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Executive Summary

In 1984 a logical policy was announced that the Defence Department would concentrate on the repair overhaul and adaptation of military equipments assessed as fundamental to Australia’s defence.  This would include appropriate levels of stockpiling and any cost penalties for local production would be matched against any strategic benefits.  This has never been implemented.  In 1994 the Industry Commission could identify only three cases where the penalties for local production had been calculated by Defence. 

There is no unbroken Australia chain of supply for any defence materiel, even small arms ammunition is dependent on the importation of nitrocellulose board from Canada.  In the case of more sophisticated equipment overseas supply and/or stockpiling are even more important issues.

There is still no consistent stockholding policy.  Army has some stocks, Navy has less and the RAAF almost none.  In the case of a major contingency Australia would be totally dependent on continued overseas supply for key munitions

Directing defence work to Australian industry has no long term benefits to  either employment or Gross Domestic Product.

The Department of Defence as part of its ‘forming partnerships with industry” has proposed to Cabinet that a shipbuilding monopoly be set up which will undertake all future Defence production.  The so called “economic study” used to justify this has little or no substance.  Previous attempts of Defence to deal with monopolies have led to poor performance and high cost overruns.  Any such industry would continue to be dependent on continued overseas supplies to remain viable. Even if it is guaranteed Defence work it appears that there may be insufficient work to keep it viable unless RAN ships are replaced more rapidly than would otherwise happen.  This is in fact an admission that the price premiums for local production are too high to permit exports.

Policy and Implementation, or lack of it

 “(b) Australian industry is extensively involved in programs for the support of the Defence Force which are consistent with strategic priorities and often involve cost premiums above those associated  with the Government’s general policies

© the extent to which penalties for industry involvement in defence procurement are accepted has been determined by making case- by case judgements of the value of the support and the penalties in cost, capability and availability…..

(f) priorities for the use of defence resources for the development of local industrial capability should relate to:

(i) the repair, overhaul and adaptation of military equipments assessed as fundamental to Australia’s defence in circumstances which the Government has given priority, and to the provision of munitions, spares and other consumable stores for which we could least rely on overseas supply (including stock-piling and other actions to give greater assurance of supply): and 

(ii) the range of technologies and supply and support capabilities (including design, development and manufacture ) identified as meeting the longer-term needs of the Defence Force in accord with Government policy and Defence guidance as  to an acceptable balance of strategic benefits and costs (emphasis added)”

(Defence Policy for Australian Industry Sunday 3 June 1984)

The above are extracts from what was often referred to as the “June 84 Statement which should still be the foundation of Australian Defence Industry Policy. 

Unfortunately it has never been implemented except at the most superficial and ad hoc level.

To quote the Industry Commission Report No. 41 30 August 1994 page 42

“To the Commission’s Knowledge, the F/18 Hornet aircraft project, the Black Hawk helicopter project and the B707 Tanker project are the only major acquisitions where price premiums have been clearly assessed.  In the F/A18 case estimates of premiums were made in advance of the acquisition program, and reassessed after it had been completed.  The 1981 advance estimates of the price premium for assembly in Australia was ‘about 14 per cent of the program cost or equivalent to the fly away price of an additional 14 aircraft’ Defence 1994b, annexa, p.2) A later review revised the estimate to 17 per cent of total acquisition costs (Defence 1994b, p8) 

“The size of the F/A18 premium, and the estimate given by Rear-Admiral Rourke  for the FFG’s illustrates he importance of having premium information available.  Significant premiums on such large projects need to be balance by strategic gains of through life-cost savings .  Yet based on the  evidence available to it, the Commission concludes that in only very few major capital equipment projects have the nature and extent of premiums been rigorously and adequately assessed” (Emphasis added)

What is particularly interesting is very shortly after the F/A18’s entered service none of the firms, with one minor exception, which were involved in the Australian Industry Involvement were involved with the maintenance.  But then again when your car breaks down you do not take it back to the factory.

I feel particularly strongly on this issue because it was one of my primary duty in the first five years that I was at Defence I was never allowed anywhere near a project earlier enough to undertake any serious assessment.

It is important to note the IC also concluded (p 40) 

“On the basis of those assessments, the Commission considers that Defence should be wary of paying any premium for Australian supply. Where premiums are not justified strategically, they should  not be paid.  And even where premiums could be justified strategically, they may well not be necessary.

This does not lessen the need to gather as much information as possible  about the size of any possible premiums, particularly where large expenditure is proposed for major capital equipment acquisitions.  Such information serves a dual purpose: avoiding costly mistakes in the allocation of funds to different strategic priorities, and keeping Australian industry up to the mark.”

The evasive stance of Defence on the issue of premiums is dealt with on page 41 of the IC report and I do not intend to repeat it here.

 The Issue of Monopolistic Supply

“Previous policies have tended to establish important defence capabilities in industry and then allocate them work exclusively.  This has established sole sources, which have subsequently lapsed into the poor performance and high costs that often characterise monopolies”

(The Defence of Australia  March 1987)

It was with some disbelief that I found that last September Defence had put up a Cabinet Submission seriously suggesting that the Government establish a monopoly for shipbuilding and direct all further work to it for the foreseeable future.  It was further amazing to see the quality of “analysis” that supposedly gave rise to the submission.  

The starting point of the paperwork is that Defence shipbuilding will continue in Australia.  No strategic justification for this is given at any point. Any arguments for the creation of employment I will deal with elsewhere. It is not clear how the “study” came about, whether it was done  by Defence with input from the shipbuilding  industry or whether it was written by the industry and rubber stamped by Defence.  It is self evident that if Defence were capable of making the assessment of costs under different scenarios it did not need industry input.  If it were not it would not be capable of verifying that input.  What I am absolutely certain of is that although it is described as a an economic analysis there was no one in defence with any training in economics associated with it 

Needless to say it was warmly received by the industry and a representative of Tenex had an article published in the Australian Financial Review in September 2002 claiming it to be an objective Departmental study independently verified by outside consultants.  Nothing could be farther from the truth.  I would like to be able to analyse the economics in the paper but I can’t.  Because there isn’t any. Even the description of the “analytical model” as an “accounting model”  is somewhat weird.  I graduated in economics from the Australian National University in 1976 and have never before heard the phrase.  It appears to be an invention of the authors.  There are in fact five papers including the “audit” by ACIL (The consultancy firm associated with the study). Papers two to four, inclusive, are a jumble of tables which, for all the explanation or methodology supplied, could have been written by the use of random number tables.  The first and fifth papers are little more than a jumble of buzz words

The Department of Defence has a very poor track record of dealing with monopolies.  A classic example is that of the A10 Wamira advanced trainer. As it was acknowledged that Australia did not have the capability to design a front line fighter aircraft it was decided to “keep Australian design capability alive” by designing and building a trainer.  The logic for this has always escaped me. When the enemy tide sweeps down from the north the fact that “we have the best trainer in the world” is unlikely to be of any strategic significance.  The various Australian firms interested then formed a consortium (i.e. a monopoly) and with RAAF collusion started to gold plate the project with frequent design changes. If there is one thing a defence contractor likes it is a CAP (contract amendment proposal) as they invariably involve obscene amounts of money.  I am reliably informed that when the flagstaff was moved on the Mine Hunters Inshore, (MHI’s) due to the whim of a senior Naval officer, the bill was a million dollars. By the time the Wamira was cancelled, largely due to the efforts of the late Sir Malcolm McKintosh during his “dry period” at Defence, the flap system was more sophisticated than a Macchi Jet Trainer and the undercarriage system was capable of landing on an aircraft carrier.

What is critically important is that if in fact Australian shipyards are not more expensive than their competitors then why must they be guaranteed Defence work to stay in business?  Whatever happened to exports?  A supposedly new export policy was announced with great fanfare in 1986 but it has had questionable results. Perhaps the two biggest debacles were the Malindoqueen/Fluitman affair which was essentially an attempt to employ an Indonesian born Dutch national to spy on the Indonesian military with a view to selling them Collins Class submarines.  The absurdity of this should have been self evident.  Apart from the fact that the submarines don’t work, if they did work they would be too large for Indonesian needs, Indonesia could not afford them in any case. But if the Indonesians did want them the RAN would prevent the sale for the same reason they have opposed the export of the Mulloka sonar.  If the Indonesians had it they would know its capabilities. Interestingly the Assistant Secretary who was responsible for this was one of the consultants responsible for the current “study” on defence shipbuilding in Australia.

The other fiasco was the Offshore Patrol Vessels (OPV’s).  These were proposed as a replacement for the Fremantle Class patrol boats but were much too large for a patrol vessel, Australia could not afford enough of them to do the job,  and incorporated a helicopter (which they would not have needed it Jindalee had been operational). However they were too small to carry Harpoon missiles and thus would stand no chance in a shooting war against a frigate. The rational was that the design could be sold to the Malaysians who had a requirement for such a vessel, although it appears that there were no serious expectations that any ship would leave Australian yards for the Malaysian navy.  No export orders were forthcoming so the project was cancelled. What were not cancelled were the Sea Sprite Helicopters which had no anti submarine capability but which were to have an anti shipping capability in the form of Penguin missiles. The navy has very little use for such a helicopter as all its ships which are capable of carrying helicopters also have Harpoon missiles which are much more effective than Penguins. 

However the Sea Sprites do not work. Much attention has been levelled at the fact that some of the airframes date back to the Vietnam war but more important is the fact that they have unique equipment fit. This is a perpetual problem with Australian procurement, particularly when it is made in Australia. For some reason the ADF is incapable of buying anything off the shelf. This Committee has already been informed of problems that are likely to eventuate with the European Attack Helicopter, the which is to be equipped with American missiles. But this aversion to standard equipment is across the board.  The standard NATO rifle round is called an SS109. Such rifle ammunition has six components, the cap (known to civilians as the primer), case, propellent, and a projectile consisting of its copper jacket, lead core and steel penetrator. Before it entered service amazingly there were some four hundred changes made to only six components and even then when fired in the Australian produced Steyr AUG they did not work very well. Next time you see the famed Australian SAS going into action note they are carrying M16’s. 

To return to the Sea Sprite. As the contractor has not met requirements and Australia does not need the aircraft this would seem to be an excellent opportunity to cancel the project at no cost to the Commonwealth.  But of course that will not happen.  This Committee has already heard from Mr Garry Brown and the Australian National Audit Office about the reluctance of the Defence Department to enforce contracts.

It is self evident that if Australia is dependent on overseas supply for one element of a weapons system it is, in the absence of stockpiles, dependent on continued overseas supply for the whole capability. Couldn’t happen? Did happen. In the 1980’s the US Navy was escorting tankers through the Middle East Gulf during the war between Iran and Iraq. There was a very real threat of attack by sea skimming missiles. Australia then produced its own Phalanx CIWS ammunition.  This had largely for political reasons, the Australian ammunition having tungsten projectiles in place of the depleted uranium used in US rounds.  What Australia did not produce were the machine gun links which were necessary to fire the ammunition.  The Americans refused to supply Australia on the basis that “US needs were greater than Australia’s”.  The Australian Phalanx system then became useless until more supplies could be obtained. A stockpile was then built up mainly be recycling the links after firing rather than throwing them over the side of the ship. 

Here is a case where as stockpile was only built up after the event.  What stockpiling of munitions that does exist is largely driven by the availability of funds.  In the late 1980’s I attempted to write a coherent stockholding policy but was told by the then First Assistant Secretary Industry Policy to do no further work on it as it would upset Force Development and Analysis, and area in Defence responsible for the selection of equipment..

In 1994, ten years after the “June 84 Statement” the Australian National Audit Office found 

“The Department of Defence has not yet articulated its explosive ordnance stockholding policy.  Annual expenditure on explosive ordnance for the three armed Services exceeds $100 million and the value of the inventory is about $1.5 billion.”

(Australian National Audit Office Audit Report No. 5 1993-94 Efficiency Audit Explosive Ordnance Department of Defence.).

The issue of stockholding does not stop with complete munitions.  There should be a stockholding policy for spare parts and raw materials.  There is not and the last time I was involved all of the RAAF’s ball bearings were held in on shed at No.1 Stores Depot Tottenham. Not a wise strategic plan where one accidental fire could ground much of Australian airpower. 

Do Australian Primes Actually Help Defence Procurement?

An overemphasis on the importance of an Australian prime may work against defence capability. A prime example is JORN, (Jindalee Operational Radar Network  At an earlier Senate  Inquiry Dr Mike Gilligan pointed out that an unsuitable contractor was chosen  because it was linked to a large Australian prime. Eventually the unsuccessful tenderer had to be brought back in an attempt to get the system to work..  I refer the Committee to testimony given by Dr Mike Gilligan at the Senate Inquiry into JORN (Jindalee Operational Radar Network).

OK, given that local production does not necessarily add to Australian Defence capability what premiums are being paid for it? Frequently a figure of a few per cent is given, for example in the recent Australian Strategic Policy Institute (APSI) critique of the Defence papers on setting up a shipbuilding monopoly. This appears to be a what Herman Kahn described as  “truthoid” i.e. a statement without foundation Indeed an undue  emphasis on Australian Industry Involvement/Australian Prime may well work which if repeated often enough is taken to be true.  The reality is undoubtedly different.

“But early announcements by the Government that these projects would have Australian prime contractors and high levels of local content ruled out the possibility of overseas tender prices for comparison”

(Industry Commission Defence Procurement  Report No. 41 30 August 1994 p 42)

Given the reluctance of Defence to put out international requests for tenders actually working out cost premiums can be difficult but it is not impossible.  The premiums for the F/A18’s have already been touched on but to try and assess the full cost penalties for local industrial involvement requires a degree of lateral thinking. This parallels the situation which used to exist with Offsets Requirements for Defence Contracts. For many years there was a requirement that any overseas contractor would 

“Under the new policy, technology transfer and work and work to the value of 30 per cent of the imported content of a project valued at $2.5 million or more must be place with Australian industry. The offset activities are to leat to internationally competitive industry in Australia and in the Defence area, to the support of self reliance”

This “service” was of course free.  How do we know it was free? Because Government Policy said that it should be free. The reality is of course somewhat different. As an Australian politician once said, there is no such thing as a free lunch.  But  no contractor would admit to putting in premiums for complying with Government policy. However there  was a “wormhole” in those days there was also a civil offsets policy which imposed much the same requirements on overseas suppliers to Australian airlines ( in the generic meaning of the phrase) Ansett had two operations, one which was well known in Australia and the other which involve buying US aircraft and then leasing them overseas.  Thus one group of aircraft were subject to offsets and the other was not. Therefore any price difference would show the cost premiums associated with Offsets Requirements.  Ansett was good enough to supply me with the figures the difference was 7.5%.  There is no such thing as a free lunch, it has to be paid for by someone even if the cost is disguised. 

In the case of shipbuilding there is some evidence that the cost of building the FFG’s in Australia involved a 38 per cent premium and a similar premium was involved with the ANZAC ships. Answer to Question 60 pt 4 of the Senate Estimates Committee B, additional information p 122 to 123  showed that the individual price for the Anzac’s bought by Australia  was $570 million for the New Zealanders it was $409.  Now it is logical that the New Zealanders would not want to pay more than world prices for their ships but personal contact with the New Zealand navy suggest that they could have purchased a functionally similar ship from Korea for 20 per cent less again.

Frequently it is asserted that local procurement reduces the cost of through life support but I have never seen any evidence to support this assertion.  A large number of platforms were purchased overseas and have experienced no particular difficulty in being maintained.  For example the DDG’s, Oberon Class Submarines and F-111’s. In the last case they were built in the US and simply flown to Australia with long range tanks.

It is in any case questionable whether through life support is assisted when a major platform is stationed on the other side of the continent to where it was assembled.  For example the Fleet is supposed to be moving to WA but the ANZAC class frigates are being built on the east coast.  The idea that any workers will simply “up sticks” and move to a new location is questionable as is shown by when Cockatoo closed down.  The very major problems with the final refits of the Oberon boats were largely due to labour not moving to Garden Island which then attempted to undertake the work. It would be an interesting study to find out what, if any resources flowed from those firms which were involved in local production to firms which are now undertaking maintenance of major platforms such as the F/A18’s.

Of course Israel, a country that is in almost a constant state of warfare, no longer makes its own warships. Most are procured from the US. Further under the Closer Economic Relations  (CER) a New Zealand tenders are supposed to be treated as if they were from Australia.  Turbines for Australian warships are serviced in NZ. It is difficult to envisage a situation where Australia was cut off from overseas re supply except from New Zealand.  It would be interesting to find out how many spare turbines are stockpiled in Australia 

Another furphy, AOCI, (Australian Ownership and Control of Information) was announced with great aplomb on 14 October 1986, (attachment B to release 151/86 Defence Supports ‘Buy Australian’ and Export Drives.)  The purpose was stated to be

 “to better protect sensitive indigenous Australian defence technology to facilitate its exploitation in exports to friends and allies”

A while later a firm wrote to Defence outlining its share ownership and board of management and asking the apparently simple question “Are we an Australian firm for the purpose of Defence contracting?” From an economic point of view I knew the question was meaningless. Is an Australian firm one that is located geographically in Australia or one whose product have the majority of their value added in Australia or one that simply has a PO Box in Australia for the payment of bills? I had a lawyer working for me at the time who gave a legal opinion based on Gower, a standard company law text.  This stated that the courts will “look behind the veil” to ascertain the where the true control of a company exists.  This brief was passed Dr Verney, then my Assistant Secretary with a blunt suggestion that Materiel Policy, the area responsible for AOCI, should learn to do their job. If they could not identify an Australian firm how could it identify Australian technology?  Dr. Verney replied that I was “Not being helpful”  To the best of my knowledge the firm never got a reply.

In 1997, after a twelve month study by a Tony DeVoy, it was found that AOCI was unlawful and had in fact hindered Australian technology.  After 11 years of operation, without previously any serious assessment, the policy was quietly dropped.

In the early 1990’s I became aware that so far as the RAN was concerned Australian content was any bill paid in Australian dollars and an Australian firm was any one with an address in Australia. I found this incredible.  At an in house training course I challenged Andrew Podger, the then Deputy Secretary of the materiel agency whether his organization was in fact whether this was true and his organization was incapable of distinguishing between a firm with one hundred per cent Australian ownership and content and one which had a PO Box in Sydney.  His response was “That I was being unkind”.  However he did nothing to rebut my statement.

The Issue of “Keeping Jobs in Australia”

It is very difficult to convince the general public and even more so politicians, especially when an election is due that directing work to Australia does not necessarily “keep jobs in Australia”..  The arguments supporting the “don’t export jobs” syndrome are basically the same as those to used to support the high tariff regime that grew up in the 1950’s and 1960’s. This policy has been discredited and trade restrictions are still in the process of being dismantled. Detailed modelling showing the absence of any overall employment benefits from directing Defence work to Australian industry are available in the Industry Commission Report 1994 and the Allen Consulting Group study done for the Price report of 1992. The Industry Commission found that “Buying more in Australia” would have short term benefits 

“However, in the long-run scenario (where a labour constraint was assumed to apply), Australia net imports would actually increase by some 0.2 per cent or approximately $740 million and net imports would increase and there would be negligible change in real GDP”

(Industry Commission Defence Procurement Report No. 41 30 August 1994 p 131)

These results were paralleled in the Allen Consulting Group study.

It is often hard for a non economist to understand these results as they are distinctly ‘counter intuitive’’ but the basic principle is that when Australia buys something overseas the money has to be spent (or have the potential to be spent)  back in Australia before it has any value to the recipient.

A rather simplistic example of two neighbouring families which are economically self contained, the Brown’s and the Greens.  In each family the father issues vouchers for all work done (currency) to family members which can then be cashed in for other services (eg meals) within that family. Now the head of the Brown family is about to allocate  the job of clearing snow but notices that the Green’s family is much more efficient at it.  He manages to get the Green’s to do this chore in exchange for some Brown vouchers.  Who has benefited?  In the short term the  Brown’s have , they have  got the work done and all  that it has lost is a piece of paper. This has no value to the Green’s until they cash it in with the Brown’s which will stimulate economic activity in the Brown family.  

A rather facile example but I think the parallels are obvious
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