments that do not require offset, but accept them when offered is somewhat complicating.
We assume, however, that there is also in these cases some kind of implicit requirement, when offset is part of
the award criteria this is straightforward based on tenderers’ knowledge that competitors may offer offset. Fur-
thermore we here assume a fully competitive market, in reality defence equipment markets are oligopolistic, an
aspect that we are not treating explicitly (cf. Section 6.1).

* The study was conducted by Price Waterhouse Consulting and is summarised in Countertrade & Offset, vol
XXI, no 3, February 10, 2003.

# If offset helps primes to overcome a cultural and political barrier and tap into a supplier base beyond their
home countries this could make some economic sense. Furthermore the cited cases seem to indicate that primes
were competing on price to get this access.
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The Dutch study, however, gives some contrary evidence: 0.8% cost for direct and
3.2% for indirect. We believe that this can be understood such that the Netherlands has
a very internationally competitive niche defence industry (cf. Annex 2) and — at least
relative to this — had a low share of direct offset in the studied cases (25%).

= Subcontracting is easier and hence cheaper to achieve in countries with well-
developed industrial structure. Again this is a likely reason for the low costs found in
the Dutch study, also cf. Section 8.3.

*  On the other hand countries with less well-developed industrial structure tend to ac-
cept cheaper forms of indirect offset (purchase of civilian goods, direct investment,
export assistance)

» In addition to the above, small contracts, short fulfilment periods, harsh penalties, red
tape, and uncertainty as to government approval of offset fulfilment are cost drivers.

In sum we believe that 5-10% is a reasonable range for the direct cost of offset among pMS.
In view of the numbers arrived at in Section 3.2 this would correspond to €200-400m p.a., i.e.
1-2 % of European defence equipment expenditure (Annex 2).

Time delays

Time delays of offset were acknowledged by about half the respondents. It is not our impres-
sion, however, that these delays are seen as a major problem.

7.6 Conclusions

There are many indications provided for both positive and negative effects of offset with re-
gard to defence equipment markets. However, the stronger of these generally apply to the
subcontractor level, see Chapter 8. As to prime contract the following can be said:

» The findings on offset effects on the competitiveness of European vs. overseas players
on European defence equipment markets are rather inconclusive. US legislation limit-
ing technology transfer might give an advantage to European players. Military offset
(in our understanding mainly indirect including semi-direct) is seen by some as advan-
tageous to US primes with their greater scale and scope whereas indirect civil may be
easier for European firms, geographically and culturally closer to European markets.

= Some respondents warn against a situation where offset would be allowed for non-EU
firms but prohibited in intra-EU trade. We understand, however, that this is hardly a
policy advocated by any European actors; to the degree that offsets are illegal this ille-
gality lies on the receiving side irrespective of whether suppliers are European or not.

= Some respondents argue that offset leads to increased defence budgets and the opening
of new prime contract markets (i.e. pMS with industrial capability to develop a system
in their own industry opening up competition to foreign primes). We were not able to
find conclusive evidence on this.

* In many cases offset does not have a strong effect on contract award, e.g. due to com-
petitors tending to deliver comparable offset packages.

= At prime level there is little evidence of offset preventing firms to compete.

* Some respondents, however, warn that a tendency in some pMS towards excessively
demanding offset requirements and stringent implementation rules may become a
market inhibitor in the future.

» Direct and to some extent also indirect military offset are seen as more prone to affect
participation and contract award. Consequently indirect civil offset is the type least
likely to distort markets.
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There are indications of transparency in pMS’ dealing with offset (e.g. the tendency
for the offset packages of competitors to be comparable can be interpreted thus). But
there are also indications of lacking transparency and professionalism, which in ex-
treme cases may even offer opportunities for corruption.

Based on estimates from questionnaires, interviews, and literature we believe that 5-
10% is a reasonable range for the direct cost of offset among pMS. Caveats are due in
view of the heterogeneity of offset but considering the numbers arrived at in Section
3.2 this would correspond to €200-400m p.a., i.e. 1-2 % of European defence equip-
ment expenditure (Annex 2).

Offset leads to some but probably not major time delays.
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8 Effects of offsets on defence equipment markets and DTIB:s:
supply chain level

8.1 Structuring the problem

As mentioned in Chapter 7, during the Cold war offset was used by several European coun-
tries to foster what later became leading European prime contractors, particularly in aero-
space. Building new primes is, however, not the ambition seen in today’s European offset
receivers. To the degree that their offset ambitions are guided by DTIB ambitions at all these
can be categorised as follows: *°
» Strengthen the position of existing domestic firms in international defence supply
chains.
* Foster new domestic firms such that they can take a position in existing niches in in-
ternational defence supply chains.
* Foster new domestic firms such that they can take a position in emerging niches in in-
ternational defence supply chains.
* Build or preserve domestic firms geared to the national defence market.

In this chapter we shall concentrate on the first three bullets, which will be afforded a section
each. The first two of these sections start with a theoretic background and then introduce the
relevant evidence from questionnaires and general interviews. The case study findings are
predominantly within the area of the second bullet and consequently feature in Section 8.3.

The third motive — on emerging niches — was less well covered in our empirical study but is
included as a general discussion based on analogies with other markets.

As for the fourth type of ambition the defence oriented motivation would typically be security
of supply and national operational sovereignty. In addition there may of course be a plethora
of motivations to do with regional labour markets and other non-defence considerations. In
interviews and questionnaires this motive is seldom if ever stated by pMS governments while
it is clearly seen as a reality by business sector representatives.

All four DTIB-related motives for offset are affected by changing perspective from national to
EDTIB level; this analysis will be pursued in Chapter 9. But already before taking on the
EDTIB perspective a lot of EDTIB relevance can be said for the three motives to do with in-
ternational supply chains: If a firm is a relevant player in international supply chains in the
‘pre-EDTIB’ world, then it will at least be a strong candidate for being also an EDTIB asset —
the possible problem here being overcapacity in the specific area of competence.

For nationally oriented firms in contrast any serious EDTIB strategy implementation must
mean thorough revision of the basic rules. Further, to analyse the problem of nationally com-
petitive assets from a national DTIB perspective is relatively trivial:
= [fa country is willing and capable to pay the price in money, delays, quality problems,
etc. it is always possible to establish and sustain a purely national DTIB asset.

% For countries that have industries at prime level, an alternative approach might be to seek specialisation at that
level; cf. footnote 42. We were not able to conclude whether this is an important aspect of offset. Anyhow, the
DTIB analysis of that case is parallel to the first case treated below; cf. Section 9.3.
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* From a European perspective, doing so will almost inevitably lead to undue duplica-
tion of competencies.

Therefore we defer the more systematic treatment of nationally oriented DTIB assets to the
EDTIB context of Chapter 9. Section 8.5 below only briefly presents the questionnaire and
interview replies on duplication and sustaining existing capabilities, in particular but not ex-
clusively of relevance for the fourth motive for offset above.

Finally Section 8.6 discusses some of the wider benefits claimed for offset — not a topic re-
searched in-depth in the study — while Section 8.7 provides the main conclusions of the chap-
ter.

8.2 Offset for accessing international defence industry supply
chains?

The perspective taken in this section is the supply chain counterpart of the prime level discus-

sions in Chapter 7, i.e., we are considering firms that, at least arguably, have requisite compe-

tencies to participate in international supply chains and study whether and how they are

helped or hindered by offsets.

Evidence from general business research

There is a global trend in large manufacturing companies’ Supply Chain Management (SCM)
to increasingly see subcontractor relations as strategic. This means that the relations are long-
term and that important functions like Quality Assurance and R&D increasingly are out-
sourced to the suppliers. In for instance the automotive industry as much as 70 - 80 % of
R&D takes place in the manufacturer’s industrial network of partners, suppliers and consult-
ants. This development means that the industrial network become an important unit of analy-
sis for understanding the individual company’s capacity (Karlsson 2003).

This increased role of subcontractors also means that primes search for potential subcontrac-
tors world-wide and systematically assess the merits of incumbent vs. candidate subcontrac-
tors. But in the context of strategic SCM the decision to phase out a subcontractor is not taken
easily. Before doing so a prime would typically take actions like going from single to dual
sourcing (i.e. the retain the old subcontractor while introducing a new one).

The defence industry is not unaffected by this trend. For example, new defence systems are
increasingly developed in consortia with a few major companies constituting the core and a
large number of companies forming a supply network (Axelson with James, 2000). Well
known development projects organised in large network are the Eurofighter, the Meteor and
currently the Neuron.

This shift from internal development to complex development networks is basically driven by
economies of scale arguments such that increasing development costs drive companies to spe-
cialise on core competencies where they can capture a large share of the relevant market —
typically globally (Karlsson 2003).

Evidence from questionnaire and general interviews

We first turn to the issue of market access at supply chain level (the prime level counterpart
was treated in Chapter 7), thereafter to the issue whether supply chain access achieved due to
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offset has an effect lasting beyond the offset commitments and other EDTIB related ques-
tions. As in Chapter 7 questionnaire questions are in boldface and preceded by a ‘Q’. Also see
Annex 7 (Sections 1 and 3).

Q: Does offset distort competition between EU-based companies? / Q: Does offset tend
to restrict companies from competing? / Q: Does offset increase market access?

The very purpose of the main category of direct offset, subcontracting, as well as the subcon-
tracting and export assistance transactions that go under defence related indirect offset, is to
modify defence industry supply chains.

If there are requirements for — typically direct — offset that effectively delimit a certain sub-
contract to one domestic firm — perhaps not even fully capable of performing the task, then
the market is obviously very strongly distorted and receiving country will have to pay in
money and delays. Allowing the prime freedom to choose among competing local partners for
direct and indirect offset are obvious remedies to this type of situation.

Judging from replies, this strongly distortive type of offset does exist but is not the most typi-
cal. Many, also on the major prime side, testify to the market-opening effects of offset, and
that offset-induced supplier relations frequently lead to mutual learning and last beyond the
offset obligation starting them. Among receiving pMS many see offset as a way of accessing
the supply chains of the big primes otherwise closed, e.g. due to national preference.

Several respondents point to special problems with SME:s (not from offset receiving country)
being blocked as potential subcontractors. It is argued that this happens even for contracts
without offset obligations (e.g. with the prime’s home country) due to the SME:s’ lacking
capacity to help supply offset in subsequent contracts for the same type of equipment.

Q to pMS and business sector: Does offset impact on the strengthening (or weakening)
of industry market position at EU level?
= Impact on established supply chains? Most big primes see negative effects, in par-
ticular for direct offset and due to national subcontractors being driven out of business.
Receivers see positive effects.

Question to business sector only:

* For your company/country as supplier of offset, has offset subsequently influ-
enced your business in the receiving country? Most who respond (several do not)
see positive effects in terms of subsequent orders and supply chain relationships.
Some see examples of offset leading to receiving companies becoming competitors,
particularly with regard to SME:s in supplying country.

= For your country as receiver of offset, has offset subsequently influenced your
business in the supplying country? Most who find the question applicable give posi-
tive responses, but some find it hard to establish causality.

Questions to pMS only:
* Business development with receiving country? Only few pMS (receivers) respond,
all positive.

Discussion and conclusions
There is a relatively clear picture emerging that offset sometimes is seen as helping ‘new’
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firms from receiving pMS to enter defence industry supply chains, and to remain there be-
yond fulfilment of the offset obligations. This suggests that offset has created some value in
an EDTIB sense by achieving more European integration of defence industry supply chains.
In other words offset sometimes breaks supplier lock-in due to national or other preferences,
and ‘forces’ primes to learn about ‘new’ competent subcontractors.

However, adopting the type of SCM practices today state-of-the-art in other high-tech indus-
tries this type of learning would be a systematic effort across the globe, and the notion of
changing the subcontractor population based on the whim of equipment-buying governments
would seem peculiar indeed.

Now this criticism of defence markets is not entirely fair. First the political conditions of de-
fence industry and procurement impede global sourcing ambitions due to security of supply
and cross-border transfer considerations. The evolving EDEM framework will, however,
ameliorate this situation at European level.

Second, as we have seen, there is a strong movement in the major defence primes against di-
rect offset and in favour of indirect — and in particular indirect civil. From the SCM vantage
point this can be understood such that the primes do not want buyers to meddle with their
supply chains. This view we have encountered in particular in the aerospace sector. Perhaps it
is a token of a new time that Poland, despite a quite ambitious approach to building its DTIB,
refrains from the final assembly of her batch of F-16, so far very much the standard custom
for substantial buyers of fighter aircraft.

In other areas like land systems, the old practices of final assembly in the buying country of at
least part of the contract volume are alive and well and it is still possible, at least in an indus-
trially well developed country, to find suitable local suppliers for about a third of the export
value. In interviews industrialists presented a positive view of the mutual learning from suc-
cessive offset partners in their consecutive buyer nations. But the economic efficiency of this
must be strongly questioned, and not least the practice of almost always doing (part of) the
final assembly in the receiving country. It is argued by respondents that the cost share of final
assembly is small — maybe 3-5% of the contract, and the value for surge capability of having
several assembly plants is also quoted by respondents. This might be a good argument for one
or two ‘extra’ plants in Europe but hardly for the present industry structure.

Also the problems encountered by SME:s in relation to offset can likely be attributed to the
general developments in SCM cited above. As we have seen, being a strategic partner supplier
increasingly requires sophistication beyond design and manufacturing. We understand that
demands on suppliers to assist with offset obligations are also part of the same trend. Accord-
ing to the critics this can be a forbidding requirement for some SMEs, even though technically
competent. We have not been able to assess the scope of this problem but it does not seem
unlikely that companies unable to assist in offset might also have problems with e.g. technol-
ogy transfer and technical support within an export contract in the absence of offset.*’ Hence
this may be an SME problem of a more general nature and there is indeed a debate well be-

7 As we understand it the requirements on SMEs to assist with offsets would be in connection with their indus-
trial specialty. In primes indirect offset beyond the business units’ industrial competence is typically handled by
specialist functions at group level and specialised consultants. We find it unlikely that subcontractor SMEs
should be asked to handle the latter type of offset problems.
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yond the defence industry on the problems for SMEs to comply with the requirements im-
posed by the primes’ current practices in SCM, e.g. as regards taking responsibility for R&D.
Helping SME:s develop the skills and resources necessary to function as state-of-the-art stra-
tegic partners to primes is also likely to help with regard to offset obligations.

In sum, if it is true that primes are locked-in with suppliers due, e.g., to national preference
offset — in particular subcontracting as direct or indirect defence-related offset — can be an
effective tool in opening up markets and hence economically beneficial if applied with discre-
tion. But adopting instead more fully, e.g. in European context, SCM practices of today’s
high-tech industries, with a more systematic search and assessment of potential strategic sup-
pliers, will be an even better option. This alternative will, however, not necessarily solve
problems reported with SME subcontractors being excluded from supply chains due to inabil-
ity to supply offset; at least in part this problem is likely to be a symptom of a wider set of
problems to comply with state-of-the-art requirements on strategic partner suppliers.

8.3 Offset for building new players for international defence industry
supply chains? Existing niches

In this section we consider the problem of a country wanting to use offset as an instrument for

building, in existing niches, new domestic actors sufficiently competent to participate in in-

ternational supply chains also after the offset obligations are fulfilled.

Evidence from general business research

What effects of offset on receiving companies can be expected? The following discussion will
build on theories in strategic management in order to conceptualise how the receiving com-
pany’s local and global environment and internal technological competence influence offset
effects.

First, the role of the individual company’s local cluster will be elaborated. In the second sub-
section the company’s path dependence on previously developed technological competence is
discussed. Finally the effects of globalisation are discussed. Each section first reviews generic
research results, and then turns to the likely implications for offset.

Cluster dynamics — external conditions influencing offset effects on receiving companies’
competitive advantage Clusters are geographic concentrations of interconnected companies,
suppliers, companies in related industries, associated institutions such as universities, etc. The
cluster perspective suggests that central sources of company competitive advantage reside not
only outside its organisation but also outside its industry — e.g. within related industries. The
reason is that the density of related organisations and knowledge creates a dynamic environ-
ment that provides the individual company with valuable input, such as skilled employees,
complementing technologies and potential for close relationships with demanding customers.
Competitive clusters are also characterised by two or more competing companies.

One illustrative example is the Swedish automotive cluster within the Gothenburg area. This
cluster has excelled in the competitive environment between Volvo and Saab. Chalmers Uni-
versity of Technology has been closely related to these companies, providing both engineers
in fields of technology required and relevant research. The internationally best known cluster
is the Silicon Valley, with its high concentration of IT companies. This cluster emerged
largely through research from Stanford University and government investments in defence
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electronics during the decades after the Second World War.

In brief, a competitive cluster is characterised by:

= Factor conditions, such as people with relevant education and supporting research

» Demand conditions, such as sophisticated and demanding local customers

= Related and supporting industries, such as locally based specialised suppliers and
competitive companies in related fields of technology

* Context with competitors, locally-based competitors that inspire the individual com-
pany to continuously strive for new innovations and enhanced productivity (Porter,
1998)

The likely implication in terms of offset is that long term positive effects from offset deals
require that receiving companies belong to cluster environments with relevant characteristics.

Development of technological competence - internal conditions influencing offset effects
on receiving companies’ competitive advantage In order to build a sustainable competitive
advantage a company needs to differentiate its market position relative to its competitors
(Porter, 1996) and it needs supporting resources, such as technology (Wernerfelt, 1984). A
sustainable competitive advantage is in principle achieved either through cost leadership, i.e.
being cheaper than the competitors, or through delivering greater value than them. In order to
accomplish either of these strategies it is necessary to have fitting internal resources — e.g.
production system, logistics and sales.

Arguably, technological competence is a key to competitive advantage in the defence indus-
try. The term ‘technological competence’ can be defined as knowledge on and skills to use
technique. Concerning complex products this includes substantial theoretical knowledge and
skills to use e.g. production systems including machinery. Further, technological competence
should be seen as an organisational capability.

A competitive advantage built on technological competence requires the combination of the
following factors:
» Unique technology relative to what competing companies offer
= Difficult-to-imitate technology, i.e. it would take competitors substantial time and in-
vestment to imitate the technology
= Valuable technology relative to the customer needs, i.e. there is a market appreciating
the technology and its price (Barney, 1991)

Concerning offset effects on receiving companies one interesting issue is hence what it takes
to build competitive technological competence through offset deals.

The knowledge constituting a competitive technological competence is largely ‘tacit’, which
means that it cannot be fully expressed by words or documents such as blue prints. The con-
sequence is that technological competence by and large has to be learnt over time and is in-
separable from the individual company. One implication is that technology transfer is likely to
have limited effect on the receiving company’s technological competence unless it is com-
bined with substantial work — including internal development based on the received technol-
ogy. Therefore, receiving an offset deal containing advanced technology will hardly give ac-
cess to much of the supplying company’s technological competence. Instead, the receiving
company must build its own technological competence in co-operation with the prime and
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other supply chain firms through the work-share received due to the offset deal.

One important aspect for the potential effect of offset deals is that it should be expected that
the capability to build new technological competence is largely dependent on the receiving
company’s already existing competence. The reason is that the capacity to learn is strongly
related to what is already known — i.e. the company’s absorptive capacity (Choen and Levin-
thal, 1990) Therefore, the capacity to take advantage of an offset deal is strongly related to
whether the receiving company’s pre-existing technological competence is related or periph-
eral. If the existing technological competence is peripheral it will take substantial investments
over long periods of time in order to build any competitive advantage. Conversely, if the
company has related technological competence, an offset deal may help to further develop its
competitive edge.

The likely implication is that offset deals should be expected to have limited long term ef-
fects on receiving companies’ competitive advantage in the absence of previous related and
competitive technological competence.

Industrial clusters and globalisation According to the common view on industrial clusters,
competitive advantage on the company level is by and large dependent on conditions in the
local environment — i.e. society’s knowledge level, related industries, competitors and de-
manding customers. With globalisation of R&D and manufacturing it is reasonable to ques-
tion to what existent this view is valid any more.

Manufacturing companies in many industries continuously search for low cost alternatives to
plants in the most developed economies. During the last decade manufacturing has been
moved to low cost countries in e.g. Central and Eastern Europe and South East Asia. This
means that companies or regions without previous industrial competitive advantage become
integrated in global supply chains. Their advantage is reasonable well educated people, low
costs and a decent infrastructure. When major companies move manufacturing equipment and
rapidly train people to become employees these companies or regions receive advantages that
hardly would have emerged from within the local clusters. In brief, major companies inject
knowledge into local companies and regions and thereby enhance their position in global in-
dustrial networks.

The knowledge injection effect is apparent regarding manufacturing. To what extent is a simi-
lar development possible concerning R&D? Clearly, companies involved in development of
knowledge intensive products are willing to invest in development around the world. Not least
this is apparent in the ICT and pharmaceutical industries. In these industries several compa-
nies have R&D centres globally distributed. Some development projects are integrated be-
tween facilities on different continents (Orlikowski, 2002). It is more than likely that local
companies (including subsidiaries) benefit from becoming part of global R&D structures.
Compared to receiving investments in manufacturing in low cost countries it is reasonable to
assume that the barriers to receiving R&D investments are higher. The reason is that it is
much more difficult to inject the kind of knowledge used for R&D than knowledge used for
manufacturing. The principal difference is that while manufacturing knowledge to a large
extent is routine based and thereby possible to transfer in standardised form, R&D knowledge
is experience based and not based on routines which makes it very costly to transfer (Kogut
and Zander, 1992).
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So, what are the principal implications for the possibility to use offset as a mean to build
competitive industries?
= R&D capacity is the key to long term competitive advantage. Becoming a part of a
global industrial network can strengthen the individual company’s or region’s access
to investments and markets.
= Relying on manufacturing without R&D is no successful way to competitive advan-
tage. In particular, if the manufacturing system is developed elsewhere the manufac-
turing firm becomes dependent on suppliers of work, which creates low cost lock-in.**
= Receivers of manufacturing orders, companies as well as regions, must use profits and
possible other means to invest in R&D capacity in order to create any long term com-
petitive advantage.

Evidence from questionnaire and general interviews

Below the relevant responses are summarised. As before boldface text starting with ‘Q’ de-
notes questionnaire questions. For a broader account of replies, see Annex 7 (Section 3).

Q to pMS and business sector: Does offset impact on the strengthening (or weakening)
of industry market position at EU level?

= Development of niche capabilities? Most see such an effect, some caution that it may
mean duplication of niches.

* Provision of new capabilities? Mostly affirmative replies, some cautioning about du-
plication and sustainability, but also some who say that this rarely happens [some may
have taken the question to mean “new for pMS”, others “new for EDTIB” — and hence
relevant under Section 8.4]

Question to business sector only:

* For your company/country as supplier of offset, has technology transfer, if any,
to receiving companies had a positive, negative or neutral impact? Experiences
vary (also within the same company). Some see a risk of technology transfer leading
to the emergence of competition, others say this can be avoided by proper manage-
ment practices.

* For your company/country as receiver of offset, has technology transfer, if any,
from supplying companies had a positive, negative or neutral impact? Almost all
who find this question applicable answer in the positive.

Questions to pMS only:
= Positive, negative or neutral impact of technology transfer? Most say positive. Ma-
jor exporters say negative or neutral, which is an indication of technology transfer
leading to emergence of competitors.

Evidence from the case studies

Effect on technological competence and innovation The results from the case studies indi-
cate that the effects from offsets on technological competencies critically depend on the re-
ceiving company’s previous technology level. It seems that companies that already have a
high technological competence level further enhance their level through offset deals in their
area expertise. This effect requires, however, that the offset contains substantial development

* This may be somewhat less of a problem for potential large-volume defence-related manufacturing, cf. foot-
note 50
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work for the receiving company. It is through development work over a long period of time,
several years, that potentially new competencies are developed or existing ones enhanced. In
contrast, companies receiving offset orders in technology areas peripheral to them do not
seem to enjoy lasting positive effects.

Technology transfer has a potential positive effect, but it must be related to substantial devel-
opment work in order to enhance the receiving company’s technological competence. It is
indicated in the studies that a sequence of offset deals with technology transfer in combination
with advanced development work may help a company to develop new technological compe-
tence. In one case this has clearly lead to development of technological competence enabling
the company to compete on the international market with an advanced niche product. Realis-
ing technology transfer is difficult and is associated with misunderstandings between supply-
ing and receiving companies, which drives costs.

Offset deals without substantial development within the receiving company do not seem to
have lasting effects. Several companies experience that although offset deals containing
manufacturing may have short term positive effects on cash flow and employment there may
be long term costs associated with delayed restructuring. Even companies that receive offset
orders within a competitive business model are less clear that manufacturing work has any
effect beyond the short term cash flow.

In brief, it is clearly indicated that companies that achieve long term positive effects, on
technological competence from offset deals, have related competences before the offset deal
or at least a clear long-term strategy to develop niche competence. Long terms positive ef-
fects require substantial development work within the receiving company. Technology trans-
fer can support development of technological competence, but it is difficult and drives costs.
It is not necessary to use technology transfer if the receiving company’s existing competence
is relevant. Manufacturing orders do not seem to have any lasting positive effects on receiv-
ing companies.

Effect on competitive position The evidence concerning the offsets effects on companies’
competitive position is rather limited. It is difficult to estimate a company’s previous and ex-
isting market position and even more difficult to say whether change can be explained by any
specific offset deals when these vary on a ‘case-by-case’ basis. The results presented in this
section provide some indications, but that should not be treated as general evidence.

There are a couple of examples suggesting that companies receiving offset strengthened their
international market position — both in the supplying firms supply chain and through export
orders to foreign defence forces. Successful development on the international market concerns
companies that used offset to strengthen their existing technological competencies or to de-
velop new niche competence over a long period of time. Hence, to the extent that offset deals
have contributed to exports, the receiving company’s internal development competence is
decisive. Therefore, it is possible that offset deals that have positive influence on technologi-
cal competence enhance receiving companies’ exports. It can be noted that a company that
has used offset to build technological competence and gain export orders in those areas sub-
sequently became a supplier of offset deals.

Companies receiving mainly manufacturing offset deals do not seem to gain any competitive
advantage in international markets. This seems to be the case both when the receiving com-
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pany is competitive in one niche and receives peripheral offset orders and when companies
lack any previous competitive advantage. However, there are examples of companies surviv-
ing as manufacturers on their national market through offset deals.

In brief, it is indicated that the companies receiving offset deals containing substantial tech-
nology development are more successful on the international market than companies’ receiv-
ing manufacturing offset deals.

Discussion and conclusions

Offset may under certain conditions lead to the provision of new capabilities. First the
word ‘new’ is ambiguous and may have been interpreted as ‘new to Europe’ (or the world) by
some, ‘new to pMS’ by others, here we have the latter interpretation in mind. There is also an
issue whether the new capabilities are taken to be competitive at national or — the case we are
considering here — international level. At any rate the findings of the case studies — which are
strongly supported by general research results — caution that establishment of new interna-
tionally competitive competence centres in already existing fields that do not build on consid-
erable pre-existing industrial and technological resources is something quite unlikely to hap-
pen.

Offset may under certain conditions achieve technology transfer. This is strongly sup-
ported by questionnaire and interview responses, not least that some see adverse effects of
unintended technology transfer. But again there is a strong caution from the case study. To
receive in an effective way technology transfer requires an already existing industrial context.
Further, effective technology transfer normally requires a complex working relationship and
hence needs the context of subcontracting with elements of R&D being performed by the re-
ceiving firm.

In sum, it is very hard to build an internationally competitive defence industry supply chain
player in the absence of a pre-existing industrial context. However, with such context in place
offset with elements of subcontracting including R&D may mean that a receiving firm is con-
siderably upgraded with regard to competitive position. For a relevant industrial context with
insufficient international business networks also such forms of offset as export assistance,
internships etc., which may contribute towards building supply chain-relevant networks can
be of value.

8.4 Offset for building new players for international defence industry
supply chains? Emerging niches

The theme of this section has not been extensively covered in questionnaires and interviews

(cf. Section 8.3 on ambiguous questionnaire responses). It is, therefore, more in the form of a

general discussion.

The upshot of Section 8.3 can be seen as quite negative for countries with currently limited
internationally competitive DTIB resources. Our results are well-founded in research and case
studies but some moderating aspects can yet be presented.

First some countries including pMS have very rapidly established themselves as internation-

ally competitive actors in commercial high-tech (cf. Annex 2). We have not looked into this
in detail, but a likely mechanism in many cases is that they have become low cost/high vol-
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ume manufacturers. While a rationalised EDTIB might provide some scope for such tasks,
say for MOTS™® components, high-volume production is not a typical feature of the defence
industry.”

The example of another fast-growing high-tech player, Finland, points in a more useful direc-
tion. Here we have a case of a country where the industry structure has shifted dramatically
due to the country being an early entrant of a since booming industry — mobile communica-
tion. This can perhaps be described as a case of ‘leapfrogging’, viz. such that Finland moved
from an economy predominantly geared to exploitation of natural resources to a high-tech
economy without passing the mid-tech position of, e.g., a major engineering industry.

Therefore, policy instruments helpful in the early identification and exploitation of emerging
technologies are of great interest. We encountered in our interviews one offset-related idea
along these lines:
= [t has been suggested to organise EDA ad hoc Category B programmes where contri-
butions can be in the form of know how rather than money.”' In such a programme, a
company could offer know how as offset to in particular less industrially advanced
pMS, which would have this as their entry ticket. The programme would then provide
a context of co-operation allowing them to participate in building world class net-
works in a technology area hopefully emerging as significant.

8.5 Duplication and sustaining existing capabilities
This brief section essentially takes up questionnaire responses which do not fit elsewhere.

Evidence from questionnaire and general interviews

Below the responses relevant under this theme are summarised. For a broader account, see
Annex 7.

Q to pMS and business sector: Does offset impact on the strengthening (or weakening)
of industry market position at EU level?
* Duplication? Several pMS and business sector respondents see direct offset leading to
duplication.
* Sustaining existing capabilities? Most say yes, some caution that this may have
negative EDTIB effects, in particular in connection with direct offset.
* Scale advantages (reuse technology of the receiving companies, machinery or split
development costs on a larger volume)? Responses diverge.

Discussion and conclusions

These responses are what should be expected from the discussion in Section 8.1, particularly
if offset is applied to a high degree to support national DTIB assets for the national market.

¥ Military off the shelf.

% The research background of Section 8.3 furthermore identified a market position based on manufacturing
without R&D (or in some industries perhaps rather advanced design functions) as a not very strong position,
essentially since primes can opt for some even more low-cost location. This would, however, be less of a prob-
lem in an EDTIB context due to the security of supply and cross-border transfer concerns linked to locating key
manufacturing resources outside of Europe.

°!'See EDA — Armaments Cooperation, 1 January 2005.
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Offset, in particular direct, leads to duplication of competencies. This is strongly indicated
in questionnaire and general interview replies. It should also be logically expected. Whether
this duplication is ‘undue’ is a more complicated issue. Some level of competition is obvi-
ously a positive EDTIB quality and an advantage from going from national to European level
in sourcing decisions. Still we suggest that direct offset and governments strongly indicating
which offset projects they desire are both drivers of undue duplication while a more market-
oriented approach granting primes the right to select their receiving partners is likely to lead
to less undue duplication.

Offset leads to sustaining existing capacities. This should come as no surprise. The negative
aspects of this are already discussed under the duplication theme.

8.6  Alleged and real wider benefits of offset

This section discusses wider alleged benefits of offset. The theme was not systematically re-
searched in the study but featured in interviews and desk-studies.

The benefits created for national DTIB:s by offset may also involve spillover effects to the
wider national and European innovation systems. While there may be other and more cost-
effective policy instruments for this than offset — not least in view of the limited size of
DTIBs in relation to, e.g., the general high-tech economies of pMS (cf. Section 3.1 and Annex
2), it is highly consistent with well-known research findings that offset — direct and supply-
chain related indirect — involving the close co-operation between competent supplying and
receiving side firms may be highly value-creating in this regard.

Turning to non-supply chain offset, the ease whereby supplying firms are prepared to offer
offsets like direct foreign investment, and the low costs cited should perhaps suggest concern
for some indirect offset being a ‘no pain, no gain’ type phenomenon. This is further substanti-
ated by some countries’ rejecting, e.g., direct investment as offset due to difficulties to estab-
lish additionality and causality (‘wouldn’t this investment have happened anyway?”). On the
other hand some governments are prepared to use their highest offset multipliers for the same
categories. An explanation can be provided in the homely context of the example how some
car-buyers benefit from the financing deal the car-seller can offer and others do not (Section
6.1). In line with this, for some less industrially strong pMS access to the business network of
a defence prime may be a very valuable asset, whereas for a developed industrial economy
such contacts are commonplace. Even so it must be asked whether this is not often a zero-sum
type situation. That is, the volume of direct industrial investments being made in, say, the new
Central European MS is not likely to be positively affected by offset obligations, but the states
well connected due to offset may benefit relative to their neighbours.”* The argument for di-
rect purchases as indirect civil offset is fairly parallel — it may be perceived as a valuable form
of offset by players with poorly developed business networks but hardly by those that have
such.

Export assistance on the other hand is also a category of offset relevant mainly for pMS with
less developed international industrial network. This category, however, is intended to exploit
already existing industrial competencies in co-operation with potential qualified customers in

>2 Arguably this is somewhat positive from an EDTIB perspective since countries investing in defence equip-
ment are rewarded.
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the prime’s network. Hence it can be classified as supply-chain related and is therefore more
in line with research and practice based knowledge on how to achieve effective transfer of
technology (as well as managerial skills, market knowledge etc.).

Summarising countries without well-developed business networks can potentially benefit
from a broader range of offset categories than those who have such networks. But the caveats
presented in Section 8.3 against trying to establish new industrial players in the absence of a
suitable industrial context apply also to non-defence industries.

But as we have seen in particular in Section 8.2 also firms in industrially advanced countries
may perceive difficulties in getting access to the supply chains of defence primes, be the wish
to achieve such access a matter of defence or industrial policy or both.

There are also other types of benefits claimed for offset than those to do with access to the
business networks of the defence primes. So the Netherlands study cites benefits in terms of
profitability and job creation.” In contrast to the above arguments to do with unique access to
industrial clusters and networks, this type of argument is generally considered as problematic
not to say erroneous by economists. This is even more the case for the tax (‘the tax-payers
money should stay in the country’) and the balance of trade arguments sometimes heard in
favour of offset. The economists’ counter-argument is based on the alternative use of re-
sources. Hence, in the Netherlands case, if the engineers, qualified workers, facilities and
other production factors employed by the offset projects had otherwise remained unutilised
the turnover and profit data reported would be of relevance. But if they have alternative uses
the seemingly positive data may actually mean a loss compared to these alternatives. That is,
from the vantage point of welfare economics a reported success in this regard could be an
actual loss.

8.7 Conclusions: Costs and benefits of offset from a European per-
spective

In Section 7.5 we dealt with the static problem of what cost reduction a pMS electing not to
accept offset could expect in today’s defence equipment market. Then in principle a pMS pay-
ing the price of offset must be expecting some benefits.

These may be broader than defence (see Section 8.6). This theme has not been systematically
researched in the study but we argue that, quite generally, the relevant aspect of offsets is the
access they give to the business networks of the defence primes. Measured against this stan-
dard many forms of offset have limited utility even though this will vary with the receivers’
ease of accessing international business networks without such help.

The classical case for offset has been to accept a higher cost in order to build and maintain the
national DTIB (Annex 9). As discussed in Sections 8.1-3 the main mechanisms for this
among pMS today, at least if restricting attention to what may have EDTIB relevance, i.e. not
considering purely national assets,”* is to help already competent domestic firms into the sup-
ply chains of defence primes, making them into internationally competitive defence subcon-
tractors possibly via a competence upgrade in the process.

>3 See foootnote 44.
> The discussion of such assets is deferred to Chapter 9.
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Evaluating this situation from a European level vantage point the above-mentioned effects of
offset are beneficial as compared to a traditional supply chain pattern of national preference
(which could be due, e.g., to security of supply concerns, cultural similarity and influence
from national politics).

But if, on the other hand, the standard of comparison is a pan-European DTIB where primes
consistently apply state-of-the-art Supply Chain Management practices Europe-wide, then
offset instead turns into an impediment, and its reduction presents a saving potential in addi-
tion to the static one discussed in Section 7.5.

Therefore, we are in a situation where the types of offset that have a particularly strong impact
on DTIB, viz. subcontracting with R&D content as part of either direct or defence-related
indirect offset, both create value by integrating European supply chains and dissipate value by
preventing the full exploitation of the potential for such integration.

We have not found it possible to quantify this potential but we believe that state-of-the-art
SCM practices are already used in substantial parts of the European DTIB. This is a likely
explanation to the preference of many primes for indirect civil offset over direct.

It can be said, however, that forms of subcontracting offset with R&D content that allow
primes flexibility in selecting partners and hence to apply current SCM practices are ways to
make offset more conducive to the development of a future EDTIB or in other words to help
create a Europe-wide structure of defence-relevant, internationally competitive industrial
competence centres without unreasonable levels of duplication. This is true in particular for
defence-related indirect offset, but also for direct if kept within limits reasonable given the
industrial potential of the receiving country.

In the case of receiving pMS with competent industrial players, but lacking well-developed
international networks, export assistance can be another highly relevant form of supply-chain
related indirect offset.

For pMS essentially lacking relevant industrial players we have found that it is difficult to use
offset to help them establish internationally competitive competence centres in existing
niches. However, offset containing R&D collaboration aiming at emerging DTIB niches may
provide some hope fore the future.
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9

Impact of offset on the future development of EDEM and ED-
TIB

In this chapter we set the results from the study in the EDEM and EDTIB context. We do this
in the following steps:

Identification of EDEM and EDTIB developments of potential relevance for offset
(Section 9.1)

Analysis of whether and how offset can be an effective and legitimate tool for
EDEM/EDTIB objectives (Section 9.2)

Based on the analysis in the above topic and our study results, in particular from
Chapter 8, a more specific analysis of the usefulness of offset for promoting EDTIB
Centres of Excellence (CoE:s) as emerging from an industry-driven process, and
hence arguably EDEM/EDTIB objectives (Section 9.3)

A discussion of information needs and availability for EDEM/EDTIB policy analysis
based on our experience in doing the study (Section 9.4).

Section 9.5 contains a summary of the chapter’s conclusions.

9.1

The development of EDEM and EDTIB

The document ‘Characteristics of a strong future EDTIB’ was approved by EDA Steering
Board in NAD formation in September 2006 and succinctly sets out the requirements for an
EDTIB and some of the means for getting there:

1. Capability driven
The EDTIB should be responsive to pMS and EU defence needs and thus be capable of:

= Delivering and sustaining key military capabilities;

=  Providing complex system of systems solutions;

=  Sustaining and upgrading platforms over the long-term;

=  Sustaining the necessary levels of European and national operational sovereignty

2. Competent
The EDTIB should be capable of delivering cutting-edge technology on time by:

= Promoting innovation also from other sources including academia;
=  Developing and sustaining key technologies (with a particular focus on disruptive technologies);
= Accelerating the fielding of new technologies.

3. Competitive
In business terms, the EDTIB needs to be:

=  Providing cost efficiency;

=  Enabling global exports;

=  Attracting co-operation with non-European partners;

=  Contributing to overall economic growth, not least amongst SMEs.

In order to develop and sustain an EDTIB of such character, Europe needs to work towards:

= More consolidation, work-sharing and interdependencies on a European-wide basis, based on
Security of Supply and drastically simplified procedures for Intra-Community Transfer;

= More focus on Centres of Excellence (as an industry driven process) with an acceptable regional
distribution;

= More integration into the wider European industrial base (as commercial solutions (i.e. dual use)
increasingly become key drivers);
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= Less dependence on non-European sources for key defence technologies.”

In May 2007 EDA Steering Board in Defence Minister formation adopted a strategy for ED-
TIB. This strategy confirms and develops the above characteristics and, in particular, expands
on the strategy for getting there. The development of an EDEM with Europe-wide competi-
tion is included as one main building block of this strategy.®

In terms of the characteristics of EDTIB the strategy document includes the following addi-
tions and amplifications:
= A strong EDTIB is important both for security and defence policy and as an economic
asset. The latter helps to support public support for defence.
= A fully adequate DTIB is no longer sustainable on a strictly national basis.
* In a world of multinational operations a national DTIB approach is also operationally
unacceptable.
= Less dependence on non-European sources for key defence technologies is recon-
firmed from Characteristics document, but shall not be understood as excluding im-
ports from, or cooperation with, overseas defence industries.

As to the strategy to accomplish this, one main element is the actions for pMS governments:

» (Clarifying military, technological, and industrial priorities.

* Consolidating demand such that the collaborative, as opposed to national, option is
always considered in procurement decisions. This should apply not only to new
equipment developments, but also — or perhaps more — to off-the-shelf purchases and
upgrading of existing equipment and other aspects of in-service support.

* Increasing investments.

* Ensuring Security of Supply as a prerequisite for increased mutual dependence. The
already approved Framework Arrangement on Security of Supply in Circumstances of
Operational Urgency’’ needs to be operationalised and complemented with more long-
term oriented instruments.

» Increasing competition and cooperation.

The final item above preambles the subsequent two sections, respectively entitled ‘Competi-
tion: developing the EDEM’ and ‘Cooperation: achieving more, and more effective, collabo-
ration’. The latter is largely a further development of the actions for pMS governments listed
above. One of the topics has deeper relevance to our study:

* In the context of equipment collaborations governments should refrain from ‘too much
emphasis on national defence industrial ends’ and ‘exercise self-restraint — to allow
industry to find the most efficient solution to consolidated requirements, and [...]
move as rapidly as possible away from the approach of “fair shares” (juste retour)’.

The EDEM section revisits the initiatives taken during the past couple of years under the In-
tergovernmental Regime to encourage competition in the European Defence Equipment Mar-
ket:*® the Code of Conduct, the Code of Best Practice in the Supply Chain, and the Electronic
Bulletin Board (with government-to-industry and industry-to-industry sections), as well as a
number of related initiatives. Particularly salient topics for the study include:

> EDA — NADs Steering Board, September 2006

¢ EDA — Defence Ministers Steering Board, May 2007

" EDA — NADs Steering Board, September 2006

¥ EDA — Defence Ministers Steering Board, November 2005.
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= The ‘vision of a healthy, competitive and integrated future EDTIB will not be realised
if our market-opening efforts are perceived to be simply a bonanza for the large prime
contractors. With industry’s active cooperation, we need to drive the benefits of com-
petition down the supply chain — so that excellent second- and third-tier companies,
often SMEs (with their typical flexibility and capacity to innovate), are able to prosper
in a European scale of market. This makes economic as well as political sense: the fu-
ture success of the DTIB in Europe will depend upon effective utilisation of human
capital and innovation wherever these are to be found in Europe — in SMEs, and in
suppliers not always associated with defence (universities, software houses, providers
of dual-use technology), and in the new Member States. We note the slowness of
Western European prime contractors to see the new Member States as places to invest,
rather than just sell’.

= ‘Fair competition requires not only a level playing field, but also the assurance that in-
dividual competitors are not improperly advantaged. This suggests that features such
as government ownership of, or publicly-provided aids to, defence industries will call
for particular transparency if mutual confidence is to be maintained that there is no un-
fair competitive advantage (such as hidden subsidy) involved.’

The paragraph on offset was quoted in extenso in Section 1.1:
= ‘[The still-infant status of our open market efforts, make this practice understand-
able... Nonetheless, when offsets appear as a criterion in defence competitions, then
these clearly are not being decided on the basis of the value of competing offers alone.
...[W]e share the ultimate aim to create the market conditions, and the European
DTIB structure, in which the practice may no longer be needed — and, meanwhile, to
consider how adverse impact on competition and the DTIB might be mitigated.’

9.2 Offset as an effective and legitimate tool for the development of
EDEM and EDTIB?

In sum the EDTIB Characteristics and Strategy contain many element clearly difficult to rec-
oncile with offset — just as its collaborative development counterpart, juste retour. However,
the closure of offset practices is not seen as imminent.

In Section 1.1 we identified two alternative perspectives regarding the, for the time being un-
avoidable, role of offset with regard to the development of EDEM and EDTIB:

* ‘mitigation of adverse impact’/damage limitation

= types of offset more and less ‘conducive to the development’.

The effect study puts us in a position to promptly deliver an answer to the damage limitation
perspective: Indirect civil offset has been found to have the least distorting impact on prime
contract level markets, with some tendency to favour European vs. non-European firms. Fur-
ther, at supply chain level purely civil offset (in contrast to civil but defence-relevant) by
definition will not impact on defence equipment markets or DTIB:s. Now there are consider-
able problems with this result. So the Commission in the Interpretative Communication par-
ticularly singles out this category: ‘Indirect non-military offsets, for example, which do not
serve specific security interests but general economic interests, are not covered by Article 296
TEC, even if they are related to a defence procurement contract exempted on the basis of that
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Article.””

Turning instead to the perspective of more or less EDTIB conduciveness we need to much
more broadly invoke the results from the effect study. To be able to do so in a systematic way
we start by identifying a number of themes among the above characteristics of a strong ED-
TIB and the implementation strategies for it, in particular EDEM, where based on our study
results we believe that some pMS might argue that some forms of offset are helpful for the
wanted type of development. These themes and the usefulness of certain forms of offset will
then be critically assessed in what follows.

Some level of ‘traditional’ military security of supply (used here as shorthand also in-
cluding operational sovereignty) need to be part of EDTIB:
= ‘Sustaining and upgrading platforms over the long-term.’ Platforms exist in all pMS
and some local capacity may therefore be beneficial in this regard.
= ‘Accelerating the fielding of new technologies.” Argument as for previous item.
= ‘Sustaining the necessary levels of European and national operational sovereignty.’
Here the national part can be taken as an argument for having some industrial capacity
nationally.

A ‘modern’ interdependencies-oriented view of security of supply is emerging:

= ‘More consolidation, work-sharing and interdependencies on a European-wide basis,
based on Security of Supply and drastically simplified procedures for Intra-
Community Transfer.” For others to be interdependent requires some EDTIB assets to
be in my pMS.

= ‘More focus on Centres of Excellence (as an industry driven process) with an accept-
able regional distribution.” No additional argument but an explicit confirmation of the
relevance of geography.

EDEM is at an early stage of formation and unequal power relationships may be a prob-
lem for its development:
= ‘The still-infant status of our open market efforts make offset an understandable prac-
tice’.
= ‘EDTIB will not be realised if our market-opening efforts are perceived to be simply a
bonanza for the large prime contractors.’
=  ‘We note the slowness of Western European prime contractors to see the new Member
States as places to invest, rather than just sell’.

A strong EDTIB needs to interact with the wider economy and innovation system on a
Europe-wide basis:

*= A strong EDTIB is important both for security and defence policy and as an economic
asset. The latter helps to support public support for defence.

* ‘Contributing to overall economic growth, not least amongst SMEs.” If EDTIB is an
engine for innovation and growth, pMS contributing economically will have a legiti-
mate interest in its geographic distribution

* ‘Promoting innovation also from other sources including academia.’ The basic ability
for defence-related innovation is distributed across Europe, hence better exploited by a

59 COM(2006) 779, 7.12.2006, p. 7. Note, however, as explained in Section 4.2 and further discussed in Section
9.2, that the problems of justifying offset under Article 296 go further than to indirect non-military.
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distributed EDTIB .

* ‘More integration into the wider European industrial base (as commercial solutions
(i.e. dual use) increasingly become key drivers).” Since the wider industrial base is dis-
tributed across Europe integration is more effective if this also holds for EDTIB.

Again, these are potential arguments for offset. There may be other more cost-effective ways
of achieving an ‘acceptable’ regional distribution. Also several of the characteristics strongly
suggest the opposite — concentration. In fact the item on CoE can be seen as the acknowl-
edgement of this goal conflict.

‘Traditional’ vs. ‘modern’ interdependencies-oriented security of supply

Recall that in Chapter 8 we refrained from analysing the theme of national assets for the na-
tional market in a pre-EDTIB setting since we foresaw that such an analysis would have lim-
ited relevance from an EDTIB perspective. This is the place do this analysis.

The theme of ‘traditional’ security of supply does contain some indisputable substance: both
in-service support and upgrading require solid understanding of the equipment involved. For
in-service support also limited geographic distance is sometimes a real issue. Finally some
would also argue that cultural similarity matters, both in a general sense and in how military
forces organise and operate.

As we saw above the EDTIB strategy argues that the collaborative option applies also (or
perhaps more) to in-service support and upgrading.

We see no contradiction between these two positions. Legacies in terms of the equipment op-
erated, as well as geographic and cultural closeness, determine what collaborations are possi-
ble or effective but they rarely prescribe exclusively national solutions.

Hence ‘traditional’ security of supply should not be seen as separate from its ‘modern’ inter-
dependencies-oriented counterpart. But if interpreting the latter in terms of networks of CoE:s
or at least internationally competitive competence centres emerging from an industry-driven
process, there is still a significant difference. Even though in-service support in an EDTIB
setting ought to take place in a network of mutually interdependent pMS, international com-
petitiveness is still not so much of an issue; if I operate AFV X Mk Y, it is someone able to
service precisely this type of equipment I need — be it something worthy of the label CoE or
not.” And as a pMS I will hardly be prepared to accept the European structure of such sup-
port facilities to be the outcome of an entirely industry-driven process.

Traditionally direct offset is often used to establish the type of facility we are discussing at a
national level. In principle this could be done in a network context too, i.e. when country X
maintains a facility also for countries A, B, and C.

It is, however, really worth asking if offset is a cost-effective instrument in this regard, either
for the purely national or multinational case. The argument on this from hard core economists
is worth listening to. It goes that if a government wants to achieve security of supply in rela-

%It is not difficult to imagine ‘network CoE:s’ emerging in this context — global or European level firms operat-
ing in-service support and upgrading facilities in many countries and effectively exploiting the economies of
scale and scope in this market.
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tion to a type of defence equipment by developing and maintaining some domestic industrial
competence, then it should carefully define this competence as a requirement in its tendering
specifications — possibly just as an option to be able to independently assess whether such
investment gives value for money. Then this security of supply — if deemed cost-effective —
would be achieved as an integral part of the procurement contract, and failure of the seller to
deliver would be a breach of this ‘real’ contract, not just something included in a normally
less legally binding offset contract. We find this a very compelling argument and very much
in line with Public Procurement legislation, particularly if prospective contractors are given
liberty to design their proposed solutions to the customer’s problem.®'

In sum, also from an EDTIB point-of-view there must be in-service support for the particular
types of equipment that pMS operate. But this does not imply that this support needs to be
supplied nationally. Further, the provision of in-service support will have to entail long-term
planning and commitment with a level of influence for concerned pMS governments that goes
beyond what is normally understood by an industry-driven process. Therefore the situation
lacks one of the prerequisites we have identified for effective offset, viz. considerable free-
dom for offset suppliers to find their receiving side partners. Based on the above analysis it
seems that other procurement approaches would be more suitable here than offset.

The regional aspect of CoE:s in EDTIB and the legitimacy and effectiveness of offset

Consider on the other hand upgrading. In many cases the in-service support facilities dis-
cussed in the previous subsection will play a role here too. But at least for major upgrades
also something like the network of CoE:s emerging as an industry-driven process will be a
necessary resource base. We have argued above that in view of mutual interdependencies it is
a legitimate ambition of pMS to be a player in this game. Can some forms of offsets be a pol-
icy instrument whereby a pMS could influence an industry driven process so as to increase
the likelihood of achieving this legitimate interest?

This can be summarised by the EDTIB characteristic: ‘More focus on Centres of Excellence
(as an industry driven process) with an acceptable regional distribution.’. The following sec-
tion, therefore, will explore the issue of a potentially legitimate and effective use of offset for
fostering CoE:s — or at least internationally competitive EDTIB centres of competence, but let
us from now on use the notation ‘CoE’ — as a key element of ‘modern’ interdependencies-
oriented security of supply.

Furthermore, such CoE:s are also key to the interaction between EDTIB and the wider econ-
omy and innovation system, which we identified as another potential argument for offset; it is
difficult to see purely national DTIB assets being attractive partners for other innovation sys-
tem players — even nationally.

Finally we identified unequal power relationships as a motive for offset potentially coherent
with EDTIB. The possibility for governments to use offsets to obtain a share of producer rents
was discussed at a theoretical level in Section 6.1. Here we would argue in the following way:
= [f defence primes fail to utilise certain potential CoE subcontractors due to irrational
reasons like regional preference, then it would be in line with the EDTIB strategy that
pMS use offsets to persuade primes to change this behaviour.
= If apMS lacks EDTIB CoE:s to a degree that makes their regional distribution ‘un-

6! We are indebted to an expert questionnaire respondent for this argument.
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acceptable’, then use of offset would seem legitimate — at least if it also has a good
chance of being effective rather than wasteful.

We have seen in Chapter 7 that the scope for new CoE:s to enter EDTIB shall be expected to
be at supply chain, rather than prime, level. In Chapter 8 we also did a rather comprehensive
analysis of the conditions for using offset for this purpose. In the next section we shall put this
analysis in the EDTIB setting.

The legality of offset
But before doing so we also need to revisit the legal issues discussed in Chapter 4.

First, indirect non-military offsets have been squarely identified by COM in the Interpretative
Communication as irreconcilable with Article 296 — which is the legal basis used for offset in
EU.% From an EDTIB perspective this may imply certain problems to do with defence-
relevant but strictly speaking non-defence offset.

But furthermore the legal analysis carried out in the study (Section 4.2) indicates serious
problems with the legality of any form of offset, having to do with whether offsets can be
claimed to be ‘necessary in order to address essential security interests’. The implications of
this have not (yet) been established in case law, but we are somewhat concerned with regard
to the incentives created for pMS wanting to maintain or develop DTIB assets in particular for
upgrading, the case we discussed in the previous subsection.

As we have seen there such a pMS could go for a ‘modern’ interdependencies-oriented ap-
proach by fostering a portfolio of EDTIB assets relevant for upgrading equipment for own
and other pMS’ forces, but where the exact composition of this portfolio should be the out-
come of an industry driven process, rather than of a policy grand design. In the next section
we will investigate whether certain forms of offset can, under certain circumstances, be con-
ducive to this.

That country would seem considerably more coherent with EDTIB than one that goes instead
for a traditionally national approach, carefully identifying the industrial assets it claims to be
necessary for its operational sovereignty and taking decisive action to preserve them (also
beyond the legitimate needs for in-service support discussed above).

Then it would seem that the second country could rather easily invoke Article 296 for sustain-
ing its approach via direct procurements, state aids, and maybe even offset requirements spe-
cifically directed towards ‘necessary’ DTIB assets. The first country on the other hand — un-
der the above interpretation — is likely to have greater difficulty in arguing that using offset to
promote an industry driven process with inherently uncertain outcome but leading, perhaps, to
some CoE:s be necessary in order to address its essential security interests.

In general we have identified flexibility in offset for primes to choose receiving side partners
as a feature beneficial from an EDTIB perspective. Precisely this flexibility could make it
particularly difficult to invoke Article 296.

82 Cf. footnote 59.
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9.3 Offset for promoting CoE:s

Offset for opening up defence equipment markets: supply chain CoE:s and primes in
receiving pMS
The first of three CoE-related cases discussed in Chapter 8 was:
= Essentially full-fledged CoE:s with difficulty to enter the primes’ supply chains due to
irrational factors like national preference. See Section 8.2.

Here supply-chain related offset, mainly subcontracting (direct and indirect defence relevant)
was seen to open up supply chains.

But it was also argued that Europe-wide state-of-the-art Supply Chain Management would be
a better alternative. This conclusion is very much in line with the EDTIB documents — in par-
ticular the CoBPSC — as is the realisation that objective merit is not always the primes’ crite-
rion for selecting subcontractors.

The logic for full-fledged supply chain CoE:s also applies mutatis mutandis for primes (where
such exist) in receiving pMS. Between countries with substantial defence prime contractors,
indirect defence offset, not least in the form of swapping, is a natural type as evidenced by the
results for Group 2 in Section 3.2. But again a fully implemented CoC would be a superior
alternative to achieving this effect by means of offset.

From an EDTIB and EDEM perspective the role of offset in the cases we are discussing here
should clearly be seen as transitional. With Europe-wide sourcing increasingly becoming the
norm the positive market-opening role of offset will diminish in magnitude and the market-
impeding role will grow as discussed in Section 8.7. If and when EDTIB and EDEM policies
gradually succeed in opening up defence supply chains for Europe-wide participation we see a
clear conflict with offset of the forms discussed in this subsection.®® This indicates the need to
monitor developments in European defence supply chains to identify changes in the role of
offset which could in turn be an important input for a putative process for phasing out these
forms of offset as EDTIB instruments increasingly take over its role.

Offset for building new CoE:s in receiving country

In this subsection we discuss the remaining two CoE-related cases from Chapter 8:

* (Candidate CoE:s operating in a relevant industrial context but not fully internationally
competitive. Also here did we see a role for offset — the same forms as in the above
subsection and in earlier stages also export assistance — for upgrading these to CoE:s.
See Section 8.3.

* Prospective CoE:s operating in weak industrial contexts. Here the chances of estab-
lishing CoE:s in existing niches were found to be quite limited. We did, however,
point to possibilities to use offset with a content of R&D cooperation as a way to help

53 A regime of coexistence between, on the one hand, Europe-wide sourcing and on the other national sourcing
as the norm with offset used for treating the ‘anomaly’ of import will also create problems of a more technical
nature. One respondent commented this type of situation (perhaps more likely to become a reality for upgrades
and minor systems procurement than for major systems) arguing that offset requirements if used for external
suppliers should be applied also for domestic ones. We understand the position such: If external firms are re-
quired to supply both local content and additional offsets totalling perhaps well above 100% of the procurement
contract, a domestic prime free to choose subcontractors globally and not asked for any other forms of compen-
sations would be unduly favoured.
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receiving countries enter emerging niches. See Section 8.4.

In these cases it is important to have the industry-driven logic of allowing primes to search for
suitable receiving side partners. This suggests that offset should be to a large degree indirect
defence related, but elements of direct offset are also very good from this perspective as long
as they are not forced by pMS to levels that threaten the industry-driven search logic.

It is obvious that developing national facilities for the national markets will lead to duplica-
tion and overcapacity at EDTIB level. It is also very likely that using offset to promote com-
petence centres with international ambitions also frequently has led to the same result; our
data do not allow us to distinguish between these two cases. But here too allowing offset to be
more of an industry-driven activity is likely to be a useful remedy.

Many other policy measures can be used for the ends discussed here, e.g. the Structural
Funds. Doing an evaluation on the effectiveness of (relevant forms) of offset vs. other policies
to achieve technology transfer is far beyond the scope of this study. But well-managed offset
programs have attractive features like the market-driven selection of partners and the serious
collaborative work on complex problems within highly qualified industrial contexts that they
can offer e.g. a subcontractor from a new MS. Even if offset were phased out it would likely
be beneficial if some of these features could be preserved within new policy measures like
joint development programmes.

If used to help establish EDTIB CoE:s in pMS with a ‘unacceptably’ low number of such cen-
tres, the conflict between offset and EDTIB/EDEM policies does not seem significant. Phas-
ing out can be based on success in establishing CoE:s (and subject to future Enlargement of
EU).

94 Information needs and availability for EDEM and EDTIB policy
analysis

In doing this study we have had to rely on incomplete and patchy data. This is the case al-

ready at the prime contract level, where, however, SIPRI at least has a long time series of

compatible data collected from open sources (Section 3.1).

For information specifically on offset: types, categories, use of multipliers, etc., we have had
to rely on data from those of our respondents who have been able to share it with us. Further,
as we have found, approach to and conceptualisation of offset varies widely among pMS,
which makes it difficult to get a consistent picture even when data is available.

In our study we have indicated defence industry supply chains as a key area; how open these
supply chains are to Europe-wide participation is a major determinant whether offset is help-
ful or an impediment to the development of EDTIB and EDEM. Therefore we have suggested
that such monitoring could be a useful guide for successively phasing out (some forms of)
offset. But this type of information seems entirely missing at European level.

In sum, the policy analyses that will be needed to guide EDEM and EDTIB developments will
be seriously hampered by lack of basic data unless EDA (including pMS), the Commission,
and perhaps other actors, e.g. from the industry side, take decisive action.**

% We are aware of the MEDI (Mapping of the European Defence Industry) initiative of DG ENTR.
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Further, better availability of information will also be useful for bench-marking and exchange
of best practice among pMS and industry, which we think would be of great value in defence
procurement and defence industry policy, not least with regard to offset.

9.5 Conclusion: the conduciveness of types of offset to EDTIB

The future of offset

In the study we have identified three distinct positions with regard to the future of offset from
an EDTIB perspective:

4. Offset should ideally be phased out eventually. In the meantime adverse impacts on
competition should be mitigated.

5. As above but in the meantime offset may also serve the development of EDTIB posi-
tively

6. Offset — or at least much of offset — is not consistent with Article 296 and, hence, ille-
gal although pending case law to this effect.

From the ‘damage limitation’ perspective (1), indirect (strictly) non-military offset was found
to be preferable since it distorts markets the least, at prime and supply chain level. Further-
more there are some indications that it provides some advantage for European vs. overseas
players. But there are considerable problems with this result. So the Commission in the Inter-
pretative Communication particularly singles out this category as not covered by Article 296.

From a perspective that accepts that offsets may have both drawbacks and benefits (2) the
answer is more complex. As a first step we identified four clusters of issues from the EDTIB
Strategy and Characteristics document of relevance for judging whether and how offset may
be an effective and legitimate tool for EDEM/EDTIB objectives:
= Some level of ‘traditional” military security of supply (used here as shorthand also in-
cluding operational sovereignty) need to be part of EDTIB
* A ‘modern’ interdependencies-oriented view of security of supply is emerging
= EDEM is at an early stage of formation and unequal power relationships may be a
problem for its development
= A strong EDTIB needs to interact with the wider economy and innovation system on a
Europe-wide basis.

First ‘traditional’ military security of supply — mainly to do with in-service support — must
exist also from an EDTIB point-of-view. But this does not imply that this support needs to be
supplied nationally. Further, the provision of in-service support will have to entail long-term
planning and commitment with a level of influence for concerned pMS governments that goes
beyond what is normally understood by an industry-driven process. Therefore the situation
lacks one of the prerequisites we have identified for effective offset, viz. considerable free-
dom for offset suppliers to find their receiving side partners. Based on our analysis it seems
that other, more direct procurement approaches would be more suitable in this regard.

Focusing instead on upgrading, the ‘modern’ interdependencies-oriented view of security of
supply based on a network of CoE:s — or at least internationally competitive EDTIB centres
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of competence — becomes highly pertinent. For a pMS to strive for establishing such CoE:s
for its security of supply seems highly legitimate. This can be summarised by the EDTIB
characteristic: ‘More focus on Centres of Excellence (as an industry driven process) with an
acceptable regional distribution.’

Furthermore, such CoE:s are also key to the interaction between EDTIB and the wider econ-
omy and innovation system.

Finally we identified unequal power relationships as a motive for offset potentially coherent
with EDTIB. Here we would argue in the following way:
= [f defence primes fail to utilise certain potential CoE subcontractors due to irrational
reasons like regional preference® (see Chapter 8), then it would be in line with the
EDTIB strategy that pMS use offsets to persuade primes to change this behaviour.
= [f apMS lacks EDTIB CoE:s to a degree that makes their regional distribution ‘un-
acceptable’, then use of offset would seem legitimate — at least if it also has a good
chance of being effective rather than wasteful.

The context of a ‘modern’ interdependencies-oriented approach to upgrading vs. a tradition-
ally national one is also relevant to apply to the legal issue (3). Here it would seem that a pMS
operating according to the ‘national’ approach could rather easily claim that a facility is ‘nec-
essary in order to address essential security interests’. If this could not be used to require di-
rect offset it could, at least, be used for motivating direct procurement or state aid. In our un-
derstanding the pMS wanting instead to use indirect defence-related offset in striving for a
‘modern’ interdependencies-oriented type security of supply via CoE:s emerging in an indus-
try-driven process is likely to have a worse position arguing that this is necessary for essential
security interests.

Offset for promoting CoE:s

Neglecting the possible legal problems, we next turn to applying the results from Chapter 8 to
the potential EDTIB role for offset outlined above. Based on Chapter 8 (cf. above) we identi-
fied three main cases:
» Essentially full-fledged CoE:s with difficulty to enter the primes’ supply chains due to
irrational factors like national preference. See Section 8.2.

From an EDTIB and EDEM perspective the role of offset in this case should clearly be seen
as transitional. With Europe-wide sourcing increasingly becoming the norm the positive mar-
ket-opening role of offset will diminish in magnitude and the market-impeding role will grow
as discussed in Section 8.7. If and when EDTIB and EDEM policies gradually succeed in
opening up defence supply chains for Europe-wide participation we see a clear conflict with
offset being used for this purpose. This indicates the need to monitor developments in Euro-
pean defence supply chains to identify changes in the role of offset which could in turn be an
important input for a putative process for phasing out these forms of offset as EDTIB instru-
ments increasingly take over their role.

The other cases are:
» (Candidate CoE:s operating in a relevant industrial context but not fully internationally

63 Currently there may be rational reasons for these preferences like the embryonic state of European security of
supply and cross-border transfer regimes.
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competitive. Also here did we see a role for offset for upgrading these to CoE:s. See
Section 8.3

= Prospective CoE:s operating in weak industrial contexts. Here the chances of estab-
lishing CoE:s in existing niches were found to be quite limited. We did, however,
point to possibilities to use offset with a content of R&D cooperation as a way to help
receiving countries enter emerging niches. See Section 8.4

In these cases it is important to have the industry-driven logic of allowing primes to search for
suitable receiving side partners. This suggests that offset should be to a large degree indirect
defence related, but elements of direct offset are also good from this perspective as long as
they are not forced by pMS to levels that threaten the industry-driven search logic.

It is obvious that developing national facilities for the national markets will lead to duplica-
tion and overcapacity at EDTIB level. It is also very likely that using offset to promote com-
petence centres with international ambitions also frequently has led to the same result; our
data do not allow us to distinguish between these two cases. But here too allowing offset to be
more of an industry-driven activity is likely to be a useful remedy.

Many other policy measures can be used for the ends discussed here, e.g. the Structural
Funds. But even if offsets were phased out it would likely be beneficial if some of their best
cooperation-enhancing features could be preserved within new policy measures like joint de-
velopment programmes.

If used to help establish EDTIB CoE:s in pMS with a ‘unacceptably’ low number of such cen-
tres, the conflict between offset and EDTIB/EDEM policies does not seem significant. Phas-
ing out can be based on success in establishing CoE:s (and subject to future Enlargement of
EU).

Information needs and availability for the development of EDEM and EDTIB

In doing this study we have found great shortage of reliable background data on European
defence equipment markets and DTIB:s. For the development of an EDEM and EDTIB it is
crucial that this situation is improved. In particular given the criticality of the supply chain
issue — with offset likely to shift from ‘good’ to ‘bad’ at a point, better such data is particu-
larly necessary.
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10 Summary and conclusions

This chapter summarises the main conclusions drawn in the study. For ease of reference it
maintains the structure of the report, i.e. each chapter presenting conclusions corresponds to a
section in this chapter. Chapters 1, 2, 5, and 6 have a more supportive character and, there-
fore, are not summarised here.

10.1  Mapping European offset (Chapter 3)

Relevant and reliable information on European defence equipment markets in general and
offset in particular is scarce. To arrive at results we have had to use patchy and partly incon-
sistent data sets.

With these caveats in mind we have arrived at a number of conclusions:

pMS are becoming ‘more European’ in their defence trading patterns. But still ‘non-Europe’
accounts for three quarters of pMS export and half their import.

According to our results the underlying contract volume for offset in pMS is around € 4,200m
which gives, with an average offset percent of 135%, an offset volume of € 5,600m. The
overall distribution according to type is:

= Direct: 40%

* Indirect military: 40%

» Civil indirect: 20%.

Offset and related defence trading patters vary widely among pMS:

* France and Germany do not accept offset as a matter of policy. Their export is glob-
ally oriented, while their — fairly limited — import is increasingly European.

= Jtaly, the Netherlands, Sweden and UK is a group of net exporters but also with con-
siderable import. As a group their import patterns have a strong transatlantic orienta-
tion while, in contrast, their export has a strong European tendency. Indirect military
offset is their typical form of offset. This indicates a striving for defence industry spe-
cialisation and a pattern of mutual interdependencies, perhaps, however, more in a
transatlantic context than a European one.

* Finland, Greece, Poland, Portugal, and Spain are the big European defence equipment
importers. Some are also significant exporters. Their offset seems to be direct to a high
degree. This may indicate some risk for duplication.

» The other pMS (in EDA-24 which was our study population) are relatively small ac-
tors both in terms of export and import. As a group their DTIB:s are small and the lim-
ited absorptive capacity means that they tend towards indirect civil offset.

High offset percentages are an issue of some concern. We found that there was a tendency for
these to increase over time, in particular for major contracts. In our opinion the debate is,
however, somewhat exaggerated. Typically high offset percentages are due not to increasing
power for buying countries but to either or both of:
= High offset multipliers, such that the ‘actual value’ of an offset transaction is perhaps
just a third or, even fifth or e a tenth, of the credited value.
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= High content of indirect offset in categories ‘cheap’ to the offset supplying prime like
purchases or investments.

10.2 Policy and legal context of offset (Chapter 4)

The most important finding in this chapter regards the legality of offsets in Europe. The Euro-
pean Commission recently brought this matter up in an Interpretative Communication on the
application of Article 296. While the Commission specifically mentioned indirect non-
military offset as problematic, according to the legal analysis done within our study it is gen-
erally difficult to justify any type of offset on the basis of Article 296. Not only do Member
States have to prove that the offset would promote their essential national security interests,
not their economic interests. They also have to prove that the offset is necessary to address
these essential security interests, leaving them no other choice than requiring the offset to
safeguard their essential national security interest. We return to this issue in Chapter 9.

On the pMS side the clear majority accept offset and plan to continue with this whereas
France and Germany are opposed to offset. The different offset patterns between groups of
pMS observed in Chapter 3 are on whole well in line with the policies and practices observed
in the present chapter.

The positions of business sector respondents are on the whole well aligned with those of their
respective countries. A special feature of big primes in particular, however, is that they ex-
press a strong preference for indirect civil offset.

10.3 Effects of offsets on defence equipment markets and DTIB:s:
prime contract level (Chapter 7)

There are many indications provided for both positive and negative effects of offset with re-
gard to defence equipment markets. However, the stronger of these generally apply to the
subcontractor level, see Chapter 8. As to prime contract the following can be said:

* The findings on offset effects on the competitiveness of European vs. overseas players
on European defence equipment markets are rather inconclusive. US legislation limit-
ing technology transfer might give an advantage to European players. Military offset
(in our understanding mainly indirect including semi-direct) is seen by some as advan-
tageous to US primes with their greater scale and scope whereas indirect civil may be
easier for European firms, geographically and culturally closer to European markets.

* Some respondents warn against a situation where offset would be allowed for non-EU
firms but prohibited in intra-EU trade. We understand, however, that this is hardly a
policy advocated by any European actors; to the degree that offsets are illegal this ille-
gality lies on the receiving side irrespective of whether suppliers are European or not.

* Some respondents argue that offset leads to increased defence budgets and the opening
of new prime contract markets (i.e. pMS with industrial capability to develop a system
in their own industry opening up competition to foreign primes). We were not able to
find conclusive evidence on this.

* In many cases offset does not have a strong effect on contract award, e.g. due to com-
petitors tending to deliver comparable offset packages.

= At prime level there is little evidence of offset preventing firms to compete.

» Some respondents, however, warn that a tendency in some pMS towards excessively

76



2007-07-12

FOI Final report of SCS

06-DIM-022

demanding offset requirements and stringent implementation rules may become a
market inhibitor in the future.

= Direct and to some extent also indirect military offset are seen as more prone to affect
participation and contract award. Consequently indirect civil offset is the type least
likely to distort markets.

* There are indications of transparency in pMS’ dealing with offset (e.g. the tendency
for the offset packages of competitors to be comparable can be interpreted thus). But
there are also indications of lacking transparency and professionalism, which in ex-
treme cases may even offer opportunities for corruption.

= Based on estimates from questionnaires, interviews, and literature we believe that 5-
10% is a reasonable range for the direct cost of offset among pMS. Caveats are due in
view of the heterogeneity of offset but considering the numbers arrived at in Section
3.2 this would correspond to €200-400m p.a., i.e. 1-2 % of European defence equip-
ment expenditure (Annex 2).

= Offset leads to some but probably not major time delays.

10.4 Effects of offsets on defence equipment markets and DTIB:s:
supply chain level (Chapter 8)

In Section 7.5 we dealt with the static problem of what cost reduction a pMS electing not to
accept offset could expect in today’s defence equipment market. Then in principle a pMS pay-
ing the price of offset must be expecting some benefits.

These may be broader than defence (see Section 8.6). This theme has not been systematically
researched in the study but we argue that, quite generally, the relevant aspect of offsets is the
access they give to the business networks of the defence primes. Measured against this stan-
dard many forms of offset have limited utility even though this will vary with the receivers’
ease of accessing international business networks without such help.

The classical case for offset has been to accept a higher cost in order to build and maintain the
national DTIB (Annex 9). As discussed in Sections 8.1-3 the main mechanisms for this
among pMS today, at least if restricting attention to what may have EDTIB relevance, i.e. not
considering purely national assets (see Chapter 9), is to help already competent domestic
firms into the supply chains of defence primes, making them into internationally competitive
defence subcontractors possibly via a competence upgrade in the process.

Evaluating this situation from a European level vantage point the above-mentioned effects of
offset are beneficial as compared to a traditional supply chain pattern of national preference
(which could be due, e.g., to security of supply concerns, cultural similarity and influence
from national politics).

But if, on the other hand, the standard of comparison is a pan-European DTIB where primes
consistently apply state-of-the-art Supply Chain Management practices Europe-wide, then
offset instead turns into an impediment, and its reduction presents a saving potential in addi-
tion to the static one discussed in Section 7.5.

Therefore, we are in a situation where the types of offset that have a particularly strong impact
on DTIB, viz. subcontracting with R&D content as part of either direct or defence-related
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indirect offset, both create value by integrating European supply chains and dissipate value by
preventing the full exploitation of the potential for such integration.

We have not found it possible to quantify this potential but we believe that state-of-the-art
SCM practices are already used in substantial parts of the European DTIB. This is a likely
explanation to the preference of many primes for indirect civil offset over direct.

It can be said, however, that forms of subcontracting offset with R&D content that allow
primes flexibility in selecting partners and hence to apply current SCM practices are ways to
make offset more conducive to the development of a future EDTIB or in other words to help
create a Europe-wide structure of defence-relevant, internationally competitive industrial
competence centres without unreasonable levels of duplication. This is true in particular for
defence-related indirect offset, but also for direct if kept within limits reasonable given the
industrial potential of the receiving country.

In the case of receiving pMS with competent industrial players, but lacking well-developed
international networks, export assistance can be another highly relevant form of supply-chain
related indirect offset.

For pMS essentially lacking relevant industrial players we have found that it is difficult to use
offset to help them establish internationally competitive competence centres in existing
niches. However, offset containing R&D collaboration aiming at emerging DTIB niches may
provide some hope fore the future.

10.5 Impact of offset on the future development of EDEM and EDTIB
(Chapter 9)

The future of offset

In the study we have identified three distinct positions with regard to the future of offset from
an EDTIB perspective:

1. Offset should ideally be phased out eventually. In the meantime adverse impacts on
competition should be mitigated.

2. As above but in the meantime offset may also serve the development of EDTIB posi-
tively

3. Offset — or at least much of offset — is not consistent with Article 296 and, hence, ille-
gal although pending case law to this effect.

From the ‘damage limitation’ perspective (1), indirect (strictly) non-military offset was found
to be preferable since it distorts markets the least, at prime and supply chain level. Further-
more there are some indications that it provides some advantage for European vs. overseas
players. But there are considerable problems with this result. So the Commission in the Inter-
pretative Communication particularly singles out this category as not covered by Article 296.

From a perspective that accepts that offsets may have both drawbacks and benefits (2) the
answer is more complex. As a first step we identified four clusters of issues from the EDTIB
Strategy and Characteristics document of relevance for judging whether and how offset may
be an effective and legitimate tool for EDEM/EDTIB objectives:
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= Some level of ‘traditional” military security of supply (used here as shorthand also in-
cluding operational sovereignty) need to be part of EDTIB

* A ‘modern’ interdependencies-oriented view of security of supply is emerging

= EDEM is at an early stage of formation and unequal power relationships may be a
problem for its development

= A strong EDTIB needs to interact with the wider economy and innovation system on a
Europe-wide basis.

First ‘traditional’ military security of supply — mainly to do with in-service support — must
exist also from an EDTIB point-of-view. But this does not imply that this support needs to be
supplied nationally. Further, the provision of in-service support will have to entail long-term
planning and commitment with a level of influence for concerned pMS governments that goes
beyond what is normally understood by an industry-driven process. Therefore the situation
lacks one of the prerequisites we have identified for effective offset, viz. considerable free-
dom for offset suppliers to find their receiving side partners. Based on our analysis it seems
that other, more direct procurement approaches would be more suitable in this regard.

Focusing instead on upgrading, the ‘modern’ interdependencies-oriented view of security of
supply based on a network of CoE:s — or at least internationally competitive EDTIB centres
of competence — becomes highly pertinent. For a pMS to strive for establishing such CoE:s
for its security of supply seems highly legitimate. This can be summarised by the EDTIB
characteristic: ‘More focus on Centres of Excellence (as an industry driven process) with an
acceptable regional distribution.’

Furthermore, such CoE:s are also key to the interaction between EDTIB and the wider econ-
omy and innovation system.

Finally we identified unequal power relationships as a motive for offset potentially coherent
with EDTIB. Here we would argue in the following way:
= [f defence primes fail to utilise certain potential CoE subcontractors due to irrationa
reasons like regional preference, then it would be in line with the EDTIB strategy that
pMS use offsets to persuade primes to change this behaviour.
= If apMS lacks EDTIB CoE:s to a degree that makes their regional distribution ‘un-
acceptable’, then use of offset would seem legitimate — at least if it also has a good
chance of being effective rather than wasteful.

166

The context of a ‘modern’ interdependencies-oriented approach to upgrading vs. a tradition-
ally national one is also relevant to apply to the legal issue (3). Here it would seem that a pMS
operating according to the ‘national’ approach could rather easily claim that a facility is ‘nec-
essary in order to address essential security interests’. If this could not be used to require di-
rect offset it could, at least, be used for motivating direct procurement or state aid. In our un-
derstanding the pMS wanting instead to use indirect defence-related offset in striving for a
‘modern’ interdependencies-oriented type security of supply via CoE:s emerging in an indus-
try-driven process is likely to have a worse position arguing that this is necessary for essential
security interests.

% Cf footnote 65
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Offset for promoting CoE:s

Neglecting the possible legal problems, we next turn to applying the results from Chapter 8 to
the potential EDTIB role for offset outlined above. Based on Chapter 8 we identified three
main cases:
= Essentially full-fledged CoE:s with difficulty to enter the primes’ supply chains due to
irrational factors like national preference. See Section 8.2.

From an EDTIB and EDEM perspective the role of offset in this case should clearly be seen
as transitional. With Europe-wide sourcing increasingly becoming the norm the positive mar-
ket-opening role of offset will diminish in magnitude and the market-impeding role will grow
as discussed in Chapter 8. If and when EDTIB and EDEM policies gradually succeed in open-
ing up defence supply chains for Europe-wide participation we see a clear conflict with offset
being used for this purpose. This indicates the need to monitor developments in European
defence supply chains to identify changes in the role of offset which could in turn be an im-
portant input for a putative process for phasing out these forms of offset as EDTIB instru-
ments increasingly take over their role.

The other cases are:

» (Candidate CoE:s operating in a relevant industrial context but not fully internationally
competitive. Also here did we see a role for offset for upgrading these to CoE:s. See
Section 8.3

* Prospective CoE:s operating in weak industrial contexts. Here the chances of estab-
lishing CoE:s in existing niches were found to be quite limited. We did, however,
point to possibilities to use offset with a content of R&D cooperation as a way to help
receiving countries enter emerging niches. See Section 8.4

In these cases it is important to have the industry-driven logic of allowing primes to search for
suitable receiving side partners. This suggests that offset should be to a large degree indirect
defence related, but elements of direct offset are also good from this perspective as long as
they are not forced by pMS to levels that threaten the industry-driven search logic.

It is obvious that developing national facilities for the national markets will lead to duplica-
tion and overcapacity at EDTIB level. It is also very likely that using offset to promote com-
petence centres with international ambitions also frequently has led to the same result; our
data do not allow us to distinguish between these two cases. But here too allowing offset to be
more of an industry-driven activity is likely to be a useful remedy.

Many other policy measures can be used for the ends discussed here, e.g. the Structural
Funds. But even if offsets were phased out it would likely be beneficial if some of their best
cooperation-enhancing features could be preserved within new policy measures like joint de-
velopment programmes.

If used to help establish EDTIB CoE:s in pMS with a ‘unacceptably’ low number of such cen-
tres, the conflict between offset and EDTIB/EDEM policies does not seem significant. Phas-
ing out can be based on success in establishing CoE:s (and subject to future Enlargement of
EU).

Information needs and availability for the development of EDEM and EDTIB
In doing this study we have found great shortage of reliable background data on European
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defence equipment markets and DTIB:s. For the development of an EDEM and EDTIB it is
crucial that this situation is improved. In particular given the criticality of the supply chain
issue — with offset likely to shift from ‘good’ to ‘bad’ at a point, better such data is particu-
larly necessary.
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ANNEX 1
The terms of reference

Annex 1: The terms of reference

This Annex contains the full text of the Contract 06-DIM-022, Annex 1, Section 2. For clarity
of reference, numbering has been added at all levels of the list. Reference will be made ac-
cording to a format such that [b.1.3] refers to the third sub-bullet under the first bullet under
[b], viz. “market position at global level...”

The study will seek to analyse the impact of offset practices on the progressive establishment
of an open and transparent EDEM and the competitiveness of the EDTIB. The focus of the
study shall be on offsets which pMS require in the framework of national procurement from
suppliers established in other pMS. Crossborder cooperative programmes and juste retour ar-
rangements shall not be covered; offset practices of non-pMS countries shall be of interest
only insofar as companies from these countries substantially participate in tenders of pMS.

This study will provide: information for further discussions with pMS on seeking a common
view on the effects of offsets in view of the EDA's efforts to establish a more transparent and
competitive EDEM. The results could serve as II basis for further steps in the on-going har-
monisation process.

The study shall:

[a] Provide and use as a basis for the further analysis, a general description and analysis
of offset policies and practices applied by pMS with particular emphasis on:

1. Describing the legal framework at international (WTO), European (TCE), national
level (e.g. laws, guidelines);

2. Comparing pMS practices/approach (reasons for using offsets, combination of
types and categories requested (direct, indirect defence, indirect non-defence,
mixed, etc.);

3. Assessing quantitative importance of offset in the pMS (value and percentage of
offset transactions in proportion to each national defence equipment procurement
budget, and number of offset contracts by offset types and categories);

4. Assessing quantitative importance of offset between pMS compared to offset from
non-pMS.

[b] Evaluate the effects of the different types of offsets on pMS defence markets and
analyse consequences at European level (for the defence market and defence industrial
base). A methodology to structure and analyse eases should be developed to:

1. Assess the short, medium and long term effects of the various types of direct and
indirect offsets on the competitiveness of receiving defence companies (distinguish-
ing between SME and prime contractors):

a. market position at national level (effect on proportion of turnover, devel-
opment of the local supply chain, innovation, maintenance of less-
competitive facilities and structure, technology impact, etc.):

b. market position at EU level (participation in cooperative programmes. im-
proved positioning in supply chains, specialisation, sustainable relation-
ships with foreign suppliers, etc.)

c. market position at global level (such as increase in exports).
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2. Assess the short. medium and long term effects of the various types of direct and
indirect offsets on the competitiveness of supplying defence companies (distin-
guishing between SME and prime contractors):

a.

b.

financial impact (such as increase in price of the product, administrative
costs, delay);

technical impact (such as modification of the national supply chain and
consequences);

impact in the procurement process (level of distortion of the competition —
preventing companies to bid...; advantage or disadvantage in case of par-
ticipation of non-pMS companies, etc.).

[c] Analyse offsets' impact on the future development of an EDEM and EDTIB

L.

Analyse short, medium and long term consequences of offset practices for the de-
velopment of a European market and European industrial base in terms of:

a.

b.

C.

Efficiency/inefficiency, risk of overcapacity at EU level, redistribution.
technology transfer, etc;

Openess and transparency of the market (access to pMS markets and com-
patibility with other tools such as the CoC, CoBPSC, EDTIB strategy),
etc):

Competitiveness with regards to non-pMS companies participating in pMS
procurement processes.

Classify the different types of offsets according to their effects on competitiveness
of the EDTIB and competition in the EDEM and rank them (which are likely to be
more, and which are likely to be less conducive to the development of an EDEM
and EDTIB).
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Austria 184 62 49| 79% 38 28| 73% 43 8| 18% 31 13| 41% 310.03% | 19% 177 21% | 18% -7 59
Belgium 223| 198| 26| 13%| 27 4| 15%| 55| 13| 24%| 66| 27| #1% 0.02% | 10% | 262| 12% | 25% 39| 44
Cyprus 48 47 20| 44% 28 5| 16% 2 35% 20| 59% -28
CzechRepublic | 213| 42| 23| 55%| 157| 85| 54%| 48 4| 8%| 62 15]0.10% | 24% | 119| 74%|53%| 94| 8
Estonia 20 5 5| 84% 12 9| 78% 0 0| 100% 10 25% 8| 58% -12 1
Finland 539 | 280| 111| 39% | 172| 84| 49% 12 7| 55%| 24| 19| 80%| 10[0.05% | 31%| 391| 32%| 6% | -148| 39
France 5618 | 137| 34| 25%| 65| 37| 57%|2444| 342| 14%|1884| 269| 14% | 240|051% | 25% | 7437 | 1% |25% | 1819| 31
Germany 3445| 386| 74| 19%| 232| 147| 63%|2027| 644| 32%|1967| 611| 31%| 80|0.25% | 23% | 5180| 7% |38%| 1735| 65
Greece 1400|1483| 959| 65%|1998|1273| 64% 8 5| 60% 13 1] 10%| 15|0.10% | 8% | -585*|143% | -2% |-1985| -39
Hungary 106 127 20| 16% 64 58| 90% 7 12 210.02% | 44% 53| 61% | 22% 53| 27
Ireland 94| 15| 11| 73% 19| 13| 68% 0 0| 100% 29% 75| 20% -19
Italy 2119| 293| 112| 38%| 414| 139| 34%| 792| 116| 15% | 511| 148| 29%| 26|0.17%| 12% | 2216 | 20% | 23% 97| 85
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A B C D E F G H J K L M N O P Q R S T u

Latvia 14 100% 7% 14

Lithuania 37 11 7| 61% 21 19| 88% 0 0| 100% 1 11100% 0.01% | 11% 16| 58% | 3% -21
Luxembourg 24 0 0 24 1% 0

Malta 9 2 2| 97% 3 3| 100% 0 2 0.09% | 62% 8| 34%|22% -1
Netherlands 1215 512| 108| 21%| 213 48| 22% | 593| 206| 35% | 620| 373 | 60% 10 [0.19% | 25% | 1622 | 18% | 38% 407 | 162
Poland 633 | 466 55| 12% | 247 | 146| 59% | 125 4 3% 95 0 0% 50]0.13% | 18% 481 | 39%[20% | -152| 10
Portugal 223 | 156 71| 46% | 159 58| 37% 5 4| 95% 5 15% 64| 71% -159| 13
Slovakia 95 20 1 7% 6 6 | 100% 35 0 1% 49 2 4% 710.19% | 19% 138 6% | 35% 43| 20
Slovenia 39 8 41 55% 13 13| 100% 15% 26 | 33% -13
Spain 2166 | 577| 202| 35%| 312 171] 55% | 203 33| 16% | 224 97| 43% 201 0.15% | 12% | 2078 | 14% | 11% -88 | 104
Sweden 1217 | 170 92| 54% | 127 62| 49% | 345| 183 | 53% | 528 | 308| 58% 25[0.51% | 21% | 1618 10% | 33% 401 | 65
United Kingdom | 6699 | 673 86| 13% | 706 | 157 | 22%|1859| 275| 15% |[1179| 190 | 16% | 200 [0.38% | 26% | 7173 | 11% | 16% 474 | 36
Group 1 9063 | 522| 109| 21%| 297 | 184 | 62% |4470| 986 | 22% |[3851| 880| 23% | 320[0.34% | 23% | 12617 3% |31% | 3554 | 39
Group 2 11250 | 1649 | 398| 24% |1461| 406| 28% |3589| 780 | 22% 2839|1019 | 36% | 261[0.27% | 21% [ 12629 | 13% [22% | 1379 | 48
Group 3 4961|2963 | 1399 | 47%|2888|1732| 60% | 353 53| 15% | 356 | 118| 33% | 100|0.11% | 17% | 2429 | 58% | 15% |-2532| 24
Group 4 1106 | 536| 168| 31% | 388 | 241| 62%| 192 26| 14% | 222 42| 19% 4310.03% | 19% 940 | 35% |24%| -166| 22
Sum 2638056712073 | 37% |5033|2562| 51%|8605|1845| 21% 7268 | 2059 | 28% | 724|0.23% | 21% [28615| 19% [25% | 2235| 40
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Notes and comments:

* See comment in main text

Column A is from EDA; Columns B—M from SIPRI database; Column N from BICC. See Annex 3 for more detailed references.

Europe is defined as EU-27 plus Iceland, Liechtenstein, Norway, and Switzerland.

The trade statistics underlying Columns O and P is from Eurostat.

High-tech is according to a customary definition less pharmaceuticals, i.e.: power-generating machinery, office machines, telecom, electrical machinery, air-
craft, and professional and scientific instruments.

Column A is in 2005 €m, others in 2007 €m
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Annex 3: Statistical analyses
Introduction

1. This section presents a statistical analysis of arms exports and imports and the
role of offsets. Initially, it presents the data on arms exports for pMS for various peri-
ods from 1980 to 2006. There follows a rank correlation and regression analysis.
Throughout, the analysis and results are subject to the counter-factual, namely, what
would have happened in the absence of offsets.

2. Data limitations determined the statistical analysis. For example, the lack of pub-
lished data on defence industries meant that it was not possible to test hypotheses
about the impact of offsets on the competitiveness of defence companies and indus-
tries. At best, industry level data identify defence-dependent industries (e.g. aero-
space and shipbuilding) but these data include civil as well as all military sales (in-
cluding defence exports). Indeed, there are major conceptual problems in defining
defence industries: for example, little is known about defence industry supply chains
and some companies might be ‘key’ components of a national defence industrial
base even though at any moment of time they might have zero defence sales (e.g.
civil airlines; merchant shipping: Hartley, 2007: see Literature Review). In the ab-
sence of industry and company-level data, it is possible to test for the impact of off-
sets by focusing on exports and imports where such international trade data can be
used as indicators of international competitiveness. One of the research questions
addressed is: do offsets favourably affect arms exports?

An overview of the SIPRI arms export data

2. Arms exports based on SIPRI data are shown in Table 1 with the definition of the
SIPRI arms exports data described in the Notes to Table 1. The ‘top three’ nations of
France, Germany and the UK dominate the arms export totals accounting for almost
75% of all exports over the period 1980 to 2006. However, there is evidence that the
‘top three’ share of the total declined substantially in the recent period of 2000 to
2006. Nations which consistently increased their shares of total arms exports in each
sub-period included Sweden (2.8%; 3.5%; 7.3% for 1980/89, 1990/99 and 2000/06,
respectively); The Netherlands (5.8%; 7.2%; 8.5%) and Spain (1.9%; 2.5%; 3.1%).
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Table 1 Arms Exports, 1980 — 2006 US$ millions, 1990 prices

Country 1980- 1990- 2000- 1980- Employment
1989 1999 2006 2006 in 2003
(000s)
France 28655 |15889 | 11131 55675 | 240
Germany 16894 | 17662 | 11620 |46176 80
UK 20341 15046 6967 | 42354 | 200
Italy 10746 4289 3021 18056 26
Netherlands | 5193 4653 3663 | 13509 10
Sweden 2502 2232 3121 7855 25
Spain 1683 1628 1322 4633 20
Poland 1666 633 559 2858 50
Belgium 309 563 387 1259 6
Czech 0 731 369 1100 15
Austria 685 121 183 989 3
Slovakia 0 513 289 802 7
Finland 21 110 143 274 10
Greece 0 99 78 177 15
Hungary 42 51 68 161 2
Portugal 102 1 0 103 5
Cyprus 0 43 0 43
Malta 0 0 10 10
Estonia 0 8 0 8 10
Ireland 8 0 0 8
Lithuania 0 0 3 3
Aggregate | 88847 | 64272 |42934 | 196053 | 724
Total (74.2%) | (75.6%) | (69.2%) | (73.6%) | (71.8%)
Notes:

i) Nations ranked by aggregate exports for 1980-2006. Some pMS nations not
shown due to no record of arms exports.

i) SIPRI data are based on actual deliveries of major conventional weapons. They
are termed trend indicator values and are only an indicator of the volume of interna-
tional arms transfers and not of the actual financial values of such transfers.

iii) Employment measured in (000s) refers to the nation’s defence industry employ-
ment in 2003 (BICC, 2005).

iv) Figures in brackets show share of top three nations in total.

v) Columns 2-5 show value data in US$ millions at 1990 prices and as defined by
SIPRI: see Note (ii).

Sources: SIPRI Arms Transfers database; BICC, Conversion Survey 2005, Bonn
International Center for Conversion.

3. Table 2 shows ‘labour productivity’ for arms exports in 2003 and for 2000-06.
For 2003, it can be seen that there are major differences between nations using this
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measure of labour productivity. For example, compare Greece (US$ 533) and The
Netherlands (US$ 34300) as well as the relatively low ‘productivity’ position of France
and the UK. The extent of the productivity differentials suggests scope for gains from
trade in a Single European Market for defence equipment. Admittedly, this perform-
ance indicator is for one year only: hence, the figures were re-estimated for arms ex-
port labour productivity over the longer period 2000-06. Whilst the extremes re-
mained unchanged, there were some changes in the rankings (Austria; Belgium;
Finland; UK). Table 2 is subject to further limitations: it does not show labour produc-
tivity for each national defence industry; nor does it show value added per employee
for each industry. Also, there are two ways of achieving a high score in Table 2
(each commendable from a EDTIB perspective): first, to have a high export share
relative to production; and second, to have high labour productivity in the usual sense
in the industry which identifies itself as ‘defence’ (this can be achieved, for example,
by outsourcing to dual-use suppliers). Overall, the data in Table 2 are no more than
suggestive and must be treated as such.

Table 2. Arms Exports ‘Labour Productivity’, 2003 and 2000-06

Nation Arms Exports ‘Labour Arms Exports La-
Productivity’ bour Productivity
2003 2000-06
(US$, 1990 prices) (US$, 1990 prices)
The Netherlands 34300 366300
Germany 23525 145250
Sweden 18760 124840
Italy 12500 116192
Spain 7950 66100
France 5354 46379
Czech 4267 24600
UK 3410 34835
Belgium 2500 64500
Finland 2400 14300
Poland 1400 11180
Austria 667 61000
Greece 533 5200
Notes:

i) Arms exports ’labour productivity’ was estimated by dividing arms exports for 2003
by defence industry employment in 2003 using the SIPRI Arms Transfers database
and BICC (2005). For 2000-06, the corresponding figure was aggregate arms ex-
ports for 200-06 divided by defence industry employment in 2003 (note that this is
another definition than in Annex 2).

i) Nations not shown had no arms exports in 2003.
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Rank correlation analysis

4. A rank correlation was estimated between arms exports for each of the periods
1980 — 2006 and the size of the defence industrial base measured by employment in
2003. The correlation was based on the data in Table 1 but excluding Cyprus, Malta,
Ireland and Estonia for which employment data were not available. The result for
each period was a positive rank correlation of +0.76 (significant at the 1%
level) showing that the size of the defence industrial base was positively asso-
ciated with arms exports. This suggests that offsets which contribute to creating,
sustaining or expanding a nation’s defence industrial base are likely to contribute to
arms exports. But caution is needed since correlation is not causation and arms ex-
ports depend on a variety of variables which need to be included in an expanded
economic model. Again, data do not exist in the public domain which allows a fully-
specified economic model to be estimated (e.g. including price variables for arms
exports and non-price variables such as finance and support, etc ).

Regression analysis

5. An initial model of arms exports was estimated in which arms exports were de-
pendent on defence equipment procurement expenditure and offsets. The equipment
spending variable reflects economies of scale and learning. Problems arise in meas-
uring offsets. Three measures were used, namely, a dummy variable (OFS1), the
actual offset percentage based on the EDA questionnaire data (OFS2) and an alter-
native measure developed by FOI for this study (OFS3). The results are reported in
Table 3. Defence equipment procurement spending had a significant and the
expected positive impact on arms exports. However, none of the offset vari-
ables showed any significant impact on arms exports.

Table 3. Regression Analysis: Impact of Offsets, 2000-06

Dependent | Constant | Defence Offsets 1 | OFS(2) | OFS | Adjusted
variable procurement | (dummy) (3) R?
expenditure

1) Arms | 19.7 1.62 0.71

Exports (0.39) (7.04)

2) Arms | 462.1 1.61 --537.56 0.696

Exports (0.44) (6.86) (--0.49)

3) Arms |--23299 |1.595 3.50 0.695

Exports (--0.29) (6.62) (0.41)

4) Arms | 1819.8 1.47 - 0.633

Exports (0.823) (4.02) (11-91
0.86)

Notes:

i) Arms exports are for the period 2000-2006, measured in US$ millions, 1990 prices
(see Table 1). Defence procurement is defence equipment spending in Euros millions
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in 2005. Data based on nations shown in Table 1 unless stated otherwise (e.g. see
definition of OFS (3)).

i) Offsets variables: offsets 1 is a dummy variable (1,0) where 1=offsets and 0= no
offset required. OFS (2) or Offset 2 is the actual percentage offset reported in the
EDA questionnaires; OFS (3) is offsets as measured by FOI: this variable was esti-
mated for 14 nations only (excluding Slovakia, Hungary, Cyprus, Malta, Estonia, Ire-
land and Lithuania).

iii) Figures are estimated coefficients. Figures in brackets are t-ratios.

6. Further tests were undertaken for different sub-periods and using total military
spending rather than equipment spending, with military spending reflecting econo-
mies of scale and learning. Typically, the military spending variable was highly sig-
nificant with the expected positive impact on arms exports. However, the offset
variables generally showed no significant impacts on arms exports. There was
one exception where the offset variable was significant but with a negative sign (i.e.
adverse effects on arms exports for 1980-89 shown in Equation (3), Table 4). Exam-
ples of these results are shown in Table 4.

Table 4. Arms Exports and Offsets, 1980-06

Dependent | Constant | Military Offsets 1 | Offsets | OFS | Adjusted
variable spending | (dummy) | (2) (3) R?
1) Arms | 1543.1 1.41 --3545.87 0.95
Exports (0.57) (16.63) (-1.31)
(Total)
2) Arms --942.73 | 0.46 5.59 0.92
Exports (--1.11) | (13.76) (0.67)
(1990-99)
3) Arms 2044.25 0.65 --3578.82 0.94
Exports (1.5) (14.85) (-2.542)
(1980-89)
4) Arms 899.4 1.39 - 0.94
Exports (0.214) (12.73) 17.4
(Total) (-

0.65)
Notes:

i) Arms exports (Total) are for 1980-2006. Equation 2 is for 1990-99 and equation 3
is for 1980-89 . The data are shown in Table 1 and are ‘volume’ data.

i) Military spending data are represented by annual military expenditure in 1995 for
equations 1 and 2 all in US$ millions, at 2000 prices and exchange rates. Equation 3
military spending is for 1985 in US$ millions at 1985 prices and exchange rates.

iii) For equations 1-4, the sample excludes Czech Republic, Slovakia, Malta, Estonia
and Lithuania, reflecting lack of SIPRI military spending data for these nations.

iv) Remaining details as in Table 3.
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7. Alternative data were obtained based on the value of arms exports (SIPRI Year-
book, 2006, Table 10.2). These data are shown in Table 5 and the country rankings
differ substantially from the ‘volume’ data in Table 1. The arms exports value data of
Table 5 were used to estimate regressions where arms exports by value were a
function of defence equipment procurement and the alternative measures of offsets.
The adjusted R? for the three equations were each in the region of 0.8 and positive
and highly significant coefficients were estimated for the procurement variable.
However, none of the offsets variables were significant.

Table 5. Arms Exports Values: 1998-2004

Nation Arms Exports by value
US$ millions, 2003 prices

UK 55154
France 35283
Germany 6758
Belgium 5619
Sweden 5562
Netherlands 4477
Italy 4046
Austria 2163
Spain 1911
Czech Republic 640
Slovakia 395
Poland 351
Greece 313
Finland 304
Ireland 285
Portugal 107
Lithuania 17
Malta 10
Cyprus 0
Estonia 0
Hungary 0
Notes:

(i) Nations ranked by size of arms exports by value for 1998-2004.

(i) Export data for Poland, Hungary, Cyprus, Malta and Estonia based on SIPRI vol-
ume data for 1998-2004 (SIPRI did not provide value data for these nations).

(i) Data for UK and Sweden. SIPRI reported two sets of data for these nations.
The higher figures were reported in Table 5. For the UK, arms exports are defined
as deliveries of defence materiel and other aerospace equipment and services. For
Sweden, arms exports are defined as exports of military and other goods, services
and software to military users. The alternative UK figures are considerably lower.
Source: SIPRI Yearbook, 2006.
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Defence R&D and arms exports

8. Questions arise as to whether defence R&D is a major determinant of arms ex-
ports. We estimated various regressions where arms exports were dependent on
defence R&D in 1991 and 2001 as well as measures of offsets. Lags were included
by using previous defence R&D in 1991 as a determinant of arms exports in 2000-06;
similarly, arms exports in 2000-06 were assumed to be dependent on defence R&D
in 2001. Examples of the results are shown in Table 6. Defence R&D was signifi-
cant with the predicted positive impact on arms exports; but the offset vari-
ables remained non-significant.

Table 6. Arms Exports and Defence R&D

Equation | Constant | Defence | Defence | Offsets 1 | OFS Adjusted
R&D R&D (Dummy) | (3) R?
1991 2001

1) Arms | --301.32 2.28 1407.87 0.69

Exports (--0.21) (5.99) (0.972)

2) Arms | --4573.04 |9.35 6133.15 0.78

Exports (--0.99) (7.45) (1.287)

3) Arms | 795.31 2.36 180.19 0.49

Exports (0.46) (4.08) (0.10)

4) Arms | 2488.8 1.95 --9.2 0.65

Exports (1.21) (4.18) (--0.67)

Notes:

(i) Arms exports are volume data for 2000-06( see Table 1).

(ii) Defence R&D data are US$ millions at current PPP rates (i.e. value figures).
(iii) Other equations were estimated but with no new significant results.
(iv) Further details as in Table 3.

Source: OECD (2004). Main Science and Technology Indicators, OECD, Paris,

Tables 59/60.

Arms Imports

9. Data on arms imports for various periods from 1980 to 2006 are shown in Table 7.
Again, the ranking of nations changes markedly compared with the data Tables for
arms exports (see Tables 1 and 5). The top 5 arms importers are Greece, UK,
Spain, Netherlands and Poland, which accounted for over 60% of all arms imports
over the period 1980-2006. With such volumes of arms imports, these nations are
likely to be major supporters of offset policies.

10. A rank correlation between total arms imports 1980-2006 and defence industry
employment in 2003 gave a surprisingly positive relationship which was almost sig-
nificant at the 5% level (Spearman rank correlation of 0.46). Also, regression analy-
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sis of arms imports generally gave ‘poor’ results with low goodness of fit and few sig-
nificant coefficients. One of the ‘best’ equations showed total arms imports, 1980-
2006 dependent on defence equipment procurement expenditure (ME) and offsets
(Offsets dummy variable). The procurement variable was positive and almost
significant at the 5% level, whilst the offset variable was positive and signifi-
cant at the 5% level (although there are problems about the direction of causation
between offsets and imports):

Arms imports 1980-2006 = --1078.03 + 1.35ME + 7212.220FS1

N Yy R= 096 (0.32) (1.99) (2.11)
juste = 0.

Table 7. Arms Imports, 1980-2006 US$ millions, 1990 prices

Nation Arms Im- Arms Im- Arms Im- Total Arms
ports ports ports Imports
1980-89 1990-99 2000-06 1980-06

Greece 4642 10162 8598 23402
UK 4127 7044 4168 15339
Spain 7603 3708 1848 13159
Netherlands 8294 2104 1260 11658
Poland 8338 829 1458 10625
Germany 2740 4674 1373 8787
Italy 2133 2105 2448 6686
Finland 1511 3862 1015 6388
Belgium 3491 857 159 4507
Portugal 680 1943 937 3560
Sweden 1658 1501 752 3911
France 665 2069 383 3117
Hungary 1183 1332 381 2896
Austria 705 480 225 1410
Cyprus 282 612 167 1061
Czech Re- 0 32 925 957
public

Slovakia 0 432 31 463
Ireland 134 88 111 333
Lithuania 0 123 126 249
Estonia 0 54 69 123
Malta 1 20 18 39

Note: Data are volume indicators: see Table 1 Notes.
Source: SIPRI data base.
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The Destination of pMS Arms Exports

11. What is the distribution of pMS arms exports between Europe and non-European
countries? Table 8 provides the broad answer to this question. Amongst the top 6
arms exporters over the period 1980-06, exports to European nations accounted for
some 22% of total arms exports. Non-European nations were the major arms export
markets for the top 6 countries. Interestingly, amongst all pMS shown in Table 8,
only Sweden, Finland, Greece, Portugal and some of the smaller nations showed
arms exports to Europe exceeding those to non-Europe.

Table 8. Distribution of pMS Arms Exports, 1980-2006
US$ millions, 1990 prices

pMS Nation Arms Ex- Arms Ex- Arms Ex- Total Arms
ports ports ports Exports
1980-89 1990-99 2000-06 1980-06

France:

Europe 4314 1893 1589 7796

Non-Europe 24341 13996 9542 47879

Germany:

Europe 3994 7058 3612 14664

Non-Europe 12900 10604 8008 31512

UK:

Europe 3485 1662 1125 6272

Non-Europe 16856 13384 5842 36082

Italy:

Europe 1009 754 872 2635

Non-Europe 9737 3535 2149 15421

Netherlands:

Europe 1208 1281 2205 4694

Non-Europe 3985 3372 1458 8815

Sweden:

Europe 1526 818 1817 4161

Non-Europe 976 1414 1304 3694

Spain:

Europe 30 159 573 762

Non-Europe 1653 1469 749 3871

Poland:

Europe 47 52 1 100

Non-Europe 1619 581 558 2758

Belgium:

Europe 78 66 158 302

Non-Europe 231 497 229 957

Czech Re-

public:
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Europe 0 92 0 92
Non-Europe 0 639 369 1008
Austria:

Europe 32 72 75 179
Non-Europe 653 49 108 810
Slovakia:

Europe 0 0 11 11
Non-Europe 0 513 278 791
Finland:

Europe 1 36 114 151
Non-Europe 20 74 29 123
Greece:

Europe 0 98 8 106
Non-Europe 0 1 70 71
Hungary:

Europe 0 0 0 0
Non-Europe 42 51 68 161
Portugal:

Europe 98 0 0 98
Non-Europe 4 1 0 5
Cyprus:

Europe 0 0 0 0
Non-Europe 0 43 0 43
Malta:

Europe 0 0 0 0
Non-Europe 0 0 10 10
Estonia:

Europe 0 8 0 8
Non-Europe 0 0 0 0
Ireland:

Europe 8 0 0 8
Non-Europe 0 0 0 0
Lithuania:

Europe 0 0 3 3
Non-Europe 0 0 0 0
Notes:

(i) Europe comprises all EU nations including Switzerland, Norway, Lichenstein and
Iceland (i.e. Western Europe plus EU members from Central and Eastern Europe.
Non-Europe is the rest of the world including USSR/Russia, Turkey, Eastern Europe
and the West Balkan states.

(i) See also Table 1 Notes.

Source: SIPRI database on arms exports.

10
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Conclusion

12. Non-European nations were the major arms export markets for most pMS. Vari-
ous arms exports and arms imports models were estimated. The main conclusions
of the analysis were:

1) For arms exports, there was evidence that procurement, military
spending and defence R&D had significant and positive impacts on arms
exports.

2) There was no statistical evidence that offsets had any significant and
positive impact on arms exports.

3) Arms import models were estimated but generally gave relatively poor
results. At best, there was some evidence that equipment procurement
spending had a positive impact on arms imports and that offsets also had
a similar positive impact.

11
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Annex 4: Information collection status

1. pMS

pMS | Status (I = Interview performed; QR = Questionnaire response received)

AT I, QR

BE I with extensive presentation in hardcopy

CYy No reply; no offset policy according to EDA questionnaire 2005

Cz I, QR

DE QR, I proposed but not deemed necessary by DE (reference made to DKF)

EE QR

EL I offered but denied, QR

ES I

FI QR

FR I

HU QR

IE QR

IT QR

LT QR

LU No reply; no offset policy according to EDA questionnaire 2005

LV No reply

MT No reply; no offset policy according to EDA questionnaire 2005

NL I, QR

PL QR with only quantitative information; attempts to set up an interview failed
due to scheduling problems

PT QR

SE QR

SI QR with only quantitative information

SK QR

UK I, QR
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2.

5.

NDIAs and other industry organisations

CZ AOP -1

DE BDI - QR

DE DKF —I (w/ presentation), QR
EL SEKPY -1, QR

ES AFARMADE -1

FR CIDEF -1, QR

IT AIAD - QR

NL NIID -1, QR

SE FIF — I, QR

UK DMA -1, QR

Companies — ‘general’ interviews and QR

BAe Systems (on behalf of group) — I, QR

EADS (on behalf of group incl. Eurocopter) — I, QR

Finmeccanica (on behalf of group) — QR
Rheinmetall — 1

SAFRAN —1

Thales — I

Companies explicitly involved via Industry organisations

Dassault — CIDEF
(SAFRAN)®” — CIDEF

(Thales Aerospace) — CIDEF
(BAe Héagglund) — FIF

Saab — FIF

Krauss-Maffei Wegman — DKF
Rohde & Schwartz — DKF
Stork — NIID

Other company interviews

These are mainly case oriented interviews.

Intracom (EL)
Elfon (EL)

Indra (ES)

ITP (ES)

EADS CASA (ES)
Navantia (ES)

57 Companies in parentheses also feature under 3.
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Noptel Oy (FI)

BAe Hégglunds (case, also cf. 4; SE )
FLIR Systems (SE)

Saab (case, also cf. 4; SE)

Volvo Aero (SE)

Rolls-Royce (UK)

Expert questionnaires and background interviews

EC DG MARKT

EDA

George Burton, Counterpoint Intelligence Ltd
Aris Georgopoulos, Nottingham U

J-P Hebert, CIRPES

Stefan Markowski, U of New South Wales

Ron Matthews, Cranfield U

Wally Struys, Royal Military Academy, Brussels
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Annex 5: Questionnaires and Interview Guides

Here we present the Questionnaires and Interview Guides used in the study. The briefing
materiel included an earlier version of the taxonomy now included in Chapter 2.

Questionnaire instrument on offset to pMS
Introduction
For background, cf. Cover letter and Briefing note.
The questionnaire instrument consists of four parts:
- Part I offset policies and practices
- Part ll: mapping quantitative importance of offsets

- Part lll: effects of offsets
- Part IV: future of offsets

Please note that the information you provide will be carefully handled and owned by EDA.
Information will not be published with specific reference to pMS or industry but rather aggre-
gated for reporting purposes.

Part I: Offset policies and practices

Attached at Annex 3 is a fiche summarising the reply from your country to the offset ques-
tionnaire issued by EDA in 2005 (05-38 2005), supplemented by FOI/SCS.

Question 1: Please confirm that the information shown at Annex 3 remains unchanged;

Question 2: If changes have occurred, please revise the list accordingly.

Part Il: Mapping quantitative importance of offset

Attached at Annex 1 is a list of defence equipment contracts where offsets appear in relation
to your country (as receiver or supplier). The list is based on data obtained through SIPRI
and other open sources (e.g. Internet).

Question 3: Do these contracts give a representative picture of the offset practices of your
pMS? Then if possible provide the information on these contracts requested in Annex 2 (if
this is difficult, also limited and approximate information is of use).

Question 4: Are there contracts not listed in Annex 1 containing offsets that you consider
more relevant in this regard? If so please explain why and include if possible information on
these in the Annex 2 form;

Question 5: Annex 1 also contains a list of randomly sampled defence equipment contracts
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with your pMS as buyer, and where FOI/SCS as yet have no indication of offsets. Do any of
these contain offset? If so please provide information as according to Annex 2.

We are keen to receive your first reactions to the samples ASAP.
Part lll: Effects of offset

Wherever possible with examples related to Annex 1 or additional cases you have introduced
at Question 4, please explain your country’s experience on the effects of offset arrangements
on the industrial base:

Question 6: what is the impact of offsets on competition at EU level?
e Does offset tend to favour EU-based companies vs. non-EU based companies or is it
neutral in this regard? Please explain
o Does offset tend to restrict companies from competing? Please explain
¢ Does offset distort competition between EU-based companies (at prime and/or sub-
contractor level and in particular SMEs)? Please explain
e Does offset increase market access? Please explain
e Does offset lead to a different system and/or supplier being chosen than would have
occurred in the absence of offset? Please explain
Please differentiate between the application of direct and indirect offsets in answering this
question (and for indirect offset defence vs. civilian).

Question 7: what is the implementation efforts associated with offsets?
e Price increase (if any) in percentage of the contract value? Please provide an estima-
tion
¢ Administrative costs (if any) including resources for managing the process? Please
quantify approximately if possible
e Delays (programme timescale) (if any)? Please specify
e Others, please specify
Please differentiate between the application of direct and indirect offsets in answering this
question (and for indirect offset defence vs. civilian).

Question 8: Does offset impact on the strengthening (or weakening) of industry market posi-
tion at EU level? Please take into account the following points:
e Duplication? Short, medium, long term
Impact on established supply chains? Short, medium, long term
Development of niche capabilities? Short, medium, long term
Provision of new capabilities? Short, medium, long term
Sustaining existing capabilities? Short, medium, long term
Scale advantages (reuse technology of the receiving companies, machinery or split
development costs on a larger volume)? Short, medium, long term
o Positive, negative or neutral impact of technology transfer?
¢ Business development with receiving country? Short, medium, long term
Please differentiate between the application of direct and indirect offsets in answering this
question (and for indirect offset defence vs. civilian).

Question 9: Please identify 2 offset arrangements with your pMS as buyer, included in An-
nex 1 (or additional cases you have introduced at Question 4) that we could analyse more
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deeply and a point of contact at governmental level. If possible select the cases such that
both direct and indirect offsets are covered.

Question 10: Please identify defence-related companies substantially affected by offset ar-
rangements in your country:

- as receivers or suppliers (one Prime and 2 subcontractors especially SMEs),

- positively or adversely affected

Part IV: Future of offsets

The documents referred to in this part of the questionnaire are accessible on EDA’s website
www.eda.europa.eu.

Question 11: Taking into account how offsets could be applied in the future, please address
the following:
e Is there an optimum level of offsets percentage related to the contract value that
could be considered as best practice on the effect on the industrial base at EU level?
Please explain
e Is there an optimum fulfiiment period? Please explain

Question 12: Based on your previous answers please rank the different types and catego-
ries of offsets according to their effects on the EDA’s endeavours to develop a truly Euro-
pean Defence Equipment Market in particular on the Code of Conduct on defence procure-
ment and Code of Best Practice in the Supply Chain.

Question 13: Do you see offset as a cost-effective method for the long-term strengthening of
the European Defence Technological and Industrial Base (EDTIB) as illustrated in the EDA’s
key characteristics of a strong future EDTIB? Please rank the different types and categories
of offsets applicable.

Question 14: How may your offset practices be impacted by the guidance of the Interpreta-
tive Communication on the application of Article 296 of the Treaty in the field of defence pro-
curement, published by the European Commission in December 20067?
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Questionnaire instrument on offset to NDIAs (and other defence in-
dustry organisations)

Introduction
For background, cf. Cover letter and Briefing note.

The questionnaire is in three parts:
- Part I: sampling of offset contracts
- Part Il: effects of offsets
- Part lll: future of offsets

Please note that the information you provide will be carefully handled and owned by EDA.
Information will not be published with specific reference to pMS or industry but rather aggre-
gated for reporting purposes.

Part I: Sampling of offset contracts

Attached at Annex 1 is a sample of defence equipment contracts with your country as buyer
or seller where offsets appear to have been applied. The list is based on data obtained
through SIPRI and other open sources.

Question 1: Do these contracts give a representative picture of the offset experience of your
country? Then if possible provide the information on these contracts requested in Annex 2 (if
this is difficult, also limited and approximate information is of use).

Question 2: Are there contracts not listed in Annex 1 containing offsets that you consider
more relevant in this regard? If so please explain why and include if possible information on
these in the Annex 2 form;

Question 3: Annex 1 also contains a list of randomly sampled defence equipment contracts
with your country as buyer, and where FOI/SCS as yet have no indication of offsets. Do any
of these contain offset? If so please provide information in Annex 2.

We are keen to receive your first reactions to the samples ASAP.

Part Il: Effects of offset

In addressing the following points, please provide examples wherever possible and name the
offset contract(s) you refer to

Question 4: what is the impact of offsets on competition at EU level?
e Does offset tend to favour EU-based companies vs. non-EU based companies or is it
neutral in this regard?
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Does offset tend to restrict companies from competing (at prime and/or subcontractor
level and in particular SMEs)?

Does offset distort competition between EU-based companies (at prime and/or sub-
contractor level and in particular SMEs)? Please explain

Does offset increase market access? Please explain

Does offset lead to a different system and/or supplier being chosen than would have
occurred in the absence of offset? Please explain

Others? Please explain

Please differentiate between the application of direct and indirect offsets in answering this
question (and for indirect offset defence vs. civilian).

Question 5: What is the implementation efforts associated with offset contracts:

price increase (if any) in percentage of the contract value for a contract with offset vs.
a contract for the same defence equipment without offset? Please specify
administrative costs (if any) including resources for managing the process? Please
quantify approximately if possible

delays (programme timescale) (if any)? Please specify

others, please specify

Please differentiate between the application of direct and indirect offsets in answering this
question (and for indirect offset defence vs. civilian).

Question 6: Does offsets impact on the strengthening (or weakening) of your country’s mar-
ket position at EU level? Please take into account the following points

Duplication? Short, medium, long term
Impact on established supply chains? Short, medium, long term
Development of niche capabilities? Short, medium, long term
Provision of new capabilities? Short, medium, long term
Sustaining existing capabilities? Short, medium, long term
scale advantages (reuse technology of the receiving companies, machinery or split
development costs on a larger volume)? Short, medium, long term
For your country as supplier of offset, has technology transfer, if any, to receiving
companies had a positive, negative or neutral impact for your country?

a. Negative: the receiving company has exploited the technology

b. Positive: you have learned from their use of the technology

c. Other effect
For your country as supplier of offset, has offset subsequently influenced your busi-
ness in the receiving country? If so

d. Have you gained new orders?

e. Have your competitors’ gained new orders?

f. Have you developed supply chain or partner relationships with receiving com-

panies?

g. Have the receiving companies become competitors?
For your country as receiver of offset, has technology transfer, if any, from supplying
companies had a positive, negative or neutral impact for your country?

h. Negative: explain how

i. Positive: explain how

j-  Other effect
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e For your country as receiver of offset, has offset subsequently influenced your busi-
ness in the supplying country? If so
k. Have you gained new orders?
I.  Have your competitors’ gained new orders?
m. Have you developed supply chain or partner relationships with supplying
companies?
n. Have you become competitors to the supplying companies?
¢ Please differentiate between the application of direct and indirect offsets in answering
this question (and for indirect offset defence vs. civilian).

Part lll: Future of offset in Europe

Question 7: Taking into account how offsets could be applied in the future, please address
the following:
e |s there an optimum level of offsets percentage related to the contract value that
could be considered as best practice on the effect on the industrial base at EU level?
Please explain
o Is there an optimum fulfiiment period? Please explain

Question 8: Do you see offset as a cost-effective method for the long-term strengthening of
the European Defence Technological and Industrial Base (EDTIB)? Please specify and iden-
tify the types and categories of offsets that you consider compatible with the development of
a European Defence Equipment Market and the strengthening of the European Defence
Technological Industrial Base.

Question 9: Are there drivers for changes? If so what are they?
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Questionnaire on offset to Prime Contractors

Introduction
For background, cf. Cover letter and Briefing note.
The questionnaire is in three parts:

- Part I: sampling of offset contracts
- Part ll: effects of offsets
- Part lll: future of offsets

Please note that the information you provide will be carefully handled and owned by EDA.
Information will not be published with specific reference to pMS or industry but rather aggre-
gated for reporting purposes.

Part I: Sampling of offset contracts

Attached at Annex 1 is a sample of defence equipment contracts with your company (group)
as prime contractor and where offsets appear to have been applied. The list is based on data
obtained through SIPRI and other open sources.

Question 1: Do these contracts give a representative picture of the offset experience of your
company? Then if possible provide the information on these contracts requested in Annex 2
(if this is difficult, also limited and approximate information is of use).

Question 2: Are there contracts not listed in Annex 1 containing offsets that you consider
more relevant in this regard? If so please explain why and include if possible information on
these in the Annex 2 form.

Question 3: Annex 1 also contains a list of randomly sampled defence equipment contracts
with your firm as seller, and where FOI/SCS as yet have no indication of offsets. Do any of
these contain offset? If so please provide information in Annex 2.

We are keen to receive your first reactions to the samples ASAP.

Part ll: Effects of offset

Wherever possible with reference to examples related to the list of offset contracts identified
in Part 1, please explain the effects of these contracts:

Question 4: what is the impact of offsets on competition at EU level?
e Does offset tend to favour EU-based companies vs. non-EU based companies or is it
neutral in this regard? Please explain
¢ Does offset tend to restrict companies from competing (at prime and/or subcontractor
level and in particular SMEs)?
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Does offset distort competition between EU-based companies (at prime and/or sub-
contractor level and in particular SMEs)? Please explain

Does offset increase market access? Please explain

Does offset lead to a different system and/or supplier being chosen than would have
occurred in the absence of offset? Please explain

Others? Please explain

Please differentiate between the application of direct and indirect offsets in answering this
question (and for indirect offset defence vs. civilian).

Question 5: What is the implementation efforts associated with offset contracts:

price increase (if any) in percentage of the contract value for a contract with offset vs.
a contract for the same defence equipment without offset? Please specify
administrative costs (if any) including resources for managing the process? Please
quantify approximately if possible

delays (programme timescale) (if any)? Please specify

others, please specify

Please differentiate between the application of direct and indirect offsets in answering this
question (and for indirect offset defence vs. civilian).

Question 6: Does offsets impact on the strengthening (or weakening) of your market position
at national and EU level? Please take into account the following points

Duplication? Short, medium, long term
Impact on established supply chains? Short, medium, long term
Development of niche capabilities? Short, medium, long term
Provision of new capabilities? Short, medium, long term
Sustaining existing capabilities? Short, medium, long term
scale advantages (reuse technology of the receiving companies, machinery or split
development costs on a larger volume)? Short, medium, long term
For your company as supplier of offset, has technology transfer, if any, to receiving
companies had a positive, negative or neutral impact for your country?

0. Negative: the receiving company has exploited the technology

p. Positive: you have learned from their use of the technology

g. Other effect
For your company as supplier of offset, has offset subsequently influenced your busi-
ness in the receiving country? If so

r. Have you gained new orders?

s. Have your competitors’ gained new orders?

t. Have you developed supply chain or partner relationships with receiving com-

panies?

u. Have the receiving companies become competitors?
For your company as receiver of offset, has technology transfer, if any, from supply-
ing companies had a positive, negative or neutral impact for your country?

v. Negative: explain how

w. Positive: explain how

x. Other effect
For your company as receiver of offset, has offset subsequently influenced your busi-
ness in the supplying country? If so

y. Have you gained new orders?
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z. Have your competitors’ gained new orders?
aa. Have you developed supply chain or partner relationships with supplying
companies?
bb. Have you become competitors to the supplying companies?
Please differentiate between the application of direct and indirect offsets in answering this
question (and for indirect offset defence vs. civilian).

Part lll: Future of offset in Europe

Question 7: Taking into account how offsets could be applied in the future, please address
the following:
e Is there an optimum level of offsets percentage related to the contract value that
could be considered as best practice on the effect on the industrial base at EU level?
Please explain
o Is there an optimum fulfiiment period? Please explain

Question 8: Do you see offset as a cost-effective method for the long-term strengthening of
the European Defence Technological and Industrial Base (EDTIB)? Please specify and iden-
tify the types and categories of offsets that you consider compatible with the development of
a European Defence Equipment Market and the strengthening of the European Defence
Technological Industrial Base.

Question 9: Are there drivers for changes? If so what are they?
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Questionnaire on offset to independent experts
Mapping quantitative importance of offset

1. For the EDA offset study FOI/SCS have identified a sample of defence equipment
contracts where offset to our understanding has been included (Annex 1). We are
currently researching these cases based on public sources. For a subset of cases we
will also undertake a more thorough study of effects:

a. Do you have any general comments to these cases? (e.g., not offset to your
knowledge, less relevant due to...)

b. Are you particularly familiar with any of cases?

c. Do you have readily available information you want to share on any of the ca-
ses?

2. To assess the quantitative importance of offset we are inter alia using the above-
mentioned sample. To assess the reliability of our estimations we have also identified
a sample from all defence equipment import contracts (from SIPRI databases). To
our knowledge, for the listed items (Annex 2) from that sample offset was not in-
cluded in the contract. Is this correct to your knowledge?

Effects of offset

3. Could you identify defence-relevant firms substantially affected (favourably or ad-
versely) by offset in the above cases and more generally in Europe:

a. as receivers of offset,
b. as involved in supplying offsets (also other than the prime of each listed deal)

c. as adversely affected (e.g. potential suppliers displaced from supply chain due
to offset)

4. |s offset seen in European countries as an argument for a larger defence equipment
budget than would be otherwise acceptable?

5. This is a counter-factual question and might therefore be difficult to answer: In your
experience do offset packages sometimes lead to another system and/or supplier be-
ing chosen than would have occurred in the absence of offset?

a. Could you comment the cases in list 1 from this perspective?
b. Could you comment this at a general level?

c. Inyour experience, does offset tend to favour EU vs. non-EU, the other way
around, or is it neutral in this regard? (In general and for listed cases if you are
aware that they differ)

6. Are you aware if difficulties in supplying offset (or difficulties in understanding and
managing the offset aspects of a contract) have prevented firms from competing on
defence equipment contracts or subcontracts? If so, give examples (cf. question 3.b)

10
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10.

11.

12.

13.

14.

15.

. What would you consider a typical price increase (if any) for a contract with offset vs.

a contract for the same defence equipment without offset?

a. How would this vary with offset percentage? (In general and for listed cases if
you are aware that they differ)

What are in your experience the administrative requirements and costs for offset? (In
general and for listed cases if you are aware that they differ)

a. What effects (if any) do offsets have on the way defence-relevant firms are
managed?

. What time delays (if any) do offsets cause for defence equipment contracts? (In gen-

eral and for listed cases if you are aware that they differ)

In your experience, have offsets led to overcapacity in the European market?
a. If yes: how and in what industries?
b. If not: why not?

For questions 3—10 do you see any significant differences with regard to type and
category of offset (cf. briefing note)?

Future of offset in Europe

Do you have a general opinion on defence equipment market offsets and their future
in Europe?

a. If you see changes emerge, how do you assess their speed?
b. What are the forces pro and con changes?

Taking into account how offsets could be applied in the future, please address the fol-
lowing:

a. Can you say something on suitability of level of offsets percentage related to
the contract value that could be considered as best practice on the effect on
the industrial base at EU level? Please explain

b. Is there an optimum fulfilment period? Please explain

How may European offset practices be impacted by the guidance of the Interpretative
Communication on the application of Article 296 of the Treaty in the field of defence
procurement, published by the European Commission in December 20067

Do you see offset as a cost-effective method for the long-term strengthening of the
European Defence Technological and Industrial Base (EDTIB) as illustrated in the
EDA’s key characteristics of a strong future EDTIB?%®

a. Please rank the different types and categories of offsets applicable in this re-
gard. Please motivate!

b. Can you give examples of more or less success in this regard:

8 Cf. EDA’s webpage.
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i. for countries?

ii. for firms?

12
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Interview guide for the case study on offset effects: firms in receiv-
ing pMS (direct and indirect defence-related)

ORwWN=

No

10.

11.

12.

13.

14.

15.

16.

17.

Experience of offset
Your firm has been identified as a receiver of offset-related business. Is this correct?
What was the first offset contract you received, and when?
What additional offset contracts have your company received?
What was the volume of work gained from offset deals?
How would you classify the offsets by type and category (cf. briefing note)?

Costs to gain offset
How did to you gain the offset orders/s?

. Which costs were associated with gaining offset orders?

Effect on technological competence and innovation

What was your major technological competence at the time of your first offset order?
How would you describe the scope and level of your company’s current technological
competence?
What was the technological content of the offset orders?

a. Was it high technology or low technology — or any in-between?

b. Did you have related technology ex ante the offset order/s?

c. Did the offset supplier company transfer technology to you?

i. If so, how was the technology transferred?
d. Has the technological content in offset orders contributed to new innovations
in your company?

Did you in turn transfer technologies deriving from your offset related business to your
own supply chain — domestically, internationally?
Do you have experience of other instruments for technology transfer or joint devel-
opment of new technology

a. How do the offset-related experiences compare to others?

b. Have you participated in any EU programmes?

c. If so, did this have any relationship to the offset deal/s?

d. Can you see future EU programmes substituting for the technology transfer

effects of offset?

Are there other important aspects how offset has affected your technological compe-
tence and innovation?

Effect on competitive position
How would you describe your company’s competitive position at the time you gained
the first offset order? (National, European, global player)
How would you describe your company’s current competitive position in the market?
(National, European, global player)
How has your company’s market relationships with governmental customers, prime
contractors and domestic and international suppliers changed as an effect of the off-
set deal/s?
To what extent can subsequent contracts be related to the technology you worked
with in the offset deal/s?

a. Contracts from the national government

13
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18.

19.

20.

21.

22.

23.

24.

25.

b. Contracts from other governments’

c. Contracts from the supplier of the offset (new offset or other deal)

d. Contracts from other companies’ (offset or other deal)

e. Contracts to your suppliers — domestically and internationally
What factors (inhibiting or enabling) may explain any subsequent contracts/or lack of
contracts/deals?

a. IPRregulations

b. Licensing contracts

c. Technology transfer (form of transfer — if it included substantial learning or

not)
d. Overcapacity in competing industries
e. Other

Generally, how would you regard your competitive advantage to have been influ-
enced by the offset deal/s?

a. How large portion of your current turn over can be related to the offset deal/s?

b. Have you accessed new technology that has influenced your competitive-
ness?

c. Did the offset deal substantially influence your financial situation at that time
(positively or negatively)?

d. Has the offset deal influenced the way customers and other companies regard
you — i.e. what is the impact on your company’s brand (positively or nega-
tively)?

e. Other

Are there other important aspects how offset has affected your market position?

General

If you have experience of different types and categories of offset, are there differ-
ences in their effects?
If you have experience of offset from different supplying states, are there differences
in their effects?
In your experience, have offsets led to overcapacity in the European market?

a. If yes: how?

b. If not: why not?
If you had known what you know today regarding the effect of the offset deal, what if
anything, would you have done differently?
Do you have a general opinion on defence equipment market offsets and their future
in Europe?

a. If you see changes emerge, how do you assess their speed?

b. What are the forces pro and con changes?

14
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Interview guide for the case study on offset effects: supply
chain firms potentially negatively affected

Experience of offset
1. Your firm has been identified as a potential loser of business due to offset. Do you
think this is correct?
2. If so in connection with what offset deals was it that your firm might have lost busi-
ness?
3. How did this happen?
a. Orders where placed directly with firms in the receiving country
b. Orders where placed with other firms (where?) who where able to assist in
supplying offset in their turn.
Can you say anything of volumes?
Do you have other experience of offset (as receiver or supplier)?
a. What deals and how?

os

Costs to gain offset
6. Has your firm been actively involved in trying to secure offset-related business?
a. Which costs and efforts were associated with such attempts?

Effect on competitive position

7. How would you describe your company’s competitive position at the time you first
came in contact with offset? (National, European, global player)

8. How would you describe your company’s current competitive position in the market?
(National, European, global player)

9. How has your company’s market relationships with governmental customers, prime
contractors and domestic and international suppliers changed as an effect of the
deal/s you potentially lost due to offset?

10. Generally, how would you regard your competitive advantage to have been influ-
enced by the offset deal/s?

11. Are there other important aspects how offset has affected your market position?

General
12. If you have experience of different types and categories of offset, are there differ-
ences in their effects?
13. If you had known what you know today regarding the effect of the offset deal, what if
anything, would you have done differently?
14. In your experience, have offsets led to overcapacity in the European market?
a. Ifyes: how?
b. If not: why not?
15. Do you have a general opinion on defence equipment market offsets and their future
in Europe?
a. If you see changes emerge, how do you assess their speed?
What are the forces pro and con changes?
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Interview guide for the in-depth study of supplying companies

The following questions will be asked to a minor sample of the companies’ contribution the
questionnaire. The companies that will be addressed are both prime contractors and SMEs.

PO =

How would you rate the importance of offset for the export deals that you have won?
Which are the major costs associated with offset?
How does your company normally arrange offset deals?
Is there, in your opinion, a difference between offset offered by EU and non EU (US)
companies?
a. If so, what constitutes the difference?
b. What is the effect of the difference?
How would you describe your technology transfer strategy?
a. Is there a difference in the strategy concerning technology transfer for differ-
ent counties (EU non EU)?
Have your technology transfer strategy changed in offset deals during the last dec-
ade?
a. Ifso, why?
How would you estimate the impact of offset on your company’s competitiveness on
the international defence market?
a. Short term — less than five years
b. Long term — more than five years
Which are the major factors that have influenced your competitiveness on the interna-
tional market?
In what way, if any, have offset receiving companies contributed the development of
your competitive position?
a. Have you developed long or short term collaboration with offset companies in
addition to the offset contract?
i. If so, what kind of relationships?
b. Have receiving companies after the offset deal developed relationships with
any of your competitors?
i. If so, how if at all can that be related to your offset relationship?
c. Have any receiving company opportunistically used technology transferred
from your company?
d. Have any receiving company become a competitor to you on their national
market, the EU market, the global market?

10. Generally, in your opinion, has offset strengthened or weakened your company’s

competitive advantage?

11. If you would wish, what would be the future of offset within the EU?

16
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Annex 6: Overview of offset policies and practices

This overview builds on country fiches based on pMS replies to an EDA questionnaire in
2005 and some additional open source material. These fiches were provided for comment to
pMS as part of the study questionnaire.

For the Groups, see Chapter 3. The notation ‘5-15 M€ — 4’ means that 4 respondents gave an
answer within the relevant range (here 5-15 M€).

Applied offset
thresholds

Group | Questionnaire responses
1
2 5-15M€—-4
3 5-10 M€ -4
4 Upto 1.5 M€-3

2.7 M€ (neg), 11 M€ (ITT) - 1
4ME-1

5 M€ (2.5 m€ for foreign subcontractors) — 1

17.8 ME for foreign primes, 8.9 M€ for foreign subcontractors — 1

Applied minimum
offset levels

Group | Questionnaire responses Comments
1 100% in exceptional cases when ap-
plied — 1
o) 70-100% — 1
Up to 100% — 1
100% —2
3 100% —5 One respondent also require a mini-
mum of 15% subcontracting
4 100% —7 Two of the respondents requiring

No specific requirements — 1

100% offset also has a requirement
of 20% direct offset, a third a re-
quirement of 30% direct offset.

In addition, one of the three above

mentioned respondents also require a
30% investment ratio.
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Applied multipliers | Group | Questionnaire responses
1
2 2-3-1
3-30-1
Use of multipliers is restricted to a minimum — 1
3 0.3-3-1
0.5-5-1
2-5-1
2-10-1
No multipliers — 1
4 1-3-1
1-5-1
1-7-1
2-5-1
5-10-1
Negotiable — 1
No multipliers — 1
Applied fulfilment | Group | Questionnaire responses Comments
periods
1
o) 2-5 years — 1
5-7 years — 1
Approximately length of contract — 1
UK
3 Approximately length of contract — 4
4 Up to 5 years — 3 The respondent stating a 10-year

Up to 10 years — 2

10 years — 1

5-15 years — 1

Length of contract + 1 to 2 years — 1
Length of contract + 1 year — 1
Depends on contract — 1

fulfilment period also say that 50%
of the obligation should be fulfilled
with 5 years.
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Applied penalties Group | Questionnaire responses

1

2 10% of unfulfilled part — 1
Obligation is increased by a percentage of the unfulfilled part — 1
No penalties — 1

3 5-10% of unfulfilled part — 2
Up to 15% of obligation — 1
Normally a penalty of 2% linked to progress and 3% at the end of the fulfilment
period — 1
Penalties are equal to unrealised obligations — 1

4 5-10% of unfulfilled part — 3
A percentage share that differs from case to case — 1
Reduced or eliminated multipliers, banning from future contracts — 1
There are penalties for unfulfilled obligations — 2
Proposed penalty rate up to 50% of obligation — 1
No penalties — 1

Preference for type | Group | Questionnaire responses

1

o) Both direct and indirect — 4

3 Direct — 1
Both direct and indirect — 4

4 Indirect — 2

Both direct and indirect — 5
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Preference for cate- | Group | Questionnaire responses
gory
1
o) Co-development, (software) engineering, production of subsystems and compo-
nents — 1
Activities that strengthen the national defence industry — 1
3 Technology transfer, training, technical support, exports promotion — 1
Subcontracts, technology transfer, co-production — 1
Subcontracts, technology transfer, training, marketing and export assistance — 1
Purchase of local products, subcontracts, technology transfer — 1
Direct purchases, cooperative agreements, licensed technologies, training — 1
4 Technology transfer, direct investments, job-creation — 2
Technology transfer — 1
R&D, strategic goods, high technology — 1
Technology transfer, foreign direct investments — 1
Technology transfer, CIS, nano- and biotechnology, export support — 1
Is offset a condition | Group | Questionnaire responses
for participating?
1 No-2
2 Yes—2
No-1
3 Yes—2
4 Yes—5
No-3
Is offset an award | Group | Questionnaire responses
criteria?
1 No-2
2 No -2
3 Yes—1
4 Only in case of equal offers — 2

No -4
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Are bidders free to | Group | Questionnaire responses
determine how
much to offer as 1
()
offset? ) Yeos 2
No-1
3 Yes, if above minimum level — 2
No-1
4 Yes—3
Yes, if above minimum level — 2
No — 3 Decided on a case-by-case basis — 1
Can bidders decide | Group | Questionnaire responses Comments
whom to work
with? 1
2 Yes—4
3 Yes—2 According to one respondent, final
Yes, from a list of certified beneficiar- | Selection must however be approved
ies (new beneficiaries can also be pro- | bY the handling agency
posed) — 1
Bidders are directed to preferred areas
-1
4 Yes—8 Two respondents say that bidders are
Bidders are directed to preferred arcas | {ree to choose partners provided that
_1 the decision maker approves.
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Annex 7: Summary of questionnaire responses

This annex summarises the responses to pMS, industry organisation, and prime question-
naires. Also data from interviews are included.

For the Groups, see Chapter 3. The notation ‘5-15 M€ — 4’ means that 4 respondents gave an
answer within the relevant range (here 5-15 M€).

‘G’ stands for government and ‘B’ for business respondents.

To protect the integrity of respondents the G/B notation is sometimes suppressed. Also groups
have been merged on some occasions.

1. What is the impact of offsets on competition at EU level?

Does offset tend to
favour  EU-based
companies vs. non-
EU based compa-
nies, or is it neutral
in this regard?

Group

Questionnaire responses

Comments

1

Non-EU based companies are favoured
-1

Direct offsets tend to favour non-EU
based companies while civilian offsets
are neutral — 2

Neutral — 1

The respondents point out US com-
panies as being favoured due to their
competitive advantage on quantita-
tive issues and single company pro-
grammes.

One respondent does, however, also
mention that US companies may
have disadvantages in terms of tech-
nology transfer due to US Technical
Assistance Agreements

EU-based companies are favoured — 1
(B)

Neutral — 4 (B)

Neutral according to offset policy — 3

(G)

Some of the respondents answering
“neutral” point out that this is only
valid under the condition that offset
is practiced within Europe, if not,
non-EU companies are favoured

EU-based companies are favoured — 1
(&)

Neutral — 1 (B)

Neutral according to offset policy — 1

(G)

EU-based companies are mentioned
as being favoured mainly due to
logistical factors.

One respondent also points out that
direct offsets may inhibit US compa-
nies due to their strict technology
transfer/exports regulations

EU-based companies are favoured — 1
(&)
Neutral — 2 (G)

Neutral according to offset policy — 2
(&)

EU-based companies are mentioned
as being favoured due to the fact that
offset is successfully applied to di-
minish the technological gap with the
UsS
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Does offset restrict
companies from
competing?

Group

Questionnaire responses

Comments

Yes, especially for SMEs — 2
No, but it may — 1
No, it does not — 3

Complex administration in associa-
tion with indirect defence related
offset and civilian offset is pointed
out as potentially making bidding
unattractive and costly to companies.

The respondents saying that offset
does not restrict companies from
competing do however recognise that
it raises hurdles to SMEs and that
more stringent rules and higher pen-
alties will lead to companies being
restricted. Requirements on direct
offset are considered to result in
more restrictions than civilian offset.

Yes, especially for SMEs — 1 (B)

Not in general, but could happen in
case of extremely demanding offset
requirements — 4 (B)

No, not according to policy — 1 (G)

No, it does not — 4 (2G, 2B)

Some nations’ complicated and in-
compatible ruling with regard to
offset is mentioned by one respon-
dent as possibly restricting compa-
nies.

One respondent also answered that
offset in fact should make companies
more competitive

Not on prime level, but it may on sub-
contractor level — 1 (G)

No, it does not — 2 (G)

One of the respondents saying that
offset does not restrict companies
does however point out that for low
value competitions, some companies
might refrain from participating due
to burdening offset obligations

Yes, it may — 1 (G)
No, not according to policy — 1 (G)
No, it does not — 3 (G)

According to two respondents, offset
requirements is a common practice in
defence procurements and companies
are accustomed to that. Offset does
therefore not restrict companies from
competing.
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Does offset distort

competition be-
tween  EU-based
companies?

Group | Questionnaire responses Comments
1 Yes, it does — 4 Two of the respondents answering
Competition is affected but not neces- | that offset distorts competition say
sarily distorted — 1 that offset contributes to enhance the
No. it does not 2 political impact of on defence con-
R tracts and that it may lead to an “off-
set race” with unrealistic proposals.
o) Yes, it may — 3 (2G, 1B) One of the reasons given as to why
No, not according to policy — 1 (G) offset does not distort competition is
. that equal offset rules apply for all
No, it does not — 6 (1G, 5B) competitors.
One respondent also points out that
offsets serve as a tool for introducing
SME:s on the international market
3 Yes, it may — 1 (G) Instead of distorting competition, one
Not on prime level, but it may on sub- | respondent see offset as a method to
contractor level — 1 (B) build national defence industries and
No, it does not — 2 (G) ensure the growth of many SMEs.
4 No, it does not — 6 (G) Some of the respondents regard off-

set as an enhancer of competition




GFol

2007-07-12
Final report of
06-DIM-022

ANNEX 7

SCS

Summary of questionnaire responses

Does
crease
cess?

offset in-
market ac-

Group

Questionnaire responses

Comments

Yes—2
No, not for primes — 1

For one respondent offset increases
market access as it may lead to a
better acceptance of defence spend-
ings.

For the other respondent, however,
offset neither leads to the creation of
new markets or to the increase of
ordered quantities.

Yes -9 (3G, 6B)

According to some of the respon-
dents, offset is a tool for accessing
markets that otherwise would be
closed to international competition.
Offset is also mentioned to facilitates
long term partnerships which may
lead to further business relations

Yes -4 (3G, 1B)

One respondent emphasises that
offset is an effective market opener,
especially for SMEs.

Yes—5(G)

One respondent points out that offset
can work as a “door opener” for
SMEs. Another respondent mentions

that civilian or mixed offsets tends to
increase market access.
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Does offset lead to
a different system
and/or supplier be-
ing chosen than
would have oc-
curred in the ab-
sence of offset?

Group | Questionnaire responses Comments
1 Yes, it does — 1 One of the respondents saying that
Yes, it may — 2 offset may affect the choice of sup-
No, not in general — 1 plier points out that this is particu-
’ larly true when defence related direct
and indirect offsets are required.
The respondent saying that offset
does not affect the choice, say that
offset is just considered to be a sec-
ond level decision criteria.
o) Yes, it does — 1 (G) The respondents answering that off-
Yes, it may — 1 (B) set dpes not change the choige of
No, not in general — 1 (B) supplier state that technical specifica-
’ tions and cost-effectiveness of the
No, it does not — 3 (2G, 1B) procured system is considered to be
more important than specific offset
deals
3 Yes, it may — 2 (1G, 1B) One of the respondents saying that
No, it does not — 1 (G) offset may affect the choice of sup-
plier points out that this is particu-
larly true when direct offsets are
required
4 Yes, it may — 2 (G) One of the respondents saying that

No, it does not — 2 (G)

offset may affect the choice of sup-
plier points out that this is particu-
larly true when direct offsets are
required
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What is the price
increase (if any) in
percentage of the
contract value for a
contract with offset
vs. a contract for
the same defence
equipment without
offset?

2. What is the implementation efforts associated with offset contracts?
Group | Questionnaire responses Comments
1 There are price increases associated | No respondents report specific per-
with offset — 7 centages.
According to one respondent, civilian
offset should not create additional
costs as it should be subcontracted
under competitive conditions.
2 There are price increases associated | In general, the price increases men-
with offset — 6 (2G, 4B) tioned are normally between 2 and 3
Offset could lead to price increases — 1 | percent, although costs as high as 8
(G) percent is reported.
Offset does not lead to price increases | One respondent also mentions that
in a competitive environment — 2 (B) despite initial costs, offset could also
lead to long term positive economic
effects.
3 There are price increases associated | The price increases mentioned
with offset — 2 (1G, 1B) ranged from 3 to 10 percent.
Offset could lead to price increases — 1
(&)
No information — 1 (G)
4 There are price increases associated | The price increase mentioned was

with offset — 1 (G)
Offset could lead to price increases — 2

(©)
No information — 2 (G)

approximately 3 percent.
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What are the ad-
ministrative  costs
associated with
offset contracts (if
any) including re-
sources for manag-
ing the process?

Group

Questionnaire responses

Comments

There are administrative costs associ-
ated with offset — 4

No respondent reported specific
figures. The administrative costs are
said to vary a great deal depending
on the terms and conditions of the
offset contract

About 0.3 % of contract value — 1 (G)
1-2 specialists per €100 M of military
sales — 1 (B)

On average 3-4 fulltime administrative
officials dealing with offset — 1 (G)
More than 15 administrative officials —
1 (B)

There are administrative costs associ-

ated with offset, but no reported
amount — 7 (2G, 5B)

About 0.5-1 % of contract value — 1 (B)

On average 3-4 fulltime administrative
officials dealing with offset — 1 (G)

On average 10 officials — 1 (G)

Less than 1 % of contract value — 1 (G)
On average 3-4 fulltime administrative
officials dealing with offset — 2 (G)

There are administrative costs associ-
ated with offset, but no reported
amount — 2 (G)
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Are there any de- | Group | Questionnaire responses Comments
lays in the pro- :
. 1 Yes, direct offset may cause delay of
gramme timescale :
delivery — 2

associated with

et tracts? Yes, offset may cause delays in the
OIISCl contracts !

negotiation phase — 1
There may be delays, but insignificant
compared to overall delivery period — 1

Yes, offset may cause delays - 1

o) Yes, offset may cause delays — 1 (G)
Yes, offset may cause delays in the
negotiation phase — 1 (B)

No, in general there are no delays — 6
(2G, 4B)

3 Yes, offset may cause delay of delivery
-1

Yes, direct offset may cause delay of
delivery — 1 (B)

No, in general there are no delays — 2

(G)

4 Yes, offset may cause delays in the
negotiation phase — 1 (G)
No, in general there are no delays — 3

(G)
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3. Does offset impact on the strengthening or weakening of industry
market position at EU level?

Duplication? Group

Questionnaire responses

Comments

1

Offset may lead to duplication — 6

It is primarily direct offset that leads
to duplication.

According to two respondents offset
might not lead to duplication in the
long term as governmental support
might stop at the end of the program
and that offset cannot sustain the
workload over time.

According to the third respondent,
however, offset could support the
build-up of a competition-driven
European industry but could also
have adverse effects with respect to
US competition.

Offset may lead to duplication — 4 (3G,

1B)

Duplication in the form of licensed
production has neither a strengthening
or weakening effect on the individual

companies’ market position — 2 (B)

Duplication as a result of military offset
has a weakening effect on the industry
whereas civil offset has a strengthening

effect— 1 (B)

For the respondents answering that
offset may lead to duplication, this
primarily applies for direct defence
related offsets.

Offset may lead to duplication — 2 (G)

Offset will not lead to further duplica-
tion due to the already existing national

capabilities — 1 (B)

According to one respondent, the
duplication of assembly lines does
not always have to be negative as it
can benefit the national security of
supply as well as prove useful in high
demand situations.

Offset may lead to duplication — 2 (G)

The aim is to increase cooperation

rather than duplication — 1 (G)

In those cases offset is said to poten-
tially lead to duplication this is pri-
marily with respect to direct offsets
and in the short term.

It should be noted that the respondents interpreted this question, with respect to the duplica-
tion sub question, in two different ways; (1) whether offset leads to duplication; and (2)
whether duplication has a strengthening or weakening effect on the industry market position.
How individual respondents interpreted the question should be clear from the table
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Impact
lished
chains?

on estab-
supply

Group

Questionnaire responses

Comments

Negative impact on established supply
chains — 5

Impact without value judgement — 1

The negative effect is mentioned to
be a result of national subcontractors
being driven out of business and that
it leads to reorganisations, delays
additional costs and other disadvan-
tages.

Although the respondents are dis-
tinctly negative to the effects that
offset has on established supply
chains, one respondent point out that
diversifying the supplier base could
also have a positive effect on the
industry.

Positive impact on established supply
chains — 1 (G)

Direct offsets has a negative impact on
established supply chains — 1 (B)
Impact without value judgement — 2
(1G, 1B)

No significant impact on established
supply chains — 2 (B)

According to one respondent, the
impact is positive due to increased
competition.

Civil offsets will according to one
respondent have a strengthening
effect on the industry market position
at EU level.

Offset has been used to enable do-
mestic providers of in-service sup-
port. That can be avoided on the long
term due to EDEM agreements.

Direct offset has a positive impact on
established supply chains — 1 (G)

Negative impact on established supply
chains — 1 (B)

Impact without value judgement — 1

(G)

The positive impact is said to be due
to benchmarking opportunities and a
potential innovative effect on old
supply chains.

As another respondent answers, off-
set can have an initial negative effect
on the established suppliers but be
positive in the long run for the secu-
rity of supply.

Positive impact on established supply
chains— 3 (G)
Impact without value judgement — 2

(G)

One respondent express that the
positive impact is a result of in-
creased competition

10
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[Can offset help in
the] development of
niche capabilities?

Group

Questionnaire responses

Comments

(Direct) offset facilitates the develop-
ment of niche capabilities which may
lead to duplication of existing capabili-
ties — 2

Development of niche capabilities is
difficult with defence related offsets
but easier with civilian offsets — 1

Offset may facilitate the development
of niche capabilities — 2

Given that offset facilitates the de-
velopment of niche capabilities it can
jeopardise the SMEs’ core business,
but it could also have positive effects
according to one respondent.

Offset may facilitate the development
of niche capabilities and have a positive
impact on the indigenous industry — 4
(2G, 2B)

Offset may facilitate the development
of niche capabilities and have a positive
impact on the industry at EU level — 2
(B)

Offset may facilitate the development
of niche capabilities but not sustain
them on the long term — 1 (G)

Direct offset has a negative effect on
the development of niche capabilities
whereas indirect defence related and
civilian offset has a positive effect — 1

B

As one respondent points out, the
development of niche capabilities
may be beneficial for the indigenous
industry but does not necessarily
have the same strengthening effect
on the EU level as each country fo-
cus on their own niches.

For the respondents saying that offset
has a positive effect on the EU level
this is due to the fact that it consti-
tutes an important opportunity for the
strengthening of European excellen-
cies.

Offset may facilitate the development
of niche capabilities in a positive sense
-3(2G, 1B)

Offset may facilitate the development
of niche capabilities in a positive sense
-4(G)

One respondent point out that niche
capabilities are the key of existence
for the SME:s.

Some respondents also point out that
the positive effect on the develop-
ment of niche capabilities is only
valid on the short term.

11
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[Can offset help in
the] provision of
new capabilities?

Group

Questionnaire responses

Comments

Offset may facilitate the development
of new capabilities — 3

Only receivers will gain new capabili-
ties — 1

One of the respondents saying that
offset may facilitate the development
of new capabilities does however
point out that it may not ensure the
competitiveness of new capabilities
in the long run.

Offset may facilitate the development
of new capabilities and have a positive
impact on the industry at EU level — 2
(1G, 1B)

Offset may facilitate the development
of new capabilities for receivers — 2
(1G, 1B)

Offset may facilitate the development
of new capabilities, but may not ensure
competitiveness in the long run — 1 (G)

Offset seldom provides new capabili-
ties — 2 (B)

Direct offset has a negative effect on
the development of new capabilities

whereas civilian offset has a positive
effect— 1 (B)

One of the respondents who state that
offset seldom provides new capabili-
ties does however point out that new
capabilities can be generated locally
as follow on activities.

Offset may facilitate the development
of new capabilities and have a positive
impact on the industry at EU level — 3
(&)

Offset is a unique tool for the domestic

industry to increase its capabilities on
all terms — 1 (B)

According to one respondent, the
positive effect on the industry is a
result of activities, such as assembly
and maintenance, being dispersed to
the receivers, allowing the prime to
concentrate on design and develop-
ment of new systems.

Another respondent points out that
offset is a way to bring capabilities in
to Europe from non-European obli-
gors.

Offset may facilitate the development
of new capabilities and have a positive
impact on the industry at EU level — 1
(&)

Offset may facilitate the development
of new capabilities — 2 (G)

Offset may facilitate the development
of new capabilities for receivers — 1 (G)

The positive impact of offset in terms
of providing new capabilities is most
often viewed as a short term effect.

One respondent did however com-

ment on the effect of offset being
positive on all terms.

12
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[Can offset help in]
sustaining existing
capabilities?

Group

Questionnaire responses

Comments

Direct offset may provide a means of
sustaining existing capabilities in the
defence industries — 1

In the short term but not in the long
term — 1

I can lead to that existing capabilities in
the supplying country may not be sus-
tained — 1

One respondent points out that the
capabilities sustained by offset are
not necessarily competitive. Also, in
countries without offset require-
ments, existing capabilities may be
weakened as a result.

Offset may provide a means of sustain-
ing existing capabilities — 5 (B)

In the shorter term but not in the long
term — 1 (G)

Defence related offsets has a weaken-
ing impact on the industry at EU level
whereas civilian offsets has a strength-
ening impact — 1 (B)

A majority of the respondents em-
phasise that it is the existing capabili-
ties in the receiving country that are
sustained by offsets and not in the
supplying country

Offset may provide a means of sustain-
ing existing capabilities which has a
positive impact on the industry at EU
level — 3 (G)

Offset may provide a means of sustain-
ing existing capabilities — 1 (G)

In all terms — 1 (B)

In the short term but not in the long
term — 1 (G)

One respondent highlight that the
effect of offset is particularly positive
for sustaining niche capabilities

Offset may provide a means of sustain-
ing existing capabilities — 2 (G)

In the short term but not in the long
term — 2 (G)

One respondent emphasises that
offset should not be viewed as a tool
for sustaining capabilities.

Another respondent says that non-
competitive capabilities would not be
preferred in the long run, hence the
short term effect of offsets.
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[Can offset help in | Group | Questionnaire responses Comments
exploiting] scale :
advantages  (reuse 1 Offset does not affect scale advantages | One of the respondent saying that
toch lg f th -2 offset does not affect scale advan-
echnology o © No scale advantages as offset requires | tages mentions that this is valid for
receiving  compa- sharing — 1 companies in countries that do not
nies, machinery or require offset
split ~ development ) Offset could have positive effects on | One respondent points out that offset
costs on a larger scale advantages — 3 (1G, 2B) could have positive effects on scale
volume)? Scale advantages are welcome side | advantages provided that offset re-

effects — 1 (G) ceivers are competitive companies.

Offset does not affect scale advantages | According to another respondent

~-2(1G, 1B) there will be scale advantages in the

long run be it with or without offset.

Defence related offsets has a weaken-

ing impact on the industry at EU level

whereas civilian offsets has a strength-

ening impact — 1 (B)

3 Offset could have positive effects on

scale advantages — 2 (G)

Offset can only provide scale advan-

tages through the split of development

costs — 1 (B)

4 There are cost advantages in local pro-

duction/subcontracting and split devel-
opment costs — 1 (G)

Scale advantages are not negatively
affected by offset — 1 (G)
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Impact of technol-
ogy transfer?
(PMS)

Group

Questionnaire responses

Comments

1 &2

Offset related technology transfer
(preferably in connection to direct
offsets, but also indirect defence related
and civilian) is anticipated to have a
strengthening impact on the national
industry position — 1

Offset related technology transfer has a
weakening impact on companies in
countries that do not require offset — 1

Offset related technology transfer nei-

ther strengthens nor weakens the indus-
try market position at EU level — 1

Offset related technology transfer has a
distortionary effect on the market — 1

According to one respondent, offset
related technology transfer to one
domestic company might be harmful
to another as the transfer might lead
to dominant market positions. Gov-
ernments should therefore avoid
requiring technology transfer to cer-
tain companies.

Offset related technology transfer (both
direct and indirect defence related) has
a strengthening effect on the national
industry position — 1

According to one respondent, tech-
nology transfer in connection to both
direct and indirect defence related
offsets has a strengthening effect.

Another respondent points out that
the positive impact is a result from
that technology is made available at a
lower cost.

Offset related technology transfer has a
strengthening impact on the industry
market position at EU level — 2

Technology transfer has a strengthen-
ing impact on the national industry
market position — 3
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Business develop-
ment with receiving
country? (pMS)

Group

Questionnaire responses

Comments

Offsets, in particular indirect defence
related, has a positive impact on busi-
ness development — 1

An active contractor may find plenty of
further business opportunities with
receiving countries — 1

According to one respondent, offsets
foster economic, social and military
links which can lead to further busi-
ness development. Indirect defence
related offsets seem to lead to more
sustainable relationships as they,
unlike direct offsets, can extend
beyond final delivery.

Both direct and indirect offset has a
positive impact on business develop-
ment — 1

Offset has a short term positive impact
on business development — 1

Offset is a vehicle in finding new busi-
ness relations — 1
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As a supplier of | Group | Questionnaire responses Comments
offset, has technol-
1 Yes—1
ogy transfers been
gxp101ted 557 recgv; o) Yes—1 Negative effects of receiving compa-
Ing . SYLRCITE nies exploiting technology can nor-
(Business) mally be foreseen and handled
3
4
As a supplier of | Group | Questionnaire responses Comments
offset, has offset :
5 1 Yes, it has lead to new orders — 1
subsequently influ- of - ocal
enced your business Offset may create linkages to loca
. h . . industry which can be positive in case
mn  the = SECEIIRE of new acquisition programmes — 1
COF‘n,try in terms of No, usually a new acquisition program
gammg new  or- leads to a new tender evaluation — 1
rs? (Busin ) :
derg? (Bmstiess) o) Yes, it has led to new orders — 2 One respondent points out that off-
sets serve as a comparative advan-
tage
3
4
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As a supplier of | Group | Questionnaire responses Comments
offset, has —offset Yes, it lead to long-t t One of th dents saying that
subsequently influ- 1 es, it may lead to long-term partner | One of the respondents saying tha
J busi relationships — 1 technology transfer may help
encec your business Yes, it may lead to new (though often | Strengthening partnerships also says
in the receiving short term) partner relationships — 3 that this effect applies to both direct
country in terms of and indirect defence related offsets.
developing supply Ip rpost cases, howeyer, the effect is
. limited to the duration of the con-
chain or partner fract
relationships?
(Business) o) Yes, it has .led tg the development of
partner relationships — 2
Difficult to correlate offset with subse-
quent business but some partner rela-
tionships have been developed — 2
3
4
As a supplier of | Group | Questionnaire responses Comments
offset, has offset v v to SMEs — 1
subsequently influ- 1 s e;pema vio S_f o
enced your business Yes, from a pure manufacturing site
. . . point of view — 1
in the receiving
country in terms of o) Yes, in case of direct and indirect de-
. fence related offset — 1
receiving compa- .
iles becoming Ij;se:eicggmsed examples related to
competitors? (Busi-
ness) 3
4
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As a receiver of | Group | Questionnaire responses Comments
offset, what is the
effect of technolo 1 In cases where technology has been
gy transferred this has not immediately led
transfer on your to new business — 1
business? Busi-
ness) ( o) In general a positive impact — 3 One of the respondents describing
With gained experience the impact of | the positive impact of techn{’logy
technology transfer has become in- transfer say that offset can assist in
creasingly positive — 1 bringing in technological capabilities
. that enhance the national defence
No significant effect — 1 . . e
industrial capabilities
3 In general a positive impact, the in-
digenous industry has increased its
production capabilities — 1
4
As a receiver of | Group | Questionnaire responses Comments
offset, has offset
. 1 Offset has led to new orders — 1
subsequently influ-
ier?ce?hzouzll:usinierfs o) Offset has led to new orders — 1
. PplyIng No influence on subsequent business —
country in terms of 1
gaining new  or-
ders? (Business) 3
4
As a receiver of | Group | Questionnaire responses Comments
offset, has offset
il Dy e 1 Successful business partner relation-
! y . ships have been developed — 1
enced your business
in the supplying o) Offset has led to the development of
country in terms of partner relationships — 1
I Difficult to correlate offset with subse-
) ping PPy quent business but some partner rela-
ChaH.I Olj partner tionships have been developed — 2
relatl.onShlpS? No influence on subsequent business —
(Business) 1
3
4
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4, Future of offsets

Is there an optimum | Group

Questionnaire responses

Comments

level of offsets per-
centage related to 1
the contract value
that could be con-
sidered as best
practice on the ef-
fect on the indus-

0% —3
The lower the better, maximum 100% —
1

30-40% — 1
Upto 100% — 1
No general optimum level — 1

In order to avoid dissemination and
protect SMEs, one respondent says
that offset regulations should only be
applied to acquisitions exceeding 10
ME. Also, multipliers should be used
and harmonised

trial base at EU )
level?

Less than 100% — 1 (G)

Upto 100% — 1 (G)

Depends on national DTIB, but up to
100% reasoned fair — 1 (G)

100% -2 (1G, 1B)

Optimum policies varies from country
to country — 1 (B)

No general optimum due to substan-
tially different DTIB — 2 (B)

No general optimum level due to mul-
tipliers and different calculations meth-
odologies — 1 (B)

According to one respondent, the
percentage of direct offset should in
principle be limited due to the poten-
tial inherent inefficiency

100% -3 (G)
No general optimum level — 1 (B)

According to one respondent, no
general optimum level should be
established due to the fact that multi-
pliers differ from country to country
and a max. percentage requirement
will disadvantage EU-members in
comparison to non-EU members

20-30% -1 (G)

100% — 1 (G)

100% (20% direct) — 1 (G)

100% (30% direct) — 1 (G)

100% or more — 1 (G)

No general optimum level — 1 (G)

According to one respondent, no
general optimum level can be estab-
lished due to completely different
national objectives
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Is there an optimum
fulfilment period of
offset obligations?

Group

Questionnaire responses

Comments

There should be no general optimum
fulfilment period — 1

The longer the better — 1

7-10 years for mid-sized projects and
min. 15 years for high value procure-
ments — 1

Approx. length of contract for direct
offset and 10-15 years for indirect de-
fence related and civilian offset — 1

Approx. length of contract for direct
offset and 7-10 years for civilian offset
-1

According to one respondent there
should be no general optimum ful-
filment period due to the risk of pay-
ing penalties and the difficulty of
making reliable forecasts.

The respondents generally state that a
longer period is better than a short as
it facilitates long-term business rela-
tions.

One respondent does however point
out the inherent risk of longer con-
tracts connected to that inner and
outer conditions may change substan-
tially over time

Up to 5 years — 1 (G)

3-10 years — 1 (G)

10 years — 1 (B)

Approx. the length of the contract — 2
(1G, 1B)

Longer than the length of contract — 2
(B)

Optimum policies varies from country
to country — 1 (B)

As one respondent points out, a nar-
row time limit may increase both
risks and costs. Rather, the time limit
should be adapted to the business
opportunities in the receiving country
limit but should not be too long.

Up to 8 years — 1 (G)
Approx. the length of the contract — 2
G)

One respondent says that a progress
schedule with several check points
could be an alternative

Up to 5 years — 2 (G)
Approximately 10 years — 2 (G)

No general optimum fulfilment period
-1

The two respondents expressing the
shortest fulfilment period say that
this allows for better control over
implementation.

According to one respondent, no
general optimum level can be estab-
lished due to completely different
national objectives
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Rank the different | Group | Questionnaire responses Comments
types and catego- :
. Types One respondent mentions that offset
ries of offsets ac-| 1 &2 have the positive offect of
di t thei 1) Indirect defence related offset can have the positive effect o speed-
cording 1o cir 2) Direct offset — 1 ing up the development of the EDEM
effeCt’S ot the 1) Direct and indirect def lated One respondent points out that with
EDA’s endeavours bt e Thcirect CeTenee TERIES | indirect offsets the threat of involun-
to develop a trul otset tary transfer of technological knowl-
E II)) EM y 2) Civilian offset — 1 edge is smaller
uropean ’ Indirect offset is better than direct off-
(pMS) set— 1
All types of offset can help to develop a
truly EDEM, provided that companies
are free to determine the arrangements
-1
3 Types According to one respondent, activi-

1) Direct offset
2) Indirect defence related offset
3) Civilian offset — 1

Preferred type may vary from case to
case — 1

Categories

Technology transfer and foreign direct
investments should be preferred catego-
ries — 1

Product development, sub-contracting
and absorption of products produced by
the domestic defence industry should
be preferred categories — 1

ties directed towards strengthening
the national defence industry will
develop the EDEM. The same re-
spondent also points out that gov-
ernments should be encouraged to
reinforce their role in the offset selec-
tion process through clearly defining
their needs and priorities.

The respondent saying that the pre-
ferred type may vary from case to
case emphasises that the EDEM will
have to build on the best technology
available regardless of the domain
(defence related or civil) where it
was developed.
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Types

1) Mixed offset

2) Civilian offset

3) Defence related indirect offset
4) Direct offset — 1

1) Indirect defence related offset
2) Direct offset — 1

Direct offsets and indirect defence
related offsets when it makes sense.
Otherwise, civilian offsets — 1

Limiting to defence related offsets
seems sensible in the medium and long
term — 1

Indirect offset should remain an alter-
native — 1

Categories

1) R&D

2) High technology products

3) Technology transfer

4) Investments

5) Licensed production

6) Credit assistance/financing — 1

One respondent emphasises that a
limitation to direct offset will only
result in a more disintegrated EDEM.

23




GFol

2007-07-12
Final report of
06-DIM-022

ANNEX 7

SCS

Summary of questionnaire responses

Is offset a cost-
effective ~ method
for the long-term
strengthening of the
EDTIB as illus-
trated in the EDA’s
key characteristics
of a strong future
EDTIB? Rank the
applicable types
and categories of
offset.

Group | Questionnaire responses Comments
1 No, it is not a cost effective method —2 | According to one respondent, the
It is not the most cost effective method | technology ready for transfer from
-2 outside Europe does not strengthen
. the EDTIB or the EDEM. Instead,
Types and categories .
‘ inter-European technology coopera-
Direct offsets should be replaced by | tion should be the focus and properly
joint development programs and indi- designed offset could provide ade-
rect defence related offsets could be quate incentives for this.
considered if it can contribute to the .
. Another respondent points out that
reinforcement of the EDTIB — 1 . ) L -
industrial consolidation and speciali-
sation is slowed down by offsets.
o) Yes, itis— 1 (B) One respondent emphasises that
Yes, in case of civilian offsets — 1 (B) | offset is only a sec;ond best policy
. . tool under present circumstances, but
Yes, in the short and medium term — 2 . L.
until a fully functioning defence
(B) market emerges i
ges it can strengthen the
Offset can be a tool to manage the | EDTIB.
process of integration and aggregation
of the future EDTIB — 1 (G)
If properly designed, offset can
strengthen the EDTIB — 4 (2G, 2B)
Perhaps not, but still an important tool
for the development of the national
defence industry — 1 (G)
Types and categories
Civilian offset has a strengthening
impact whereas direct has a weakening
impact — 1 (B)
No general types and categories due to
substantially different DTIB — 2 (B)
3 Yes, it is — 3 (2G, 1B) According to one respondent, the

Types and categories

Defence related offset is a suitable
means for developing the EDTIB in
smaller member states — 1 (G)

Defence related offset has the best
effect on the EDTIB, although both
civilian and direct offset could contrib-
ute — 1 (G)

positive effect of offset stems from
that fact that it facilitates the growth
of SMEs.

Another respondent mentions that
offset is a method to be used until a
more transparent and better function-
ing defence market emerges.
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Yes, it is — 2 (G)

Yes, in case of well-balanced offsets —
1(G)

Yes, on the national level — 2 (G)

The effect of offset is more positive
than negative — 1 (G)

Types and categories

1) Direct offset — Industrial participa-
tion

2) Direct/indirect offset — Technology
transfer

3) Direct offset — Long-term subcon-
tracts

4) Direct/indirect offset — Market-
ing/export assistance

5) Direct/indirect offset — Training

6) Direct/indirect offset — Licensed
production

7) Direct/indirect offset — Investments
8) Indirect offset — Purchases, Long
term subcontracts — 1 (G)

1) Mixed offset

2) Civilian offset

3) Defence related indirect offset
4) Direct offset — 1 (G)

1) R&D

2) High technology products

3) Technology transfer

4) Investments

5) Licensed production

6) Credit assistance/financing — 1 (G)

Direct offsets and indirect defence
related offsets when it makes sense.
Otherwise, civilian offsets — 1 (G)

According to one respondent, offset
can work as an instrument for some
pMS to improve the competitiveness
of the national industry which in turn
can prevent market domination of
already established firms.
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How may offset
policies be im-
pacted by the guid-
ance of the Inter-
pretative Commu-
nication on the ap-
plication of Article
296 of the Treaty in
the field of pro-
curement? (pMS)

Group

Questionnaire responses

Comments

1 &2

No impact due to no formal offset pol-
icy—1

The use of offsets will be more re-
stricted — 2

The use of offsets will be more re-
stricted — 2

Marginal impact — 1

None to marginal impact as offset prac-

tices are in line with the IC and Article
296 — 1

Marginal impact — 1
None to marginal impact as offset prac-

tices are in line with the IC and Article
296 -2

No impact due to no formal offset pol-
icy—1

Employment of offsets will carry on as
before — 1

Involved Ministries observe the current
discussion — 1
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Are there drivers
for change?

(Business)

Group

Questionnaire responses

A harmonisation of rules and practices is desirable, including limiting the vol-
ume of offset requested, setting meaningful thresholds and fulfilment periods,
allowing for indirect offset, developing the use of sensible multipliers and
avoiding counterproductive situations with inefficient local participation — 1

EDA can provide guidelines for offset, but actual harmonisation will be diffi-
cult. EDA should try to make countries refrain from requiring offsets. The long-
term vision should be guided by the strengthening of the EDTIB, the identifica-
tion of key technologies and the creation of centres of excellence — 1

In case of harmonisation of offset guidelines, flexibility should be preferred
over strict application as it improves the chances of successful fulfilment. How-
ever, offset are market barriers that drive up costs and tie up valuable resources,
and they do not fit into the landscape with a common European Economic Area
-1

Offset should be designed to be a tool helping the strengthening of the EDTIB.
This includes harmonising the level of offset required to an acceptable level
(<40%) with proper multipliers, setting up a threshold of applicability, allowing
flexibility of the fulfilment period and prioritising projects that enhance existing
EU competences and without creating useless competition inside the EDTIB — 1

The principle driver for change is the need to migrate towards indirect offset — 1

Harmonisation of offset regulations within EU is necessary, although flexible to
account for particular national needs. Key points for improvement are the stan-
dardisation of bank credits and credit swaps — 2

In the current political context offsets should remain as part of the general rules
and commercial package for an open competition market — 1

Offset has been designed and implemented due to the imperfect defence market.
As long as no real level playing field exists, the offset mechanism provides for a
next best solution to enable fair participation of defence related industries. The
offset instrument have to be used primarily to enable SMEs, but also for the
strengthening of internationally competitive “national champions” — 1

The driver for change is the need for an improved total defence equipment sup-
ply chain — corresponding to the member states’ requirements for capabilities —
over time — 1

There can be no homogeneous offset policy at EU level due to different nations’
needs and priorities. Offset policy should therefore be individual to each mem-
ber state. Restrictions on offset at EU level will put European companies at a
disadvantage compared to non-EU based companies — 1
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Annex 8: Summary of case study interviews
This annex gives a brief overview of the case studies from the side of receiving firms.

Summary of questions and answers regarding offset effects on receiving com-

panies

Kind of Investigated | Experience of offset | Effect on techno- | Effect on competi-
offset issues logical competence | tive position

deals _ and innovation

|

Direct offset — mainly
development
e 4 companies

1 major deal: 4 compa-
nies

Positive effect: 4 com-
panies

Positive effect: 2 com-
panies

Direct offset — mainly
manufacturing
e 3 companies

1 major deal: 2 compa-
nies
2+ deals: 1 company

No effect: 3 companies
(possibly negative in 1
case)

No effect: 2 companies
Somewhat positive
effect: 1

Direct offset — devel-
opment and manufac-
turing

e 4 companies

2+ deals: 4 companies

Positive effect: 4 com-
panies

Positive effect: 4 com-
panies

Indirect offset (swap-
ping)
e (1 company; also
above)

1 major deal

No effect

No effect
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Annex 9: Historical context of offset in Europe

This annex presents a brief background on how offset (in particular licensed production) have
been used, particularly during the Cold War, to build national DTIB:s in European countries.

There are historical examples where offsets were associated with the creation of competitive
defence firms and, in some cases, the establishment of world class firms. This section pro-
vides some illustrative examples only based on European experience and does not claim to be
a comprehensive account of the record of offsets.

Within the UK, two examples are presented, namely, Westland and Marshall of Cambridge.
Initially, the Westland Aircraft Company entered the helicopter market in 1947 by acquiring a
licence to build the Sikorsky S-51 helicopter in the UK (known as the Westland Dragonfly),
followed in 1959 by a further licence agreement for the Sikorsky S-61 helicopter (known as
the Sea King which was sold to the UK Armed Forces and achieved substantial export sales).
The company developed an independent design and development capability in helicopters
enabling it to enter into the Anglo-French helicopter agreement of 1967. This was an agree-
ment to develop three types of helicopters: Aerospatiale with design leadership on the Puma
and Gazelle and Westland with design leadership on the Lynx which was sold to the UK
Armed Forces and to overseas customers. Later, Westland became an equal partner with
Agusta (Italy) on the UK-Italy collaborative EH 101 Merlin helicopter. In 1995, Westland
was selected to build the Boeing Apache attack helicopter in a deal involving some 240 UK
companies, including Rolls-Royce Turbomeca engines (Jane’s All The World’s Aircraft,
1999-2000, p534). Eventually, GKN Westland merged with Agusta to form AgustaWestland
which is now owned by Finmeccanica of Italy and is a world class helicopter company.

Another UK ‘success’ based on offsets from the USA involved Marshall of Cambridge which
specialises in the modification, repair and overhaul of aircraft. In 1966, Marshall became the
designated centre for the UK RAF Lockheed Hercules transport aircraft fleet. It was involved
in the lengthening of Hercules fuselages for the RAF and in conversion work on both the Her-
cules and Lockheed TriStars (conversions to flight refuelling roles). Marshall is now an inter-
national specialist undertaking Hercules modification and repair work for a number of over-
seas governments (including similar work on other aircraft).

Other UK examples include its work-sharing arrangements on the US Phantom aircraft pur-
chased for the RAF. The UK aimed to obtain work to the value of 50% of its order for 170 of
the US aircraft. Three major beneficiaries of the arrangement were British Aerospace (which
later used its knowledge from the Phantom to design the tail unit for the UK-French Jaguar
aircraft), Rolls-Royce aero-engines and UK avionics firms. On the Phantom buy, the UK paid
an extra 23-43% premium for the British inputs into the aircraft.®’

Further examples of offsets and work sharing arrangements contributing to the creation of a
competitive industry arose with the re-entry of both Germany and Italy into the aerospace

69 Hartley, K, (1983), NATO Arms Co-operation, Allen and Unwin, London, p 128
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industry after World War II. Based on licence production of US designs, such as the Lock-
heed F-104 Starfighter, both nations re-entered and created a modern competitive aerospace
industry. Germany and Italy created the design capability allowing their countries to be part-
ners and prime contractors in the Tornado, Typhoon and Airbus programmes (cf. Japan which
over the same time-period was less successful in creating a competitive aerospace industry
based on the licence production of US designs). Similarly, based on CASA, Spain became a
partner in the Eurofighter Typhoon programme and used its collaboration to create a competi-
tive aerospace industry (including aero-engines and electronics) with further collaboration in
civil and military Airbus programmes (e.g. A400M airlifter). Spain is an example of a nation
using collaboration and its associated work-sharing for design, development and production to
create a competitive aerospace industry.

The Netherlands is another example where its co-production of US F-16 aircraft contributed
to the maintenance of its aerospace industry, including such major companies as Stork Aero-
space ranked 62" in the Flight Top 100 aerospace companies in 2006 (the former Fokker
manufacturer became part of Stork Aerospace). The original F-16 co-production agreement
involved no design nor support responsibility and was a ‘build-to-print’ arrangement. In con-
trast, The Netherlands’ involvement in the US Lockheed Martin F-35 aircraft (JSF) is on the
basis of integrating the industrial partners into the design, production and support teams for
the aircraft. Stork through its Fokker subsidiaries will be involved in the F-35 programme.70

These illustrative historical examples show how offsets can enable firms to become major
competitors with some world class firms and to be prime contractors in major European and
US international collaboration programmes.

% Hartley, K, in RUSI (2001), A Counter-Expertise Study of the Netherlands f-16 Replacement Programmes,
RUSI, London, March.
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