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SUMMARY
Background

Competition has long been the touchstone of American society, and a com-
petitive spirit served the nation well as its business institutions and industrial
structure developed. A part of the national legal framework, in fact, was carefully
crafted to bar constraints to competition. Granted an abundance of natural re-
sources, the American people have been amazingly ingenious in their application
and, for the larger part of this century, the United States led the world in tech-
nology and innovation. A strong U.S. trading position was based in large part on
this expertise.

Despite a substantial and continuing decline in trade balance beginning in the
early seventies, the United States still leads in many technological areas and, as a
trading economy, continues to have great influence. It is vital that the United
States maintain this influence as more and more nations develop their economies
and their technological and industrial capability, and rightly take solid positions in
the world trading community. As this occurs, the fair trade principles that the
United States has long espoused become more important than ever.

In the fifties and sixties, the United States led in the establishment of inter-
national agreements designed to promote a fair and open trading system. These
agreements contributed to world economic growth and prosperity and have been a
keystone of the Western alliance. But today, as national economies suffer in the
volatile economic climate of the eighties, nations are building walls to protect
themselves. Trade barriers—the brick and mortar of protectionism—threaten the
fair and open trading environment that serves all nations best. The United States
itself is in danger of succumbing—little by little—to the supposed panacea of pro-
tectionism.

Only the shortsighted and insular will fail to concern themselves with the
United States” declining position in world trade and in the underlying technology
that makes a solid trading position possible. Unquestionably, for too long, the
United States had been lulled by its earlier strong trade performance. Most Ameri-
cans are now awake to the danger as leading industries weaken and others, still
strong, are buffeted and threatened. Americans are asking what can be done.
They talk about rebuilding America, about industrial policy, about saving the
strong and assisting the weak—but are not sure how to begin.

The bolstering of the United States’ sagging trade performance is critical to a
full and sustained economic recovery, and to a strong U.S. international position.
Further, the nation cannot hope to retain its influence in the world trading com-
munity, unless it remains actively committed to fair trade principles. The United



States need not choose between those principles and a strong competitive posi-
tion; rather, it must actively seek both.

It is time for the United States to adopt a dynamic, aggressive and positive
program in order to remain a viable contender in the world marketplace.

The United States need not run scared against nations whose approaches to
the marketplace are different—even when these nations are often formidable com-
petitors because of strong government involvement in business, or international
alliances. Instead, the United States must carefully choose the appropriate re-
sponse, in some instances perhaps altering its traditional approach. Nor should
the United States attempt to replicate mindlessly what has worked elsewhere. The
nation must find its own sure footing.

Many of the needed tools are within our grasp. America has lost momentum,
but not its basic strengths: enormous material resources, highly skilled manpower,
a genius for innovation, a solid foundation in research and development. Let the
nation concentrate on using these resources. Let us shape policies that allow and
encourage us to do so.

National Trade and R&D Policies

The aerospace industry, from its vantage point as the leading manufacturing
exporter—and one that is facing increasingly strong government-supported foreign
competition—believes the United States requires a strong, clear focus on the two
key factors affecting the marketplace—trade policy and R&D policy. The estab-
lishment of complementary national policies in these areas can create an environ-
ment within which U.S. business and industry can flourish and compete effec-
tively. Such policies, well-defined and aggressively pursued, will constitute the
most effective of U.S. industrial policies. The aerospace industry does not believe
that an industrial strategy whereby government picks winners, or involves itself in
economic micromanagement, is the answer for America. The government does
bear a heavy responsibility for creating the sound economic environment fun-
damental to the competitiveness of American industry. Bringing budget deficits
under control is crucial to this effort.

Many of the elements of national trade and R&D policies are, in fact, in
place—but not aggressively implemented. Key principles are often espoused—but
without strong and steady commitment (or, are contradicted on a case-by-case
basis). Regulations are imposed widely, but without real harmonization or clear
national purpose. To be effective, trade and R&D policies must be mutually sup-
portive and must have broad-based support from Congress, the Administration
and the public. Their stated goals must be national objectives of the highest pri-
ority, and their attainment a national long-term commitment.

In the following pages, the Aerospace Industries Association has set out key
areas which must be addressed in trade and R&D policies. Because much current
policy discussion and pending legislation greatly affect direction in both of these
areas, there is detailed attention to a number of issues. Nonetheless, it is impor-
tant to separate from these specifics the essence of a national direction.

The trade and R&D policies that the aerospace industry envisions must center
on a new commitment and a new philosophy—characterized by a more cooper-
ative relationship between government and industry. In this relatio.nship a di-
chotomy must nonetheless be maintained so that government and industry each

fulfill the role for which it is best suited.



The strength of business is to judge the market, to create, to innovate, and to
sell products. Industry must:

® Review its own international policies, practices and structures in order to
give exports a high priority;

® Increase funding for research and development; and

® Increase capital investment to improve productivity, encourage innovation,
enhance product quality and lower unit cost, in order to be more com-
petitive in international markets.

Government can best support fundamental, high risk, long-term payoff re-
search, and can create a policy environment in which business can function effec-
tively and competitively here and abroad. Government must:

® Root out disincentives and create research, investment and export incen-

tives for industry;

® Promote free enterprise rules in the international marketplace; and

® Intercede where foreign competition is unfair or illegal.

In addition, government and industry must both work to create greater public
awareness of the realities of an increasingly interdependent world; the economic
impact of exports—in terms of gross national product, foreign investment, jobs
and tax revenues—in the United States; and, particularly, the importance of high
technology products.

Calls for tax incentives and increased R&D spending may seem to conflict
with the need to bring budget deficits under control. There is no question that
regaining, and sustaining, economic momentum will require tradeoff decisions; at
the same time, the aerospace industry believes that incentives and R&D funding
should be viewed as long-term investments in the nation’s innovational and pro-
ductive capacity and must weigh heavily in the decision process. Then, too, the
removal of disincentives, which does not absorb revenues, is of equal importance.
Eliminating disincentives is itself an incentive, contributing to a more stable policy
environment, and stimulating innovation, investment and productivity.

Of fundamental importance, U.S. business and industry must be able to count
on stable, continuing trade and R&D policies. A solid, long-term policy framework
with clear objectives will allow today’s industries—and those of the future—to
compete aggressively and successfully in the world marketplace. If such a new
national purpose can be forged, America will regain its lost competitive momen-
tum and be assured the economic health essential to stability, strength and
national security.



A National Trade Policy: A Proposal

Introduction

The United States is confronted by an international trade situation which ap-
proaches crisis proportions. The U.S. trade balance has been in deficit with the
exception of a few years since 1971. The dollar’s exchange rate in relation to the
currencies of other leading trading partners has made U.S. products more ex-
pensive in foreign countries, and competing goods less expensive in the United
States. Oil imports remain high—though not as high nor as costly as in the recent
past—and U.S. competitiveness in world markets lags across a broad spectrum of
products.

In 1983, the trade deficit is expected to deepen as other countries recover less
quickly than the United States from recession. Imports will thus increase before
exports gain momentum. The most significant negative development in the U.S.
trade situation in 1982 was the decline in trade in manufactured goods of $16
billion—from an $11.8 billion surplus in 1981 to a $4.3 billion deficit. The motor
vehicle, metal working and consumer electronics sectors were particularly hard
hit.

The aerospace industry, on the other hand, remained the leader in 1982
among manufacturing exporters—as it has been for 20 years. Aerospace shipped
$15.6 billion abroad and imported $4.6 billion for a net trade balance of $11.0 bil-
lion. The 1983 aerospace trade balance should be still higher, preliminary estimates
show. The industry’s considerable and continuing trade surpluses have helped
offset the deepening U.S. trade deficit.

The question is whether the aerospace industry’s international market
strength can continue in light of the decrease in aerospace R&D spending in the
last decade or so relative to the level of the sixties. There is a strong correlation
between large R&D efforts and positive export balance because advanced tech-
nology, which derives from R&D, yields competitive products and costs—as re-
flected in high technology products being second only to agriculture in dollar vol-
ume of U.S. exports.

Although Americans can expect exports to increase with world economic re-
covery, an increase sufficient to eliminate the trade deficit is going to be hard
won. The blunt fact is that America’s economy is leveling off in many industrial
sectors at a time when the world economy is becoming both increasingly more
interdependent and highly competitive. American exporters operate at a disadvan-
tage in a number of areas which have been clearly targeted by other nations as
foreign market opportunities.

Foreign governments surpass that of the United States in providing their in-
dustries such benefits as:

® Sales tax and value added tax refunds on exports;

® Territorial income tax systems which result in reduction or elimination of

taxes on foreign source income, including some profits related to export
sales;

® Special subsidies for export-related research and development;

® Preferential export credit and insurance;

® Offsets for currency fluctuations; and

® Government-industry cooperation through marketing programs, political

leverage, and concessions only governments can make.

Through these kinds of support, foreign nations seek to expand export mar-
kets for the positive effect on their trade balance, to create jobs, and—in the case
of manufactured goods, especially high technology products—to strengthen and
diversify industrial capabilities.



American private sector firms must compete, then, in a marketplace increas-
ingly characterized by government support of exporters. Immediate U.S. policy ac-
tion is necessary if American exporters are not to lose further ground. A great deal
is at stake. The nation must maintain its economic vigor, to which exports con-
tribute by creating jobs for thousands of Americans and a higher standard of liv-
ing. A position of strength in the world community requires, too, that the United
States maintain a solid position as a trading nation.

The competitiveness of American industries is, above all, dependent upon an
economic environment as free as possible of unnecessary constraints and disad-
vantages. It is fundamental that U.S. monetary and fiscal policy strive to correct
the imbalance and volatility in exchange rates, and bring budget deficits under
control in order to reduce the threat of renewed increases in interest rates and
inflation. The control of budget deficits will have an immediate positive impact on
price competitiveness in world markets. Such improvements are essential as well
to creating an environment that will allow industry to make the long-term,
growth-oriented investments required to maintain U.S. leadership in technology
and productivity.

While working to establish a sound economic environment, the nation cannot
fail to recognize the growing importance of exports to that economy and, there-
fore, the need to aggressively promote exports. Unfortunately, the United States
has not been sufficiently committed to export expansion and existing policy, in
many instances, has served to retard rather than stimulate exports. Sound ap-
proaches to export policy and procedures—the simplification of export licensing is
one example—have been spelled out in the Export Administration Act of 1979, but
the United States has failed to aggressively implement them. And while the pre-
sent Administration has framed a positive, U.S.-interest-based policy on sales of
military equipment abroad, there is need for an assurance of policy continuity—
from Administration to Administration—in this area. Further, in the absence of
bilateral agreements, the effect of unilateral export restrictions has been to en-
courage military sales by other countries. Changes in the international situation
will inevitably necessitate new instances of sales restraint, but these must be ad-
dressed within a sound, long-term policy framework.

Future policy must include the rooting out of impediments to export growth.
At the same time, the United States should repudiate ““negative’”” approaches,
avoiding reliance on protectionism—tariffs, quotas, domestic content legislation,
and so forth. Such policies have at best a short term positive effect and have seri-
ous long term negative consequences by encouraging similar and potgntially ;
stronger retaliatory and punitive actions by other countries, reducing innovation
and efficiency and driving up prices. In the end protectionism will weaken, not
strengthen the nation.

Nor should the United States mimic other nations” approaches to industrial
trade policy. It must avoid the pitfall of substituting government judgment for that
of business management’s in the allocation of industrial resources to meet the de-
mands of the marketplace. The United States must instead develop an approach
based on its strengths and values. Strengths include enormous material resources,
demonstrated excellence in R&D, unparalleled capacity for technical innovation
and a large, highly skilled populace. A dynamic new trade emphasis should stress
these “positives,” should set clearly-defined goals, and enable_ the United States to
meet competition head-on with aggressive, consistent domestic and international
policies and action. Above all, however, established policy must be aggressively
pursued by the government agencies concerned. . :

A trade policy can only be effective if government and industry work in con-
cert, both sectors taking measures to reshape those relationships which serve to



retard export expansion, and to create instead an environment of mutual support.
The government must take the lead in establishing policy, with input from indus-
try. To that end, the U.S. Trade Representative, Ambassador Brock, has enun-
ciated these goals for government:
® Regularly evaluate tax policies, regulatory practices and government pro-
grams in terms of competitive opportunities, including finding an accept-
able alternative to the Domestic International Sales Corporation (DISC);
® Examine and clarify U.S. antitrust laws as they affect the U.S. international
competitive position;
® Remove disincentives to U.S. exports in laws such as the Foreign Corrupt
Practices Act;
® Continue to be vigilant and forceful in defending exporters against pre-
datory trade practices;
® Vigorously pursue unfair trade practices such as subsidies, performance re-
quirements, and trade barriers that violate international treaties and agree-
ments;
® Strengthen export credit programs and provide, where essential, innovative
financial arrangements on a case-by-case basis in markets where U.S. prod-
ucts are challenged by foreign subsidized financing; and
® Work to implement the agreements negotiated at the GATT Ministerial and
to extend trade rules further in order to smooth the adaptation of the trade
system in the future.
There are many areas in which certain legislative and regulatory actions
would enhance exports, especially of high-technology products. A few of the more
important ones are discussed in the following pages.

Export Tax Incentives

For decades, most developed nations, recognizing that their economic well-
being is critically dependent on exports, have employed an array of export incen-
tives for their businesses and industries. These incentives have often been tax in-
centives that are provided either directly by the statutory laws of the various coun-
tries or indirectly through the administration of the tax systems of those countries.
The United States has during this period basically had only one export tax incen-
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tive, the Domestic International Sales Corporation (DISC). In hearings relating to
the DISC legislation in prior years, the United States Treasury Department identi-
fied many of the extensive direct and indirect tax incentives for exports provided
by other major developed countries.

DISC has been under attack by our trading partners participating in the Gen-
eral Agreement on Tariffs and Trade (GATT) as illegal under that treaty, and the
Reagan Administration has sent to Congress a proposal (H.R. 3810, S. 1804) for
replacing the DISC provision to resolve the long-standing controversy over GATT
consistency.

The aerospace industry supports the Administration’s proposal in principle.
On the affirmative side, the proposal eliminates some of the less desirable features
of the present DISC provisions: the proposal exempts from tax the income of the
export entity both when earned and when repatriated, rather than simply defer-
ring tax; and the proposal eliminates the incremental feature of DISC, which is
inefficient and discriminatory in the application of the intended tax incentive. The
proposal contemplates forgiveness of the deferred tax on DISC income—a critical
step.

pTo be balanced and truly effective, however, the Administration’s proposal
must be modified in three areas. First, the proposed requirements for a significant
business presence abroad are complex and could result in the relocation of some
U.S. jobs abroad; these requirements should be modified and clarified further to
ensure that they do not unduly restrict exporters’ operations and incentives, nor
increase U.S. unemployment. Second, the amount of income which is exempted is
inadequate; the present DISC provisions should represent the minimum com-
mitment of the United States Government to a sound export policy, and any re-
placement must do better by providing a more significant incentive. Third, the
proposal fails to recognize that the present DISC provisions discriminate against
military sales by giving a lesser tax benefit to such sales. Military sales contribute
just as importantly to our balance of trade as do commercial sales, and the DISC
replacement must therefore eliminate the discriminatory treatment of military
sales. With these modifications, the President’s DISC replacement proposal should
be an excellent incentive for exporters and yet be within U.S. international com-
mitments under the GATT.
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~ In addition to enacting a replacement for DISC, United States export tax pol-
icy shoulc.l be improved in several less obvious but important ways. A bill (S. 654)
has bpgp introduced in this session of Congress to make permanent the temporary
prohibition against allocating and apportioning research and development ex-
penses to foreign source income as required by Treasury Regulations § 1.861-8.
This bill should be adopted, and the Congress should make it clear that the pro-
hlbltl.On also extends to the allocation and apportionment of such expenses to ex-
port income derived through a DISC or its replacement.

At the present time, the source of income from the sale of products can de-
pend upon where the sale technically takes place. Where products are manufac-
tured in the United States and sold abroad the income on the sale is considered
effectively to arise 50 percent from within and 50 percent from without the United
States. It is the industry’s position that this rule should apply regardless of where
the sale takes place. Thus, the rules of Internal Revenue Code sections 861-863 for
determining the source of various items of income should be changed to provide
that all income from sales of domestically-manufactured goods with an ultimate
destination abroad (even if the first sale is to a U.S. export trading corporation or
other governmental or unrelated private entity) should be treated as arising 50
percent from foreign sources and 50 percent from domestic sources. On such
sales, the passage of title and risk of loss would not be relevant. This will relieve
U.S. companies of the necessity of passing title in foreign countries, which some-
times use such a step as an occasion to impose a tax.

A small but important change that should be made in our export tax policy
would be to defer the current taxation of advance payments received with respect
to contracts to perform services abroad and, in certain cases, the manufacture of
unique products for sale abroad. Although taxpayers on the completed contract
method of accounting who manufacture and sell goods abroad are entitled to full
deferred tax treatment of advance payments received, the regular, existing tax
rules are too restrictive in the case of these other foreign transactions. In less de-
veloped countries, the legal remedies available to a contractor are restricted and
may even be abrogated with a change of government, but receiving a large ad-
vance payment protects the contractor against this risk. Taxing such advance
payments as income when received, prior to the recognition of related expenses

... The U.S. Cannot Afford to Lose Ground
in Areas of Trade Strength—Such As High Technology

Billions
of Current
ollars Pesr(;ent
Exports
40+
I R&D-intensive
& manufactured
201 products w0k
0 fmmmime . L
B ~———
C 7\ NN
~20- Non-R&D-intensive \-\ 30 -
- manufactured [
3 products \
B b e e o G T 1967"7‘01"‘7'5"'1810

1960 64 68 72 76 80

BALANCE IN R&D AND
NON-R&D-INTENSIVE EXPORTS
Source: National Science Foundation,
Science Indicators—1980

PROPORTION OF U.S. TRADE IN
HIGH TECH PRODUCTS

Source: U.S. Department of Commerce



which would reduce that income, operates as a disincentive to these transactions.

Finally, there is currently before the Congress a bill (H.R. 3110) that would
deny the investment credit and ACRS (Accelerated Cost Recovery System) benefits
to U.S. taxpayers who lease equipment to foreign governments and entities. Leas-
ing abroad is an important adjunct to selling abroad, and the denial of tax benefits
in leasing situations is certain to have an adverse impact on our balance of pay-
ments. H.R. 3110 should be amended to incorporate an exemption for leasing to
foreign entities.

In addition to the above measures, the United States Government should un-
dertake a current, formal study of the export incentives provided by other de-
veloped nations, to assure that with the replacement DISC provisions, the export
incentives of the United States are comparable to those of other nations. The study
should consider extending replacement DISC benefits to cover the provision of
services abroad by U.S. companies. Specifically, the Departments of the Treasury
and Commerce, with help from the United States Trade Representative, should
report to the President within a reasonable time period, such as two years, with
recommendations on an improved trade incentives policy.

Export Finance

Among the many factors contributing to the U.S. balance of trade and pay-
ments problem, and one of primary concern to American industry, is the pro-
vision by foreign governments—through national export credit agencies—of an ar-
ray of export financing incentives and subsidies. These include government-
supported loans below market level, insurance programs which protect against
abnormal cost escalations, insurance against exchange rate fluctuations, and a va-
riety of other benefits.

In a world where comparable products, services and technology are widely
available, financing terms can be the critical factor in securing and maintaining an
export market. The only institution available to U.S. exporters as a means of com-
peting with foreign government-supported financing is the Export-Import Bank
(Eximbank), a self-sustaining entity which does not utilize taxpayer funds.

A major advantage of U. S. exports—and Eximbank financing—is the fact that
volume production drives down unit costs to American customers; in other words,

Aerospace, For Example, Contributes a Substantial
Positive Trade Balance Each Year
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the more the United States develops technology and the more exports of products
resulting from that technology are increased, the less an American purchaser pays
for an American-built product. Future programs not based on foreign sales poten-
tial could be priced out of both U.S. and foreign markets. Thus, Eximbank financ-
ing is vital to export sales, to correction of the U.S. trade deficit and to the U.S.
economy in general.

Until the expansion of Eximbank’s authority by the 95th Congress, U.S. ex-
porters were at a marked competitive disadvantage in export financing. The new
legislation, coupled with the Bank’s commitment to be competitive with its foreign
counterparts, should have enhanced the U.S. export position. Unfortunately, this
has not been true in the recent past.

Direct loan and guarantee levels have not always been sufficiently high and
the government has been reluctant to utilize fully the resources of the Eximbank.
Until recently, too, when a medium-term financing program was established, Ex-
imbank financing has not been as available for smaller fixed wing aircraft and heli-
copters as for commercial transports. While the Administration may now be re-
assessing previous decisions to restrict the Bank’s activities, it is not clear that suf-
ficient support will be forthcoming. The Administration’s direct credit funding for
1984, for example, is inadequate to the projected need. Further, policies adopted
by the Bank have erected a formidable set of stumbling blocks to obtaining financ-
ing for export sales: the up-front fee of two percent on all loans—effectively add-
ing a half percent to the interest cost; and, in the case of aircraft loans, a series of
stipulations severely restricting loans unless competition is both clearly and ac-
tively present. Moreover, financing for follow-on aircraft purchases has been dis-
couraged.

Clearly, export financing worldwide must change—with the ultimate goal of
eliminating government subsidies and achieving financing at market rate and
term. Yet, the Eximbank must be maintained or other nations will have no stimu-
lus to move in that direction. Direct loan and loan guarantee ceilings sufficiently
high to meet any and all financing offers seem justified in view of the anticipated
increased demand for export loans as world recession ends, and the need to send
strong signals to foreign competitors of the U.S. government’s intention to combat
the practice of officially supported export financing. They will also discourage any
potential government-subsidized incursions into the U.S. domestic market.

Eximbank must also be strengthened in key policy areas. Above all, Ex-
imbank’s first priority should be placed on being competitive; its second, on being
self-sustaining. Eximbank should address new ways to assist U.S. aircraft ex-
porters in adapting to changing market conditions, including financing or guaran-
tees of used equipment and leasing arrangements. Finally, the Bank must be
strengthened in its ability to provide against unfair financing practices employed
by foreign competitors in the U.S. domestic market.

The aerospace industry does not advocate that the United States emulate the
kind of government/industry cooperation and support which have come to char-
acterize its trading competitors’ efforts. Yet foreign government consortia, targeted
industries and the like are here to stay. Only an institutionally strong and ade-
quately funded Eximbank will provide the United States’ foreign competitors with
a true incentive to adopt non-subsidized market rate and market term financing,
thus neutralizing the effect of government supported financing in product selec-
tion.

Multilateral Trade Negotiations

Even though the United States is facing tough competition from abroad in
high-technology markets, it can maintain its current position in a fair and open



trade environment. If, however, foreign governments limit U.S. industry’s access
to markets through tariff and non-tariff barriers, export credits or other induce-
ments, further U.S. market share declines can be expected.

In the aerospace industry, the great majority of countries producing civil
aircraft—the United States, the European Economic Community, Japan, Canada
and Sweden—are functioning within an “Agreement on Trade in Civil Aircraft,”
part of the package of Agreements and Codes accepted in April 1979 as a result of
the Multilateral Trade Negotiations (MTN). This Agreement was approved by the
Congress (Trade Agreements Act of 1979) and took effect on January 1, 1980. The
Agreement sets forth policy objectives encouraging the continued worldwide de-
velopment of the aeronautical industry with fair and equal opportunities, on a
commercially competitive basis, for all manufacturers and operators, free from the
adverse trade effects of governmental support of civil aircraft development, pro-
duction and marketing. In addition, the Agreement eliminates tariffs on all civil
aircraft and engines and on most parts. Duties on flight simulators, foreign civil
repairs and parts for civil aircraft classified for customs purposes under numerous
specific tariff headings have also been eliminated.

The Aircraft Agreement incorporates many important nontariff provisions
which indicate that purchase decisions should be based on commercial and tech-
nical factors. Specifically, it states that governments should not apply unreason-
able pressure on airlines to purchase from particular sources; require offset pro-
duction; nor attach inducements, such as landing rights or economic sanctions, to
sales of civil aircraft. The Aircraft Agreement does not address the matter of ex-
port financing. Instead, the four major free world aircraft producing nations—
France, Germany, the United Kingdom and the United States—function under the
Commonline Agreement. The Commonline is an informal understanding, con- 11
firmed by letters among governments, that they will adhere to certain minimum
rates and terms. If market rate and market term cannot be achieved through the
Commonline, it may be necessary to raise the issue of export financing to that of a
multilateral treaty, placing it in the hands of the highest level of government offi-
cials. The Agreement might become part of the subsidy clause of the Agreement
on Trade in Civil Aircraft, or be addressed under the financing clause of that
treaty.

The industry strongly supports the Civil Aircraft Agreement on the basis that
everything possible should be done to reduce or eliminate market distorting prac-
tices by governments in civil aircraft trade. At the same time, the government
should act to strengthen the Aircraft Agreement and other General Agreement on
Tariffs and Trade (GATT) codes on which enforcement of the Aircraft Agreement
depends. Without discipline in the market, severe trade distortions can arise
which will adversely affect the interests of the aerospace industry. Market dis-
cipline should be sought through multilateral trade agreements.

Specific changes to the Agreement on Trade in Civil Aircraft should include:
(1) the expansion of duty free treatment of parts of aircraft; (2) wording listing spe-
cific actions from which signatory governments agree to refrain while major airline
procurement decisions are under consideration (e.g., directed procurements, de-
mands for mandatory subcontracts, and political inducements such as offers of
landing rights); (3) agreement on the elimination of all subsidies in official gov-
ernment direct loan export financing. In addition, the industry recommends that
the U.S. government negotiate an agreement among the countries to reduce or
preferably eliminate differing technical requirements and interpretation of re-
quirements on such items as aircraft certification, quality control approvals, and
application of standards. ‘

Until such changes to the Aircraft Agreement can be achieved, the U.S. gov-
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ernment should act in a timely fashion and at a high political level to counteract
foreign government marketing practices that distort trade. The government should
make clear that the U.S. will match to neutralize those practices. Such action may
be necessary to counter unfair practices in the near term, but may also be the only
means of leverage to achieve improvements in the government-supported Agree-
ment on Trade in Civil Aircraft and the Commonline financing agreement.

Technology Transfer

Technology transfer is an essential and desirable concomitant of international
trade which plays a critical and growing role in the economic vitality of the U.S.
and other Free World nations. Technology is transferred in many ways . . .

patent literature, university training, government and private publications,

conferences, trade shows, career development programs, reverse engineering,
product exports, licensing, direct foreign investment, joint ventures, and both
government and industry programs for co-production and co-development.

. . much of this transfer is desirable in the interests of stimulating innovation and
technical progress.

In recent months, national security concerns have heightened the dialogue on
the sensitive issue of technology transfer. Obviously, the possible transfer of
highly critical technology to Eastern bloc nations necessitates the imposition of cer-
tain technology controls. Nonetheless, this need must be balanced by the recogni-
tion that advanced technology is not the sole province of the United States. While
the total level of R&D effort and the supply of technological know-how of the
United States exceeds that of its principal competitors, the rate of growth in many
key areas of industrial innovation by some competitors, particularly Japan, has
surpassed that of the United States over the past decade. The fact that other
nations have been able to come abreast or take the lead in several important areas
gives rise to many policy implications in this area. The United States must recog-
nize that:

® Efficient access to foreign technology is now more important than ever to
the U.S. economy and the defense establishment;
® The ability of the United States to control the international flow of leading-
edge, militarily critical (dual use) technology has been reduced; conse-
quently, |
—The importance of multilateral agreements to control the export of mili-
tarily critical technology to the East Bloc has increased, and
— Unilateral controls on free world trade by the United States not only are
generally ineffective in accomplishing their objective but can result in loss
of competitiveness of U.S. industry and place the U.S. military in a posi-
tion of increased dependency on foreign nations for leading-edge tech-
nologies; L A
® The efficient transfer of technology is critical to the success of technology-
oriented firms in international trade. Novel international business relation-
ships are being developed for intra-industry cooperation which improve
business prospects for their participants while providing jobs, income and
access to the rapidly growing technology of other nations to the U.S. do-
mestic economy. These agreements work without violating proprietary in-
formation of each participant or security controls on U.S. exports.
Although it recognizes the paramount concern of national security, the aero-
space industry is concerned that trends in the development of controls on tech-
nology exports may undermine economic and technology leadership. The ap-
proach exemplified by the Department of Defense Draft Directive 2040.xx on



international technology transfer broadens the scope of technology control by add-
ing “sensitive’” and “significant’”” technologies in addition to “critical’” tech-
nologies. Such measures could severely impact aerospace exports, one of the few
areas of U.S. international trade that consistently shows a large surplus, and it
could limit U.S. companies’ opportunities to compete in multinational ventures. A
more balanced approach from the standpoint of both national security and
national economic interests is to limit the scope of controls on technology transfer
to a manageable, truly critical set of technologies to which access by U.S. adver-
saries can actually be denied.

The Export Administration Act of 1979 struck a sound balance in its objectives
between the use of export controls for national security, foreign policy or short
supply considerations and the need to promote exports. The Act’s interpretation
and implementation, however, has often had a negative impact on trade without
substantial gain for national security and foreign policy. Among the problems en-
countered, the Militarily Critical Technologies List is at the heart of matters.
Opverly long and detailed, this list should be kept to a minimum, determined to a
great extent by the foreign availability of technology and goods. Further, appli-
cation of export restraints must be multilateral, since unilateral controls seldom
achieve the desired effect and would leave the market open to U.S. competitors.
This is best accomplished through a strengthening of COCOM—the coordinating
committee of all NATO countries, except Iceland and Spain, plus Japan—which
has developed policies and practices for the control of goods having a strategic
military value in Communist countries. The U.S. Government should take steps
toward strengthening COCOM in such a way as to improve the consistency and
uniformity of interpretation of the rules by all members, and to strengthen en-
forcement mechanisms.

The United States should acknowledge the concept of contract sanctity, pro-
hibiting the application of unilateral foreign policy controls to existing contracts for
the term of the contract. U.S. companies will not be accepted as reliable sources of
supply if they are required by the Government to default on their contractual ob-
ligations, or if there is a possibility of default. West/west trade with COCOM
countries should be eased as well by new and simplified license procedures. Con-
sideration must be given to a more general license category as a possible alternate
to the individual validated license for many types of technology transfer among all
free world countries. Such a license could be assigned to firms that demonstrate
ability to control militarily critical technology, and it could cover only long-term,
well-defined business relationships such as with affiliates, co-venture partners, li-
censees, and foreign national employees. It could authorize multiple exports and
re-exports over an extended period where adequate transaction records exist for
audit. By making use of the commercial safeguards for proprietary data and know-
how which are applied by companies that operate internationally, such a license
could reduce the nonessential administrative load on export control agencies and
free them for higher priority export cases.

The ability to control exports is an extremely powerful weapon which must be
used with extreme caution. The best balance of security and economic interests
can be achieved only through full knowledge of the impacts of controls on
national security, the economy and foreign relations. A variety of public and pri-
vate sources must have input to this essential process.

Summary and Recommendations

Current world circumstances underscore the fact that_ the economic, political
and military futures of the United States are inextricably linked. Unfortunately, the
United States’ economic difficulties are compounded by lack of consistent, effec-
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tive and aggressive export expansion policies. The situation can be corrected if
government and industry work together to develop and vigorously implement
such a policy. A national export policy must:

® Establish exports as a high national priority;

® Endorse free trade and repudiate protectionism;

® Reflect a view of trade as a national investment in higher employment lev-
els, increased tax revenues, faster GNP growth and as a means of arresting
trade deficits and inflation;

® Minimize regulatory procedures and other disincentives that inhibit export
expansion;

® Expand programs to offset and work toward elimination of tax and other
advantages of foreign competitors;

® Provide tax and other incentives to encourage industry investments which
improve productivity, encourage innovation, improve quality and lower
unit cost in order to be more competitive in international markets;

® Enforce the Multilateral Trade Negotiation agreements to insure American
companies are not unfairly penalized by measures employed by other
nations to increase exports;

® Work for the further extension of trade rules in order to achieve a fair,
competitive world trade environment;

@ Strive to reduce the excessive credit competition that characterizes inter-
national trade and take firm retaliatory action against countries that provide
exporters with preferential credit terms;

® Include well-articulated plans and programs to use weapons sales abroad in
furtherance of U.S. foreign policy;

® Provide an assurance of policy continuity on sales of U.S. military equip-
ment abroad as well as sales of military equipment produced through multi-
national programs. New instances of sales restraint, necessitated by changes
in the international situation, must be addressed within a sound, long-term
policy framework;

® Promote broader acceptance—by the Federal Government, industry, orga-
nized labor and the public—of the beneficial relationship between increased
exports and a healthy economy.

Specifically, the aerospace industry recommends inclusion in a national trade
policy of the following actions that would significantly enhance the com-
petitiveness of the U.S. aerospace industry in world markets:

® With respect to Tax Incentives

—Replace DISC with an export incentive within U.S. international commitments
under GATT;

—Make permanent the temporary prohibition against allocating and apportion-
ing research and development expenses to foreign source income, extending
the prohibition to the allocation and apportionment of such expenses to ex-
port income derived through a DISC or its replacement;

—Change IRS rules to provide that all income from sales of domestically-
manufactured goods with an ultimate destination abroad be treated as arising
50 percent from foreign sources and 50 percent from domestic sources;

—Defer the current taxation of advance payments received with respect to con-
tracts to perform services abroad;

—Continue to permit use of the investment credit and Accelerated Cost Recov-
ery System benefits by U.S. taxpayers who lease equipment to foreign enti-
ties;



—Undertake a formal, government study of the export incentives provided by
other developed nations to assure that with the replacement DISC provisions,
the export incentives of the United States are comparable to those of other
nations. The study should consider extending replacement DISC benefits to
cover the provision of services abroad by U.S. companies. An outcome of the
study should be recommendations on an improved trade incentives policy.

With respect to Export Financing

—Expand the concept of the Eximbank to include the role of active promoter of
U.S. exporting;

—Work to neutralize financing as an element in foreign competition; i.e., push
for market rate and market term and obtain similar rates and terms for small
fixed wing aircraft and helicopters as now exist for transport aircraft.

—Make Eximbank more effective as an export credit agency by substantially in-
creasing its funding level and loan guarantee authority;

—Give Eximbank authority to meet any and all financing offers in accordance
with its mandate to be competitive;

—Support export sales more actively through Eximbank by the elimination of
restrictive loan policies;

—Strengthen Eximbank’s ability to provide for the financing of sales of domestic
aircraft manufacturers and subsystem suppliers to U.S. carriers in competition
against unfair financing practices of foreign producers;

—Direct Eximbank to investigate immediately the potential to support foreign
sales of used equipment as well as the need for funding or guarantees for
leasing.

With respect to Multilateral Trade Negotiations

—Support and enforce the Trade Agreements Act of 1979 and the Civil Aircraft
Agreement vigorously, particularly with respect to subsidies;

—Act to strengthen the Aircraft Agreement and other General Agreement on
Tariffs and Trade codes on which enforcement of the Aircraft Agreement de-
pends, seeking market discipline and enforcement through multilateral trade
agreements;

—Make clear that the U.S. government will match to neutralize trade distorting
practices until improvements in the Civil Aircraft Agreement and the Com-
monline Agreement on aircraft financing can be achieved;

—Raise the issue of export financing to that of a formal multilateral agreement
through GATT or the OECD if the Commonline Agreement on export financ-
ing does not achieve market rate and term.

With respect to Technology Transfer \

—Initiate steps toward strengthening COCOM to improve the consistency and
uniformity of interpretation of the rules by all members;

—In revising the Export Administration Act of 1979:
® Ensure that export control decisions consider foreign availability, and are

multilateral within COCOM,;

® Respect contract sanctity in foreign policy controls;

® Limit the scope of controls on technology transfer to a manageable critical
set of technologies to which access by adversaries actually can be denied;

@ Develop a license category for multiple exports of technology as an alterna-
tive to the individual validated license for exports within those free world
countries that agree to reexport controls on militarily critical technologies;

—Expedite decisionmaking on license applications.
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A National Industrial R&D Policy: A Proposal

Introduction

For most of this century, the United States dominated world trade. There
were many contributing factors but one cannot be overstated: the United States
was able to offer better products at lower prices because it enjoyed broad tech-
nological superiority.

That picture has changed dramatically over the past quarter century. In
Europe, Japan and elsewhere, governments and their manufacturers have invested
heavily, over a period of years, in upgrading their technological capabilities. By
and large, their efforts have borne fruit. Generally speaking, the United States is
still the free world’s technology leader, but in some industries it has ceded top
ranking; even among high technology industries, where the U.S. trade perfor-
mance has been most impressive, the technology gap has narrowed to the point
where it is sometimes difficult to measure.

In addition to improved technological posture, foreign manufacturers have
something else going for them in international competition: they get an extra
measure of competitive strength from a variety of supportive measures provided
by their governments—development subsidies, direct promotional aid, tax incen-
tives and financial assistance in marketing, for example—that undeniably improve
the salability of their products.

Thus, the United States faces a two-pronged challenge from abroad. The
technological challenge seems more likely to intensify than abate; having tasted
success in some areas of export trade, foreign competitors are seeking to broaden
their trade vistas by improving their technical competence in new areas. As for the
non-technical aspects of the challenge, it is likely tl_lat foreign governments will
continue to provide some kind of support to thelr mdust;‘ie;s despite American
efforts to negotiate a more equitable trade environment; it is not realistic to expect
that we can negotiate out of existence the advantages our foreign competitors en-
joy.

Clearly, it is time for a strong American response, a two-pronged response to
a two-pronged challenge. First, the United States must develop countermeasures
to neutralize, to the degree possible, the competitive advantages accruing to for-
eign manufacturers from the support of their governments. However, given the
fundamental differences between the U.S. and foreign economic and political sys-
tems, we cannot expect that the U.S. government can or will provide its export
industries the degree of support that foreign competitors get.

Therefore, the best response to the challenge, the best opportunity for re-
vitalization of the U.S. international trade performance, lies in a traditional Ameri-
can strength: technology. We must effect a bold, new technological thrust to rees-
tablish U.S. product superiority in the world marketplace; we must surmount the
competitive disadvantages by bringing to the marketplace products of such clear-
cut superiority that their technical excellence outweighs whatever non-technical
marketing attractions the opposition may offer, and we must support the tech-
nology with a new, positive trade policy.

Those goals are capable of accomplishment.' The United States has not lost its
technological capability, only its momentum. A first requisite to regaining lost mo-
mentum is recognition—by the Administration, the Congress and the American



people—that American preeminence in science and technology is of paramount
importance to the U.S. economy, the nation’s security and its standard of living.
There is a parallel need for a comprehensive government policy concerning the
conduct of industrial research and development; a policy that accords a higher
national priority to R&D; a policy that encourages more effective cooperation
among government, industry and the academic community; a policy that stimu-
lates industrial R&D aimed at creation of superior products for the marketplace.

From the standpoint of near-term national competitiveness, the policy should
be broad enough to include R&D that might be termed “implementing tech-
nology,” the effort embracing such fields as applied research, exploratory de-
velopment, advanced development and manufacturing technology—in short, the
bridge between basic research and the emergence of a product.

In aerospace, where U.S. industry still maintains a technological edge, there is
opportunity for revitalizing American competitiveness through emphasis on tech-
nologies with the greatest payoff potential. An Aerospace Industries Association
study analyzes a broad array of technologies and identifies those that offer very
large improvements in the cost and performance of aerospace products that will be
in service a decade hence.

Entitled Aerospace Technology for the 1990s, the study report details the benefits
that might be expected from such a focused technology thrust. For example, con-
centration on 19 technologies involved in development of a large subsonic trans-
port for the 1990s could provide a 50 percent increase in payload/range and a 30
percent reduction in life cycle cost—about $4.5 million savings per airplane per
year. Similar R&D focused on a short haul transport aircraft could effect a 43 per-
cent reduction in direct operating costs, saving $3 million per airplane per year.
And in the case of a typical helicopter, there is opportunity for cutting operating 7
costs in half while effecting speed and range increases of 30 percent. For an ad-
vanced tactical fighter of the "90s, focused R&D promises a twentyfold improve-
ment in mission effectiveness coupled with a 25 percent reduction in life cycle
cost—5$14 billion for 1,000 aircraft over 20 years.

Gains of this order mean immense benefits to U.S. competitiveness and
national security, but developing the essential technology will be costly. The in-
dustrial R&D policy should recognize that regaining lost momentum will require
substantially increased investment by both government and industry. Insofar as
government-funded R&D is concerned, the Fiscal Year 1984 budget calls for mod-
erate to generous increases in various categories of research. That is a step in the
right direction, but it must be remembered that funding for R&D declined as a
percent of the gross national product for more than a decade before achieving a
moderate upswing. In the 1970s, Federal R&D expenditures dropped well below
the levels of the mid-1960s in constant dollar terms and, although on the rise, have
not again reached the peak levels of the sixties. In order to redress long-term ne-
glect, the policy should advocate really significant increases in government sup-
port of R&D as a long-term proposition.

Additionally, the policy should advocate incentives that would encourage in-
dustry to make the large investments demanded by the focused R&D thrust. Cer-
tain legislative and regulatory actions would provide the essential incentives and
considerably enhance the industrial R&D process. They are detailed on the fol-
lowing pages.

R&D Tax Incentives

Increased U.S. industry investment in R&D will help to strengthen the tech-
nological position of the U.S. in international competition. This is particularly true
among high technology industries, such as aerospace, where R&D expenditures
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must be increased and sustained at high levels if the United States is to cope suc-
cessfully with the competitive challenge it faces.

In the Economic Recovery Tax Act of 1981, the Administration and the Con-
gress recognized the need for additional research by providing a 25 percent credit
for certain research costs. This credit, however, has proved to be inadequate in the
aerospace industry. First of all, the credit operates as an incentive only for in-
creased research expenditures, above a company’s historic level of outlay; it pro-
vides no incentive for companies to maintain continued, sustained research pro-
grams. Economics is a critical factor in undertaking every research program,
whether the program represents a higher level of effort or continuation of an ex-
isting effort. The arbitrary denial of the credit based upon continuing research ac-
tivity will mean that many meritorious projects will not be undertaken, and what
would otherwise lead to an increase in total U.S. research activity will not occur.

Most research programs in the aerospace industry are of a long-term nature,
spanning three years or longer. Allowing a credit only for “incremental” costs dis-
criminates against long-term research programs. Once a new long-term program is
undertaken, assuming other programs remain constant, the credit will apply only
to the beginning costs. The full costs of new, short-term programs will qualify.

The incremental feature of the credit works to the detriment of the typical
aerospace company whose expenditures, though high, may fall below an earlier
level due to cyclical peaks and valleys in R&D outlays. The credit can have a dis-
torting effect by providing an incentive for more work to be performed at the be-
ginning stages of a new program where normally such work would be performed
at a later stage. There may be an incentive to defer a project until a following year.
There is an element of unfairness here in that companies which have maintained
their research activities over the years are penalized vis-a-vis those companies
which have not.

The law should be modified to provide a meaningful credit for continued, sus-
tained research activity. The country needs a strong incentive at this time for in-
creases in research activity, but it also needs to be assured that research under-
taken is maintained at a continued, sustained level.

Another problem with the existing credit is that some expenditures necessary
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for a successful research program are excluded, for example, certain [R&D and
computer software development. All research and experimentation expenditures
should qualify for the credit or else unfair application of incentives among pro-
grams will result.

The R&D credit is scheduled to terminate at the end of 1985. Such a “sunset”
provision, even with periodic extensions, undermines its effectiveness. From a
business planning standpoint, there must be certainty that the credit will be avail-
able when the research is performed.

For R&D to have real value, it must be translated into new and improved
products. Frequently, the person performing the research is not the same person
who undertakes its commercial application. Under present law, purchased tech-
nology is treated as an asset and is subject to a relatively long period of amortiza-
tion. To encourage accelerated translation of R&D into successful products by
companies best able to do so, the cost of acquired research, including unpatented
know-how, should be subject to amortization over 60 months.

In the short run, effective incentives will involve an obvious cost to the Treas-
ury, as well as to the companies undertaking the research. In the long run, how-
ever, the incentives will pay off in increased tax revenues from successful products
as the competitive position of the United States improves.

Independent Research and Development

In any policy intended to stimulate American technological advancement, one
of the most important areas for consideration is Independent Research and De-
velopment (IR&D), a government term for that part of a company’s total R&D
program that is company-initiated, company-directed and company-funded to im-
prove the company’s competitive posture. The cost of IR&D is allocated to over-
head and is generally recovered in the price of all products of the company, both
government and commercial.

Much of industry’s IR&D offers exceptional benefits to the Department of De-
fense. It has been pointed out in Congressional testimony that almost none of the
major new technologies of this century was conceived as a result of a military re-
quirement; the conception and initial exploration of most major defense tech-
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nology advances were carried out by scientists and engineers in industry and the
academic community, working in an environment that allowed and stimulated
novel thought, enabling them to make independent decisions regarding new R&D
thrusts. Through IR&D, a pool of industrial talent applies its imagination and ex-
pertise to future defense needs; additionally, DoD benefits from stronger com-
petition among defense contractors.

One might think that IR&D, clearly of great benefit to the nation, would be
universally lauded. Unfortunately, the process is little understood, and this lack of
understanding has resulted in persistent criticism and the lack of strong support
necessary to maintain healthy IR&D programs. DoD has reacted to criticism by
levying heavy administrative requirements and stringent negotiating postures.

Under existing government procedures, the process works like this: larger
contractors are required to negotiate ““advance agreements” in which IR&D costs
allowable under defense contracts are limited; historically an average of only 70 to
80 percent of costs have turned out to be allowable for inclusion in overhead un-
der DoD contracts. The industry average for recovery under DoD contracts is
about 40 percent of total IR&D costs. DoD’s leverage comes from the fact that if a
company does not accept the ceiling offered by DoD, then,—by law and
regulation—the amount which would otherwise have been established as a ceiling
is reduced by an additional 25 percent, a penalty on the contractor for failing to
agree with the government’s proposed ceiling. Such forced cost sharing and heavy
administrative involvement can only work to reduce potential benefits in both
national defense and U.S. competitiveness. Because of its value to national inter-
ests, IR&D should be stimulated rather than restricted.

The national industrial R&D policy should strongly affirm that IR&D is an ab-
solutely essential foundation for expanding both a company’s and the nation’s
technology base, and that its outlays are necessary costs of doing business; IR&D
costs should be fully allocable as an element of recognized overhead costs in the
pricing of government contracts. A national R&D policy should favor continuance
of IR&D with special effort to retain the “independent” factor; it should eliminate
unnecessary administrative burdens and paper work that give rise to wasteful
costs and direct funds from technical effort. In aerospace industry’s view, forced
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cost-sharing should be eliminated—preferably now and certainly within the rea-
sonably near-term—and contractors should recover 100 percent of their IR&D ex-
penses allocable to DoD contracts. In short, the aerospace industry supports the
summary recommendation of the Grace Commision, which states: “Independent
Research and Development costs should be recoverable by defense contractors in
the same manner as other bona fide overhead expenses.””

Collaboration

A major reason for the improved competitiveness of foreign producers is the
consortium, an amalgam of manufacturers banded together in a common de-
velopment, production and marketing effort. Such arrangements are particularly
important in high risk, high cost, high technology developments—commercial air-
craft and engines, for example. The consortium approach permits companies—or
countries—to share the risk, to pool their capital, technology and skilled per-
sonnel, and to broaden the market for the end product.

The laws under which foreign competitors operate do not restrict consortium
programs. Japanese antitrust law did not prohibit firms from conducting col-
laborative research and development in targeted areas such as computers, mi-
croelectronics, electronic instruments, lasers, optical communication, robots, and
aerospace. French antitrust law did not bar joint research and development proj-
ects in such areas as aerospace, telecommunications, microelectronics, energy, and
conservation equipment. Similarly, West German firms have not been prevented
from conducting joint research and development.

In recent years, due to changes in the world marketplace and dramatically ris-
ing development costs, U.S. aerospace manufacturers have increasingly entered
into cooperative relationships with foreign companies in order to gain market
share and reduce financial risk. Some types of developments could benefit from
collaboration among two or more U.S. manufacturers, possibly with some foreign
participation as well. This would provide the same basic advantages as a U.S. for-
eign partnership but would offer some bonuses: more U.S. jobs; companies look-
ing for.collaborative arrangements would have a wider and possibly more ben-
eficial selection of partners; American companies conducting duplicative research,
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draining limited capital and personnel resources, would be reduced.

However, manufacturers claim they are discouraged by antitrust laws from
forming an American consortium to develop a product. American firms have con-
sistently expressed the view that U.S. antitrust laws inhibit joint research and de-
velopment. Such projects call for heavy investment; the risk of treble damages and
criminal sanctions under existing antitrust law adds to the deterrent. These bar-
riers must be removed. .

The U.S. perception of high risk in joint research and development efforts has
persisted despite publication by the Department of Justice of the Antitrust Guide
Concerning Research Joint Ventures, which attempts to clarify how the antitrust laws
apply to a given set of facts. Guidelines by their very nature allow room for flexi-
bility of enforcement policies, which vary from one administration to the next.
There is a limit to how much any given statute can be clarified by guidelines or
through the review procedure to get desired results in the antitrust area, given the
role of the courts and the general language of the Sherman and Clayton Acts.

Similarly, the Business Review Procedure of the Department of Justice also
has not dispelled industry’s fear in this area. The Business Review regulations
provide that upon a request setting forth proposed business conduct, Do] may
issue a letter stating its present enforcement intention but this does not shield the
venture from future DoJ challenge and it is not binding on the courts in private
suits. Moreover, there is no assurance that the enforcement policy stated therein
will not change from one administration to the other. This is particularly signifi-
cant to the aerospace industry; the end product, from drawing board through con-
tract negotiations to complete manufacture, can—and often does—cover the span
of several administrations.

Recognition by the government of the restraints on U.S. companies is seen in
a recent Administration proposal to be considered as a part of an international
trade bill. In essence this proposal would clarify that joint R&D may not be con-
demned as per se illegal under the antitrust laws and treble damage liability would
be eliminated except for “‘egregious” offenses. For joint R&D ventures that are
fully disclosed to the government, the proposal would provide immunity from all
private antitrust suits and from government antitrust damage suits. Additionally,
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the proposal would require courts to consider the procompetitive benefits of a li-
censing arrangement before finding that it violates the antitrust laws. Such an
amendment would inform the courts that intellectual property licensing arrange-
ments generally enhance, rather than impede, innovation and productivity and
that the antitrust laws must be sensitive to this fact.

The Administration’s approach would also change the patent and copyright
doctrines of misuse for much the same reason. Currently, some courts employ the
misuse doctrine to deprive an intellectual property owner of his exclusive rights
on the basis of vague notions of what seemed “unfairly” anticompetitive, without
engaging in the careful economic analysis that the antitrust laws should employ.
The Administration’s proposal would prevent this possibility.

Finally, the proposal would improve the protection afforded to process
patents by plugging a loophole in the current law that allows unauthorized impor-
tation of products made outside the United States by employment of the patented
process, thus providing a means to circumvent the exclusivity that the present
laws otherwise provide to a process patent holder. This loophole reduces the re-
turns to owners of process patents and thereby diminishes the incentive to invest
in efficiency-enhancing process innovations.

Aerospace Industries Association supports the Administration’s position and
those legislative proposals that seek such changes. The association believes that it
is in the national interest to remove unnecessary barriers, in order to permit high
technology companies to be better able to compete in world markets through joint
ventures and licensing projects.

Patent Policy

Patent rights represent a stimulus to R&D in two ways: first, they encourage
investment by providing a protected market, over a limited period of time, for an
invention that may result from the R&D, and second, a patent in one area stimu-
lates competitive R&D through the necessity for “inventing around” it, finding a
different approach to product development than the one already patented, or im-
proving upon the inventive concept. Contractor retention of patent rights made in
the course of government-sponsored R&D is a stimulus for the follow-on R&D es-
sential to bringing the invention to market.
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The U.S. government has operated for years under a variety of patent
policies; there are 28 policies established by statute and policy promulgations and
varying interpretations of such policies in implementing regulations. A step
toward a uniform system was taken by the 96th Congress with promulgation of
Public Law 96-517, under which small businesses, universities and domestic non-
profit organizations may retain title to inventions made in the performance of
R&D under government contract, grant or other funding arrangement. The Ad-
ministration has moved one step further in a direction long advocated by industry
with a policy statement that the provisions of PL 96-517 should be extended to all
contractors by government agencies not statutorily precluded from doing so. One
more step remains in the evolution of patent policy: there is need for superseding
legislation that authorizes all federal agencies to allow all contractors to retain title
to inventions made in the course of government-funded R&D.

Technical Data

There is also need for a policy regarding allocation of rights to the technical
data first generated under government R&D contracts and the use of a contractor’s
proprietary data in the performance of such a contract. Such a policy—which does
not exist today—would represent an additional stimulus to R&D and, more par-
ticularly, to utilization of the technology developed under government funding.

In many instances, commercialization of a patented invention depends largely
upon—or is facilitated immeasurably by—the availability of the associated tech-
nical data. Further, although much of the technology developed under a govern-
ment contract may not be patentable, it nevertheless has potential commercial
value. Additionally, in the performance of government R&D, appropriate recogni-
tion and protection of a contractor’s proprietary data is essential to protect valu-
able property rights from loss.

Such recognition and protection of proprietary data should be incorporated
into a policy under which the contractor has title to technical data first generated
under a federally-funded contract; the government’s interest could be protected by
assigning the government a license for use of the data for governmental purposes
and the right to authorize others to use the technology for the same purposes.

Technical Manpower

If the aerospace industry is to expand its commercial export-related R&D, and
simultaneously conduct the R&D necessary to the Administration’s planned im-
provement of the national defense posture, it is of prime importance that greater
attention be focused on the U.S. research and technology foundation and on the
availability, adequacy and utilization of scientific and engineering manpower. Spe-
cifically, there is need to strengthen the entire U.S. educational system—from sec-
ondary schools upward—as well as the interface between the aerospace industry
and the American university system, which performs most of the nation’s basic
research and provides its engineers.

Various studies indicate substantial demand for scientists and engineers in the
1980s, particularly in aerospace. However, it seems clear that secondary schools
generally are not offering adequate technical education and that the universities
will not be able to graduate technical manpower in the numbers required; the
number of enrollees electing technical majors, and staying with them, is limited.
There is a related question as to whether technical graduates will have an up-to-
date education, because schools are finding it increasingly difficult to obtain qual-
ified teachers and modern training equipment. Additionally, there is a need—from
industry’s standpoint—for greater university focus on the practical problems asso-
ciated with applied research and development.



Improved industry/university interface would benefit both partners in the rela-
tionship. For the universities, it would provide an alternative to uncertain federal
funding and the problems frequently attendant upon government funding; it
could broaden the experience of university personnel, compensate for loss of uni-
versity talent to industry and significantly improve university access to modern
equipment. Additionally, successful cooperative projects with industry would en-
hance a university’s prestige and further its ability to attract quality faculty and
students.

Improved interface with the academic community would allow industry to
take greater advantage of university research talent, identify promising students
and promote more industry-oriented research. Effective university/industry co-
operation in basic research could provide cost savings for industry. In addition to
industry-funded, university-conducted contractual effort, there are a number of
different support mechanisms—from research consortia to grants to loans of
equipment—that might profitably be expanded. However, supporting these pro-
grams is expensive. An AIA survey of 33 member companies showed it was $118
million in 1981.

In the interest of increasing the output and quality of graduates in the tech-
nical disciplines, the aerospace industry should develop a strategy for improving
the industry/university relationship and identifying the ways in which industry
can best support universities for maximum payback to industry. The government
should encourage greater industry/university collaboration by providing incentives
that would make the required additional outlays more palatable to industry. One
measure that would be helpful is expansion of the 25 percent tax credit for
industry-funded R&D to include contracted work by universities. Currently, only
65 percent of contracted research or basic research grants to universities is allow-
able in calculating the tax credit. Another possible incentive measure is permitting
allocation of industry IR&D funding for universities as a fully allowable cost.

Summary and Recommendations

The United States is facing an international trade challenge of unprecedented
dimension. The best response to the challenge lies in a resurgent technological
thrust designed to reestablish U.S. product superiority in the international mar-
ketplace. That goal is capable of accomplishment, but a first requisite is a com-
prehensive government policy on R&D that

® Accords a higher national priority to R&D;

® Encourages more effective cooperation among government, industry and
the academic community;

® Maintains the strengths of competitive, decentralized decision-making by
industry.

Specifically, AIA recommends inclusion in the proposed national industrial
R&D policy of the following actions that would significantly enhance the conduct
of R&D in the aerospace industry:

® With respect to new incentives for R&D, the policy should
—Make the 25 percent R&D tax credit permanent; -
—Provide a meaningful credit for continued, sustained research activity;
—Allow all research and experimentation expenditures to qualify for R&D tax

credit;

—Advocate accelerated amortization of the cost of acquired research.

® With respect to Independent Research and Development (IR&D), the policy
should
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—Reaffirm that IR&D is a necessary cost of doing business and that all reason-
able IR&D costs should be fully recoverable in government work;

—Eliminate unnecessary administrative burdens and paperwork associated with
IR&D in order to get more research per dollar spent.

With respect to possible collaboration among U.S. companies, the policy should

—Support the Administration’s position and pending legislative proposals that
would modify the antitrust laws to remove uncertainty regarding collaboration
among U.S. firms on research programs.

With respect to patent and technical data policy, the policy should

—Require that all federal agencies authorize all contractors to retain title to in-
ventions and technical data occurring in the course of government-funded
R&D;

—Recognize and protect contractor’s proprietary data.

With respect to technical manpower, the policy should

—Expand the 25 percent R&D tax credit to include all work performed by uni-
versities under industry contracts;

—Permit allocation of industry R&D funding for university work as a fully al-
lowable cost.
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