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INTRODUCTION

1. BACKGROUND

Interest in defense industrial base (DIB) policy was, during the unipolar moment,
confined to relatively niche circles within the military and foreign policy elite. This was
for understandable, if not necessarily ‘good,” reasons. Without a peer competitor after
the collapse of the Soviet Union in 1989, the United States could readily deal with
emergent military threats both at a fraction of the relative cost (as a percentage of GDP)
and force level of the Cold War period.

That geopolitical reality, alongside domestic political demand for a “peace dividend,”
resulted in reductions in the defense budget and the famous 1993 “Last Supper,” during
which Secretary of Defense William Perry pressed for significant consolidation of the
Pentagon’s network of prime defense contractors.! Thereafter, the industry followed that
trajectory: shifting from over fifty primes in the early 1990s down to roughly five at
present.2 It could be said that before this point, for America’s powerful, vertically-
integrated manufacturing sector, the DIB represented just one among many business
lines; only afterward did the “defense sector” truly emerge as a specialized, standalone
entity.

Until recently, what little discernible impact this development had on U.S. military
readiness could be remedied through ad-hoc infusions of defense expenditure, and
further mitigated by the absence of any great power threats. Defense spending increased
after 9/11, which, combined with the relatively small scale and sequencing of the wars in
Iraq and Afghanistan, did not place acute strain on the DIB.3 Further minimizing the
impact of any supply chain inefficiencies and disruptions, defense planners could rely
on strategies of “iron mountains” designed to overwhelm opponents with massive,
gradual force capability buildups — such as the “AirLand Battle” doctrine in the First
Gulf War and its “Full-Spectrum Operations” descendent — that accommodated longer
lead times for suppliers.4

At the turn of the decade, however, these factors each inverted: the defense budget
flatlined and great power threats re-emerged. Anxiety about the U.S. fiscal deficit
following the 2008 Great Recession resulted in the 2011 Budget Control Act, which
placed procedural controls around increasing defense spending — leading overall to a
flat (even declining, in real terms) Department of Defense (DoD) budget.5

Simultaneously, increasingly aggressive behavior and an unprecedented military

buildup by China’s People’s Liberation Army (PLA), particularly the 2013 onset of
artificial island construction in the South China Sea, alongside the 2014 annexation of
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Crimea by Russian forces signaled the return of “great power competition” — a fact
initially telegraphed by the Obama Administration’s “pivot to Asia” and finally codified
in the Trump Administration’s 2017 National Security Strategy and 2018 National
Defense Strategy, which identified China as DoD’s pacing threat and promoted a one-

war force planning construct focused on “winning the big war” over simultaneity.¢

Since then, a series of stressor events, including the COVID-19 pandemic, the war in
Ukraine, heightened concerns about a Taiwan conflict, and the resurgence of Tehran-
backed proxies — have exposed weaknesses in the DIB and raised questions about its
ability to meet mounting challenges, accelerating policymaker and media interest in this
critical issue.

Even setting aside healthy policy debates over the relative strategic importance, or
linkage between, the European, Indo-Pacific, and Middle Eastern theatres?, it has
become clear that the current DIB is ill-equipped to produce matériel adequate to satisfy
plausible mission objectives in either theater, let alone both. Thus, DIB reform ranks
among the most pressing U.S. national security priorities — and therefore deserves its
still-increasing share of public attention. Additionally, within a gridlocked political
system, the issue is one of the few remaining areas of bipartisan interest and consensus.

2. PROBLEM STATEMENT

Paradoxically, however, the more attention DIB reform has recently received in
Washington — a policy priority enjoying rare bipartisan congressional, presidential, and
media focus — the less politically realistic enacting major legislative reform has become.

This is chiefly for two related reasons:

1. recommendations underrate the need for (and therefore neglect to identify) a broad
cross-section of private sector support for an enduring reform agenda (which, in
turn, translate into lobbies for congressional majorities®); and consequently,

2. recommendations neglect to design policy prescriptions that align such a critical
mass of support with adequate DIB reform.

Given the American federal system’s grounding in a separation of powers, it is very
difficult to advance meaningful, durable reforms without a broad public-private,
geographically distributed coalition linking private sector and political interests. Unlike
software production (a capital-light, high-margin process), designing durable legislative
regimes is more akin to industrial production: capital-intensive, low-margin
propositions requiring symbiotic, long-term partnerships between private- and public-
sector actors.9
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Certainly, marginal reforms can be achieved without such a coalition, but not solutions
required to meet the objectives of the 2018 or 2022 National Defense Strategies. Partial
reforms are at this point inadequate: DIB reform is a national security challenge
requiring generationally significant, wholesale reform.

In June 2022, Air Force Major General Cameron Holt noted that the Chinese military
was acquiring capabilities at five to six times the speed of the U.S., and that they spent
one dollar to our twenty for the same capability.i© A series of war games conducted by
the Center for Strategic and International Studies (CSIS) estimated that the U.S. would,
in the event of a Taiwan contingency, run out of key munitions within a week.n
Rectifying these issues requires a paradigm shift. Thus, identifying a cross-section of
public-private interests, then constructing a policy architecture to sustain those
interests, should be policymakers’ primary objective. Successfully implemented, these
kinds of reforms result in what has been described as “quiet politics” — a strong, durable
marriage of interests between market forces and bipartisan government imperatives.2

History underscores the necessity of this kind of approach for achieving national
security objectives. The “containment doctrine” that served as the guiding logic of the
Marshall and Dodge Plans during the post-war era, for example, would not have been
implemented without incentive-based support from both powerful manufacturing
interests (intent on securing stable, preferential access to European and Asian import
markets) and labor (whose continued bargaining power with capital depended that
market access).'3 Similarly, the Reagan defense buildup and neoconservative pivot
towards a form of “rollback” would not have been sustained without allies in the
financial industry (which, increasingly deregulated, sought greater access to
international investment markets) and the ascendent telecommunications and
information technologies industries (which, also increasingly deregulated, sought access
to economies of scale to expand network effects within international markets).4

Conversely, a failure to conceptually prioritize the formation of a public-private,
geographically-distributed coalition results in reforms that have marginal effects at best,
and at worst, no or counterproductive effects.

In practice, DIB reform proposals that fall short of that objective often take one of three
basic shapes:

e Technocratic Adjustments and Greater Spending: These reforms prioritize
technocratic adjustments to the procurement process or, more simplistically,
entail blunt calls for significantly greater defense expenditure under the existing
procurement regime.

o Weakness: Any technocratic adjustments to the procurement process will
likely have only marginal effects, and therefore unlikely to amount to
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sufficiently transformative reforms, such as with the 2022 CHIPS bill.1s
Attempts to compensate for DIB inefficiencies with sustained levels of
significant defense expenditure growth, similarly, are both wasteful and
politically unreliable.6

e Executive Action: These reforms prioritize policy options at the President’s direct
disposal — especially via the Defense Production Act (DPA) and trade authorities

— paired with domestic agency-level reforms and adjustments to international
bodies.

o Weakness: While the policy tools with most immediate effect on the DIB
lie at the White House’s disposal, these can only amplify the significant,
long-term Congressional increases in procurement funding firms require
to justify investment in new capital-intensive production lines. Further,
the practical ‘state capacity’ (compliance with local legal authorities,
corporate actors, and labor force) to actually implement reforms lies
scattered throughout the states themselves. As the Biden Administration is
learning via its implementation of CHIPS and the Inflation Reduction Act
(IRA), building the capacity for centralized control over funding processes
requires a significant amount of time via trial and error.

e Antitrust Action: These reforms prioritize legal antitrust actions or enacting new
competition laws to break up primes and/or accommodate a wider array of new
market entrants.

o Weakness: As with antitrust policy in general, incumbent primes maintain
massive legal resource advantages over the government, and potential
corporate beneficiaries of antitrust action are often themselves
subcontractors for primes. Such disruptive antitrust measures would
further handicap the DIB in the near-term. Most importantly, even
successful interventions in the medium- to long-term are likely to
handicap the DIB’s ability to scale up in the near-term to meet pressing
challenges, especially from China.

3. APPROACH

In light of these observations, this white paper approaches the problems attached to DIB
reform by assuming the following:
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That the baseline deficiency of most current DIB reform proposals is that they are
not primarily optimized to generate a public-private sector, geographically-
distributed coalition motivated to underwrite substantive, durable alterations to the
DIB.

That the most effective way to generate such a coalition is not by focusing primarily,
as most proposals do, on increasing appropriations and generating efficiencies
affecting the procurement of full weapon systems (or even relatively high-value
added commodities such as semiconductors) but rather the defense industrial “sub-
base” (DISB), or the domestic market for lower value-added inputs to those higher-
value projects, such as minerals, alloys, plastics, oil, active pharmaceutical
ingredients (APIs), and so forth.

While private sector lobbies for higher value-added inputs tend to be highly
concentrated both in terms of market share and geographic distribution (limiting
their utility in attracting congressional support), it is by comparison much easier to
generate a raw materials lobby spanning necessary majorities, if not supermajorities,
of states and their legislators by focusing on the DISB.

That addressing DISB reform will trigger mandatory, parallel adjustments to DoD’s
budgeting statistics, thereby increasing in real terms the purchasing power of the
current defense budget.

Further, that successful DISB reform is the optimal prerequisite coalitional platform
for a suite of other salutary DIB proposals, including: better enabling greater real
defense expenditure and output, enhanced competition between both new and
incumbent defense contractors, and more efficient use of executive powers.

Methodologically, this paper will proceed under those assumptions as follows:

1.

Provide a brief background and summary of objectives identified by:

e The Trump Administration’s Executive Order (E.O.) 13806 audit of the defense
industrial base.

e The Biden Administration’s E.O. 14017 audit of supply chains for key
commodities and critical minerals, as well as the first National Defense Industrial
Strategy (NDIS).

e Think tank and analyst responses to these government reports, and DIB reform
more broadly.

Using the 2022 CHIPS bill as a case study, identify the specific ways in which
conventional DIB reform policy packages are likely to fall short of political reality

Page 6 of 27



tests: namely, their inability to generate coalitions with two features: broad
geographic distribution and public-private sector interests spanning multiple
sectors.

. In light of those shortcomings, generate a blueprint for an optimal DISB reform
agenda that sufficiently compensates for these realities.
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GOAL: BIPARTISAN DIB OBJECTIVES

1. EXECUTIVE ORDERS

Both the Trump and Biden Administrations have commissioned studies via executive
order to study and identify weaknesses within both the DIB itself and adjacent critical

supply chains.

Beginning in late 2017, the Trump Administration’s E.O. 13806 undertook an inter-
agency audit of the defense industrial base, initiated by the White House Office of Trade
and Manufacturing Policy and led by DoD’s Office of Industrial Policy, culminating in a
September 2018 report.’” Drawing on inputs from 16 working groups and more than
300 subject matter experts, the report identified five macro forces presenting challenges
to the DIB and derived ten ‘risk archetypes’ from those forces:!8

DIAGNOSIS OF DIB DEFICIENCIES, E.O. 13806 (TRUMP)19

MACRO FORCES

Sequestration and uncertainty of U.S.
government spending

Decline of U.S. manufacturing capability and
capacity

U.S. Government business practices

Industrial policies of competitor nations

Diminishing U.S. STEM and trade skills

RISK ARCHETYPES

Sole source suppliers
Single source suppliers
Fragile suppliers
Fragile market
Capacity constrained supply market
Foreign dependency

Diminishing manufacturing sources and material
shortages

Gap in U.S.-based human capital
Erosion of U.S.-based infrastructure
Product security

To address these issues, the working groups generated a classified Action Plan for DoD,
which it summarized in the unclassified report as having eight parts:

e Create an industrial policy in support of national security efforts, as outlined in
the National Defense Strategy, to inform current and future acquisition practices;
e Expanding direct investment in the lower tier of the industrial base through

DoD’s Defense Production Act Title III;

o [Initiating analysis and sustainment programs to address critical bottlenecks,
support fragile suppliers, and mitigate single points-of-failure;
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e Diversifying away from complete dependency on sources of supply in politically
unstable countries who may cut off U.S. access; diversification strategies may
include reengineering, expanded use of the National Defense Stockpile program,
or qualification of new suppliers;

e Working with allies and partners on joint industrial base challenges through the
National Technology Industrial Base and similar structures;

e Modernizing the organic industrial base to ensure its readiness to sustain fleets
and meet contingency surge requirements;

e Accelerating workforce development efforts to grow domestic science,
technology, engineering, mathematics (STEM), and critical trade skills;

e Reducing the personnel security clearance backlog through more efficient
processes; and

e Further enhancing efforts to explore next generation technology for future
threats.

The Biden Administration has undertaken similar initiatives to address issues with DIB-
adjacent critical supply chains. In February 2021, soon after taking office, President
Biden signed E.O. 14017, directing DoD and the departments of Commerce, Energy, and
Health and Human Services — comprising a task force of more than a dozen working
groups — to produce a compendium of reports to “identify risks, address vulnerabilities
and develop a strategy to promote resilience” within four identified critical supply
chains. The final report identified five drivers of vulnerability within these systems=2°:

DIAGNOSIS OF CRITICAL SUPPLY CHAIN VULNERABILITIES, E.O. 14017 (BIDEN)2!

. CRITICAL SUupPLY CHAINS DRIVERS OF SUPPLY CHAIN VULNERABILITY

Semiconductor manufacturing and Insufficient U.S. manufacturing capacity
advanced packaging

) ) Misaligned incentives and short-termism in
Large capacity batteries private markets

Critical minerals and materials Industrial policies adopted by allied, partner,
and competitor nations

Pharmaceuticals and active pharmaceutical Geographic concentration in global sourcing
ingredients (APIs)

Limited international coordination

To address these issues, the report suggested six key steps22:

e Rebuild our production and innovative capabilities;
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e Support the development of markets that invest in workers, value sustainability,
and drive quality;

e Leverage the government’s role as a purchaser of and investor in critical goods;

e Strengthen international trade rules, including trade enforcement mechanisms;

e Work with allies and partners to decrease vulnerabilities in the global supply
chains; and

e Monitor near term supply chain disruptions as the economy opens from the
COVID-19 pandemic.

Taken together, these reports from successive administrations — and both parties —
represent a clear mandate for government intervention to improve the domestic
productive capacity of the DIB. Rather than simply focus on greater defense expenditure
or technocratic adjustments to procurement, as was largely the case during the unipolar
moment, the stressor events of the past five years — the COVID-19 pandemic, the 2022
Russian invasion of Ukraine, the unprecedented Chinese military buildup in the Indo-
Pacific, and the resurgence of Hamas in October 2023 — have forced the U.S.
government to conclude that critical supply chains ought to include more robust
domestic production. Further extending the logic of these reports, the Biden
administration released the first National Defense Industrial Strategy (NDIS) in January
2024.23

This is not to say, however, that budget size and procurement issues have been
sufficiently or satisfactorily addressed, but simply to point out that the official remit of
concern regarding DIB and critical supply chain weakness has over time expanded to
focus on domestic production issues.

Indeed, addressing domestic productive capacity weaknesses identified by these
successive government audits has been the primary public rationale for the flagship
components of the Biden Administration’s legislative agenda. As a representative
example, the White House has explicitly tied the Bipartisan Infrastructure Law, CHIPS
and Science Act, and Inflation Reduction Act to E.O. 14017, stating in a June 2023
“Report Card” that through these bills “more than 70 recommendations across the
report have been completed to date.”24 Further, the Biden Administration recently
released the first ever National Defense Industrial Strategy (NDIS) in January 2024,
with an unclassified implementation plan set to follow later this year.2s While
interesting (and consequential) intra-party debates over these bills’ design and
implementation are ongoing, some form of “supply side progressivism” seems likely
endure as a core component of the Democratic Party’s platform.26

The conversation among Republicans is directionally similar, if less mature. In line with
the Trump Administration’s E.O. 13806, Republicans have also identified DIB reform as
a key priority for their next administration. This is true even across the increasingly
diverse and fractious center-right coalition. Notably, many ‘establishment’ institutions
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have generated policy recommendations for expanding domestic DIB capacity.2” Less
surprisingly, the reform-oriented Heritage Foundation’s current edition of its Mandate
for Leadership mentions such reforms on 28 separate occasions, and newer right-of-
center think tanks, such as American Compass, have placed them at the core of their
policy agenda.28

In a Washington seemingly destined for gridlock on most major policy fronts for the
foreseeable future, both across the aisle and within caucuses, DIB reform via expanded
domestic production capacity stands apart as a rare exception. Capitalizing on the
issue’s favorable bipartisan political status, however, is far from inevitable — nor simply
a matter of deft committee and procedural maneuvering. It is in the first place a matter
of policy design.

2. POLICY PROPOSALS

Analysts and think tanks have produced numerous proposals to address DIB and supply
chain deficiencies. However, despite favorable bipartisan backing, many current DIB
reform proposals are unlikely to pass political reality tests given their inability to muster
sufficient corporate lobby or congressional support, which are highly correlated. In
simplified terms, these recommendations might be grouped within three broad
verticals: “Technocratic Adjustments & Greater Spending,” “Executive Action,” and
“Antitrust Policy.”

Technocratic Adjustments & Greater Spending

These reforms prioritize technocratic adjustments to the procurement process,
increasing the number of government-owned production processes, or, more
simplistically, calls for significantly greater defense expenditure under the existing
procurement regime.

These types of tools might include:

e Expanding the topline defense budget;

e Providing the defense budget ‘on time’ and avoiding budgets passed by
continuing resolution;

e Increasing multi-year procurement contracts and economic order quantity, block
buys, etc.;

o Conversely, reducing ‘indefinite delivery, indefinite quantity’ (IDIQ)
contracts, allowing for greater procurement predictability;

e Eliminating bureaucratic red tape, burdensome regulations, and curtailing

unhelpful politicization within the Pentagon;
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e Expanding the use of Other Transaction Agreements (OTAs) to enable ‘greater
innovation’ and greater procurement speed; and

e Increasing DoD control over munitions facilities operations, especially by
building additional government-owned, government operated (GOGO) and
government-owned, contractor operated (GOCO) facilities.

Weaknesses: Most plausible corporate or political lobby interests for these agenda items
are vested in the status quo, thereby maintaining political leverage over the budget and
procurement process. As a result, plausible corporate and trade group sponsors for DIB
reform have little interest in significant deviation from the current system, and the
business models for most plausible insurgent sponsors — primarily smaller defense
contractors — rely on subcontracting for primes, also favoring the status quo.

Further, defense contract awards are unevenly distributed amongst states, lowering the
likelihood of generating powerful congressional coalitions for reform.29 Any passable
technocratic adjustments — or even supplemental spending increases — will likely have
marginal effects, and are therefore unlikely to amount to satisfactory or timely reforms
fitting DoD’s needs, as was seen with the 2022 CHIPS bill.30

Separately, attempts to compensate for DIB inefficiencies with sustained levels of
significant defense expenditure growth are politically unreliable, especially given the
2023 Fiscal Responsibility Act’s restoration of budget caps for FY 2024-2025.3

Executive Action

These reforms prioritize policy options at the President’s direct disposal — especially via
the Defense Production Act (DPA) and trade authorities — paired with domestic agency-
level reforms and adjustments to international bodies. These types of tools might
include:

e Expanding cooperation and harmonizing regulations with members of National
Technology Industrial Base (NTIB), Five Eyes, Quadrilateral Security Dialogue
(QSD), or AUKUS to expand co-productive capacity;

e Enhancing cooperation and harmonizing regulations with members of Indo-
Pacific Economic Framework (IPEF) to expand productive capacity; and

e Creating a dedicated undersecretary and/or dedicated offices within the
Department of Commerce to routinize and harmonize usage of DPA Title I11,
which “authorizes appropriate incentives to create, expand or preserve domestic
industrial manufacturing capabilities for industrial resources, technologies, and
materials needed to meet national security requirements.”32
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Weaknesses: The policy levers with the most immediate effect lie with the White House,
but they are best seen as amplifiers of appropriated funds — not substitutes for it. For
example, even as the Biden Administration has used DPA tools to procure commitments
from manufacturers to surge munitions production capacity, they cannot deliver on
them without appropriated funds on the other end.33

Further, given the relative scarcity of GOGO and GOCO facilities, and that the practical
state capacity and manpower to actually implement reforms at required scale requires
financing support from Congress and, ideally, from the states, DPA tools alone will likely
have marginal effects.

Finally, while attempts to leverage the collective power of international bodies34 — such
as NTIB, AUKUS or IPEF — to address market destabilization might eventually be
necessary, the combination of their highly technical nature and detachment from
Congress make them suboptimal catalysts for reform.

Antitrust Policy

These reforms prioritize pursuing antitrust cases or enacting new competition laws to
break up primes and/or accommodate new entrants. DoD undertook an internal review
on the “State of Competition within the Industrial Base” in February 2022, which might
serve as a premise for these lines of effort.35 These types of tools include:

e Undertaking Federal Trade Commission (FTC) efforts to break up major defense
primes, or at least limit further consolidation within the industry;

e Ceasing “contract-to-monopoly” practices that award munitions large contracts
to single manufacturers;

o Conversely, expand use of models based on U.S. Army’s Medium Caliber
Family Acquisition (MCFA), which spread awards to multiple facilities;
and

e Procuring the intellectual property for major end products (platforms, munitions,
etc.) and then contracting to multiple manufacturers and integrators for
production.

Weakness: As with antitrust policy in general, incumbents within a sector — in this case,
defense primes — have massive legal resource advantages over the FTC, Department of
Justice, etc., significantly degrading timely action and diminishing its effect. Further,
even if these efforts had positive effects in the longer term, they would likely hamstring
efficiently scaling up production in the near-term. Given the urgency required to rapidly
counter China’s military buildup, this would be imprudent.
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Further, given that potential corporate candidates for a ‘counter-prime’ political
coalition are often subcontractors for primes (and therefore dependent upon them),
congressional means for advancing this agenda are limited. It is notable that the
promising insurgents frequently refrain from taking on incumbents frontally, opting
instead for suggestions that budget quotas be carved out for their particular contracting
vertical (e.g., enterprise software).

A CASE STUDY OF DEFICIENCY: 2022 CHIPS ACT

It would be unfair to assess the previous three verticals — technocratic adjustments and
greater topline spending, executive actions, and antitrust policy — or any of their
constituent parts as standalone proposals. Indeed, they are often presented as synthetic
packages. However, the development of the bills that became the 2022 CHIPS Act,
hailed as successful by some corners, stands as a representative case study of how even
policy proposals combining elements from all three of the above three verticals are likely
to be insufficient.

Even setting aside the bill’s lax restrictions on grant recipients continuing to invest in
Chinas®, the CHIPS Act took three long years to pass, hardly the timeline required by an
urgent national policy priority.37 This significant delay occurred despite substantial
bipartisan support for its objective: the partial domestic reshoring of semiconductor
supply chains — ones critical not only to fielding current and future American military
capabilities, but also a wide range of non-military applications.

Its earliest antecedent bill, the “Endless Frontier Act” was initially proposed in 2019.
Next, two separate “CHIPS for America” bills were merged and passed into law via the
2020 National Defense Authorization Act (NDAA), but lacked appropriated funding for
implementation.38 CHIPS funding, alongside proposed increases for R&D spending
drawn from Endless Frontier, were folded into two larger bills: the Senate’s “United
States Innovation and Competition Act” (USICA), and the House’s “America Competes
Act.” Both bills, lacking sufficient lobby constituencies to advance them, got mired in
committee.39

At this point, the sole pair of industry lobbies involved in shaping the final CHIPS bill
intervened: the Semiconductor Industry Association (SIA) and groups representing
university research centers. They commenced a campaign to strip away constraints on
funding to transform the bill into what effectively became block grants to large
semiconductor industry incumbents and research universities. Proposals for
technocratic reforms to enhance competition and attract private investment, such as
“manufacturing investment company”4° vehicles, and executive action-level reforms,
such as Commerce Department powers to prevent funds from being used for direct
investment in Chinese facilities, fell by the wayside.4
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Further, there was little to no effort within this bill to also re-shore the ultimate
customers for the kinds of legacy chips that might be produced by CHIPS-funded
facilities, particularly, electronics manufacturers. Consequently, these projects will still
largely rely on Asian, especially Chinese, demand for integration into higher value-
added systems and consumer electronics.42

Even worse, given China’s recent progress on indigenous chip production in the face of
“small yard, high fence” U.S. export controls, Asian customers may eventually have little
use for these American suppliers struggling to get off the ground.43

Taken as a whole, the key failure of this bill — despite its synthetic approach to the DIB
reform verticals listed in the previous section, and despite substantial, vocal bipartisan
support for its objectives — was a flaw in its design. It lacked a public-private,
geographically distributed coalition for substantial reshoring of the semiconductor
industry. Over its three-year history, the legislation failed to attract more than one
major industry to its cause and, further, did not register profit-based motives for
companies located in a majority of U.S. states. Had the bill been designed to service this
kind of coalition, it might have had stood a better chance to succeed.

The bottom-line lesson from CHIPS? Paradoxically, when it comes to DIB reform, the
broader and more ambitious a proposal is (that is, the greater the number of industries
and states brought into the coalition), the less likely failure will be; conversely, the more
‘targeted’ or ‘calibrated’ the reform’s remit (that is, the fewer states and industries
brought into the coalition), the greater the prospect of failure.

BLUEPRINT: DEFENSE INDUSTRIAL SUB-BASE (DISB) REFORM

Taking the lessons of CHIPS into account, the most effective way to generate a critical-
mass coalition is not by focusing primarily on increasing procurement of finished
systems or munitions contracts via topline or special defense budget increases, nor on
more ‘targeted’ efforts at reshoring the production of relatively high-value added
commodities, such as semiconductors or batteries.

Rather, the reform package best adapted to generate the broadest possible corporate
and state-based coalition is by focusing on strengthening what this report designates as
the defense industrial “sub-base” (DISB), or the domestic market for fundamental,
lower value-added inputs for higher-value projects, such as metals, alloys, ores and
compounds, minerals, plastics, oil, active pharmaceutical ingredients (APIs), and so
forth. In sharp contrast to relatively narrow legislative efforts such as CHIPS, reforms
targeted at the DISB have much more expansive appeal to both political and private
sector actors. Consequently, broadening the coalition — the political base — for DIB
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reform by focusing policy intervention a level down — at the DISB — increases the
probability of political success for timely and durable reform.

While private sector lobbies for higher value-added products and/or commodities tend

to be highly concentrated both in terms of market share and geographic distribution

(which limits their utility for attracting congressional support), focusing policy design

on the DISB is, by comparison, a more effective avenue toward generating a lobby
spanning necessary majorities of states and their legislators.

DEFENSE INDUSTRIAL SUB-BASE (DISB) REFORM

Current System Reformed System

Proposals: higher defense
topline, technocratic adjustment
to procurement process, partial
reshoring, DPA, antitrust policy

Interest-based, fifty-state
coalition produces

congressional majority for bill

g v
SECDETF directs CAPE to

revise budget estimates based
on decreased input prices

;

Defense budget increased in
real terms, further
,‘ . stimulating demand for

Fragile, geographically narrow, Proposal: Subsidies and purchase
<— highly consolidated domestic —» guarantees for producers of DIB
productive capacity commodity inputs (DISB)

No interest-based, fifty-state
political coalition for reform

Marginal effects on DIB
under constrained budget
topline

MARATHON subsidized commodities
INITIATIVE

This approach would recommend a policy model with the following features:

A. Lower and Stabilize Prices by Pulling Demand Forward for Key Inputs: Building

upon the current list of critical material reserves maintained by DoD’s Defense
Logistics Agency (DLA)44, new executive orders and supporting legislation would
identify a wider circle of ‘strategic commodities’ for intervention by the federal

government to pull demand forward, laying a foundation for broader private sector
investment within critical supply chains.45 Depending on the distribution of political
capital within a given environment, this line of effort could be initiated at either the
congressional or executive level. Ideally, though, an optimal attempt at DISB reform

would employ both approaches in tandem:
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A.1. Congress-Led: Expansion of Strategic Commodities Stockpiles:

One set of levers could feature a newly designated “DLA Strategic Commodities
Portfolio” to receive long-term, renewable, guaranteed purchase agreements
from the federal government (modeled on the Strategic Petroleum Reserve
(SPR), and primarily administered by DLA4¢) in order to dramatically expand
reserves of these commodities.4” In a slightly different framing, Congress could
pass legislation modeled on a “Farm Bill” for designated strategic commodities,
which would authorize federal funds for a combination of subsidies and
purchase agreements between producers and the government.

A.1.1. As part of these negotiations, Congress might need to consider raising the
authorized volume of relevant strategic reserve caps. The SPR, for example,
is currently capped at 714 million barrels by statute.48

A.1.2. The fossil fuel industry, especially shale drillers likely facing exhausted
well inventories within the next decade, is in search of its next financial
paradigm. The same goes for producers of numerous other commodities —
both domestically and abroad — who face of a looming slowdown in Chinese
and developing world manufacturing.49 An attractive alternative financial
paradigm based on an investment partnership with the U.S. federal
government could be designed and facilitated with inter-agency support
from DoD, the Departments of Commerce, Energy, and Treasury.

A.1.3. Further, a broader coalition might be able to revive a version of the
“manufacturing investment company” (re-cast, perhaps, as “defense
investment companies”) policy concept that was stripped from earlier
versions of the CHIPS Act designed to attract private equity lobby support.5°

A.1.4. This package might also include tax credit and loan guarantee support for
base-layer “process gaps” that act as bottlenecks for manufacturers,
including software for creating more transparent markets for newly-
subsidized commodities, enrichment and refining processes, and machine
tooling.

A.2.Executive-Led: Secretary of Treasury’s Exchange Stabilization Fund:

Alternatively, as analysis by policy group Employ America suggests, another
lever for this line of effort rests with the executive branch, which could direct the
Treasury Department to employ its powers over the Exchange Stabilization Fund
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(ESF) to guarantee forward demand and therefore dramatically de-risk
investment in new projects.5! Deploying a combination of both put option
purchases and loan guarantees, the Secretary of the Treasury could effectively
lower industry investment hurdle rates (the rate of return firms require to justify
greenfield investment) to facilitate production and commodities production
from smaller firms and more speculative projects.52

A.2.1. The President’s DPA Title III authorities could be used complementarily to
augment this mechanism.

A.2.2. This concept could also be paired with a version of the “manufacturing
investment company” concept; without additional authorized congressional
funding, perhaps the U.S. Small Business Administration (SBA) could create
such a classification and prioritize its funding as a beachhead for further
congressional support.

B. Supplemental De-Risking of New Commodities Projects:

Concurrently with either approach, Congress (via legislation modeled on the
Inflation Reduction Act) and the White House (primarily via DPA Title III, and in
coordination with state and local governments) could issue a coordinated package of
loans, loan guarantees, tax incentives, and subsidies to de-risk investment in new
projects aimed at: a) filling new strategic stockpiles; and/or b) responding to
Treasury-led signals to stabilize commodities prices.

B.1. At the state level, policymakers in both parties could lean on state legislatures
and promote candidates in favor of enacting permitting reform and deregulation
for relevant projects. Modeled on extant state-level policies incentivizing data
center investment, for example, passing state level legislation to further
incentivize investment in commodities production via tax credits and loan
guarantees would make an attractive addition to state partisan political
platforms, creating a race to the top amongst state capitals and drawing in
additional bipartisan allies at the county and local political levels.

B.2.A model DISB bill should account not only for state legislatures, but their
executive branches as well. Several state governments, including Republican
states theoretically opposed to state intervention in markets, have robust state
economic development agencies. JobsOhio (the semi-privately administered,
publicly-funded Ohio state development agency) is a powerful example.
Proactively designing legislation with these agencies in mind would generate
further support at the state and state donor levels, pressuring federal delegations
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to support DISB reform.

B.3.In addition to financing new commodities projects themselves, additional

financing for projects required to retool the logistical infrastructure to get these
strategic inputs to market (and enable their broader inventory processes by DoD
and other agencies) could be assigned by statute or via agency action to regional
banks and financial institutions, in addition to aforementioned “manufacturing
investment companies.”

These regional entities could be granted contracting priority over multinational
banks alongside supporting tax credits, justified by the former’s greater local
lending expertise and relationships with regional defense bases and
infrastructure firms. Alternatively, as Michael Lind has proposed, Congress
could direct the IRS to grant favorable tax treatment to bonds, qualifying as
related to DISB and DIB business activities, issued by states and
municipalities.53 This would incentivize yet another industry lobby to join the
coalition.

B.4.More ambitiously, a broad enough coalition may aggregate the political capital to

institutionalize DISB reform funding as a renewable government resource in the
form of a national bank. This could occur within the initial policy package or,
more likely, once the architecture is more mature and has attracted more capital
and users. In exchange for the federal government’s underwriting these new
revenue streams, current strategic commodities producers and, say, newly
formed “strategic commodities investment companies” might agree to divert
some percentage of guaranteed government revenues toward capitalizing next
generation production projects within a

“National Defense Resource Bank.”

INCREASING THE DEFENSE BUDGET’S REAL PURCHASING POWER

Ideally, DISB reform along the above lines would have the following effect on DoD’s
budget:

1.

Implemented at sufficient scale, these policy measures would over time both
stabilize supply and decrease the price of inputs into higher value-added DIB
outputs, thereby increasing the real purchasing power of the U.S defense budget
over the long term.
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1.1.1.Specifically, implementing measures to guarantee lower input prices would
necessarily initiate a statistical re-evaluation of future cost estimates within
DoD’s Office of Cost Assessment and Program Evaluation (CAPE) program,
which reports directly to the Secretary of Defense (SECDEF) and, via an
eight step project-based cost modeling protocol, informs the Planning,
Programming, Budgeting, and Execution Process (PPBE) within DoD.54 A
directive from SECDEF could accelerate this statistical update by triggering
a snap audit to level-set CAPE benchmark estimates for inputs. These would
be based upon the estimated price effects of the new policy package.

1.1.2. SECDEF would also issue a similar directive to the military branches,
given that the acquisition arms of the Army, Navy, and Air Force (in addition
to the Missile Defense Agency (MDA)) maintain separate cost estimate
handbooks in addition to CAPE’s.55 Ensuring that Congress, OSD, and the
Services are using standardized assumptions based on lower input costs
would be crucial. Further, an executive order could speed the adoption of
these new input estimates by the Congressional Budget Office, fully
permitting Congress an evidence-based aegis for issuing new procurement
contracts and expanding and accelerating existing production lines under a
fixed defense budget topline.

1.1.3. While versions of the above policy model might take T-5 to T-10 years to
display real effects on the supply of commodities, the political signal and
purchase guarantees of either “Farm Bill” or “Expanded DLA Strategic
Reserve” models might help bend futures markets downward, in turn
guiding CBO/government actuaries to adjust cost estimates, thus giving
Congress/DoD force planners greater concrete leverage to be more
ambitious and aggressive at T-0.

1.1.4. More ambitiously, this policy model might also facilitate increased
commodities exports to European and allied industrial bases — again
expanding the real purchasing power of the aggregate DIB of U.S. and allied
militaries. A full audit of the Defense Security Cooperation Agency (DSCA),
which administers Foreign Military Sales (FMS) and Foreign Military
Financing (FMF) programs, might permit American commodity price
supports for a “combined” allied DIB.

Taken together, some combination of the DISB policy reforms above would broaden the
political-industrial coalition to four sectors with broad geographic reach (defense
contractors, commodities producers, private equity, and regional finance), as well as
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strong incentive-based ties between both elected representatives and bureaucratic
officials on the state and federal levels.

Given a broadly and intelligently applied ‘strategic commodities’ label, the coalition of
public-private incentives for elected representatives might encompass close to — if not
all — fifty states.5¢ This powerful confluence of interests may be sufficient to underwrite
the kind of generational DISB reform that U.S. national security policy, on a bipartisan
basis, clearly requires — and create a new platform for plausibly advancing other DIB
reform proposals that were previously politically unrealistic.

CONCLUSION: A BROADER, STRONGER BASE

By broadening the political-electoral coalition described above, successful DISB reform
could become the enabling platform for a further suite of DIB proposals:

e Pressing for greater real defense expenditure and DIB output: the reduced
and stabilized cost of inputs would translate into greater potential supply of
finished systems, as discussed at greater length above, and proposals for
greater defense spending would be more likely to succeed, given greater
geographic distribution of constituencies benefitting from defense
production;

e Creating incentives for workforce training and promoting competition
between new and incumbent firms/primes: cheaper, more plentiful inputs
would incentivize the pursuit of more efficient and/or novel forms of complex
coordination, in turn creating greater incentive to train and credential the
next generation of DIB manufacturing workerss7;

e Constructing new GOGO and GOCO shipyards and facilities, as well as
needed federal ‘translational’ research institutes linking basic R&D to scale-
up capacitys3: the strong geographic distribution of a reformed DISB policy
architecture would benefit more broadly from the construction and
maintenance of these new public goods, in turn increasing the probability of
broad congressional support for new GOGO/GOCO projects;

e Enhancing technocratic reforms to procurement processes: the re-sale of
government-stockpiled inputs would motivate corporate lobbies to engage in
political compromises around drawing on these reserves;
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e Promoting greater emergency preparedness: DISB reform likely fails more
gracefully than many other DIB reform options, as it would place the U.S.
manufacturing base in a much stronger starting position than the status quo
to quickly surge production than simply expanding the defense budget; and

e More effectively wielding executive branch powers: the executive’s ability to
support the domestic commodities market via measures such as the DPA,
Section 301 trade authorities, and Treasury’s ESF are likely to be most
effective in complementing and amplifying the effect of congressional
appropriations, not as a substitute for them.

Given scarce time and political attention, approaching DIB reform primarily through
this wider lens may focused on coalition building might enable more successful future
attempts to solve discrete, technical issues with the DIB. With a fifty-state platform in
place, defense issues would become more likely to rise to the top of the legislative
agenda, driving the kind of sustained, virtuous cycle required to meet this pressing
national security need.
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