Defence companies gearing up for surge in merger activity as cash reserves grow
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Defence companies are on the verge of a notable increase in deal activity as they seek to leverage growing cash reserves to invest in cutting-edge technologies including artificial intelligence (AI), sophisticated drones, and advanced space systems. This anticipated surge in mergers and acquisitions (M&A) appears to be influenced significantly by current global conflicts, particularly the ongoing war in Ukraine, which has hastened the development of new military technologies.
According to a recent analysis conducted by Vertical Research Partners, the leading 15 defence contractors are projected to achieve a collective free cash flow of approximately $50 billion by 2026. This figure represents nearly double their combined cash flow at the close of 2021. Although large corporations may allocate a portion of this capital towards share buybacks and higher dividend payouts, industry experts predict an uptick in deal activity as well.
Michael Sion, a partner at Bain & Co, noted expectations of a noticeable increase in M&A within the aerospace and defence sectors. He elaborated that there would be a significant influx of funding from private equity and venture capital firms. “Many companies are looking to expand what they offer to get ready for advanced technologies,” Sion stated. He indicated that larger firms are likely to target rapidly growing segments of defence, including space initiatives and defence electronics.
The trend towards M&A reflects broader shifts in the defence sector, specifically the increasing convergence of commercial and defence technologies. According to Bain's report, the value of venture capital deals in the defence space has surged 18-fold over the past decade. Despite initial hesitancy from investors, particularly in Europe, regarding ethical implications of backing defence projects, perspectives have shifted since Russia's invasion of Ukraine nearly three years ago.
Recent transactions in the industry illustrate this developing trend. Notably, BAE Systems announced its acquisition of Ball Aerospace, a supplier of critical space systems, for $5.6 billion in 2023. Additionally, L3Harris—a major player in US defence—finalised an agreement to purchase rocket engine manufacturer Aerojet Rocketdyne at the end of 2022. 
In another significant move, AeroVironment, a drone manufacturer, revealed plans to acquire BlueHalo, noted for its drone swarm and counter-drone technology, for around $4.1 billion in an all-share deal. Wahid Nawabi, CEO of AeroVironment, expressed ambitions for the company to become a “next generation” prime contractor with a focus on a range of defence technologies. In an interview with the Financial Times, Nawabi asserted the plans to address key areas of interest for the US Department of Defense, including unmanned systems, loitering munitions, space communications, as well as electronic warfare and cybersecurity.
Moreover, Robert Stallard, an analyst at Vertical Research Partners, anticipates heightened activity in sectors described as “defence technology,” encompassing drones, AI, and laser technology. However, he suggested that significant consolidation among the leading prime contractors is not expected, noting, “Even with an ‘anything goes’ Trump Department of Justice, the US defence industry is super consolidated at the prime level.”
In Europe, while expectations for consolidation and M&A exist, challenges remain in securing government agreement. Stallard suggested that joint ventures could present a more straightforward avenue, allowing European companies to collaborate without inciting political resistance regarding the potential loss of sovereign capabilities.
The opportunities for private capital in the defence sector are increasingly evident, particularly given the necessity for modernisation within the industry. Bain's Sion commented on the potential role of private capital, indicating it could bridge the funding gap between US defence needs and available defence budgets. He articulated that such investment could also address challenges like capacity growth and enhancing operational efficiency within the defence industrial base.
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