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A New Institutional Economics view of 

the Consolidation of United States

Defense Firms:  An initial look

ABSTRACT:  Why has the United States defense industry consolidated over the past 20 years?  The literature suggests the consolidation was due to reduced demand.  I explore the dynamic between changes in government policies in the weapons acquisition process (the rules), changing weapon requirements (the technology), and the firms (the players) in the United States defense industry. I develop an alternative hypothesis that claims the changes altered the dynamics of transaction costs on market forces in a manner that influenced the firms to consolidate.  Additionally, the unique position the government holds in the market allowed it to have a hyper influence on the institutions governing the mechanisms of exchange.  An initial look is taken at the evolution of polices, evolving integrated weapons requirements, and mechanisms for contracting and temporally aligned with the consolidating industry.  How these changes influenced transaction costs and thus creating the market forces for consolidation are highlighted.  

Still much of the public discussion of weapons acquisition problems proceeds as if the terms “competition,” “price,” “buying,” and “seller” had the meanings they do in a market system.

Peck and Scherer, 1962

Introduction


Over the past 20 years over 75 separate United States defense specialized firms/divisions had merged or been acquired into five major firms by 2001 (Figure 1).  Traditionally the defense industry is looked at through efficient frictionless market clearing theories.  Through this view policy recommendations have been to somehow counter balance the friction in the industry and orchestrate increased competition (Peck and Scherer, 1962, Gansler 1980, 1995).  Almost universally the consolidation of the past 20 years has been viewed as anti-competition and thus inefficient.  The application of neoclassical theories has not told a story that aligns with the industry’s consolidation.  Langlois and Robertson (1995) note: “neoclassical models have been strained well beyond their limits, leading to inappropriate applications of theory and, as in the area of antitrust policy, often absurd and harmful policy conclusions.”  I believe that the “inappropriate applications” are the problem in the assessment of the consolidation in the defense industry.  I suggest a New Institutional Economic view is needed to bring into focus the economic fundamentals and enhance our understanding of the industry and the government agencies who buy the industry’s product.


The literature, government reports, and think tank analyses have suggested the consolidation was due to reduced government demand caused by contracting defense spending on weapons.  The Office of the Deputy Under Secretary of Defense for Industrial Policy summaries the popular view of why the industry has gone through a consolidation, especially the [image: image2.png]Figure 74 20 Years of Indusey Comolidation
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fervor of mergers and acquisitions in the mid 1990s, “The consolidations of the 1990s resulted from recognition that underutilization of excess industrial capacity as well as decreasing defense budgets, necessitated some consolidation.”  Others have noted, “The Department of Defense (DoD) encouraged merger and acquisition (M&A) activity after then Deputy Secretary of Defense William Perry told defense industry executives that declining defense spending required consolidation.  The 1993 meeting became known as the ‘Last Supper’ and in the next four years the value of defense mergers was eight times the level of the preceding four years.” (King and Driessnack, 2003)  This “Last Supper” is often identified as a kind of tipping point for industry consolidation, even though when one looks at the data, substantial consolidation started well before that meeting. 

Did the “under utilization of excess industrial capacity” and the decrease in defense budgets “necessitate” the consolidations?  Several Defense Industrial Policy sponsored reports have shown capacity used by the firms has not been reduced substantially.  The decrease in defense budgets has happened three times since the end of WWII (Figure 2).  The identified causes are not very convincing.  In this paper, I will separate the capacity question from the number and structure of the firms and lay out an alternative story behind the significant consolidation in the number of firms.  I do not address the defense industrial base capacity issues.  Flamm points out in his assessment of the defense industry, “the issue of how many companies are found within the industry was clearly a different question from that of how much capacity existed within the industry (Susman and O’Keefe, 1998).  This is not to suggest that NIE cannot also focus the lens on the capacity issues, I believe it can, but it is a different story and not addressed in this paper. 


What were the predictions using the neoclassical framework?  Markusen (1998) summarized predictions for the industry noting many “expected the defense firms would survive but become smaller and less defense-dependent.  It was widely believed that they would invest the considerable cash accumulating in the wake of the 1980s buildup, along with portions of their skilled workforce and proprietary technology, in product development for non-defense markets and that they would seek to integrate both R&D and production across a historic military and civilian divide.”  After her review of the industry in the late 1990s she notes, “At this point, the mergers having been concluded, the Pentagon has little choice but to live with the giant suppliers.”  Giant suppliers had substantially specialized in defense.  But not giving up on the neoclassical view, she goes on to recommend “the fate of dual-use inside each should be scrutinized.  Finally, there appears to be no choice at this juncture but for the Pentagon to assume a greater management and oversight role with respect to industrial base management and procurement practices.”  (Markusen, 1998)  So even though the neoclassical framework had brought about poor predictions, the recommendations were for more government intervention, but without specific recommendations on what form that oversight should take. 

Some economist writing in this area recognized the transaction costs might have a role.  Rogerson (94) notes “the incentives created by the way government organizes its own internal decision-making process also plays a key role in shaping the outcome of the defense procurement process.”  He acknowledges the unique transactions in the market, but he addresses the transaction costs as something the government should change so the reality is closer to the neoclassical frictionless assumptions.  He recognizes numerous “defining characteristics of weapons procurement” and their impact on incentives.  He concludes by stating a need for further efforts, noting the “defense procurement is unique among regulated industries in the United States in that economist have played virtually no role in helping shape its regulator practices and institutions.  Perhaps this is due to the barrier to entry created by the need to first learn about procurement practices…this lack of economic input is unfortunate, because many of the regulatory and policy issues in defense procurement involve the types of incentives issues that economist are very good at analyzing.”  I commend Rogerson for this realization and note through this paper that we must not only “learn about the procurement practices,” but also understand it in an economic framework that can provide insights and provide effective policy recommendations.  We must move to the transaction level.  To understand the consolidations we need to understand the institutions, how they have evolved, and what the drives of the change were.  We must move into the firms and the government buying agents organizations and understand what is changing in the nature of the transactions. 

Much of this history of change in the defense weapons procurement has been written.  One excellent source for such information is History of Government Contracting, by Nagle.  This extensive history provides an excellent background and insight into how the institutions have evolved over more than 200 years. He draws from his history five themes that are critical for this economic analysis.  First, is the continued love-hate view of the military-industrial complex as the nation “looks on with reverential awe as America’s industrial strength turns to the task” but also looks on with disgust at the staggering bills.  Currently this is exemplified in the recent performance of US weapons in the Iraqi Freedom along with the billions in cost.  In this environment, you do not have the normal supply and demand.  In peace, the military is viewed as being overly supplied and thus inefficient for the task.  In war, the fiscal constraints are thrown out the window as the nation often fights for its survival.  


This brings us to Nagle’s second theme, the profiteering under these unique characteristics of the supply and demand of weapons during times of peace or war.  He tracks the history of the government resorting “to various methods to ensure that it only pays reasonable prices.”  One solution to this profiteering and the lack of commercial price comparisons leads to his third theme, government versus contractor sources.  This argument runs from more use of the commercial firms, the current emphasis in DoD and the Bush administration today, to nationalization of the entire industry.  Nagle identifies President Eisenhower’s announcement in the 1950’s of more ‘private enterprise of federal activities’ as committing the U.S. government’s to buying versus building.  


Nagle’s last two themes included the ethical issues “of standards of conduct and revolving-door employment,” and finally, the fifth is the “idealized competition and fixed-priced contracts.”  He notes in the numerous times in history in which “competitive bidding is often the least efficient way to contract and has often obstructed America’s ability to prepare for war.  A major part of America’s preparation for its wars, both in the nineteenth and especially in the twentieth centuries, has been the need to suspend or modify the competitive bidding rules as the country rushed to overcome decades of neglect in a few short months.”  He explains that “much of the country’s contracting history has been spent trying to find the best combination of three factors: the right contracting apparatus, the right government-contractor relationship, and the correct contract form itself.”   We should pay attention to this endless tinkering of the highly stylized and unique market Nagle outlines.  The tinkering of the institutions and their effects on transaction costs is the New Institutional Economic view which will I believe will  build a story that explains the defense industry consolidation in the past and provide a framework for policy formulation into the future
Clarification about the Uniqueness of the Defense Industry


The analysis must start with an understanding that the defense firm is not the usual commercial firm in a relatively free market, as one would expect to find in the United States.  McNaughter (1989) observed as Peck and Scherer (1962) had almost thirty years prior, that

“These firms do not face a market.  They are private firms in the sense that they sell stock, borrow money in commercial markets, and seek an adequate return on investment, but the similarity to a private firm stops there.  Defense firms sell unique products to what has always been a single buyer, the U.S. government.  The defense sector thus involves a monopsony in which prices are negotiated rather than set by market forces.  Defense firms also face qualitatively different risks than most private firms.  They engage in ‘winner take all’ competitions rather than a fight for market share.  Their sales are politically determined.  And they face a constant demand for very high levels of technological advance.  Thus risks are heavily subsidized if not covered entirely by the government.  In short, defense contractors, especially those at the top of the defense industrial hierarchy, constitute a unique quasi-private, quasi-public sector of the nation’s economy.  The point should be obvious, yet often criticism and reforms are based implicitly on a market model.”  This initial look focuses on “those at the top of the defense industrial hierarchy,” the firms involved in the consolidation and take a different view at the problem through transactional cost analysis, with an eye on the governments changes in institutions, technological requirements, and mechanism as possible explanations.  


Before addressing the specific changes over the past 20 years, one last item requires clarification.  It is the definition of the defense firm.  Chu and Waxmans (1998) make a distinction between a “DoD’s-eye view” of a defense firm, defined by total defense revenue. This measure identifies DoD’s major partners.  One can view the top five firms (Figure 1) as defense firms in “DoD’s-eye view” since they held a 34% share by value of the prime weapons contracts, which is about the same share as the top 10 firms did in 1985 at the start of the recent consolidation. (Deputy Under Secretary of Defense (Industrial Policy). 2003)  The alternative view is the defense firm’s view, which would be “those with a high fraction of their business composed of defense contracts.”  The lowest fraction of the current top five is Boeing, the only one with revenues just under 50% from defense related activity.  This is a considerable increase from the mid-90s and prior when around 80% of its revenues were from commercial aviation.


These definitions do not matter in this NIE approach since they don’t view the transactions.  Chu and Waxman (1998) go on to define “Defense-ness” of a firm that “might therefore be thought of as the degree to which a firm has built the capability and competency to engage in business with agencies like DoD.”  This is the Coasian view of the Defense “specialized” firm in the sense that specialization in the transactions with the monopsony customer, the Defense Department, not in any one particular technology or product.  This distinction can be productive in providing insight regarding changes in this industry.  Figure 1 provides a firm view of the industry.  A useful approach for further research will be to dissect the firms into their divisions and their relationship with the next 40 defense firms that make up an additional 28% of defense dollars.  To further understand the consolidation, one must understand the extent of “Defense-ness” of the divisions in relation to the markets they participate in.  


Chu and Waxman recognize the specialization in the transactions.  They note that treating the defense specialized firm in a market environment “would only be readily achievable if the specialized knowledge necessary to do business with the Department of Defense were either easily obtained, or no longer differentiated the defense and non-defense sectors.”  They conclude coming close to a New Institutional Economic view by stating “the principal target of policy, then, becomes not the firms themselves, or their particular behaviors or structures but those actions of the government itself that separate defense firms from others.  This, of course, constitutes a very different view of diversification policy, which up to now has largely focused on the firms and tried to encourage them to behave in different ways, thereby ignoring the incentives that cause them to behave as they now do - incentives that are often rooted in the government’s own policies.”  It is these policies, and their recent changes that will provide insight into the consolidation of defense firms.

The New Institutional Economic view


The consolidation of firms should be viewed with an understanding of the boundaries of firms.  Langlois and Robertson (1995) outline two distinct parts of a firm, the “intrinsic core” and the “ancillary capabilities.”  They state “the boundaries of the organization – the extent of which ancillary capabilities will be internalized or bought through the market – depend (1) on the strength of the organization’s own capabilities relative to those that can be purchased, i.e., on relative production costs and (2) on the respective transaction and governance costs involved in making or buying the capabilities.  In any case, however, both the intrinsic core and the ancillary capabilities that comprise an organization, and the prevailing levels of transaction costs, may be expected to change over time because they are underpinned by knowledge.  Thus in the long run, the boundaries of the firm may alter as the organization itself, and other organizations, learn in ways that change the relative value of ancillary capabilities and level of transaction and governance costs.”  In looking at the consolidation in the defense industry it is important to consider the changing institutions, the formal and informal rules along with their enforcement arrangements that have influenced the nature of the transactions and thus their costs. (Furubotn and Richter, 1998).  


Williamson (1996) emphasizes that “after making the transaction the basic unit of analysis, the question that then needs to be resolved is what the principal dimensions are on which transactions differ.  Further more because order is accomplished through governance, similar efforts need to be made to identify the principal dimensions on which governance structure differ.  A predictive theory of economic organization will, moreover, indicate which transactions will be organized how.”  In this story, a type of reverse view is taken by looking at the change in the transactions caused by the changes in the government institutions, the advancement in technology and the need for integrated weapons, along with the mechanisms of contracting in the “winner take all” game to shed light on the observed consolidation of the industry.  It is the interaction among changing institutions, evolving technology, and “winner take all” mechanisms on the dynamics of the transaction costs that changed the market forces in a manner that pushed firms towards exiting the industry or consolidation within the industry.  This force is not the only one on the firms and thus guiding their actions, but it is a significant force and I believe provides considerable light onto the story behind the consolidations.

Influence of weapons integration on Defense Industry

First, let’s examine the influence of technological changes.  Extensive reviews could and should be conducted in various weapons sectors.  This initial look focuses on what is probably the most dramatic example, the aircraft sector.  A look at data from a RAND Study on aircraft programs (Figure 3) shows how the number of new starts for aircraft has decreased since WWII.  Since McNamara’s efforts in the 1960s with the TFX program, DoD leadership has tried to build multi-mission and multi-service aircraft.  During the 70’s there were still new starts for both Air Force and Navy.  In the past 20 years joint efforts took hold as the predominate plans and were emphasized after the termination of the Navy’s A-12 program in 1992.  This termination ended the service and mission unique aircraft programs.  The Joint Strike Fighter (JSF) program, the replacement for the Navy F-18, Air Force F-16, and the Marine AV-8B aircraft is the predominate aircraft program.  One can see consolidations directly related to these integrated systems.  Boeing acquired McDonnell Douglas just months after it lost the down select on the JSF as the service moved from three competitors (McDonnell Douglas, Lockheed, and Boeing) to two. 


In this sector, Lockheed is building the F-22 and JSF, while Boeing has the Unmanned Combat Aerial Vehicle, C-17, and V-22 programs.  Others have substantial support and upgrade contracts with the various aging aircraft still flying in the services, but substantially the “winner take all” competitions for aircraft have been completed with no major manned aircraft new starts planned for the next decade.  With this type of consolidation in the aircraft sector of weapons, it is no wonder that the firms have consolidated.  As noted earlier, one of the major consolidations in the mid-1990s was Boeing buying McDonnell Douglas.  Many factors played in this acquisition, but certainly McDonnell Douglas’s loss in the JSF program, with limited to no prospect of winning another award for the next decade in the aircraft sector, had to have been a player.  The last part of this story on technology integration for multi-use multi-mission aircraft is when the defense firms get the signal from the government on these moves.  The chart shows program decision points in the 1990s and early 2000, but under the government planning process these strategies had been laid out in great detail in the 1980s.  The industry had several ways to receive signals from their monopsony customer well before actual contract awards that integration across services in weapon systems was coming.

Influence of Institutional rules on Defense Industry


The second area is the influence of institutional changes.  A basic overview of the institutions involved in shaping the interaction in the exchanges follows.  They can be separated into three parts, the requirements generation system, the defense acquisition system, and the planning programming and budgeting system (PPBS) resource management system.

The Defense Acquisition System is comprised of management policies in the DoD 5000 series regulations and contractual management procedures (the interface with commercial industry) in the form of the Federal Acquisition Regulation (FAR).  These policies and regulations outline the mechanisms by which the government works with the defense industry.  The requirements process establishes the collective intent of the government on what is needed to be purchased along with the PPBS resource management process applying constraints by limiting resources.  Both of these systems define mechanisms that are strictly internal to the government, though they are visible to industry and provide information on the future intent of the government buying preferences.  Though all the decision systems have likely had an impact on the industry’s structure, for this initial look focus is placed on a temporal analysis of the DoD 5000 and the FAR series of the Defense Acquisition System and their impact on the players.  

Starting with the Federal Acquisition Regulation (FAR), it covers most of the Federal government and has only evolved as an all-encompassing regulation in the past 20 years.  This period aligns with the consolidation in the industry.  For Defense, the consolidation of polices started with the ASPR, the Armed Services Procurement Act of 1947.  Nagle notes that by 1960 the ASPR had already tripled its size.  Efforts by McNamara, the Secretary of Defense under Kennedy, in an effort to “centralized management” ended up “tripling it yet again”.  From a firms view, were they dealing with a single customer?  “In a study of 19 different agencies, in 1978 and 1979, it (the Office of Federal Procurement Policy) uncovered 877 different sets of procurement regulations, including directives, bulletins, and instructions, comprising 64,600 pages of regulations (nearly one-half in DoD), 29,900 pages that were promulgated or revised annually.  Eighty-three percent of these were issued from levels below agency headquarters. The authority was so diversified that DoD had 79 different offices issuing procurement regulations, NASA had 22, and the Agriculture Department had 236.”  Clearly the policy was a standard in name only. (Nagle 1999)


Over the past 20 years, increasing progress has been made in bringing substance to a single policy, the original goal of the 1947 ASPR and numerous other acts in the past 50 years.  One major example is the issuance of the single process initiative in the early 1990s.  Through to the 1980s each service maintained representatives in the industry’s plants and dictated unique processes.  In a single plant with Navy and Air Force weapons in production, for example, two separate contract-monitoring processes could be in place. One dictated by the Navy and the other by the Air Force.  In fact, each service might have its own agents assigned to the plant full time. The single process initiative changed thousands of contracts in a short period of time relieving the contractors of such multiple requirements.  The unique service oriented contact monitoring offices merged into a single defense agency and utilization of standard industry processes for quality and other areas became common. 


In general, 20 years ago contractors “specialized” not only on a particular technology or weapon system, but also on a particular service way of doing business with industry.  As Nagle noted, not only did each military service in the DoD have tailoring of the regulation, there were numerous organizations within each service (79 in all across DoD according to Nagle’s account).  The continued consolidation of the FAR reached a type of tipping point in which the defense firms could specialize across services, even across government departments.  It is unclear at what point the DoD started to implement the FAR in a manner that firms realized the benefit to enlarging their boundaries and enhancing the firms performance.  Many examples over the past 20 years can be laid out, but offered here is the single process initiative, which I believe is a likely tipping point that drove much of the final rounds of consolidation.  The industry could rationally predict this behavior coming through various signals in the 1980s and early 90s and react appropriately.  The other side of this story is the firms who decided to exit the industry as primes understanding that whatever niche market they provided value in was going to be encroached due to further specialization on single processes and other consolidated transactions.  It should be noted that the single process initiative was not to eliminate the unique requirements of the government, but to simply reduce them to a single unique process.   Why commercial processes could not be universally used instead of unique government processes is another story beyond the scope of this paper.


The same consolidation and standardization that happened on the FAR also happened on the policy that focused on the government buying agents internal processes, what is known as the DoD 5000 series.  The 5000 came into existence in the early 1970s under David Packard.  Its core theme was centralized policy and decentralized execution (Ferrara 1996).  Up to this point each service and the individual organizations inside each service issued policy relative to its part of the acquisition process.  The initial focus was on major systems, allowing the services to continue to acquire non-major systems under their own policies.  In 1987, the 5000 series was extended to all system acquisitions.  In 1991, the 5000.2-M, the M standing for manual, issued detailed formats for all documents and the main policies.  The 5000 documents incorporated over 60 other directive, instructions and memoranda.  The centralized policy initiative started in the early 1970s gained teeth and influenced the service unique institutions.  The last major change came in 1996 when all Automated Information Systems (AIS) were brought into the 5000 series. 


The migration to a strong centralized authority on acquisition policy, starting in the early 1970s, was again a changing force on the boundaries of the defense firm.  It is unclear at what point it became advantageous to move from a focus on any one particular service to the whole DoD organizations.  Though a detailed analysis has not been accomplished, an initial look with some understanding of the major services and sectors the firms specialized in, shows an alignment between the weapons firms consolidating in the 80s and early 1990s and the AIS firms joining the process in the mid-1990s, with the organizational changes among the government buying agencies.  


An overarching change related to the FAR and the DoD 5000 is the central authority influence on organizations implementing the changing institutions.  Even though many post WWII efforts had been made to unify the organizations in the Department of Defense, it is interesting to note that a common organizational structure among the services acquiring weapons had not evolved, just as Chandler (1962) found in his study of multi-divisional firms.  A set of diverse organizations in each service evolved from their various histories since WWII.  With various central policies changing and the enactment by congress of overarching frameworks, a common structure evolved in the late 1980s in the form of Program Executive Officers (PEOs).  The PEO structure established a streamlined authority through the civilian leadership on most programs from the Service Acquisition Executive (SAE), the most senior service official for acquisitions of weapons, through the PEO to the program manager.  This change removed, or at least lessened, the influence of many varied organizations in the DoD and the service military from the day-to-day operations of weapons programs.  Additionally, it provided a common framework by which all major programs within the DoD followed.  As with most changes, it took several years to gain influence.  The specifics of the structures have changed throughout the 1990s with different weapons programs being bundled under various PEO organizations, but the basic structure has stayed the same.


Most of the literature on the defense industry ignores these internal government organizations as players in the process except to say that they should be reduced.  It is this push for reduction that has probably also influenced the industries consolidation.  The reduced resources to the government weapons program manager means it has been forced to place more effort on contract, which is a migration of transactions from the government to the prime contractor.  This migration was formally recognized in the 1990s and was known as Total System Program Responsibility (TSPR).  Under this concept the contractor was given this “total responsibility” under broad integration contracts.  It was the prime contractor’s job to now integrate the overall system and not the weapon system program office.  In the past it was often the case for the government program office to issue various contracts to different prime contractors for various part of a weapon system.  The government was playing the role of integrator.  With the continuous push to downsize and move to the commercial market, the TSPR concept developed along with the integration contract.  With the “winner take all” approach, this reduction in government personnel not only migrated work from the government to the contractor, but had the effect of limiting the number of prime contracts available to be won. 


The combination of common hierarchies for decision-making, along with the pressures to reduce staff in the common structures led to integration contracts that bundled what had been placed on contract with industry in various contracts into a single mechanism.  The government-buying agent has in essence removed the interface with the market from the government to the prime contractor and in the process migrated the related transaction costs.  Combine these changes with the technological integration for multi-mission, multi-service weapons, and ability for a firm to win a part of a new start program was greatly reduced.  Similar efforts were conducted on the Automated Information Systems (AIS).  Billion dollar integration contracts were competed for numerous domain and service oriented AIS replacement programs where in the past each domain and each service had issued separate contracts.  The government chose integrated contacts, due to the institutional rules in its environment to migrate to the integrating contract mechanisms, which I believed influence the change to consolidated firms.


Another example of consolidation of the DoD institutions was the formation of a common training source for acquisition personnel.  In early 1970s the Defense System Management College was formed to teach the centralized policies and regulations for major systems.  The services maintain separate training for their unique policies.  By 1992 an overall Defense Acquisition University (DAU) was formed and service specific training was greatly reduced.  The consolidation of the training for government personnel on the unique institutional mechanisms and structures further demonstrating to industry that consolidation of the weapons transaction drivers was strengthening. 


One could look at the need within the government to build such a specialized corporate style university as an indication of the uniqueness of the transactions involved.   Congress passed the Defense Acquisition Workforce Improvement Act (DAWIA) in the 1990s outlining the requirement for certification procedures for the workforce.  The DoD invites industry to send representatives to these courses, some running the same length and structure similar to the 10- week Harvard Business School Executive Program.  All these consolidation efforts were not working to migrate the government buying process to mirror industry but to recognize the unique environment and economize given that unique environment. 

Conclusion


The center of this story has been the unique position the United States government holds in the defense industry as a monopsony customer and as a federal government.  This position allows the government to have a hyper influence on the institutions governing the mechanisms of exchange and the structure of the buyers in the exchange.  The continuous tinkering over time in the same manner that North and others have investigated in the structure and changes in commercial firms brings clarity to the consolidation story (North, 1990).  The government buying organizations should be viewed as a firm that is reducing transaction costs through changing market mechanism and thus the structure of the firms in that market.  What NIE has shown is there are numerous reasons why firms form as alternative mechanisms that reduce transaction costs.  In this initial look, given the political nature of the institutions, the purchase of a public good in which the people enjoy but will actually never use or purchase directly (the weapons themselves) and the technological driven changes the insights of NIE seem to provide a good framework for enlightening the economic drivers behind the consolidation of the past 20 years.  The weapons market experiences a unique additional set of transaction costs beyond those experienced in commercial oriented free markets.  These additional transaction costs have most likely been a significant driver in the consolidation of defense firms.


The limited examples in this paper shed light on the reason the defense specialized firm have consolidated.  It is not the whole story, but the skeleton has been built.  Additional research is needed to fill out the story through all the aspects of New Institutional Economics.   From this framework one can start to move forward and truly assess the efficiency issues that concern policy makers.  The current view within the government and the literature is focused on the need for competition, “the invisible hand”, to drive efficiencies in this market and avoid monopoly rents.  This view is derived from the frictionless neoclassical models, but the defense weapons industry is all but frictionless.  The changes over the past 20 years represent the government reducing its transaction costs through consolidation of its institutions, but not a substantial increase use of free market mechanisms.  Most of the analysis, from 1960 forward, has noted that the defense weapons market will never realistically come close to the neoclassical framework.  That framework sheds limited light of the realities of the markets reactions, such as firm consolidations.  The NIE view of the defense firm and the institutions it must play in provides a more realistic framework for economic analysis.


The NIE framework fully developed for the defense industry will provide insight for the efficiency of this industry and the government agencies involved.  The players are almost always characterized as grossly inefficient.  Williamson calls for a test for remedies and states, "our test of whether an outcome is inefficient needs to recognize the constraints imposed by TC just as much as we respect resource and technology constraints.”   He defines this idea as saying that "an outcome for which no feasible superior alternative can be described and implemented with net gains is presumed to be efficient."    The terms "feasible" and "implemented" need to be understood to be in the economic and political processes, in our case the US constitution and the evolved political and administrative processes that influence the rules, both formal and informal, of the market.  North found “our preoccupation with rational choice and efficient market hypotheses have blinded us to the implications of incomplete information and the complexity of environments and subjective perceptions of the external world that individuals hold.”  He goes on to state, “Integrating institutional analysis into static neoclassical theory entails modifying the existing body of theory.  But devising a model of economic change required the construction of an entire theoretical framework, because no such model exists.  Path dependence is the key to an analytical understanding of long-run economic change.  The promise of this approach is that it extends the most constructive building blocks of neo-classical theory – both the scarcity/competition postulate and incentives as the driving force – but modifies that theory by incorporating incomplete information and subjective models of reality and the increasing returns characteristic of institutions.  The result is an approach that offers the promise of connecting micro level economic activity with the macro level incentives provided by the institutional framework.  The source of incremental change is the gains to be obtained by organizations and their entrepreneurs from acquiring skills, knowledge, and information that will enhance their objective.” It is this preoccupation with the neoclassical static models that one must break away from and build a framework at the transaction level first before we apply the lesson from neoclassical economics.  North is not the only one that outlines the critical nature of the institution in the market.  The firms and their management come to play in deciding role in the efficiency of the economy.  This is outlined by Chandler in The Visible Hand, the Managerial Revolution in American Business.  For the defense industry, the management provided by the DoD and its policies effects on that management are almost completely ignored in the diagnoses of the industries consolidation and the prescriptions for a remedy.   


The players in this unique market do not have the same forces on them as industrial enterprise studies by North and Chandler.  To further understand the story of defense firm consolidation we will need to add an additional lens from the insights of the Public Choice community.  Buchanan and Tullock (1962) note, “if, for those activities that have been shifted to the public section, the costs-minimization decision-making rules has not been chosen, normative statements can be made about certain changes in organization.  External costs imposed on individuals through the operation of the activity may be higher than they need be, and these costs can be reduced only by a change in the decision-making rules.”  So for defense and the subsequent purchase of weapons, which most believe should be a public sector good, we need to look at changes “in the decision-making rules” for potentials in increase efficiency.  
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Chart 1, Acquisition Management Key Players, 2003
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Figure 1, Consolidation of Defense Firms (data from the Commission on the future of the United States Aerospace Industry. 2002.  Final Report on the Commission on the Future of the Aerospace Industry: Arlington, VA; Figure 7-4)
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