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Abstract

Two aspects of the guns versus butter debate are explored in this paper. First, an analysis is undertaken of the forces and interrelationships that shape the linkages between defence spending and economic growth in South Africa. Secondly, the economic and financial implications of some degree of security co-operation in SADC are examined.
1.
Introduction
While military affairs were reflected upon, frowned upon and, at times, praised by such luminaries as Adam Smith, David Ricardo, Jean-Baptiste Say and John Maynard Keynes, interest in defence economics really only began during World War II. The end of the Cold War did not dilute this interest. In fact, there has been a plethora of research in the field over the last two decades, and defence economics has come of age as a discipline in its own right. The publication, since 1990, of a peer-reviewed specialist journal Defence and Peace Economics (formerly Defence Economics) has played an important role in this regard.
As an area of applied economics, defence economics encompasses micro-economics, macro-economics, public sector economics, welfare economics, international trade and finance, econometrics, conflict studies, game theory and strategic studies. Intriligator (1990:3) provides a comprehensive definition of the nature and scope of the field:

Defence economics is concerned with that part of the overall economy involving defense-related issues, including the level of defense spending, both in total and as a fraction of the overall economy; the impacts of defense expenditure, both domestically for output and employment and internationally for impacts on other nations; the reasons for the existence and size of the defense sector; the relation of defense spending to technical change; and the implications of defense spending and the defense sector for international stability or instability.
From this definition, and by examining academic contributions to the field, we find extensive research in inter alia the economics of arms races, the economic theory of alliances, the economics of conscription, the impact of defence spending on employment, the demand for military spending, the impact of military spending on economic growth, the economics of arms procurement, defence and the industrial base (the military-industrial complex), defence and development, the costs and benefits of conversion, and the economics of terrorism.

The purpose of this paper is twofold: First, to explore the meaning and extent of the peace dividend in post-apartheid South Africa and, secondly, to examine the potential for and implications of defence burden sharing in SADC.

2.
South Africa’s peace dividend

2.1
Conceptual considerations

It is generally proposed that the opportunity costs of high and rising defence expenditure in a developing country are, from a socio-economic point of view, too high since scarce resources are absorbed that could otherwise have been utilised more effectively and meaningfully in non-military endeavours. By extending the argument to include the crowding-out effect, inflationary financing of defence spending, widening current account deficits, oligopsonistic market conditions and human capital distortions, the conclusion is reached that a high defence burden compromises sustainable economic growth and socio-economic development.
If this argument is valid then, by implication, the opposite is said to hold true, viz., a sustained decline in the defence burden (the expected outcome of a peace dividend) should have a beneficial impact on a developing country’s economic and socio-economic prospects. However, this kind of reasoning, as intuitively and emotionally appealing as it may be, could – at least in the case of South Africa – be flawed on a number of counts.

First, while there can be little doubt that South Africa’s economic growth and development performance between the mid-1970s and early-1990s was tepid and distorted, and there is no doubting the fact that defence spending reached unprecedented peaks in that period, the a priori assumption of a causal relationship between the two events could well be indicative of a number of conceptual and contextual irregularities. These include confusing correlation with causation; the post hoc ergo propter hoc fallacy; looking at reality through tinted lenses; subjectivity and biasedness.

A second potential flaw in the entire argument emerges when we consider the possibility that defence expenditure may actually be beneficial for economic growth in developing nations. In summarising work by inter alia Benoit, Chan, Deger, Mintz and Huang, and Ram, Sandler and Hartley (1995) list the following conceivable benefits:

· Developing countries can experience a stimulative effect from defence spending during periods of unemployment, under-consumption or under-investment.

· Developing nations may experience direct technological effects and spin-offs from the defence sector. If spin-offs are later used in the civilian sector, growth is promoted.
· Defence spending can enhance growth if some portion of the spending is allocated to social infrastructure development (e.g., roads, dams, airports).

· Defence spending can promote growth by providing nutrition, education and training (i.e., by investing in human capital), which may later have a positive influence on productivity in the civilian sector.

· Defence spending can support growth by maintaining internal and external security – a sine qua non for the smooth and effective functioning of a market system, and for attracting foreign investment.

A third possible flaw revolves around the interpretation of the concept of the peace dividend. Sandler and Hartley (1995) propose three possible interpretations, at the same time exposing a number of myths. The uninformed (naïve) view of the peace dividend is that it is large and instantly available for use to, for instance, redeem the national debt, build infrastructure or finance social services. In reality, however, a structural decline in defence spending requires a fundamental reallocation of resources in the economy and major adjustments in employment patterns, capital utilisation and the like.
The simple view of the peace dividend is that it will serve as a panacea to a country’s economic and social problems. However, as argued earlier, this will depend on the nature of the structural relationship between defence spending and economic performance.

The final interpretation of the peace dividend – the informed view – is that it requires a major reallocation of resources, involving costs and taking time. This view dispels the myth (and hope) that adjustment problems and costs of disarmament will be relatively small and localised, and therefore ignorable.

From these reflective and cautionary observations it becomes clear that in order to establish the existence and extent of South Africa’s peace dividend, it is necessary to determine the relationship between a range of macro-economic variables (such as defence expenditure, non-defence government expenditure, private investment, non-defence public investment, savings, consumption spending, exports and imports) and economic growth. If this relationship can be adequately and properly formulated and tested, the results could then conceivably be used to establish how a peace dividend may influence the economy.

2.2
Modelling the defence-growth relationship in South Africa
Research into the nature of the defence-economy relationship in South Africa has, at best, been sporadic. Until the mid-1990s the empirical analysis of the defence-growth nexus largely relied on anecdotal evidence and broad generalisations based on international observations. This shortcoming not only compromised the ability of policy-makers to make meaningful spending decisions with due regard of their economic implications, but also restrained academic debate on the topic. These deficiencies became even more pronounced in the wake of the watershed events that occurred during the late-1980s and early-1990s, giving rise to a significant change in South Africa’s strategic, economic and defence environment.

There was, however, a flurry of academic research starting some 10 years ago. A highlight in 2000 was a Special Issue of Defence and Peace Economics edited by Paul Dunne and André Roux, which was entirely devoted to South Africa. This special edition was based on the proceedings of a conference on The Economics of Defence and Security for the Countries of the Mediterranean and Sub-Saharan Africa, held in Lisbon, Portugal in 1999.

Various papers consider the macro-economic impacts of defence spending, using different theoretical approaches, and covering different time periods between 1960 and 1997. Some of the models used are of a neo-classical nature; others follow a Keynesian approach (thereby also capturing indirect demand effects). The latter requires an econometric model of simultaneous equations that accommodates at least the following (Roux, 1996):
· The direct impact of military spending on economic growth (may be positive or negative).

· The indirect effect through savings to reflect the fact that military spending increases government expenditure and may reallocate potential savings away from investment, thereby suppressing economic growth.

· The effect on resource mobilisation, which is manifested in a decline in the propensity to save as consumer spending rises to offset potentially lower government expenditure on social services such as education, health and housing.

· The possibility that, in an open economy, military-related imports may occur at the expense of potentially more productive civilian imports.

· The possible endogeneity of military expenditure (i.e., the notion that, like other forms of government expenditure, military spending is constrained – at least partly – by overall economic performance).

In qualitative terms, the results of various model specifications and estimations based on the above approach (viz., Roux, 1996; Roux, 2000; Dunne, Nikolaidou and Roux, 2000) can be summarised as follows:

· The basic Benoit hypothesis that military spending in developing countries is positive for economic growth has not applied to South Africa.
· Military spending has not influenced – positively or negatively – the gross domestic savings rate.

· The trade balance of the balance of payments has reacted negatively to military spending.

· Military spending decisions until the mid-1990s did not take cognisance of economic considerations. (This is clearly no longer the case).

On the whole, when total derivatives are computed and both direct and indirect effects are taken into account, military spending appears to have a moderately negative impact on economic growth. This suggests that cuts in military spending present an opportunity for improved macro-economic performance. However, empirical evidence to this effect will only really emerge in about 10 years’ time. Only by then will it be possible to determine the long-term nature, effect and even ethos of the restructured South African economy, and the concomitant character of the relationship between defence spending, the macro-economy and development in the post-1994 South Africa.

2.3 Conclusions

Thus, the manifestation and scope of South Africa’s post-1994 peace dividend is best captured in a few speculative and reflective comments:

· The reallocation of societal resources away from the military to civilian purposes should have a benign effect on overall welfare in the long run.

· The sustainability of the positive effect will be determined by the purposes for which the released resources are employed. If, for example, they are used to finance the elimination of socio-economic disparities through current, as opposed to investment, spending, the positive growth spill-overs may be short-lived.

· A lower military burden should reduce the crowding-out effect on investment.

· Reduced military spending, in conjunction with increased financial inflows, could alleviate balance of payments pressures, which will, in turn, enhance the positive multiplier effect on economic growth.

· Defence spending decisions today, unlike the situation during the 1960s, 1970s and 1980s, are swayed by socio-economic considerations.

· The potentially negative impact on employment of disarmament and conversion could be offset by the outcomes of the strategic arms package.

Finally, it is worth repeating that South Africa’s poor economic and development performance in the two decades prior to 1994 was largely a function of underlying structural deficiencies and institutional constraints, rather than excessive military spending. In the final analysis, therefore, meaningful and sustainable growth will be attained only when these deficiencies and constraints are removed – not as a result of a decline in the defence burden.
3.
The economics of security co-operation between members of SADC

3.1 Conceptual background and assumptions
As argued in the previous section, economic and socio-economic imperatives are playing a dominant role in determining the magnitude of defence budgets in South Africa. However, the volume of resources allocated to defence may in future also be influenced by a factor that, until the mid-1990s would have been inconceivable. The reversal of the international ostracisation of South Africa has, at least in principle, paved the way for varying degrees of security co-operation between nations in Africa. Collective security needs, together with a presumable desire to reduce individual defence budgets, present the prospect of the establishment of a regional defence alliance along the lines of NATO. This possibility, and especially South Africa’s involvement therein, raise a number of issues, viz.:
· The impact of co-operation on the defence burdens of member countries, especially South Africa.

· The impact of co-operation on other forms of government spending, such as health and education.

· The incentive for member countries to free ride (i.e., for member(s) to rely to a large degree on other member(s) for its/their defence).

· The impact of security co-operation on regional socio-economic welfare (Roux, 1997).

The main purpose of this section is to explore the implications of security co-operation between members of SADC and, in particular, the financial consequences for South Africa. A number of qualifying assumptions are made to simplify the analysis, viz.:

· Each member of the alliance yields three kinds of benefits:
· Private defence benefits (e.g., the protection of coastal waters, the development of an arms industry). These goods comply with the public good conditions of non-rivalry and non-excludability within nations, but are private between nations (Hansen et al, 1990).

· Damage-limiting protection goods (i.e., the fending off of an assault by means of military action) are impure public goods since they are subject to dilution and alternative deployment. Dilution results when protective forces are used to protect a larger front or border; as a consequence protective weapons may suffer a diminution in quality and/or quantity. Thus, rivalry may prevail to some degree due to spatial considerations (Sandler, 1977). 

· A defence good yields deterrence benefits to the alliance when its purpose is to convey a credible threat of retaliation on behalf of the alliance. In particular, if the alliance’s commitment to retaliate against an act of aggression directed at any member(s) is credible to the potential aggressor, the threat embodied in the deterrent defence good provides non-rival benefits to the entire alliance (Sandler, 1977). Moreover, if the alliance is perceived to be unified by the aggressor, the benefits accruing from the defence good cannot be withheld from any individual member of the alliance. Thus, defence goods that are of a deterrent nature can fulfil both conditions for a public good. 

· Free riding does not occur in the event of private defence outputs, and is limited in the case of impure public defence goods. Free riding is only likely for pure public defence goods (deterrence benefits).

· South Africa is, in many respects, the dominant force in SADC, accounting in 2004 for
· 75% of SADC’s output of goods and services; 

· 77% of SADC’s total public spending on health;

· 73% of SADC’s total public spending on education;

· 51% of SADC’s total military spending; and

· 28% of SADC’s population (computed from World Bank, 2006).

· Consequently, in the event of the members of SADC establishing a security alliance a disproportionate deterrence-sharing burden is assumed on grounds of the fact that South Africa is the leading producer and operator of conventional deterrence (and therefore public good) weapons. It is therefore postulated that the non-South African members of the alliance would tend to be free riders, at the expense of South Africa.

3.2 A crude illustration of the economic and financial effects of a SADC alliance

Table 1 shows a selection of output, military and socio-economic indicators for SADC, South Africa, various income categories and the world in 2004. The following observations are salient:
· At 2.2% SADC’s military burden is on par with the ratio for low-income countries, and somewhat lower than the world average of 2.5%. However, if South Africa (which has a military burden that is significantly lower than the world average) is excluded, SADC’s burden rises to 4.2%.

· Military spending per capita in South Africa is relatively high compared to the average for middle-income countries, but the country’s per capita spending on education and health is even higher than the world average. Consequently, the ratio of per capita defence spending to per capita spending on health and education is lower in South Africa than in medium-income countries. Indeed, the ratio is lower than the average for high income countries and the world. Put differently, on a per capita basis the amount spent on education and health is almost six times higher in South Africa than the amount spent on defence. By contrast, in SADC excluding South Africa, per capita spending on health and education is only twice as much as per capita defence spending.
In Table 2 the military burden of SADC excluding South Africa is reduced to 2.3% (the average for low-income economies). This implies a decline in military spending of $1.35bn. If it is assumed that this constitutes the pure public good component of military spending, and that free riding occurs, it is conceivable that this spending responsibility is taken up by South Africa on behalf of the other members. Thus, military expenditure in South Africa increases by $1.35bn and the country’s military burden rises to 2.1% - still lower than the world average. It is further assumed that the savings effected by the SADC countries excluding South Africa are reallocated to health and education.

Table 1: Output, defence spending, and health and education spending, 2004 

	Country/

Region
	GDP
$bn
	Population
m
	Military expenditure
$bn
	Military burden
%
	Military spending per capita
$
	Public education spending per capita
$
	Public health spending per capita
$
	Defence per capita as percentage of education and health per capita
%

	SADC (incl SA)
	285.6
	163
	6.22
	2.2
	38
	96
	55
	25

	SA
	212.8
	46
	3.19
	1.5
	69
	250
	148
	17

	SADC (excl SA)
	72.8
	117
	3.03
	4.2
	26
	36
	18
	48

	Low income countries
	1 239.2
	2 343
	28.5
	2.3
	12
	n/a
	7
	n/a

	Medium income countries
	7 156.8
	3 018
	136.0
	1.9
	45
	104
	71
	26

	High income countries
	32 900.1
	1 004
	855.4
	2.6
	852
	1 835
	2 196
	21

	World
	41 290.4
	6 365
	1 032
	2.5
	162
	285
	383
	24


Notes:
1)
Military expenditure as percentage of GDP.

2)
Countries with a GNI per capita of $825 or less in 2004.

2)
Countries with a GNI per capita of between $826 and $10 065 in 2004.


3)
Countries with a GNI per capita in excess of $10 065 in 2004.

Source:

Own calculations; raw data from World Bank, 2006. 

The benefits for SADC excluding South Africa include the following:

· Per capita spending on education increases by 14%.

· Per capita spending on health increases by 31%.

· The ratio of per capita defence spending to per capita spending on health education falls from 48 to 25.

Although South Africa’s military burden is higher, in making a significant contribution to the overall collective welfare of the other members of the alliance, regional security is enhanced and a contribution is made to poverty alleviation and human capital development. In the longer run, it is far more preferable for South Africa to import goods and services than socio-political instability and poverty.

Table 2: The impact of free riding by SADC members

	
	Military expenditure

$bn
	Military burden

%
	Military spending per capita

$
	Public education spending per capita

$
	Public health spending per capita

$
	Defence per capita as percentage of education and health per capita

%

	SADC (incl South Africa)
	6.22
	2.2
	38
	100
	59
	24

	South Africa
	4.54
	2.1
	99
	250
	148
	25

	SADC excl South Africa
	1.68
	2.3
	117
	41
	23.5
	22.3

	World
	
	
	
	
	
	


Source:

Own calculations.
4.
Concluding remarks

Economics is the study of choices – how to efficiently allocate scarce resources among alternative uses. Because resources are scarce, they are valued in terms of opportunity costs – the value of the best alternative that is sacrificed when a choice is made. If an economy is operating at full capacity (i.e., all its production factors are being fully utilised) it achieves productive efficiency. In the classic ‘guns versus butter’ debate, this implies that increased production of ‘guns’ (defence) cannot occur without sacrificing ‘butter’ (socio-economic spending). Conversely, by lowering defence output, it is assumed that ‘butter’ production will be stimulated, thereby moving towards allocative efficiency in an economy whose citizens presumably favour civilian production over defence output in the absence of a security threat.
This purported trade-off between defence spending and economic performance has been explored in this paper in a South African context from two perspectives. First, by modelling the direct and indirect links between defence spending and economic growth using time-series data, it was found that a decline in the military burden could, subject to various conditions, have a positive impact on economic growth and overall economic welfare. However, this impact is likely to be modest – a higher growth path in South Africa will rather require significant structural and institutional adjustments.

The second perspective on the trade-off had a regional connotation. In the event of SADC establishing an alliance, it is not inconceivable that members would look to the largest economic and military force, South Africa, to assume some portion of the alliance’s deterrent output on their behalf. This free-riding would then enable countries to redeploy defence resources for, say, health and education purposes, thereby making a contribution to socio-economic welfare in the region. South Africa’s defence burden would naturally rise to some extent, but this may be a small price to pay for enhanced regional stability.
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