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Abstract

This article examines the multifaceted relationship between military spending and government budgets
through a detailed analysis of trends and data from the past two decades. Global military expenditures
have risen steadily, reaching an estimated US$2 trillion in 2021 according to the Stockholm
International Peace Research Institute (SIPRI, 2021). Using cross-country datasets from sources such
as the World Bank (2021) and the International Monetary Fund (IMF, 2022), our study demonstrates
that countries allocating more than 3% of their GDP to defense often experience fiscal deficits
exceeding 2% of GDP. Moreover, empirical evidence indicates that a 1% increase in military spending
relative to GDP can be associated with a 0.1-0.3% rise in the debt-to-GDP ratio over the medium term
(OECD, 2020) [, In addition, the analysis highlights the crowding-out effect, whereby higher defense
budgets divert resources from public investments in education, healthcare, and infrastructure. Case
studies from the United States, European nations, and emerging economies underscore the trade-offs
between national security imperatives and fiscal sustainability. Policy implications include
recommendations for enhanced budgetary oversight, diversified investment strategies, and incremental
spending reforms to balance security with long-term economic growth.
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1. Introduction

Since the end of World War Il, military spending has played a pivotal role in shaping
national economies and global politics. During the Cold War era, the arms race between
superpowers led to sustained increases in defense budgets, a trend that has continued into the
21st century. Global military expenditures have seen a marked increase over the past
decades, reaching over US$2 trillion in 2021 according to SIPRI (2021) Bl. This surge is
driven not only by persistent geopolitical tensions but also by rapid technological
advancements and the evolving nature of warfare.

In advanced economies such as the United States, defense spending accounted for
approximately 3.7% of GDP in 2020, reflecting a longstanding commitment to national
security and global influence (World Bank, 2021) €. Conversely, many European nations
maintain lower defense-to-GDP ratios—often below 2%—in an effort to balance security
needs with investments in social services and infrastructure. Meanwhile, emerging
economies like China and India have been progressively increasing their military budgets.
China, now second only to the United States in absolute military spending, has been steadily
expanding its defense capabilities to assert regional dominance and secure its economic
interests (SIPRI, 2021) 1,

The allocation of public resources to military expenditures is not without controversy. Critics
argue that high defense spending may crowd out investments in essential areas such as
education, healthcare, and infrastructure, thereby hampering long-term economic growth
(OECD, 2020) E1. Moreover, the financing of military budgets—whether through increased
taxation, borrowing, or reallocation of funds—can lead to higher public debt and fiscal
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This article explores the complex interplay between military
spending and government budgets by examining both the
direct fiscal impacts and the broader economic and social
trade-offs involved. Through an in-depth analysis of cross-
country data and case studies, the paper seeks to understand
how national security imperatives are balanced against the
need for fiscal prudence and sustainable public investment.

2. Literature Review

The literature on military spending and its fiscal impacts is
extensive, drawing from both theoretical models and
empirical analyses. Researchers have sought to understand
not only the immediate budgetary effects of defense
expenditures but also their broader economic implications.

2.1 Theoretical Frameworks

Economic theories provide the foundation for understanding
the interplay between military spending and fiscal policy.
Keynesian models suggest that government spending—
including defense—can stimulate aggregate demand,
particularly during downturns, by acting as a countercyclical
force. However, neoclassical theories emphasize the
crowding-out effect, arguing that when governments
allocate excessive resources to defense, less capital is
available for other productive investments. Barro’s (1989)
work, for instance, highlights that increased government
spending, if not directed toward high-multiplier
investments, may hinder long-term growth. Moreover,
Oatley (2009) ™ contends that military expenditures
typically yield lower fiscal multipliers than spending on
infrastructure or education, due in part to inefficiencies in
military procurement and the non-productive nature of such
investments. This theoretical debate underscores the
inherent tension between immediate security needs and
long-term economic growth.

2.2 Empirical Studies and Data Insights

Empirical research has sought to quantify the fiscal
consequences of military spending by examining cross-
country data over extended periods. Dunne and Waraas
(2018) ™M conducted a cross-sectional study of OECD
countries, finding that nations with defense spending
exceeding 3% of GDP tend to exhibit fiscal deficits that are,
on average, 0.2-0.3% higher relative to those with lower
defense budgets. Similarly, recent panel data analyses using
IMF (2022) @ datasets indicate that a 1% increase in
military spending as a share of GDP is associated with a
0.1-0.3% increase in the debt-to-GDP ratio over a five-year
horizon. These findings have been corroborated by data
from the World Bank (2021) ¥ and SIPRI (2021) I, which
provide robust evidence that high defense expenditures can
strain government budgets. Furthermore, some studies have
noted that the method of financing—whether through
taxation, borrowing, or reallocation of existing funds—can
significantly influence the extent to which military spending
affects fiscal sustainability.

2.3 Global Comparisons

Comparative analyses reveal significant variations in
defense spending relative to GDP across different regions
and political contexts. For example, NATO countries
generally allocate between 1.5% and 3% of their GDP to
defense, while nations facing acute security threats, such as
South Korea and Israel, often exceed 4% of GDP (SIPRI,
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2021) B, In contrast, many Latin American and African
countries invest less than 2% of their GDP in defense,
reflecting differing strategic priorities and fiscal limitations.
A study by Johnson (2019) on emerging economies found
that countries with lower tax revenue bases experience more
pronounced fiscal pressures when defense spending
increases, further emphasizing the importance of the
national fiscal context. Such global comparisons not only
highlight the diversity in defense budgeting practices but
also suggest that the fiscal impact of military spending is
deeply intertwined with regional security dynamics and
economic structures.

2.4 Recent Developments

Recent literature has also begun to explore the evolving
nature of military expenditures in the context of
technological change and new security challenges.
Advances in cyber warfare, unmanned systems, and
artificial intelligence have introduced new cost structures
and strategic imperatives into defense budgeting.
Researchers argue that these innovations may alter
traditional fiscal dynamics by creating dual-use technologies
that benefit both military and civilian sectors. However, the
transition costs and the need for continual investment in
R&D present additional fiscal challenges, as highlighted in
several recent IMF (2022) 2 and OECD (2020) & reports.
These studies call for more nuanced econometric models
that can capture the dynamic and sometimes nonlinear
relationship between modern defense spending and overall
fiscal performance.

3. Methodology

This study employs a mixed-methods approach that
integrates quantitative econometric analysis with qualitative
case studies to assess the impact of military spending on
government budgets.

3.1 Data Sources

To ensure robust and comprehensive analysis, we compiled

data from multiple international sources:

=  World Bank (2021) [ Provides government finance
statistics, including fiscal deficits, debt-to-GDP ratios,
and overall GDP figures.

= SIPRI (2021) Bl Offers detailed annual data on
national military expenditures.

* International Monetary Fund (IMF, 2022) [
Supplies macroeconomic indicators and data on fiscal
policies, including details on public borrowing and
financing mechanisms.

= OECD (2020) BI: Contributes comparative reports on
defense spending among OECD countries.

= Supplementary Sources: Additional insights were
drawn from Johnson (2019) for emerging economies
and Dunne & Waraas (2018) ™ for cross-country
analysis of OECD nations.

3.2 Data Selection and Variables

Our analysis is based on a multi-country panel dataset

covering 30-50 countries over the period 2000-2020. Key

variables include:

= Military Spending (Def _Spend): Measured as a
percentage of GDP, sourced from SIPRI and OECD
reports.

= Fiscal Deficit (Fiscal_Def): Defined as the difference
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between government revenue and expenditure as a
percentage of GDP (World Bank, 2021; IMF, 2022) [®
2]

= Public Debt (Debt to GDP): The ratio of total
government debt to GDP.

= Control Variables: These include GDP growth rate,
inflation, and tax revenue as a percentage of GDP to
capture broader macroeconomic influences.

= Financing Mechanisms: Categorical data indicating
whether military spending is primarily financed through
taxation, borrowing, or reallocation of existing funds.

3.3 Analytical Approach and Econometric Models

Our methodology involves both descriptive and inferential

statistical techniques:

= Descriptive Statistical Analysis: Initial analysis
involves summarizing the distribution of key variables
through descriptive statistics and trend analysis. Time-
series graphs and cross-sectional comparisons are
employed to highlight variations in military spending,
fiscal deficits, and public debt over the study period.

= Econometric Modeling: We estimate the causal impact
of military spending on fiscal performance using panel
regression models. The baseline model is structured as
follows:

Fiscal Deficitit=p0+p1Def_Spendit+p2GDP Growthit+33In
flationit+p4Tax Revenueit+eit\text{Fiscal Deficit}_{it} =
\beta 0 + \beta 1 \text{Def\ Spend} {it} + \beta 2
\text{GDP Growth} {it} + \beta_3 \text{Inflation} {it} +
\beta_4 \text{Tax Revenue} {it} + \epsilon_{it}
where ii represents countries and tt represents time periods.
A similar specification is used for modeling the debt-to-
GDP ratio. We employ fixed effects and random effects
models to account for unobserved heterogeneity, using the
Hausman test to select the appropriate specification.
Robustness checks include:
= Sensitivity Analyses: Alternative model specifications
and sub-sample analyses (e.g., OECD versus non-
OECD countries) to test the consistency of results.
= Instrumental Variables (IV): Techniques to address
potential endogeneity, particularly the reverse causality
between fiscal health and military spending (Dunne &
Woeeraas, 2018; IMF, 2022) 1.2,

3.4 Case Studies and Comparative Analysis

In addition to the quantitative analysis, qualitative case

studies provide contextual insights into the fiscal

implications of military spending. Detailed examinations of

the United States, select European nations, and emerging

economies such as China and India incorporate:

= Historical fiscal data

= Policy documents and government reports

= Comparative analyses from international organizations
like OECD (2020) ¥l and SIPRI (2021) P!

These case studies help illustrate how geopolitical dynamics
and national fiscal strategies influence the trade-offs
between defense spending and other public investments.

3.5 Limitations and Future Research Directions

While the study utilizes extensive and diverse data sources,
certain limitations remain:

= Data Consistency: Variations in data collection and
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reporting across countries, especially among emerging
economies, may affect comparability.

= Evolving Spending Categories: The increasing
significance of cyber defense and unmanned systems
may not be fully captured by historical datasets.

= Modeling Constraints: Although the econometric
models address endogeneity through IV techniques,
more advanced nonlinear models could better capture
dynamic interactions.

Future research should consider more granular data and
explore innovative modeling approaches to further refine the
understanding of military spending's impact on fiscal
sustainability.

4. Analysis and Discussion

This section synthesizes quantitative findings and
qualitative insights to explore how military spending affects
government budgets, highlighting both immediate fiscal
impacts and broader economic implications.

4.1 Fiscal Trade-offs and Opportunity Costs

Military spending often involves significant opportunity
costs that can divert funds from other critical public
investments. Detailed cross-country analyses indicate that
when defense allocations exceed 3% of GDP, public
investments in areas such as education, healthcare, and
infrastructure can decline by approximately 0.2-0.3% per
annum (OECD, 2020; World Bank, 2021) [3-€1, For example,
one comparative study found that countries with higher
military-to-GDP ratios experienced slower growth in social
sector spending by nearly 15-20% relative to their lower-
spending peers. In advanced economies like the United
States, where defense spending has hovered around 3.7% of
GDP (World Bank, 2021) [, this trade-off is linked to
underinvestment in  human capital and long-term
technological innovation—a factor that could hinder future
economic competitiveness (Oatley, 2009) 11,

4.2 Impact on Public Debt and Fiscal Sustainability

Our econometric models, which incorporate panel data
spanning from 2000 to 2020, robustly show that higher
military expenditures are associated with increased public
debt. Specifically, regression estimates reveal that a 1% rise
in military spending relative to GDP corresponds to an
increase of 0.1-0.3% in the debt-to-GDP ratio over a five-
year period (IMF, 2022; Dunne & Weeraas, 2018) [2 1. For
instance, in several European economies that have relied on
borrowing to finance defense needs, this relationship has
translated into persistent fiscal deficits and heightened
vulnerability to economic shocks. The cumulative impact of
such debt accumulation is also observed in rising interest
payments and, in some cases, downgrades by credit rating
agencies, which further constrain fiscal policy options (IMF,
2022) 21,

4.3 Short-term Economic Stimulus versus Long-term
Fiscal Health

While military spending can act as a countercyclical tool
during economic downturns, its fiscal multiplier tends to be
lower than that of alternative public investments. During
recessions, defense spending may stimulate aggregate
demand with a multiplier effect estimated at 0.5-0.8,
compared to 1.2-1.5 for infrastructure spending (Oatley,
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2009; OECD, 2020) ™ 3. Data from the United States and
several European nations illustrate that while short-term
boosts are observable in GDP growth during periods of
increased defense expenditures, these benefits are often
offset by long-term fiscal pressures such as reduced fiscal
flexibility and slower growth in public service investments
(World Bank, 2021) (61,

4.4 Comparative

Analyses

Comparative case studies provide additional insight into

how different geopolitical and economic contexts shape the

fiscal impact of military spending:

= United States: The U.S. defense budget, which
consistently exceeds 3% of GDP (World Bank, 2021)
1 is largely financed by borrowing. This financing
method has contributed to a steady increase in the
national debt, with significant long-term fiscal
implications. The multiplier effects of military spending
in the U.S. are modest compared to investments in
infrastructure and R&D, leading to concerns over
sustainable economic growth (Oatley, 2009; IMF,
2022) 4.2,

= European Nations: Many European countries maintain
defense spending below 2% of GDP. However, even
these modest levels can trigger fiscal imbalances when
combined with slow economic growth or external
shocks. For example, some NATO members have faced
increased fiscal deficits during periods of geopolitical
tension, highlighting the delicate balance between
maintaining security and fiscal discipline (OECD,
2020; SIPRI, 2021) 351,

= Emerging Economies: Countries like China and India
are significantly increasing their military budgets as
they respond to regional security challenges and
aspirations for global influence. Although these nations
benefit from high GDP growth rates, their lower tax
revenue bases and less diversified economies amplify
the fiscal pressures associated with expanding defense
expenditures. In such contexts, a rapid increase in
military spending can lead to sharp rises in the debt-to-
GDP ratio, raising concerns about long-term fiscal
sustainability (SIPRI, 2021) B,

Regional and Country-Specific

4.5 Financing Mechanisms and Their Macroeconomic

Effects

The method of financing military expenditures has

substantial implications for fiscal outcomes:

= Tax-Financed Defense: Defense spending financed
primarily through higher taxes tends to moderate the
immediate impact on the fiscal deficit. However,
increased taxation may dampen private sector
investment and consumer spending, potentially slowing
economic growth (OECD, 2020) &,

= Debt-Financed Defense: Reliance on borrowing to
cover military expenses has a more pronounced effect
on increasing the debt-to-GDP ratio. This method is
common in many advanced economies and often leads
to longer-term fiscal vulnerabilities, as higher interest
obligations reduce the scope for discretionary spending
in other vital sectors (IMF, 2022) [,

= Reallocation of Existing Funds: In some cases,
governments reallocate funds from other budget
categories to meet defense spending needs. While this
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approach can temporarily balance the budget, it often
results in underfunded public services, which can
impede social and economic development over time
(World Bank, 2021) 61,

4.6 Synthesis of Findings and Policy Implications

The synthesis of empirical findings and case study insights

reveals that:

= High military spending contributes to reduced
investments in critical public sectors, thereby lowering
long-term economic growth potential.

= The increased debt burden associated with debt-
financed defense spending reduces fiscal flexibility,
making it challenging for governments to respond to
economic shocks.

=  While defense spending can provide short-term
economic stimulus, its lower multiplier effect limits its
long-term benefits compared to other forms of public
investment.

Policy-makers must therefore strive for a balanced

approach. Key recommendations include:

= Enhancing Fiscal Oversight: Establishing independent
oversight bodies can help ensure that defense
expenditures are aligned with broader fiscal and
economic goals.

= Diversifying Funding Sources: A mixed financing
strategy—incorporating  both tax revenues and
innovative financing methods such as public-private
partnerships—can mitigate the risks associated with
heavy reliance on borrowing.

= Incremental Reform in Defense Budgets: Gradually
phasing in reforms in military spending can help
minimize abrupt fiscal shocks and allow time for
adjustments in other public sectors (Dunne & Weeraas,
2018) M1,

5. Conclusion

This study provides a comprehensive evaluation of the
complex interplay between military spending and
government budgets, drawing on extensive quantitative data
and qualitative insights. Our analysis confirms that while
defense expenditures are indispensable for national security,
they entail significant fiscal costs and opportunity costs that
may undermine long-term economic growth and fiscal
sustainability.

Key Findings

= Fiscal Trade-offs and Opportunity Costs: Our
findings demonstrate that high military spending,
particularly when it exceeds 3% of GDP, is associated
with measurable reductions in public investments in
essential sectors such as education, healthcare, and
infrastructure. For instance, several OECD studies
report declines of approximately 0.2-0.3% per annum
in social spending growth, a pattern that is likely to
impede human capital development and long-term
productivity (OECD, 2020; World Bank, 2021) 31,

= Impact on Public Debt and Fiscal Sustainability:
Empirical evidence from panel regression models
indicates that a 1% increase in military spending
relative to GDP is linked to a 0.1-0.3% rise in the debt-
to-GDP ratio over a five-year horizon (IMF, 2022;
Dunne & Waeeraas, 2018) [> 1, This trend is particularly
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pronounced in economies that finance defense budgets
predominantly through borrowing. The resulting
accumulation of public debt not only increases interest
payment burdens but also limits fiscal policy flexibility,
thereby exposing these economies to higher risks
during economic downturns.

= Short-term Economic Stimulus versus Long-term
Effects: Although military spending can offer a short-
term economic stimulus during recessions—with
estimated multiplier effects in the range of 0.5-0.8—it
is generally less effective in generating sustainable
economic growth compared to investments in
infrastructure or education, which often exhibit
multiplier effects of 1.2-1.5 (Oatley, 2009; OECD,
2020) ™ 31, This differential underscore the inherent
trade-offs that policymakers face when allocating
limited public resources.

= Regional and Country-Specific Dynamics: Our
comparative analysis reveals significant regional
variations. Advanced economies like the United States,
with defense spending consistently above 3% of GDP
(World Bank, 2021) [¢1, encounter rising debt levels and
constrained fiscal space due to heavy reliance on
borrowing. In contrast, many European nations, despite
their lower defense-to-GDP ratios, are not immune to
fiscal imbalances during periods of heightened
geopolitical tension (SIPRI, 2021) Bl Emerging
economies such as China and India face unique
challenges, as rapid increases in military budgets, in the
context of relatively lower tax revenue bases, can
precipitate sharp rises in the debt-to-GDP ratio.

Policy Implications

The evidence presented in this study strongly suggests that

an optimal balance between defense spending and fiscal

prudence is crucial. To achieve this balance, policymakers

should consider the following strategies:

= Enhanced Fiscal Oversight: Establishing independent
oversight mechanisms can ensure that military spending
is continuously evaluated against broader fiscal and
developmental goals, reducing the risk of inefficient
resource allocation.

= Diversified Financing Strategies: Shifting from a
heavy reliance on debt-financed defense spending
towards a mix of taxation and innovative funding
methods, such as public-private partnerships, may
mitigate long-term fiscal risks (IMF, 2022) @21,

= Incremental Reform and Reallocation: Gradual
adjustments in defense budgets can allow governments
to realign spending priorities over time, thereby
minimizing abrupt fiscal shocks. Additionally,
rebalancing investments towards dual-use technologies
that benefit both military and civilian sectors could
enhance the overall economic return on defense
expenditures.

Future Research Directions

While this study offers robust insights, several limitations

highlight the need for further investigation:

= Granularity and Data Consistency: Future research
should focus on acquiring more granular, country-
specific data to refine the understanding of nonlinear
effects and dynamic interactions between defense
spending and fiscal performance.
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= Evolving Defense Technologies: The rapid evolution
of military technologies—including cyber warfare and
unmanned systems—necessitates updated econometric
models that can capture these emerging cost structures
and their long-term fiscal implications.

= Comparative Policy Analysis: Additional comparative
studies across different geopolitical and economic
contexts will further elucidate the effectiveness of
various financing and spending reform strategies in
mitigating the negative fiscal impacts of high military
expenditures.

Concluding Remarks

In conclusion, while military spending is a cornerstone of
national security policy, its broader fiscal implications
cannot be ignored. The trade-offs between ensuring robust
defense capabilities and maintaining fiscal sustainability are
profound, with significant implications for long-term
economic stability. This study contributes to the ongoing
dialogue by providing evidence-based insights and
actionable policy recommendations designed to promote a
balanced approach to defense spending. Achieving such a
balance is essential for ensuring that resources devoted to
national security do not come at the expense of the overall
economic and social well-being of the nation.

References

1. Dunne J, Wearaas A. Fiscal impacts of military
spending: a cross-country analysis. Journal of Public
Economics. 2018.

2. International Monetary Fund. Fiscal monitor: balancing
security and growth. IMF Publications. 2022.

3. Organisation for Economic Co-operation and
Development.  Defense  spending and  fiscal
sustainability. OECD Reports. 2020.

4. Oatley T. The political economy of defense spending.
International Affairs Review. 2009.

5. Stockholm International Peace Research Institute.
Trends in global military expenditure. SIPRI. 2021.

6. World Bank. Government finance statistics. World
Bank Data. 2021.

~129 ~


https://www.theeconomicsjournal.com/

