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Chapter 24

Military Spending Cuts and the Global
Economy*

Warwick J. McKibbin

Department of Economics, Research School of Pacific and Asian Studies,
Australian National University & The Brookings Institution, Washington, DC

The end of the Cold War presents the global community with the opportunity to reduce the
sources allocated to defense expenditures. This chapter considers the quantitative implicatiol
cutbacks in defense expenditures in the industrial cconomies over the next two decades. A
resources away from the defense industrics in maiy economies will ingv
activity in the medium term because the resources relessed from defense-
matically absorbed into private production. Nonetheless, in the short run there can be gains to credibly
announced cutbacks in defense, and the medium-tern costs can be reduced as long as the savings are used
to reduce government fiscal deficits. In the longer run it is estimated that the reallocation of resousces for
moderate cuts in military spending can raise global GDP by around 0.4% per year forever. The asymmetry
between countries that lose (those that cu mest) and those that gain, sugpests a pay
coaperation and burden-sharing during the adjustment process. This chapter alse considers the problem of
the movement of weapons inte developing countries as a result of the reduction in defense spending in the

industrial cconomies. It is argued that & system based on economic incentives compatible with raising re-
gional security is necessary 10 prevent future regional conflicts,
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reallocation of
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1. The End of the Cold War

Few events will have such an impact on the evolution of the w,
ing the 1990s as the end of the Cold War, The world economy,
in particular, is already experiencing the consequences of t
Genmany, and the collapse and restructuring of the economie

orld economy dur-
and that of Europe
he reunification of
s of Eastern Europe

This chapter draws on and updates earlier research with Stephan Thurman of the OECD. Tt
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viet/Russian military activity, although to date the response of European NATO
mernbers has been cautious {Deger & Sen, 1992- Kirby & Hooper, 991 2

This chapter does not focus directly on the economics of military spending, but

it draws on the extensive literature in this area, The reader should refer to Chapter

1994) for a concige survey of this literature. The present

military spending. We employ the Euro-
achs Global {MSG2) Model to consider a cut in
US defense expenditures where these are limited to 3.2% of GDP after 1997

(McKibbin, 1994; McKibbin & Sachs, 1991y, This chapter also considers the
implications of moderate cuts in European military spending sufficient to keep
military spending no greater than 2% of GDP in each country by 1997, The like-
lihood of these cuts is debatable, given political considerations, although military
budgets as a share of GDP have already begun to fali graduaily in many of these
countries. Despite the considerable uncertainty about likely scenarios, a sizeable

cutback in European military expenditure (aithough substantially less than in the

United States) can provide a useful benchmark for evaluating other scenarios
(Gleditsch et al., 1994; Kiein et al., 1995,
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See McKibbin & Sachs {(1991) for a complete description of the model and applications to issues of
interdependence and policy coordination in the world economy using an earlier version of the model,
The version used in this chapter is vergion 40,
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ble that the Cold War between the two superpowers could be replaced by a number
of regional conflicts. Some of these conflicts could be the direct consequence of
the transition from a high to a low level of military expenditure in industrialized
countries, which in turn has led to weapons being recycled to developing countries
(cf. Anthony et al,, 1991). Indeed, the CFE (Conventional Forces in Europe)
Treaty places no restrictions on exporting either new or second-hand weapons to
countries not signatories to the agreement. The second focus of this chapter is on
the transfer of arms to developing countries. In particular it examines the magni-
tude of the arms trade, and policies that can be followed to minimize the extent of
regional military buildup. Minimizing the proliferation of military equipment now
should also mean a reduction in the future threat of regional conflicts.

One approach to addressing the issue of arms transfers to developing countries
would be an embargo on the export of arms from the OECD and EFSU countries
to developing countries. This we evaluate by considering the global implications
of a cut in arms exports to developing countries. Another approach is represented
by the position adopted by the Japanese government in June 1992 of directly tying
development assistance to some measure of the extent of militarization of develop-
ing countries. The best known proponent of this approach is Robert McNamara
(1991, 1995; cf. also Ball, 1995). This chapter argues, however, that tying devel-
opment assistance to measures of military excessiveness does not directly address
the underlying problems of security and may not be the most desirable way to re-
duce military budgets in the developing world. As noted by Sen (1995), a set of
rules is required that can shift the military equilibrium away from a non-
cooperative {(Nash) equilibrium with high military expenditure and reduced se-
curity, to a cooperative equilibrium with low military expenditures and greater
security,

The latter part of this chapter discusses a third approach proposed by McKib-
bin (1993), which directly addresses this problem. This proposal is to create new
international security arrangements around a system with two key features. The
first is to provide direct economic incentives to countries that limit arms transfer
and the extent of militarization. The second feature is to address directly the
problem of enhancing regional security. These two issues are fundamentally
finked, as greater regional security will reduce the military requirements of indi-
vidual countties, while reduced military outlays will increase regional security.
This proposal is elaborated in Section 4. In summary, it involves levying on ali
members of the United Nations a tax in proportion to a combination of the exports
of weapons and military expenditures. Part of the revenue from a such a tax
should be used to finance monitoring by regional security groups. The remainder
of the revenue could be allocated to a central fund, perhaps controlled by the UN
Security Council, to be used exclusively to finance military interventions by the
international community in response to individual acts of aggression by couniries.
This proposal has the advantage of directly addressing an essential aspect of the
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cause of military expansion (the perceived threat or
sion), rather than only the symptom of milita
arms imports). Secondly, the proposal is likel
security, by providing greater monitoring of
as providing a central fund to deter agpress
issues of development assistance and milita
organizations such as the World Bank focu
the development process, and prevents the
evaluating excessive level

perceived benefit to aggres-
ry expansion (reflected in greater
¥y to raise the general level of global
security by regional agencies as well
on credibly. Finally, it separates the
ry budgets. It keeps resources within
sed on their primary role of aiding in
se resources from being redirected to
s of military spending in developing countries.

2. Military Expenditure and Arms Trade

In this section | summarize recent trends in milita
arms trade. Various data sources are available, inci
and Disarmament Agency (US ACDA, annual) and the Stockholm International
Peace Research Institute (SIPRI, annual). Of course, there are problems with the
data on military expenditure and arms trade, as discussed in e.g. US ACDA
(1990), CBO (1992c, appendix A}, Sen (1992), and SIPRI (1991, 1992). I rely on

data from US ACDA, except where noted that | have used more up-to-date SIPRI
material.

ry expenditure and military
uding the US Arms Control

2.1 Military Expenditures

Military expenditures by industrialized regions and developing regions, 1979-93,
are shown in Figures 2.1 and 2.2, We also show data for selected OECD countries
from 1987 to 1993 in Figure 2.3. Data for each region or country are scaled by the
Gross National Product (GNP) of that country or region, to give a measure of the
proportion of the country's resources devoted to military expenditure.

We note a gradual rise in the ratio of world military spending to GNP from the
beginning of the period through to 1983, peaking at 5.7% of GNP. Spending as g
share of GNP then declined gradually to 4.2% of GNP by 1991. This pattern of
build-up and subsequent decline is consistent across each region shown — except
in South Asia, which peaked in 1987, There is also a clear change in trend in the
Middle East during the Gulf War. Although there are similar trends in the data,
the shares of resources devoted to military expenditures differ substantially across
regions. From Figure 2.2 it is clear that countries in the Middle East spent by far
the largest proportion of GNP on military outlays: at 17.4% of GNP in 1983, this
was almost three times the world average. The next highest r
in the Warsaw Pact countries: close to 12% of GNP in the
other country to allocate more than the world average to milit
the United States, which peaked at 6.6% of GNP in 1986.
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Figure 2.1 Military Spending in Industrialized Regions as a Share of GNP (%)
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Fig 2.2 Military Spending in Developing Regions as a Share of GNP (%)
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Fig 2.3 Military Spending in Selected OECD Countries as a Share of GDP (%)
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Figure 2.3 shows military spending data for the major OECD economies. The
declining trend in military outlays continued through 1990 and 1991 for maost
regions (c¢f. Deger & Sen, 1992)'. In 1992, the US Congressional Budget Office
projected discretionary defense spending in the United States to be down to 4.8%
of GDP by 1993 from 5.7% in 1991, under the assumption that the discretionary
spending-caps of the Budget Enforcement Act of 1990 would be binding (CBO,
1992¢, p. 35). By 1997 this figure was projected to be down to 4.3% of GDP
(around USD 335 billion in 1992 dollars) under the assumption of binding
spending-caps and a minimal cutback in resources devoted to defense {CBO,
1992¢, Table 11 and author’s calculations). With the proposals in President
Bush's 1993 budget, this ratio wouid still be 3.8% of GDP {around USD 292 bil-
lion in 1992 dollars) by 1997. The share of military spending in President Clin-
ton’s budget proposal of February 1993 would further cut this figure 10 3.3% of
GDP by 1997.

Under these scenarios, the share of US resources devoted to military spending
would still be larger than the case in other major OECD countries. A comparison
for 1987 through 1993 in Figure 2.3 illustrates this: the United Kingdom spent

! According to SIPRI's data, military expenditure in the Middle East increased in 1991 due to the Gulf

War. There was also a significant rise in Chinese defense expenditure in 1990 and 1991,
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Figure 2.4 Arms Exports, by Country (Billion Constant 1991 UsD)
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just over 4% of GDP on military equipment in 1990, followed by France (3.6%)
and West Germany {2.8%).

2.2 Arms Trade

Total world exports of arms, in constant and current dollars, rose through 1987
but have been gradually declining since. Figure 2.4 shows data for the six largest
arms exporters from 1979 to 1993: the former Soviet Union, United States,
France, West Germany, United Kingdom, and China. Figures are in billions of
constant 1993 USD. With the late 1980s and early 1990s has come a deciine in
exports of each country. Clearly the most notable case is the former Soviet Union,
where arms exports have fallen dramatically since 1988. The impact of the Gulf
War and the arms embargo against [raq has had some effect, especially on French
arms exports in 1991,

Arms imports in billions of 1993 constant USD by major devetoping country
regions from 1979 to 1993 are shown in Figure 2.5. Absolute imports of arms by
these regions fell from 1987 through to 1993. These same data are presented
again in Figure 2.6, this time scaled by regional GNP to give an indication of re-
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Figure 2.5 Arms Imports, by Country (Billion Consiant | 993 USD)
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sources devoted to arms imports. The declining trend in African and Middle
Eastern arms imports is clear here, as are th
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Figure 2.6 Arms Imports in Developing Regions (% of GNP
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terns will need a broader yet consistent framework that simple rules of thumb are
incapable of providing. For this purpose I choose a version of the McKibbin-
Sachs-Global Model that has separate country and regional models of the United
States, Japan, Germany, United Kingdom, France, ltaly, Canada, the Rest of the
European Monetary System (hereafter REMS), the Rest of the OECD (hereafter
ROECD), non-oil developing countries (hereafter LDCs), oil-exporting develop-
ing countries (hereafter OPLEC), and the economies of Eastern Europe and the
former Soviet Union (EFSU)Y. The goal of using such a framework is to use the

insights from the mode! to hi ghlight the major issues but aiso to provide measures
of the likely magnitude of possible scenarios.

3.1 The MSG2 Model

For details the reader should refer to the cited references to the MSG2 model in
this chapter. McKibbin & Sachs (1991) sets out the theoretical and empirical basis
of the model as well as evaluating the tracking ability of the model over the 1980s.
The model without the disaggregation of Europe has been used for two related
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Figure 3.2 Regional Coverage of the MSG2 Model Used in this Chapter
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theoretical framework, this model does reasonably well in accounting for the
global experience of the 1980s (McKibbin & Sachs, 1991). It has also been useful

n projecting the problems facing Germany in the process of reunification
(McKibbin, 1992).

3.2 A Reduction in OECD Military Expenditure

Now consider a scenario where future cuts in military expenditure are announced
in 1993 and are completely credible to all participants in the financial markets
and the real economy of each country. The precise policy is a further reduction in
government military expenditure in most OECD countries, phased in during 1994
to 1997, We start with a baseline consistent with CBO {1992a) projections out to
1993, which assumes military spending in the US gradually falls from 5.2% of
GDP in 1992 to 4.8% of GDP in 1993. The baseline assumes that, after 1993,
military spending remains at 4.8% of GDP forever. Similarly in other OECD
countries we assume that from 1992 baseline military expenditure remains at its
1991 share of GDP forever. We then consider the implications of a fall in US de-
fense spending beginning in 1994. The new path for defense expenditure is 4.4v
of GDP in 1994, 4.0% of GDP in 1995, 3.6% of GDP in 1996, and 3.2% of GDP
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in 1997 and thereafter. The change in spending relative to baseline is therefore
0.4% of GDP in 1994, 0.8% of GDP in 1995, 1.2% of GDP in 1996, and 1.6% of
GDP from 1997 onwards. In other OECD countries we assume that from 1992, a])
OECD countries with military expenditure above 29% of GDP in the baseline
smoothly cut this back to be ar 2% of GDP by 1997. Countries such ag Japan that

otherwise have been. Starting the si
was about the time that the poss
providing several years of acty
sibility of the resuits,

The results for several key variables are presented in Figures 3.3 through 3.7,
which show the deviation from baseline of variables as a result of the policy
changes. These variables are scaled so that real GDP is measured as a bercentage
deviation from base; the trade balance is measured as percent of baseline GDP
deviation from base (e.g. 0.5% is 0.5% of US GDP in the year indicated);
terest rate on 10-year bonds is measured as percentage point deviation (e.g,
the vertical axis is a fall of 1% or 100 basis points); and the nomina

exchange rate is percentage deviation from base where a rise of l
ciation of that country's exch

ibilities of defense cutbacks were raised, as well as
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the in-
~1 on
| effective

the United States, Japan, Germany, the United Kingdom, and France.
Before we examine the results, it is important to be clear about the poi
gimes in place in each country. We assume that alt of the funds saved by reducing
military outlays are used to reduce fiscal deficits in the countries that undertake
the cuts. Obviously, alternative assumptions such as tax cuts or offsetting spend-
ing increases would lead to different results. However, in view of the debates cur-
rently underway in most OECD economies, especially the United States and the
EU, deficit cuts are a likely outcome. Given the Space constraints and the plausi-
bility of this assumption we do not explore other assumptions in this chapter. The
implications of alternative fiscal assumptions using this model are explored in
MeKibbin & Bagnoli (1993). In brief, if the revenue is used
spending, then the short-run losses will be reduced, as wil}
similar result would also apply for tax curs, except where the taxes are cuts in
distortionary taxes — in which case the long-run gains could be increased.
Analytical exercises studying a change in fiscal policy commonly assume for
monetary policy either that the stock of money is fixed or the nominal interes rate
is fixed. As is well known, the simulation results for a fiscal shock can be very
different under alternative assumptions about tmonetary policy. For members of
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Fig 3.3 Real GDP in Selected Countries. Simulated Cut in Military Expenditure
(% Deviation from Baseline)
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the European Monetary System (EMS) we assume that monetary policy in each
country is tied to targeting the exchange rate. In the results presented here we
assume that France, Italy, and the REMS countries maintain parities within the
EMS. The assumptions for Japan, Germany, the United Kingdom, and the USA
are more problematic. To illustrate the importance of assumptions about monetary
policy, the first set of results assume that the money supply is held at its baseline
path in each of these three countries. The EMS members adjust monetary policies
within the constraints of the EMS.

We present only results for real GDP in this case. These results are then fol-
lowed by a complete set of results for the case in which monetary policy is ad-
justed in response to the shock. This second set of results is more plausible and
will be the focus of our attention. However, it is useful to start with the case pre-
sented in Figure 3.1, to separate the effects of the shock from the effects of the
change in monetary policy.

Referring to Figure 3.3, we find an interesting result. In 1993, when the re-
ductions in defense expenditure over the period 1994 to 1997 are announced, the
expected cut in fiscal expenditure actually raises GDP in each region reported
{and indeed in all regions in the model) except France. The essential reason for
the stimulatory effects of the policy change is that no spending cuts are made in
the USA in 1993 relative to those aiready expected in 1993, and the cuts in
Europe are small relative to what had been expected for 1993 and relative to the
new future cuts announced in 1993. In this special set of circumstances, current
demand by government in 1993 is not affected, but long-term real interest rates
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fail by around 200 basis points on impact because of the future inc
ernment saving credibly expected for 1994 to 1997. For the USA, t
ture military expenditure, which is assumed to also be a cut in futy
cits, is 1.6% of GDP relative to what would have occurred without th
defense cuts. For other countries the future reduction in mi
fiscal deficit lies between zero and 2% of GDP. In the United States, this decline
in interest rates is sufficient to stimulate private investment directly and other
components of demand through muitiplier effects, so that GDP rises in 1993 by
over 0.4%. In the case of France, monetary policy is contractionary in order to
keep the franc pegged to the Deutsche Mark, This result directly reflects the role
of expectations in the model used in this chapter. In more co
which do not allow for expectations of future events, t
would be absent and there wou
take place.

rease in gov-
his cut in fu-
re fiscal defi-
e incremental
litary expenditure and

nventional models
his particular mechanism
1d be effects only when the actual cuts in spending

The short-term stimulus due to anticipation of future defi
versed when the real spending cuts are implemented in 19
years. GDP then falls through to 1997 by 0.8%
greater extent in other European countries. Japan on the other hand escapes the
contraction in GDP, because there is no cut in government spending in Japan.
Also with global capital mobility, the falf in fiscal deficits in the USA and Europe
causes capital to flow into Japan, reducing Japanese long-term interest rates and
stimulating private investment in Japan, Demand for Japanese exports falis be-
cause of slowing foreign economies and because of g capital-inflow induced
strengthening of the yen.

Note that France suffers a larger fall in GDP than Germany, partly because the
expenditure cuts are larger in the former. But the franc and the pound also are
under incipient pressure to depreciate relative to the Deutsche Mark. Because of
EMS arrangements, France tightens monetary policy to strengthen the franc, pre-
venting the depreciation that would otherwise have oeeurred and that is allowed to
occur for the United Kingdom. This monetary tightening further exacerbates the
output loss.

Another important feature of Figure 3.3 is the longer-run consequence of the
shock. The level of output is permanently higher by around 0.5% in all countries
shown. This should not be confused with a rise in the growth rate, but represents a
higher level of output (at each point in time) relative to the baseline level. The rise
in government saving resulting from the lower path of military expenditure leads
to a permanent fall in real interest rates relative to baseline. This lowers the mar-
ginal product of capital in all countries with open capital rarkets. Given full em-
ployment of labor, in the long run this imptlies a rise in the capital-output ratio in
all countries. As capital accumulates, output rises until the new capital-output
ratio is reached. Investment is higher in this new steady state to support the higher
capital stock, but the rate of growth of each economy returns to the rate given by
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population plus exogenous productivity growth rates. This result regarding output
and the capital stock in the fong run has nothing to do with any assumption that
might be made about how productive defense spending is relative to other gov-
ernment spending. It is purely the result of higher government saving and would
hold whether it was a cut in defense spending or a cut in some other government
spending that leads to a rise in government saving.

As mentioned, the monetary policy assumption in Figure 3.3 is that the USA,
Japan, Germany, and the United Kingdom maintain a fixed stock of money. This
is not the most likely policy response in these regions, and so the remaining fig-
ures present the same defense cutbacks as in Figure 3.3 but with alternative as-
sumptions about monetary policy in these four countries. Japan and Germany are
assumed to target inflation at the baseline level whereas the USA and the United
Kingdom adjust monetary policy to target nominal income growth in their respec-
tive economies.’

Figure 3.4 Real GDP in Selected Countries. Simulared Cut in Military Expendi-
ture — with Policy Response (% Deviation from Baseline)
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Comparing Figures 3.3 and 3.4, we see clearly that the USA and the United
Kingdom are able to smooth fluctuations in real GDP by changing monetary
policies. The initial stimulus occurring in 1993 is postponed into future periods
and the later recovery can be brought forward. The peak loss to US GDP is more

An evaluation of alternative policy rules under a range of shocks can be found in Bryznt et al, (1993),
Nominal income targeting werks well as an intermediate target in the range of multi-country models
used in that study which included the MSG model.
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than 0.8% in 1998 without a response of moneta
the loss in GDP is more than halved to 0.35%

ment of monetary policy (Figure 3.4). In Germany the output loss can be com-
pletely offset with an adjustment of monetary policy. Fortunately for France, the
German response is a relaxation of monetary policy, which also allows France to
relax monetary policy and partially stimulate output. Unfortunately, the restric-
tions imposed by the EMS prevent these countries from relaxing monetary policy
by as much as required to further offset the loss in GDP. The fact that the shock is
an asymimetric real shock, in that it is much larger in France and the United
Kingdom than in Germany, illustrates one of the drawbacks of a regime of fixed
nominal exchange rates when wages are sticky, as they are in these countries. As
would be expected, the long-run results are independent of the assumptions about
national monetary policies. The explicit assumption in each set of resulls is that
the target of policy is the baseline path. However, given the slow recovery in the
world economy in 1992, there may not be any réason to smooth out the initial rige

in output that would accompany a credible defense cutback with national money
stocks unchanged.
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in the same year with an adjust-

Figure 3.5 Employment in Selected Countries. Simulated Cut in

Military Expendi-
ture —with Policy Response (% Deviation from Baseline)
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Figure 3.5 presents results for employment for selected countries in the case
where monetary policy is assumed to adjust to hit specified targets. The results for
employment follow closely the results for real GDP, since a key determinant of
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employment in this model is the derived demand for labor, which is directly re-
iated to aggregate demand. There are, however, some interesting differences. The
major difference is caused by the adjustment of real wages in each economy. In
Japan, for example, it is assumed that employment is importantly determined by
the annual wage cycle in which real wages are assumed to be set to clear the labor
market in expected terms. Thus after the shock is revealed in Year One, by Year
Two real wages in Japan have adjusted to clear the labor market. This is not true
in the other economies modeled. In the USA, for example, there is no change in
employment initially, and over time employment falls as aggregate demand con-
tracts. In the phases when output is falling, real wages are also falling, which acts
to offset the negative effects on employment. Once the cuts in military outlays are
completed, the demand for labor rises. As employment rises, real wages also rise.
In the long run in all economies, employment returns to full employment. By the
year 2000, employment in the USA has returned to baseline and after that it rises
above baseline. Eventually it will return to the same level as baseline; however,
this does not occur in the horizon of the figure, given the sticky wage/price dy-
namics in the model. It is important to note that real GDP was permanently
higher as a result of the reailocation of resources towards the private economy.
Although this does not show up as permanently higher employment, it does result
in a permanently higher real wage (giver the assumption of long-run full em-

ployment). A similar adjustment process occurs in each of the European econo-
mies.

Figure 3.6 Trade Balances of Selected Countries. Simulated Cut in Military Fx-
penditures with Policy Response (% of GDP Deviation from Baseline)
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These results show that in the short run a credible cut in defense expenditure
can actually be expansionary, as firms begin to move resources into the private
sector in response to falls in long-term real and nominal interest rates resulting
from a credible futare rise in government saving. However, there is no medium-
term free lunch. As actual government spending is cut, there is a fall in aggregate
demand in the countries cutting their defense budgets, More than half of this can
be offset by suitable adjustments of monetary policies. The result for the USA is a
reduction of GDP by up to 0.5% below baseline by 1997. In Germany the output
loss is compietely offset, although at the cost of a smalier offset in the rest of
Europe, where for example French GDP is 0.5% below baseline by 1995, In addi-
tion to the output consequences for these countries, there is a generalized fall in
long-term real interest rates which is beneficial to countries that do not cut their
defense budgets (such as Canada and Japan) as well as to indebted developing
countries. The cuts in military expenditures and resulting changes in savings and
investment balances act to narrow the Japanese current account and trade sur-
pluses. In practice this would be helpful for reducing future trade tensions result-
ing from continued high Japanese surpluses,

Figure 3.8 Nominal Effective Exchange Rates. Simulated Cut in Military Ex-
penditures with Policy Response (% Percent Deviation from Baseline)
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4. Reducing Arms Exports to Developing Countries

Since the end of the Cold War, the focus of global security has shifted dramati-
cally from traditional Cold War problems and soiutions as presented by e.g. Myr-
dal (1976). As already mentioned, a major problem with cutting military outlays
in the industrial economies is the likely expansion in arms shipments to develop-
ing countries. This outcome would worsen the outlook for regional conflicts in

focus on the demand for these weapons by developi
pose constraints on this demand by tying i
military spending in a given country. We first
the first, before turning to the implications of t

nancial assistance to the extent of

focus on the quantitative impacts of
he second.

4.1 Direct Arms Embargo

In McKibbin & Thurman (1993) we considered t
world economy of a reduction in arms exports from
developing countries of USD 26 billion in 1992 doll
then made two assumptions about the foreign assistance which accompanies this
change in exports. The first assumption was that transfers from the industrialized
countries to the developing regions were cut by 50% of the cut in military exports.
The second assumption was that transfers from each country to the developing
countries remained unaffected by the cut in arms exports and that this aid was
channeled into non-military areas. These assumptions about financial assistance
did make a quantitative difference to the results, but some general results also
emerged.

First, we found that the arms embargo led to a small increase in GDP in most
industrial countries. This result was due to the assumed policy responses in indus-
trial economies which more than offset the initial decline in exports. For example,
in the USA, the cut in arms exports tended to reduce nominal GDP, which led 10 4
relaxation of monetary policy in the USA more than offsetting the negative impact
of the arms embargo. For Germany, the fall in demand reduced domestic price
inflation, which led to a relaxation of monetary policy in Germany. For France the
results of GDP rising are perhaps more surprising, given the relative importance
of arms expotts to French GDP. Again the constraints on policy imposed by par-
ticipation in the EMS play a crucial role. The relaxation of monetary policy in
Germany led to a tendency for a depreciation of the Deutsche Mark relative to the
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OECD and EFSU countries to
ars commencing in 1992’ We
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Franc, leading to a relaxation of French monetary policy'. This relaxation in
monetary policy and the resulting stimulus to aggregate demand are more than
enough to absorb the unemployed resources from the French arms industry, Thus,
the short-run effects on the GDP of industrial countries were generally minor, We
also found that the long-run response of GDP tended to be positive in all coun-
tries. The explanation for this result can be traced to our assumption that the arms
imported by developing countries are consumed by these countries. When exports
of military arms to developing countries are halted, the factors of production in
the OECD are reallocated over time towards producing non-military goods. These
are then used partly for consumption and partly for investment purposes within
the OECD. The additional investment raises the capital stock and thereby the
level of output over time. In the long run, the result is a higher level of output
relative to the baseline. This analysis ignored any positive effects of military
spending in developing countries; these are discussed in Bayoumi et al. (1993).

In summary, the direct macroeconomic implications of limiting arms exports
are negligible for the OECD econormies. However, the above analysis assumes a
given level of security. There could potentially be large economic consequences

from changes in security that are not captured here. This will be discussed further
below.

4.2 Conditionality on Development Assistance

Another approach to reducing the flow of arms to developing countries is to cut
the demand for these arms, by linking development assistance to military budgets.
The momentum for this approach increased with the announcement of the Japa-
nese Official Development Assistance Charter of June 1992, This charter stated
that, in addition to following the principles of the United Nations Charter, Japan's
Official Development Assistance (ODA) would also take into account four addi-
tional principles, including military expenditures in the recipient countries. This
was a significant shift in international aid policy, which had previously abided by
the implicit rule that development assistance was to be independent of domestic
defense issues. At the same time there has been increased pressure on unilateral
and multilateral aid agencies, such as the World Bank, to begin tying ODA to the
extent of militarization of recipient countries.

A vocal advocate of this approach is Robert McNamara (1991, 1995). He ar-
gues persuasively that international institutions should be adapted to meeting the
needs of the next century and maintains that the basis for lasting peace is to en-
sure collective security. This can be done by creating a mechanism for resolving
regional conflicts, setting up a basis for guaranteeing security for each nation-state

Without any change in German monetary policy there is a tendency for the real value of the Frane to
decline relative to the Deutsche Mark. This oceurs because of a shifi in demand away from French
goods which is larger than the shift in demand away from German goods.
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as well as minorities within nation-states, by ending military support to conflicts
in developing regions, and by increasing the flow of development assistance so as
to raise the living standards within these regions. To facilitate the move to greater
global security, McNamara argues for greater leadership in negotiating the com-
plete removal of nuclear weapons, tight limits on the proliferation of other weap-
ons of mass destruction, substantial reductions in military outlays, and substantial
reductions in arms transfers between the developed and the developing world. In
relation to the last issue, McNamara highlights the social cost in many developing
countries of maintaining large military forces at the expense of other social pro-
grams. He strongly advocates that the multilateral institutions link their financial
assistance to levels of military expenditures in recipient countries. It is this last
argument which is problematic, since it does not address the undeslying cause of
excessive military budgets and potentially imposes a significant cost on interna-
tional agencies that would be required to implement such a system. One key factor
i1s the issue of perceived threat: this differs substantially between countries and
would be difficult to evaluate when considering tying foreign assistance to mili-
tary spending,

Even if one were to tie military aid to development assistance there remains
the problem of quantifying the degree of ‘excessive’ military spending. One pos-
sibility is to extend the initial attempt at constructing a database by Armingion &
Jalali (1995), who present a wide range of data on development assistance and
military spending. Assembling and evaluating these data is crucial step to con-
structing a militarization index that coutd be used for evaluating excessive mili-
tary spending. Armington & Jalali show that there is a wide divergence berween
the resources that countries devote to military budgets. Sen (1995) has even pro-
posed how a militarization index could be constructed. However, condensing the
many complex issues related to security into a single measure is problematic.
Moving down the road of assessing ‘excessive’ military spending is a hazardous
undertaking, and it is still not clear whether, even if all the technical and political
hurdles could be overcome, the security problem facing individual countries would
be resolved. In the following, an alternative approach which relies tess on direct
controls and more on incentives is presented.

4.3 Economic Incentives and Regional Security

Direct controls on exporters or importers of military equipment may be ineffec-
tive. An even more fundamental problem is that direct controls really do not focus
on the underlying problems that sustain a market in military trade. Various factors
can lead to large military spending, such as entrenched special interests within a
country, a perceived threat either by internal forces or by external forces, or an

aggressive stance against another country. Different approaches are required to
counter each of these.
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Entrenched interests that maintain military budgets even after perceived
threats have diminished can be dealt with through increased transparency in
military budgets, as proposed by Ball (1995), Deger (1995}, and McNamara
(1995). This would help in the process of making governments accountable for
their budgetary decisions. In addition to the work of SIPRI, there is more that can
be done by the IMF and World Bank. These agencies could play a usefu! role in
highlighting the extent of military expenditure as part of their regular expendi-
ture-review budget process. Greater transparency is a key to constraining govern-
ment military spending.

The other issues of perceived external threat or increased spending to enable
an aggressive stance against other countries can be directly addressed through the
following approach. I propose that a tax system be set up with the goal of mini-
mizing the benefits of expanding military spending while maximizing the costs of
doing so. This tax could be a tax or a levy on each member-country of the United
Nations of 10% for each doliar of military expenditure within that country and for
each dollar of arms exported from that country (see Hewitt, 1992, p. 109; Levine
& Smith, 1995). The tax would be levied on countries directly so the cost or
technicalities of collection would be minimal. Where arms exposts are carried out
by private corporations, it would then be up to the governments within those
countries pay the tax and then to collect the tax from these corporations.

There are a number of obvious problems. The first is how to measure the value
of arms exports, especially when it may be barter trade rather than a financial
transaction. Although there are probiems with the quality of data from organiza-
tions such as SIPRI, they could still be an input into the evaluation. The new UN
Registry of Arms Trade could also be used as data source. Furthermore, part of the
revenue raised from the tax could be used to finance improved monitoring and
data-collection procedures.

A main feature of this tax is that it would raise the costs of military expendi-
tures as well as the costs of exporting arms. On the other hand, it only partly ad-
dresses the problem of regional security. This can be tackled by using some of the
substantial revenue raised by the tax to improve monitoring and data collection
through regional security groups. The remainder of the revenue could be placed in
a fund controlled by (for example) the UN Security Council to be used to fund
multinational military interventions in support of all countries that have contrib-
uted to the fund. Having a credible financial backing to mobilize the international
community to protect individual countries against external threat should increase
the credibility of international action. The scale of the revenue gain would be
quite impressive. At the 10% suggested tax rate, and assuming total arms exports
of around USD 40 billion and military spending of around USD 1,000 billion,
such a tax would raise revenue of between USD 80 and USD 100 billion per year.

The advantage of the whole package is that global and regional security would
be enhanced. Countries would have less incentive to mount military actions
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against others, and would also perceive less of an external threat. With the pros-

pect of greater security there would be Jess incentive to maintain large military
budgets. The result would be greater security and less resources channeled into
military spending. With financial backing for regional security arrangements, for
monitoring, and for mobilizing mternational forces when needed, this proposal
greatly enhances the prospect for the type of cooperative security outlined by Car-
ter, Perry & Steinbruner (1992) and thoroughly explored in Nolan (1994): secu-
rity, not in terms of collective security where threat of military action is reduced
by maintaining large countervailing forces, but security achieved through coop-
eration. Moving in this direction would free resources, within developing coun-
tries in particular, which can be used for crucially needed development purposes,

without reducing the external security of those countries. This would also act to
reduce internal threat due to economic malaise,

Moreover, this proposal would leave international aid agencies to focas on

their principle role of guiding the development pracess. No resources would be
required in these agencies to monitor military spending. Regional security agen-
cies are far more suited to such a monitoring role.

Enforcement is the main problem of this proposal. Why would countries con-
tribute to this fund when many countries are already in arrears w
bution to the United Nations? The answer lies in considering the alternatives.
Small countries that do not participate cannot expect the international community
to pay for their protection. Large countries are already paying the cost of global
insecurity. For example, the Gulf War cost the participating countries over UsSD
100 billion dollars. Countries can either invest in security or pay whenever re-
gional problems arise. One thing is clear: unless arms shipments to the developing
world are reduced, regional conflicts will dominate over the next several decades,
With nuclear proliferation, this is an unsettling proposition indeed, By setting up
credible rules and the appropriate financial and security incentives, perhaps we
can be more optimistic about the shape of the New World Order.
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3. Paying for Security

This chapter has presented an overview of recent trends in global military ex-
penditure and arms trade, and then projected the possible consequences of reduc-
tions in military expenditures by the OECD economies.

Several important points emerge from the analysis: The first is that a credible
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from defense-related industries to other industries will inevitably involve short-

he world economy. However, as cuts

TUI LR
gain fr
GDP tt
of defe
by long
ROUNC:
term lo
realize
part of

The
cuts in-
if a by
to deve
in later
ernmen
‘export
mand ¥
military
major |
right ar
military
directly
hances
econom
revenue
the caus
tom,

Desy

certed e
tion, the
the dang
the inte.
War. Th
tives fac
ternatior
global a

rity umt

rity arra
proposes




threat. With the pros-
naintain large military
sources channeled into
arity arrangentents, for
needed, this proposal
curity outlined by Car-
n Nolan (1994): secu-
itary action is reduced
chieved through coop-
thin developing coun-
development purposes,
This would also act to

agencies to focus on
{o resources would be
egional security agen-

* would countries con-
ears with their contri-
:ring the alternatives.
ernational community
ing the cost of global
g countries over USD
or pay whenever re-
ents to the developing
next several decades.
indeed. By setting up
icentives, perhaps we
der.

n global military ex-
msequences of reduc-

first is that a credible
> countries need not
ny. However, as cuts
GDP that cannot be
location of resources
1tably involve short-

Military Spending Cuts and the Global Economy 489

run unemployment of these resources. In the long run, however, using the revenue
gain from the defense cutbacks to reduce fiscal deficits permanently raises real
GDP through higher globai saving. In contrast to most popular debate on the issue
of defense cutbacks — which argues that there would be short-run losses followed
by long-run gains — this chapter has shown that it is possible, by credibly an-
nouncing substantial cuts in advance, for there to be a short-run gain, medium-
term loss, and then long-run gain from cutting defense expenditure. However, to
realize these gains it is crucial that the savings from smaller defense outlays be
part of a credible deficit-reduction program.

The second point is that it is important to consider the security implications of
cuts in defense budgets as well as the macroeconomic consequences, In particular,
if a byproduct of the defense cutbacks is increasing exports of military equipment
to developing countries, then there could be significant regional security problems
in later years. Whether such arms shipments result from a concerted effort by gov-
ernments to buffer the losses to their domestic defense industries by seeking
‘export markets’, or merely through the market mechanism of a fall in global de-
mand reducing the price of weapons for developing countries, the increase in
military equipment in developing countries must be dealt with before it becomes a
major problem. This chapter considers a number of alternatives, such as an out-
right arms embargo and direct conditionality of development assistance based on
miljtary budgets. | argue that an alternative approach should be considered which
directly focuses on reducing the incentive to export and import arms, but also en-
hances regional security arrangements. Developing a regime which combines
economic incentives to reduce trade in arms, directly through taxes and using the
revenue to finance approaches to increasing regional security, therefore addresses
the cause of the accumulation of weapons rather than merely treating the symp-
tom.

Despite the current economic problems in the worid economy, we need a con-
certed effort to reduce the resources now channeled into military budgets. In addi-
tion, there must be an overall awareness of the security implications of this and
the danger of arms accumulation in developing countries. A new set of rules for
the international community is needed to replace the ad hoc rules of the Cold
War. This system will have to deal directly with the economic and political incen-
tives facing countries, especially during the current petiod of transition. The in-
ternational community must act decisively to create a system which can sustain
global and regional security through incentives, menitoring, and a credible secu-
rity umbrella maintained by the international community through regional secu-

rity arrangements. This chapter suggests the outline for such an approach and
proposes a way to pay for it.




