Statement of
Suzanne D. Patrick

Deputy Under Secretary of Defense (Industrial Policy)

on the
Defense Rotorcraft Industrial Base 

before the

Subcommittee on Tactical Air Land Forces

of the

Committee on Armed Services

House of Representative

March 4, 2004

I appreciate the opportunity to submit my testimony for the record.  I have structured my testimony in two parts.  First, I will discuss Department responses to the report of the Commission on the Future of the U.S. Aerospace Industry.  Second, I will address the defense rotorcraft industrial base within the context of the overall defense industrial base. 

Commission on the Future of the United States Aerospace Industry Report:
Department Responses

In November 2002, the Commission on the Future of the U.S. Aerospace Industry concluded that it was necessary “to call attention to how the critical underpinnings of this nation’s aerospace industry are showing signs of faltering—and to raise the alarm.”  The report contained several recommendations “intended to catalyze action from leaders in government, industry, labor and academia and ensure this industry’s continued prominence.”  The Department followed the Commission’s deliberations closely because it agrees that the aerospace industry is critical to maintaining U.S. military supremacy in the 21st century.  The Department has focused its attention primarily on that portion of the aerospace industry that supports military requirements.  
The Current Defense Industrial Base: Healthy and Innovative
Although there are today, and always have been, niche areas of concern, overall, the defense aerospace industrial base is healthy, innovative, and responsive as reflected in key measures of its financial health, and especially as demonstrated in Operations Enduring and Iraqi Freedom.  Aerospace/defense firm operating margins are about 50 percent higher than in the 1980s.  The return on invested capital is about 6 percent, surpassing the 5.4 percent return of the Standard & Poor’s (S&P) 500.  The industry price-to-earnings (P/E) ratio at the end of 2003 was about 35, well above the historical average of about nine, and surpassing the S&P 500 P/E ratio of 28.  And finally, debt service capacity is about 5:1, comparable to that of the S&P 500.  All of these measures are positive indications of financially healthy defense companies.
Ultimately, the defense industry’s response to warfighting requirements in recent military engagements is the most important testimony to its health.  The industry surged production of precision guided munitions to three to four times previous levels in less than a year.  In addition, it delivered over 9,000 items to our combat forces on an expedited basis—in the case of the multi-spectral targeting system used in the armed Predator unmanned aerial vehicle, about 18 months ahead of the original contracted delivery date.  And finally, myriad new products and innovative combinations of new products and legacy systems provided our warfighters distinctive combat advantages never before imagined.


Defense is a significant contributor to economic growth, and innovative defense companies of all sizes will continue to benefit from robust defense spending trends over the balance of this decade.  The FY 2005 Defense Budget Request released by President Bush requested about $401.7 billion in discretionary budget authority—a seven percent increase over FY 2004 funding levels.  That budget continues our strong commitment to defense transformation and force modernization.  Within the defense budget, the procurement budget is $74.9 billion—up 25 percent from $60 billion in FY 2001.  The research, development, test, and evaluation (RDT&E) budget is $68.9 billion—up 68 percent from $41 billion in FY 2001.  This budget provides increased funding for such innovative and transformational programs as missile defense, unmanned aerial vehicles, spaced-based radar, satellite communications, tactical communications, and the Army’s Future Combat System.  Robust funding for military portions of the aerospace industry will provide a solid foundation for its future health.
Department Responses to the Commission Report
The Department is actively engaged in several areas highlighted in the Commission report.  Over the past two years, the Director, Defense Research and Engineering has led an interagency initiative known as the National Aerospace Initiative (NAI).  The NAI is a collaborative and focused effort to coordinate technology and demonstrations in three key aerospace technology areas:  high speed/hypersonic flight; access to space technologies; and space technologies.  
In the past two years, the Department has also issued completely revised acquisition regulations that encourage and promote spiral development and incremental technology insertion.  In addition, the Department has made programmatic changes to encourage a “try before you buy” approach to acquisition.  In November 2003, the Department revised the charter of the Director, Defense Research and Engineering, adding responsibilities for “Advanced Capabilities and Prototyping” to the DDR&E portfolio which should result in greater prototyping.  
The Department has a role in attracting inventors and engineering talent to the defense and aerospace industries.  There are a number of “hard science” areas where the DoD provides between one-third and one-half of all government-funded university research dollars in disciplines such as aeronautical engineering, mechanical engineering, electrical engineering, materials science, and computer science.   In short, the Department actively helps to grow the human element of the aerospace sciences.  Over the past year, the Department has also increased both the total number and annual stipend for its Graduate Science and Engineering Fellowship program—providing strong financial incentives to top science and engineering students.  

Exciting projects funded by the Department also provide incentives for talented young people to enter our industry.  Important scientific milestones in our recruiting repertoire include the Army hydrogen missile demonstration to achieve Mach 12 and the Falcon hypersonic vehicle to demonstrate controlled Mach 4 flight at approximately 100,000 feet.
In conclusion, the Department is using the tools at its disposal—its research and development and acquisition plans, its budgets, and its decisions—to focus market demand, provide incentives, and develop and sustain those technological, industrial, and human capabilities needed to fight and win wars in the 21st century.
A Defense Industrial Base for 21st Century Warfighting

Although the Department firmly believes that our strong domestic industrial base and technology base are cornerstones of our national security and that the U.S. industrial base remains the strongest and most capable in the world, we constantly monitor its ability to meet the future demands of the warfighter.  One of the sectors of the defense industrial base that we have been actively monitoring since 2001 is the rotorcraft industrial base. 
The Rotorcraft Industry Snapshot:  1985 to Present

As the 21st century begins, the rotorcraft industrial base still is being shaped by government and industry responses to the Nunn-McCurdy cost breaches of 2001, and what the Department believes to be a “cartelization” of the industry.  Over the next several years, this industry will be shaped by the operational experiences and associated refurbishment requirements for helicopters resulting from the global war on terrorism; in the longer term, it will be shaped by the Joint Staff’s new functional warfighting concepts.
Annual military helicopter demand peaked at 375 aircraft in 1985 and fell to 90 by 1996.  The precipitous decline in helicopter production from 1992 to 1995, and few identified new program starts, reflected the disappearance of the threat from the Soviet Union, the assets on hand at that time, and the budgetary constraints of the Department after the end of the Cold 
	DoD Rotorcraft Procurement

	

	Source:  Industrial Analysis Center (DCMA)
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War.  To accommodate the realities of constrained acquisition budgets in the 1990s, the Military Services opted to remanufacture legacy platforms and focus development budgets on only two new start helicopter programs from the 1980s:  the  V-22 Osprey and RAH-66 Comanche.  With the remanufacture of the AH-64, H-1, H-60, and CH-47 helicopters beginning in 1992, delivered units have ranged from 90 to 120 annually since 1998.


While the purpose of the Department’s remanufacture strategy was to constrain budgetary expenditures.  This approach proved to be more costly than originally predicted.  Coupled with enhanced combat capabilities/requirements, the Department realized substantial increases in helicopter budgets from the 1985 trough as procurement accounts increased from $3.5 billion to $6.1 billion per year.  For industry, high unit revenues associated with these remanufacture programs provided robust financial returns—with little incentive for innovation.
	DoD Rotorcraft Procurement & RDT&E (TY$M)

	

	Source:  Industrial Analysis Center (DCMA)
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The Nunn-McCurdy Wake-up Call:  2001


2001 proved to be a year of reckoning for military helicopter programs.  The Department’s acquisition strategies of the 1980s and 1990s which focused on remanufacture programs sole-sourced to the original equipment manufacturers had resulted in cartel-like behavior in the rotorcraft industrial base.  That is, there is little real competition among rotorcraft prime contractors since few contracts are competed; and they have formed industrial relationships among themselves that smooth revenue flow absent new program starts.  Interlocking contractor teams, spanning across platforms, had long deprived the Department of maneuverability in decision-making.  Any restructuring in a single program typically had consequences on other programs produced by teammates—often across the Military Services.
	        V-22 Program Decision Impact Across Industry
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	Source:  Institute for Defense Analyses (March 2003)



The V-22, produced in a teaming arrangement between Bell Helicopter and Boeing, is a case in point as the Comanche also was produced by Boeing—teamed with Sikorsky.  If an attempt were made to significantly change the scope or quantities of the V-22, administrative expenses or even the viability of the Comanche program could be affected, as shown in this graphic.
  


Corporate executives of firms with helicopter companies or divisions also were not motivated to proactively manage their helicopter assets since these segments were generally small relative to overall corporate revenues and delivered above-average returns in most cases.

The impact of such cartel-like behavior became obvious when four helicopter programs—the H-1, CH-47F, V-22, and MH-60R—breached their 15 percent Nunn-McCurdy unit cost limits—virtually simultaneously—in 2001.  In fact, helicopter programs accounted for four of the nine programs with cost breaches that year.  This placed four of a total of only five Department-wide helicopter acquisition programs in breach status.

The Nunn-McCurdy Act requires that the respective Service Secretary notify Congress if a program experiences a greater than 15 percent increase to its acquisition or average procurement unit cost.  With a greater than 25 percent unit cost increase, before a program can continue, the Secretary of Defense must certify for Congress that:

(1) such acquisition program is essential to the national security;

(2) there are no alternatives to such acquisition program which will provide equal or greater military capability at less cost;

(3) the new estimates of the program acquisition unit cost or procurement unit cost are reasonable;  and

(4) the management structure for the acquisition program is adequate to manage and control program acquisition unit cost or procurement unit cost.  

The Department viewed the unit cost breaches of the four major helicopter programs as a manifestation of a systemic problem within the rotorcraft industrial base.  

To deal with the H-1 and CH-47F certification requirements, the Services and the Department’s Cost Analysis Improvement Group (CAIG) developed new program cost estimates and reconfigured program management structures and incentives.  These measures were designed to preclude future cost breaches.  The Department continues to watch these programs closely, monitoring the prime contractors’ management, manufacturing, and engineering performance. Cost, schedule, and performance challenges dictated that the Department resolve the Nunn-McCurdy issues methodically, but also as quickly as possible.  Positive changes in the rotorcraft industrial base since 2002 have largely been limited to improved production efficiencies to meet restructured program cost targets.
Future Rotorcraft Opportunities

The industrial base on which the Department and 21st century warfighters will draw for manned—and increasingly, unmanned—helicopter requirements has had little incentive to innovate over the past 20 years and is only now beginning to modernize as a result of remedial actions taken in conjunction with the Nunn-McCurdy cost breaches in 2001.  Furthermore, significant battle damage repair and refurbishment required by Operation Iraqi Freedom and the robust backlog of the projected legacy remanufacturing business are not likely to spark great strides in innovation or invention in the industry.  

In recognition of these issues within the rotorcraft industrial base, the Department has pressed the industry to institute lean manufacturing principles to improve cost-effectiveness.  In addition, the Under Secretary of Defense for Acquisition, Technology, and Logistics’ has chartered a task force to develop a roadmap for this industry sector and identify alternative courses of action.  We believe reconstituting competition in this segment of the industry is necessary to respond to the Department’s transformational concepts, such as Sea Basing.  Still, today’s pressing operational needs are encouraging a complacent domestic rotorcraft industry to focus on the lucrative near-term revenues from the remanufacture of legacy platforms and from after-market support.
At the same time, the Department’s move toward a functional capabilities warfighting construct will challenge the legacy helicopter force mix and its associated industrial base to contribute to the capabilities required for 21st century warfighting.  A study currently underway in the Office of the Deputy Under Secretary of Defense (Industrial Policy) will assess these issues in greater detail.  The report is planned for release in the summer of 2004.
Assessing the Defense Industrial Base for 21st Century Warfighting Capabilities
In response to the Joint Staff’s new functional capabilities requirements for 21st century warfare,
 the Department is adopting a different lens for viewing the defense industrial base:  one organized around the most essential functional capabilities that the U.S. warfighter must deliver to be successful.  The five initial functional concepts defined by the Joint Staff are:  Battlespace Awareness, Command and Control, Force Application, Protection, and Focused Logistics.  They are defined in the following table.  With a new capabilities-based framework for the acquisition and requirements processes, the challenge for DoD decision-makers is to evaluate the industrial base within this new framework and with the new vernacular.  We have begun this process by publishing the first of a five-series study on defense industrial base capabilities.  This first study on Battlespace Awareness was pulished on January 1, 2004.
 
	Joint Staff Functional Concepts


	Battlespace Awareness
	Capabilities of commanders and all force elements to understand the environment in which they operate and the adversaries they face.  It uses a variety of surveillance capabilities to gather information; a harmonized, secure, network-centric environment to manage this information; and a collection of capabilities to analyze, understand and predict.


	Command and Control 
	Capabilities that exercise a commander’s authority and direction over forces to accomplish a mission.  It involves planning, directing, coordinating, and controlling forces and operations.  It provides the means for a commander to recognize what is needed and ensure that appropriate actions are taken.

	Force Application
	Capabilities to engage adversaries with lethal and non-lethal methods across the entire spectrum of conflict.  It includes all battlefield movement and dual-role offensive and defensive combat capabilities in land, sea, air, space, and information domains.

	Protection 
	Capabilities that defend forces and U.S. territory from harm.  It includes missile defense and infrastructure protection and other capabilities to thwart force application by an adversary.

	Focused Logistics
	Capabilities to deploy, redeploy, and sustain forces anywhere in or around the world for sustained, in-theater operations.  Includes the traditional mobility functions of airlift, sealift, and spacelift as well as short-haul (intra-theater and battlefield) transportation.  It also includes logistics command and control, training, equipping, feeding, supplying, maintaining, and medical capabilities.

	Source:  Joint Staff Functional Concepts and ODUSD (IP)


The Department’s move towards capabilities-based decision-making will fundamentally change the defense enterprise.  How the Department looks at what it has and what it needs also will affect who participates in the defense industrial base.
Findings, conclusions, and recommendations from our ongoing assessment of legacy helicopter suppliers will address manned and unmanned rotorcraft industrial base capabilities within the context of the appropriate functional concepts.  Our study also will assess major transformational programs currently underway for rotary wing requirements.  For 21st century warfighting, it is most likely that rotorcraft solutions will make mostly unmanned contributions to battlespace awareness; unmanned and manned contributions to force application; substantial manned, heavy lift contributions to focused logisitcs for troop transport—unmanned contributions for other resupply requirements.  Going forward, the challenge for the rotorcraft industrial base will be to change and innovate as required to provide the functional capabilities required by 21st century warfighters.

Overall, we expect that the base of defense suppliers will broaden as the Department accesses smaller, innovative, emerging supliers to solve difficult defense problems in this new functional capabilities concept.  Additionally, because capabilities-based decision-making provides a common and comprehensive vernacular to operators, acquirers, and industry, this integrated vision should continue to improve the efficiency of resource and operational planning, and associated decision-making and program execution.
Conclusion
Thank you for the opportunity to discuss the Aerospace Commission report, the defense industrial base generally, and the rotorcraft portion of the defense industrial base specifically. 
Future reduction of programs could be expected with consideration of other business costs; termination costs not included.








� Data includes budget submissions to date for the now cancelled Comanche program.


� The cancellation of Comanche can be expected to impact other parts of the rotorcraft industrial base.  However, these impacts are expected to be more than offset by the ability to redeploy program cost savings to benefit 21st century warfighting capabilities.


� Chairman of the Joint Chiefs of Staff Instruction 3170.01C, “Joint Capabilities Integration and Development System,” dated June 24, 2003.


� This study, available on our website � HYPERLINK "http://www.acq.osd.mil/ip" ��www.acq.osd.mil/ip� assessed 357 be ahead and be way ahead capabilities, identifying 270 critical Battlespace Awareness technologies.  Of the 270 critical technologies identified, initial assessments covered 31 applications of 24 priority technologies.  Twenty-one assessed technologies and their applications and components were assessed to be sufficient.  Issues were identified with the remaining three technologies:  active hyperspectral imager, active electronically scanned array (AESA) radar, and maser clocks.  The four initial follow-on studies will be completed by mid 2005.


� The Joint Staff is developing a sixth functional capability:  Net Centric Operations.  


� Embodied in this thinking is the decomposition of platforms into their enabling capabilities and assessing technologies in the functional capability area where their capabilities are most enabling.  For example, major sensor suites associated with tactical aircraft and Navy combatants are assigned to Battlespace Awareness.  The associated radars, missiles, and fire control assets would be allocated to Force Application.  This decomposition of platforms into capabilities is at the heart of network-centric warfare and the new functional paradigm.
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