CHAPTER 1

INTRODUCTION

1.1 Introduction

During the past decade studies concerning  military
expenditure have increased considerably. 1In most of the studies
an attempt has been made to examine the relationship between
economic growth and military expenditure. The majority of these
studies are cross-country analyses. In the present study an
attempt 1is made to examine the relationship between economic
growth and military expenditure in a single country, namely Sri
Lanka. In section 1.2 the global trend in military expenditure
is briefly reviewed. In section 1.3 various definitions of
military expenditure are given. Section 1.4 concerns the
military expenditure in less developed countries (LDCs). A
survey of the 1literature, which 1is the main component of the
present chapter, comes in section 1.5. The objectives of the
study are given in section 1.6 and the outline of the study in

section 1.7.

1.2 Global Perspective

World spending on military related activities has been
growing rapidly in recent years. Most countries regularly spend
vast amounts and use substantial other sources, both physical and
human,on their military effort. Since the beginning of the 1980s

world military spending has been gro+ing, on average, by over 3



per cent above inflation each year ([World Armament and
Disarmament, SIPRI (Stockholm International Peace Research
Institute) Year Book, 1986, p.209]. On the one hand, wealthy
countries can afford to devote resources to military expenditure.
On the other hand, poor countries, though they cannot afford to
do so, also devote a big slice of their GDP to military related
activities. It 1is interesting to note that, over the last 20
years expenditure on military related activities has grown more
rapidly in developing countries than in NATO! (North Atlantic

Treaty Organization) or the WTO2 (Warsaw Treaty Organization)

countries.

Table 1.1 provides data on world military expenditure in
1980 and 1985. This table shows the increase in military
expenditure from 1980 to 1985. However, the data on the USSR,
WTO countries and China is unreliable according to the SIPRI Year
Book - 1986.



Table 1.1

WORLD MILITARY EXPENDITURE 1980 AND 1985

(in million U.S. dollars at 1980 prices

and exchange rates)

Country/Region 1980 1985
UsSa 143,981 204,896
Other NATO countries 112,320 122,784
USSR 131,800 146,200
Other WTO countries 12,479 13,932
Europe
(other than NATO and WTO) 15,427 16,639
Middle East 41,190 49,634
South Asia 6,599 9,087
Far East(excluding China) 27,360 34,800
China 42,700 30,000
Oceania 4,273 5,350
Africa (excluding Egypt) 14,758 12,699
Central America 2,853 3,797
South America 11,305 13.300

Source : SIPRI Year Book - 1986 , p.231

There are several reasons for the increase in spending on
military related activities. These reasons can be summarised

into three major categories (Maizels and Nissanke 1986, p.1129).



(a) National reasons
(h) Regional reasons

(c) Global reasons

Military or defence expenditure can grow for any or all of these
reasons. For example, internal conflicts, civil war and communal
or ethnic problems might increase the military expenditure of a
country. Similarly, regional tensicn, border conflicts or the
influence of super powers can cause an expansion in military

expenditure.

When the military sector is important it 1leads to an
acceleration of the arms race between countries. The importance
of military power is the main reason for the arms race between
countries including super powers and their allies. As a result,
the arms industry has become one of the most important activities
in the present world economy. Some Third World countries produce
sophisticated weapons today. They produce them not only for
their own consumption but also for wearning foreign exchange by
exporting those weapons to other develouping countries. India and
Pakistan are two such countries which have sophisticated and

rapidly growing arms industries.

A rapid increase in military rela:ed expenditure may lead to
a reduction 1in other expenditure. Especially in the developing
world there are problems of supplying urgently needed basic
facilities such as food, shelte:, education and health.
Increasing military expenditure in these countries can cause

social as well as political problems.

Apart from the social problems there are serious economic
problems, such as how military expenditure affects the overall
economic development of the world, how it affects other
government expenditure and so on. While most politicians see

only the beneficial side of the increase in military expenditure,



economists have different views regarding the costs and benefits
of increased military expenditure. In some countries military
industries have provided substantial job opportunities and
positively contributed to the country's balance of trade through
the supply of arms to others. In these cases economists see the
benefits of increasing military expenditure even in developing
countries. However, some are not so optimistic about this and
look at the high opportunity cost of military expenditure. Table
1.2 1indicates that the growth rate of world military expenditure
is much higher than the growth rate of world output. If this
trend continues the result would e a huge arms build-up and

the possible threat of war.



Table 1.2

GROWTH OF WORLD OUTPUT AND MILITARY EXPENDITURE

BY ECONOMIC GROUPS. (in percentages)

Area 1980-1985
World :
GDP (Gross Domestic Product) 2.4
Military Expenditure 3.2
Industrial

Market Economies:
GDP 2.1
Military Expenditure 4.9

Non-Market Economies:
GDP 3.7
Military Expenditure 0.3

Developing Countries:
GDP 1.8

Military Expenditure 3.1

Source : SIPRI Year Book- 1986

In Table 1.2, industrial market economies include Portugal
and South Africa and non-market economies cover WTO countries and
China. The developing countries include oil exporting countries

and the rest of the world excluding Portugal and South Africa.



The most notable feature in this table is that the growth rate of
military expenditure in developing countries is similar to the

world's growth rate of military expenditure.

1.3 Definition of Military Expenditure

In general, the term "military"” stands for defence forces
such as Army, Navy and Air Force. It also implies other
paramilitary forces which are involved in mnilitary activities.
"Military expenditure" is the expenditure incurred in activities
which are related to military forces. This includes both current
and capital expenditure. Military expenditure data produced by
the various sources, usually, differ from each other. The main
reason for this difference is that there is no standard
definition of security spending. The United Nations has given a
standard definition for security expenditure but this definition
is not widely accepted (Ball 1984a, p.6). The definitional
problem of =ailitary expenditure arises in the case of national
governments too. For example, under the budget estimates of the
Ministry of Defence in Sri Lanka there are some allocations for
certain departments which do not directly participate in defence

activities, for example, The Department of Civil Aviation.

The military expenditure data produced by NATO does not take
into account the «civilian type expenditure of each of the NATO
defence ministries and does not include military type expenditure
by other ninistries. The TIISS (Iaternational Institute of
Strategic Studies) publications depend on national budget
estimates in providing  military expenditure data. SIPRI
publications use the NATO definition as a guideline. IMF
(International Monetary Fund) publications use a comprehensive
definition of military expenditure. They take into account each
service which supports military personnel and activities but

exclude civilian type expenditure borne by the defence department



or ministry. The data published in The UN Statistical Yearbook
are based on individual national definitions of military
expenditure. The World Bank definition includes "....all
expenditure, whether by defence or otaer departments, £for the
maintenance of military forces, including the purchase of
military supplies and equipment, construction, recruiting and
training. Also falling wunder this category is expenditure for
strengthening the public service to meet war time emergencies,
for training civil defence personnel, and for foreign military
aid and contributions to military organizations and alliances"”
{World Bank (1983), p.212].

For the purpose of the present study, we have taken only the
direct military expenditure data. More details will be provided
in chapter 5 regarding the military expenditure data used in this

study.

1.4 Military Expenditure in LDCs

Since the end of the Second World War not a single war has
taken place in the developed world. All the wars have taken
place in the poorer countries of the world (Kaldor 1978, p.57).
Although there are some exceptional cases (eg.Northern Ireland)
it is apparent that military coups, social wunrest, civil wars,
border conflicts and similar kinds of disturbing activities are
more common in the developing world than in the developed world.
Therefore, it 1is not surprising to have a higher growth rate of
military expenditure in the developing than in the developed

countries.



Table 1.3 illustrates defence expenditure as a percentage of
GDP or GNP (Gross National Product) and also as a percentage of

the total government spending of selected Asian countries.

Table 1.3

DEFENCE EXPENDITURE AS A PERCENTAGE OF GDP/GNP AND
GOVERNMENT SPENDING IN SELECTED ASIAN COUNTRIES

% of % of
COUNTRY YEAR GDP/ GOVERNMENT
GNP SPENDING
BANGLADESH 1979 1.4 20.1
1982 1.6 20.6
BURMA 1979 3.6 24.3
1982 3.5 35.0
INDIA 1979 3.0 20.4
1982 3.3 27.6
INDONESIA 1979 3.2 13.7
1982 3.3 12.4
KOREA [SOUTH] 1979 5.2 29.5
1982 6.0 36.0
MALAYSIA 1979 5.7 16.0
1982 8.2 17.7
PAKISTAN 1979 6.4 34.9
1982 7.1 45.6
SRI LANKA 1979 1.3 2.7
1983 1.33 3.2

Sources : Asia Year Book, 1985, p.21

Government Treasury, Sri Lanka



One can 1look at this wunusual increase in military
expenditure in developing countries in the light of the three
major headings noted on page 4. National reasons are the most
important in determining the defence expenditure in developing
countries. Most of these countries becanme politically
independent only after the Second World War. They have had
little experience in politics, administration and other governing
activities. The struggle for political power between races,
tribes, religious groups and rich and poor has been inevitable.
These conflicts are common in most of the developing countries.
When these conflicts have become uncontrollable the last, and

possibly the worst, thing to appear has been a dictatorship.

Under national reasons there are various sub catagories such
as, the political, social, religious and economic. For exanmple,
Harris (1985 p.47) in his study has demonstrated that econonic
forces have at least a moderate influence on defence expenditure
in 5 ASEAN (Association of Soutk East Asian Natioms)
countries.?* In one way or another the above reasons seem to
create a situation in which military forces have to play an
important role. When the role played by military forces becomes
so important expenditure on military related activities

increases.

Regional reasons can also lead to an increase in expenditure
on defence forces or military related activities. Border
disputes and military build-ups in neighbouring countries can
lead to an increase in military expenditure in a country. One
proninent example of this is the case of India and Pakistan. The
expansion of military forces in Pakistan has caused India to
expand it's military related activities. Similar examples can be
seen 1in Korea, Israel and some of the African and Latin American
countries. Regional tension between countries c¢an accelerate
military expenditure in those countries. The continued increase

in military expenditure in two rival countries can also create

10



the threat of a possible war. Iraq and Iran provide a good

example in this context.

Turning to the international reasons, it can be argued that
the growth of military expenditure is in most cases associated
with super powers. For example, defence treaties with super
powers or other militarily powerful countries can cause an
increase in defence expenditure in that country. This situation
again depends on the political leadership or the political belief
of that country. There are a number of studies in which an
attempt has been made to analyse the effects of international
reasons on the growth of military expenditure [For example see
Maizels and Nissanke (1986)].

1.5 Survey of the Literature

The study of military expenditure has become popular among
economists since the pioneering work of Benoit (1973,1978) who
analysed the relationship between defence  expenditure and
economic growth. Benoit's work drew the attention of a number of
scholars to this area. Subsequeatly, Rothschild (1977},
Frederiksen and Looney (1982), Deger (1986), Deger and Sen
(1983), Deger and Smith (1983), Faini, Annez and Tailor (1984),
Biswas and Ram (1986), Maizels and Nissanke (1986) and David Lim,
{1983) among others, have made valuable <contributions to
this field of research. Table 1.4 summarises some important
studies undertaken in relation to military expenditure. Studies
on military expenditure can be d:vided into three main groups

according to their conclusions.
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In the first group it has been concluded that increased
military expenditure can help the development process of a
country by way of accelerating economic growth (Benoit 1973,
1978). The second group of studies differs. It is argued that
increased military expenditure will not accelerate economic
growth but rather hampers the process of development [Ball
(1983), Deger (1986), Rothschild (1977), Lim (1983)]. Most of
the studies on military expenditure fall into either of these
categories although a few conclude that increased military
expenditure neither helps nor hampers economic growth (Biswas and
Ram, 1986).

The work of Benoit (1973) covered 44 developing countries
over the period 1950-65. His findings were that over the period,
and also during the short period of 1960-65, high defence burdens
were positively correlated with higher growth rates. Benoit
defined defence burden by calculating military expenditure as a
percentage of civilian gross domestic product. Benoit's findings

can be summarised as follows:

a) Countries with a heavy defence burden had

the most rapid rate of growth.

b) Countries with the lcwest defence burden had

the lowest growth rate.

(g}

Military governments do spend more on

defence than civilian governments.
d) In the 1960-65 period defence burden seems to

be a more significan determinant of growth than
in the 1950-~60 period.

15



There is a question as to whether defence expenditure
influences growth or vice versa. Benoit found the causality
running primarily from defence burden to economic growth. Benoit
discussed the tangible benefits of defence programmes such as
feeding, clothing, housing, educational programmes, medical care
and public works {construction etc.} activity. If increased
defence expenditure programmes offer civilians utilizable
training then, according to Benoit, it may make a significant

contribution to the productivity of the civilian sector.

Benoit's work has been criticized by many others. The basic
criticism against defence expenditure is that it represents a
significant opportunity cost. According to Chan (1985) there are
four major negative effects of defence expenditure. These are
the modernization effect, balance of payment effect, the effect
on the productivity and technological base of the country and the
import intensive nature of defence expenditure. The
modernization effect shows the negative outcome of increased
defence expenditure in an economy. 3s a result of increased
defence expenditure there may be a reduction in civilian GDP.
This reduction may lead to some crowding-out effects on <civilian
consumption and investment. Secondlv, if growth is export led,
high military expenditure could lead to "...... chronic and
serious displacement of capital and talent from the most dynamic
sectors of civilian production to military production" (Chan
1985,p.417). Thirdly, the use of research and development
resources in defence can hinder the country's technological and
productivity progress in the civilian sector. Finally, in most

cases defence expenditures are import intensive in nature.

Deger (1986) has shown three main points on which Benoit's
work can be criticised. Firstly, he (Deger) sees a definitional
error in Benoit's model. Secondly, the way Benoit has chosen his
variables can give highly sensitive correlation results. Even a

simple change can give misleading results. Finally, the most
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important criticism is that the econometric work on Benoit's
model is based on a single equation system. Deger argued that
the relationship between the defence variable and other variables
cannot be explained in a single equation model. In order to
obtain more accurate results simultaneous equations should be

used.

Deger pointed out four major ways in which  defence
expenditure can influence economic growth. The economic growth
of a country can be influenced through aggregate demand
stimulation activities. This can be done by increasing
(reducing) aggregate demand through higher (lower) defence
expenditure. Furthermore, the spin-off effects of increased
military expenditure can influence economic growth. Another way
of influencing economic growth is by allocating resources away
from potential investment opportunities. This can affect the
overall economic growth of the country. Finally, increased
military expenditure may create new resources. However, the
autonomous nature of military expenditure can lead to opposite
results in a dynamic context. Military expenditure may have a
direct opportunity «cost and it can reduce the potential savings

available for planned investment.

Deger (1986) used a cross section of 50 developing countries
for his study covering the period 1¢65-73. His findings showed
that the military burden has a necative effect on economic
growth. Moreover, the military burcden has a negative effect on
domestic savings and foreign <capital. In terms of resource
creation and reallocation away from productive uses, Deger found

that military expenditure has a significantly negative effect.

Ball (1983) criticized Benoit's argument of the potential
positive effects of military expenditure on economic growth.
According to Ball (1983, p.517), <civilian goods and services

produced in the military sector may cost more than if produced by
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civilians. "....military substitutes are not always cheaper was
demonstrated by Benoit's own study of India where he (Benoit)
estimated that the cost to the Indian army of producing it's own
food on military farms was more than one third greater than the
cost of producing it from the c¢ivilian economy" (Ball 1983,
p.517). It 1is also the case that the benefits of military
training to the skill levels of the «civilian economy would be
considerably reduced in countries with professional armed forces,

while where urban unemployment is high.

Deger and Sen (1983) 1looked at the spin-off effects of
military expenditure. They used tine series data on India for
the period 1951-71 and cross section data for 50 developing
countries for the period 1965-73. They concluded that the effect
of an increased military burden is to reduce a country's economic

growth rate.

Faini, Annez and Tailor (1984) based their study on a
Keynesian type model. They estimated a regression equation by
using cross section data of 69 developing countries. In the same
study they used time series data on India for the period
1950/51-71/72. They regressed growth of output on changes in
exports, population, the defence burden, capital inflows and
capital stock. For all developing countries they found that an
increase in military expenditure hLad a significant negative
impact on economic growth. Increases in the defence Dburden
depressed the investment/GDP ratio. For the time series study
for India they found that increased military expenditure had an
economically important real cost in foregone investment, lower

growth rate, and lagging agricultural supply.

Verner (1983) and Nabe (1983) 1in two different studies,
analysed some other aspects of defence expenditure. Verner
(1983) used a time series analysis to explain the relationship

between education and defence in 18 Latin American countries over
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the period 1948-79. His results showed that there was a negative
trade-off in ten countries and no s:gnificant trade-off in the
remaining seven countries. In Nabe's (1983) study, he computed a
general index of social developmen: levels for 26 African
countries for each year from 1967 to 1976. This index covered
both education {(number of school teachers per 1000 population and
government expenditure on education as a percentage of GDP) and
health (number of physicians per 100 population and government
expenditure on health as a percentage of GDP) sectors. Nabe
(1983) concluded that for this group of countries military
expenditure was negatively related to his social development

indicator.

Rothschild (1977) wused the pattern of rank correletion
across growth, exports and military spending for 14 OECD
(Organization for  Economic Co-operation and Development)
countries® between 1956 and 1969. He concluded that increased
defence spending tends to reduce exports and lower econonic

growth.

Lim (1983) used a model based on the Harrod-Domar growth
model for his cross-section analysis on 54 developing countries
for the period 1965-73. He estimated regression equations for
different regions of the world and showed inter-regional
differences in the relationship between defence and growth. His
conclusion was that "....defence spending is detrimental to

economic growth in developing countries...." (Lim 1983,p.379 ).

Another study, by Harris, Kelly ind Pranowo (1987), analysed
trade-offs between defence and education/health expenditure in
developing countries. They found that (based on one year's data)
countries which allocated relatively high proportions of their
central government expenditure to defence did not usually
allocate relatively 1low proportions to education and health.

These countries allocated high proportions of their central
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government expenditure to the education and health sectors as
well.

Frederiksen and Looney (1986) examined the relationship
between growth and defence spending in developing countries in a
framework which differed £from other studies. It was a
cross-section analysis based on data for 44 developing countries
from 1950-65. They recognized differences 1in the borrowing

capacity of each country. The hypothesis used was as follows:

(a) a negative relationship exists between
defence and economic growth in countries
which are financially and resource

constrained.

(b) a positive relationship exists in countries

which are relatively resource unconstrained.

The results confirmed the hypothesized positive relationship
between defence and growth in the unconstrained group, but did

not confirm the relationship assumed for the constrained group.

In another study Joerding (1986) used the  Granger
causality test to check the assumed exogeneity of military
expenditure in relation to economic growth. The test results,
performed using two measures of military spending, consistently
showed that military spending is not a strong  exogenecus

variable.

Biswas and Ram (1986) in their study looked at a large
sample of developing countries (116) for two periods 1960-70 and
1970~77. They reviewed earlier studies and used a conventional
model and an augmented neoclassical model in their study. The
conventional model had been derived by using the simple

neoclassical production function. Here labour, «capital, and
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military spending enter as inputs. The augmented model
considered two important mechanisms through which military
expenditure may effect economic growth. These were the external
effects of military spending and the factor productivity
differences between the civilian sector and military sector. The
estimates obtained from these models suqggested the absence of any
significant externality effect of military sector output on
civilian  production  and that there is no statistically
significant factor productivity differences across these two
sectors. The results of the augmented models led to the
conclusion that military expenditure neither helps nor hinders

economic growth in developing countries.

While most of the researchers studied the relationship
between economic development and defence expenditure, a few
attempted to identify the determinants of military expenditure in
developing countries. The study by Maizels and Nissanke (1986)
is one example which looks at the main factors influencing the
level of military expenditure. This analysis was based on three
level distinctions covering national, regional and global levels.
This was applied to a cross country regression for 83 developing
countries for the period 1978-80. They concluded that the
differences among developing countries in the relative size of
their military burden 1is a reflection of factors, both
domestic/regional and global, and both political/military and

economic.

Nawaz (1983) took a different approach in analysing the
relationship bhetween military expenditure and economic growth.
He reviewed the economic impact of defence expenditure and said
"....The entire debate over defence expenditures and their
economic costs comes down to the twin question: how much defence
does a country need and [how much’ can it afford? .... 1In the
final analysis, it is the prerogative of individual governments

to assess both the costs and benefits of rising expenditures on
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the defence sector and to decide, according to their priorities,
the proper allocation of resource between defence and other

needs" (Nawaz, p.35).

1.6 Objectives of the Study

Increasing military expenditure in developing countries has
raised number of social, economic and political problems. In the
present study the main concern 1is with the economic problens
associated with military expenditure. Problems such as whether
there 1is any relationship between defence expenditure and
economic growth, whether increased defence expenditure really
affects the economic development of a country and so on should be
looked at. Most of the studies concerning military expenditure
have used cross-section data. This has become a popular choice
mainly because many reseachers have undertaken cross-country

studies. There are few single country studies using time series
data.

For the purpose of the present study Sri Lanka has been
chosen since 1it's background provides for a good case study.
More specifically, the following reasons governed the choice of

Sri Lanka for this study:

1. During the last decade (1976-86) Sri Lanka
has achieved an average annual growth rate of 5.0
per cent in real terms. On the other hand,
expenditure on the defence sector has shown a rapid
increase during the same period. Therefore, it may
be interesting to examine the relationship

between those two variables.
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2. Ongoing ethnic problems in the country
have resulted in a signifi:ant increase in military
expenditure. Since it is ualikely that there will
be an immediate settlement of the problem, further
increases in defence expenditure, at least for

another few years, cannot be avoided.

3. No detailed studies have been undertaken on
Sri Lanka in the field of military expenditure to

date.

4. Data are available in sufficiant detail to
undertake a comprehensive analysis of military

expenditure.

In view of the above factors, it is worthwhile to examine
the relationship between economic growth and defence expenditure
in the case of Sri Lanka. However, one should be aware of the
complicated nature of this area of study. Most of the
econometric analyses undertaken on <ilitary expenditure, with
special reference to developing countries, have been criticized.
The difficulty for this type of analysis 1is the political and
economic 1instability prevailing in nost of these countries. As
far as developing countries are concerned, it is difficult to
draw conclusions or make policy recommendations by looking only
at the regression results of an econometric work on defence
burden anéd  economic  growth. Wider issues concerning
socio-economic developments are crucial to such countries, even

though they are not always suitable for econometric analysis.
The objective of the present study goes beyond an
econometric analysis of military expenditure. The economic

linkages between defence expenditure and other macro-economic

23



variables, such as capital formation, human capital, import
costs, foreign exchange and other external effects, also need to
be  examined. This will give a clearer picture of the
relationship between defence expenditure and economic growth.
{(In chapter 3 of this study these linkiages are discussed in more
detail.) In addition, budgetary trade-offs between defence

expenditure and non-defence expenditure will also be examined.

In summary, the first objective of this study is to examine
the relationship between defence expenditure and economic growth
in Sri Lanka, secondly, to examine the economic linkages between
defence expenditure and some other macro-economic variables in
Sri Lanka, and thirdly, to examine the budgetary trade-offs
beween the defence and non-defence sectors in Sri Lanka. A model
will be used and an econometric analysis wundertaken to achieve
the first and third objectives while descriptive analysis will be

used to achieve the second objective.

1.7 Outline of the Study

This is a case study on military expenditure and econonic
growth in Sri Lanka. In chapter 1 a general overview of military
expenditure and a survey of the ralevant literature was given.
In chapter 2 the case of Sri Lanka is considered. 1In this
section the Sri Lankan economy and the role of the defence forces
are examined. In a mcre analytical way the determinants of
military expenditure in Sri Lanka are also outlined in the
chapter 2. Chapter 3 is mainly devoted to analysing the economic
linkages of military expenditure. While examining econonic
linkages 1in general the situation in Sri Lanka specifically will
be considered. Budgetary trade-offs hetween defence expenditure
and non-defence expenditure will be analysed in chapter 4.
Deviating from conventional studies, the defence-non-defence

trade-offs in Sri Lanka will be examined in more detail, i.e.,
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recurrent expenditure and capital expenditure separately.
Chapter 5 will be devoted to the major analysis with a model and
empirical results. Finally, chapter 6 will give the conclusions
of the study.

Notes:

1.NATO Countries: Belgium, Canada, Denmark, France, FR
Germany, Greece, Italy, Luxumbourg, Netherlands, Norway,
Portugal, Turkey, UK,and USA.

2.WTO0 Countries: Bulgaria, Czechoslovakia, German DR,

Hungary, Poland, Romania,and USSE.

3.1983 data has been taken here as it is more appropriate.

4.Five ASEAN Countries: Indonesia, Malaysia, Philippines,

Singapore, and Thailand.
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Chapter 2

THE CASE OF SRI LANKA

2.1 Introduction

The intention in this chapter is zo explain the econonic,
social and other relevant background and details of the defence
forces of Sri Lanka. In section 2.2 the recent history of the
island and it's overall economic condition is briefly considered.
Then, in section 2.3 the role of the defence forces in Sri Lanka
is examined and how they have become important in the defence of
the country is explained. This secticn will help to understand
the next section (2.4) in which recert developments are reviewed
and the main factors in the changing role of the defence forces
is examined. Turning to the specific area in section 2.5, the
determinants of military expenditure in Sri Lanka are examined in
detail. An econometric analysis is wused 1in this section to
identify the most significant variablas which affect the level of
military expenditure in the country. Finally, in section 2.6

future trends in defence expenditure in Sri Lanka are looked at.
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2.2 The Sri Lankan Economy

Sri Lanka (till 1972 Ceylon) is a1 tropical island located in
the 1Indian Ocean with an area of about 65,600 square kilometers.
The island's population is around 16 million, and consists of
different ethnic communities. The major community groups are the
Sinhalese, Tamils and Muslims of which the Sinhalese form the
majority. The country has a democratic parliamentary system and
the head of the state is an elected president who has executive

powers.

With the arrival of the Portuguese in the sixteenth century
the country started a new era in its history. The Portuguese
captured the coastal area of the country and ruled it till the
mid seventeenth century. At that time the Dutch captured this
area and they ruled it till the late eighteenth century. Then
the British came and captured the whole country and ruled it
until 1943.

During this period European culture, religion and other
social customs became prominent in Sri Lankan scciety. The most
important impact was on the economic life of the country. The
arrival of Europeans saw the beginning of the organized
plantation sector in Sri Lanka. With the development of this
sector, mainly tea, rubber and coffee, the subsistence
agricultural sector, which had been the most important till that
time, became less important. Ttis <change establzshed the

foundation of a dual economy in Sri Lanka.

Sri Lanka gained independence from Britain in  1948.
However, this did not change the country's economic life or
economic system. The plantation sector started playing the
dominant role in the external trade of the economy as the main

foreign exchange earner. Table 2.1 shows, even today, how
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important this sector is to the Sri Lankan economy.

Table 2.1

PRINCIPAL EXPORTS OF SRI LANKA - 1985 (% of total)

Tea - 33.1
Rubber - 7.0
Coconut Products - 6.6
Minor Agricultural Products - 3.8
Textile Garments - 21.8
Petrolium Products - 10.7
Others - 17.0
Total - 100.0
(Source: Sri Lanka, Country Report No.2, 1987. Economist

Intelligence Unit (EIU), London.)

Sri Lanka has been the second largest supplier of tea in the
world market for many vears. In recent years Sri Lanka's share
in total world tea output has declined and in 1985 it was 17 per
cent. However, Sri Lanka has retained her relative position as
the second nost important tea producez in the world (Central Bank
of Sri Lanka. Review of the Economy - 1985). Despite its large
share of the world tea market, Sri Lanka has no control over the
price of tea. Like many other developing countries, (most of
them are exporters of agricultural products) Sri Lanka's econony
is severely affected by the instability of export prices in the
world market. Some actions have been taken in the past to change
this vulnerable situation of the Sri Lankan economy. These

programmes have included diverting the export sector from more
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volatile agricultural products to stable industrial products.
However, to achieve this kind of long term objective more time is
needed. So far no significant results have been achieved, except

in the textile garment sector.

Sri Lanka follows an economic policy with few restrictions
on imports, a liberalized tax policy on foreign investments, and
incentives for private businesses. The government is trying to
establish a free market economic system but still the state's
share of total economic activity i3 high. Even though the
capital city and big cities, where around 20 per cent of the
total population lives, enjoy most of the benefits achieved
through 1liberalized policies, around 70 to 80 per cent of the
people live in the rural areas of the country. They are mainly
involved in agricultural activities and their contribution to
national income is considerable. The non-monetarised sector'’s
role in the economy cannot be ignored. Data on some of the
important macro-economic variables of Sri Lanka are given in
Table 2.2.
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Table 2.2

MACRO-ECONOMIC INDICATORS OF SRI LANKA - 1985.

GDP at market prices Rs. Billion 159.8
Real GDP growth % 5.0
Consumer price inflation % 1.4
Population M:1lion 15.8
Exports (f.o.b.) U.5.5 Million 1,333.0
Imports (c.i.f.) U.5.$ Million 1,948.0
Current account deficit U.3.3 Million 556.3
Total external debt U.5.$ Billicn 3.4
Debt servics ratio % 22.4
Exchange rate (average) Rs. per U.S.$ 27.16
(Source : Sri Lanka, Country Reporz, ©No.2, 1987, Economist

Intelligence Unit (EIU), London.)
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2.3 The Role of the Defence Forces in Sri Lanka

The role played by the defence forces in Sri Lanka was not
significant during the 1950s and 1960s. Just after becoming
independent from Britain the government of Sri Lanka had to
organize 1its own military power. The closure of British Royal
Air Force bases at Katunayake and Trincomalee in the early 1960s
made the Sri Lankan defence forces solely responsible for the
country's defence. The defence force of Sri Lanka mwainly
consists of its Army, Navy and Air Force. Except for a few
incidents, these forces were impcrtant only in  ceremonial

proceedings (for example: Independence Day celebrations).

The armed forces of Sri Lanka were mainly involved in law
and order maintaining activities during communal clashes between
different communities. Even though they were involved in the
Second World War under the British rule, they never directly
fought in a war. Until their involvement in the present
anti-terrorist activities in the northern and eastern part of the
country, only in 1971, did the armed forces play an important
role in the field of defence of Sri Lanka. In 1971, Sri Lanka
had its first revolutionary type insurrection against the ruling
government. The insurrection w#&s organized by a leftist
political organization called Janatha Vimukthi Peramuna (People's
Liberation Front). Students (mairly university) were the main
participants in this struggle. They attacked police stations all
over the country and captured some of those in the remote areas
of the country. However, the arme¢ forces easily recaptured
these areas without much trouble. 1In recent times this has been
the only occasion on which Sri Lankar forces have played a major
role with regards to the defence of the country. Table 2.3,
given below, shows the strength of the defence forces of Sri

Lanka.
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Table 2.3

DEFENCE FORCES OF SRI LANKA.

Army

Regular 16,000

Reserve 14,000 30,000
Navy

Regular 2,960

Reserve 1,000 3,960
Air Force

Regular 2,600

Reserve 1,100 3,700
Total Armed Forces 37,660

Para Military Forces
Police Force 21,000

Home Guard Service 5,000

(Source : Asia Year Book - 1987, pp. 20-21)

The Sri Lankan Arnmy consists of 5 task forces (infantry
brigades: 5 regular and 6 reserve rattalions), 2 reconnaissance
regiments (1 reserve), 2 field artillery (1 reserve), 1
anti-aircraft regiment, 1 field engineer regiment and 1 engineer
plant regiment, 1 signal battalion and 1 special task force (4000
men). It has a fleet of armoured fighting vehicles which include
45 vehicles, 160 armoured personnel carriers, 71 artillery guns,
24 mortar guns, a number of anti-aircraft guns and 48 air defence

guns. The Navy has bases in Trincomalee, Tangalle and Kalpitiya.
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It has 3 command ships, 2 large patrol craft, 42 small craft, 6
fast attack craft and 4 amphibiouscraft. The Air Force has 1
squadron with 11 small transport planes, 1 squadron with 12
helicopters {including attack helicopters), 14 training aircraft
and 2 jets in storage. There are 12 aircraft and 26 helicopters
on order (Source: Asia Year Book- 1987, pp. 20-21 ).

2.4 Recent Developments

The present situation of conflict, which is the main reason
why the defence forces have become very important, in the
country's northern and eastern part is not a sudden development.
This 1is not the place to discuss the beginning of Sri Lanka's
ethnic problem. However, it is necessary to briefly note how the
near c¢ivil war situation, which has adversely affected the
economic, as well as social and political life of the country,
arose. During the British administration, the majority Sinhalese
community was deliberately kept out of key government positions.
This may have been & method used dv British rulers in their
colonies to prevent any threat to colonial rule frcem the majority
local people. In the years af*er independence key positions
within the new governments moved from Tamils to Sinhalese. The
so-called 'nationalistic' drive amoang politicians crzated a
difficult situation for Tamils. Ethni: c¢lashes between minority
Tamils and majority Sinhalese first =r-upted in 1958. Gradually,
Tamils started feeling that they were heing discriminated against
and lost their faith in the majoritv 3inhalese. The situation
worsened in the early 1980s and detsriorated further after the
1983 communal clashes between the two communities. As a result,
some Tamil political organizations started fighting for their own
separate homeland. This was the starting point of terrorist
activities in the Tamil dominated area of the country. This
situation developed rapidly and the present problem of violent
activities in the northern and eastern parts of the country is
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the result of that. At present there are two major groups
fighting against the Sri Lankan government defence forces to
establish a separate state in the northern and eastern parts of
the country. So far it has cost arourd 5000 lives and millions

of dollars in property damage and production losses.

The increase in terrorist activities in the country has
created a situation in which the Sri Lankan government is
compelled to increase the share of defence expenditure in 1its
annual budget. Appendix II shows military expenditure data for
Sri Lanka from 1965 to 1987, in nominal values. This increase in
defence expenditure, especially in the 1980s, is a direct result
of increased military activities in the troubled part of the
country. In 1986 defence expenditure rose to almost Rs.2
billion. The cost will continue to rise as the armed forces are
obtaining more weapons, vehicles and other war-related materials.
It is also necessary to recruit more people to the defence forces
and training of these people is expensive. The indirect costs and
effects of these activities ars not easy to <calculate but they

may be high.

While the continuing increase in military expenditure draws
large amounts of resources away from other sectors, the
decreasing revenue share aggravates the government's budgetary
problems further. The economic situation in the affected area
has a fall in government revenue by way of loss of productive
activities such as agriculture, fishing, and tourism, etc.
Difficulties 1in <collecting taxes 1s another major loss to
government revenue. Apart from the lcss of revenue, the area has
lost most of it's social services like education and health
facilities. However, it 1is difficult to measure the net loss
(gain) to the government by means of calculating savings from

reduced expenditure on social services and losses in tax revenue.
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2.5 Determinants of Military Expenditur2 in Sri Lanka

The factors underlying military burden (the share of
military expenditure in GDP/GNP) <can vary from country to
country. The deteminants of military expenditure have been
examined 1in detail by Looney (1986), Maizels and Nissanke (1986)
and Harris (1985). Generally, it 1is presumed that military
expenditures are 1in large part a function of political or
strategic factors with economic <varizbles playing at most a
tangential role (Looney .986,p. 4). On the other hand, Harris
(1985, p.41) tried to determine the extent to which domestic
economic conditions have influenced levels of defence expenditure
in five ASEAN countries. It is shown in his study that "....the
size of G.N.P. (Gross National Product) determines the broad
order of magnitude of defence expenditire and domestic econonmic
conditions influence its level 1in any year " (Harris 1985, P.
47) .

Maizels and Nissanke ({1986, foint out that "o ...the
differences among develcoping countries in the relative size of
their military burdens... appear to reflect a complex of factors
domestic,regional and global which ire not easy to disentangle
and which no doubt vary in emphasis f:rom country to country" (p.
1137). It appears that wars or tensions with neighbouring
countries are only a part of the rsasons which determine the
level of defence expenditure. Domestic political and
socio-economic factors, external factors such as relations with
global power Dblocks and the availability of foreign exchange to
buy arms are also determinants of defence expenditure in

developing countries ( Maizels and Nissanke 1986 , p. 1137}).
Looney (1986, p.27) in his cross country study showed that
per capita military expenditure tends to increase in line with

increases in per capita income. The results of Looney's study
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further showed that "....whether developing countries are
examined as a whole, on a broad regional basis or by degree of
resource constraint/unconstraint .... the validity of the

results is same" (Looney 1986, p. 27).

Another factor which has been taken as important by Looney
(1986) 1s the external borrowing capacity of the country or the
public external debt of a country. ".... public external debt
does appear to have played a sigaificant role in expanding
military expenditure per capita...., it may be assumed that, for
a number of developing countries, a high proportion of the public
external debt accumulated by 1982 had been used to significantly

expand military expenditure on a per capita basis....” (p. 29 ).

In the case of Sri Lanka, we can use the framework developed
by Maizels and Nissanke (1986) tc examine the factors which
influence the level of military expencéiture. They have developed
a table which 1is reproduced as Table 2.4, to analyse the
potential influence on the 1level o military expenditure in

developing countries.

36



Table 2.4

POTENTIAL INFLUENCE ON THE LEVEL OF

MILITARY EXPENDITLRE

National Regional Global
I. Political 1. Nature of the 2.Regional 3.Adherence
framework state al’ iance to a global

power block

II.Military 4.Vested interests 7.Regional 8.Foreign

activity of military war or military aid
establishment inter-state
5.Internal hostility
repression

6.Civil war

III.Economic 9.Level of economic 13.Regional 14.Growth of

linkages development economic foreign
10.Real incone ¢grouping exchange
growth availibility
11.5ize of state 15.Influence of
budget foreign
12.Influence of capital
military industrial 16.Influence of
complex major aid
donor

(Source: Maizels and Nissanke 1986, ». 1129)
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There is no doubt that national reasons are more important
than regional or global reasons in determining the level of
defence expenditure in Sri Lanka. If global reasons are
considered it <can be seen that Sri Lanka is a non-alliance
country with no adherance to a global power block. It also
receives no nilitary assistance under any military aid programme
from any country in the world. Sri Lanka also has no defence

treaties with any country in the regioa or outside it.

The growth of foreign exchange aviilability is not directly
related to the extent of military expenditure in a country like
Sri Lanka. It may be an influencing factor for oil exporting
countries. Foreign exchange availibility in Sri Lanka shows no
stability due to price fluctuations in the world market for
agricultural products and therefore, the balance of payments
deficit has always been a problen. Therefore, the growth of
foreign exchange availability cannct be taken as a significant
causal factor on the level of military expenditure in Sri Lanka.

t 1s also unlikely that foreign capital has any influence on

[ |

ailitary expendiifure since Sri Lanka has no military industries.
Major aid donors to Sri Lanka heve no influence on military

expenditurz and it seems that they are unhappy about the growing

3

ilitary =xzenditure in the country {(EIU Country Report, No.Z,

987

B

N

[N
—~——

In the context of regional reasons, Sri Lanka has no
aliiance (military) with any other countries in the region. It
alsc has nco involvement in military conflicts, regional war or
inter-statz hostilities with any other country in the region.
Although there have been growing tens.ons between India and Sri
Lanka over the ethnic troubles in nor:hern and eastern Sri Lanka,
India is unlikely to have -expansionist designs on Sri Lanka.
Rather it seeks to encourage harmony and peace on the island as

recent events of 1987 have shown.
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There 1is a regional economic group! on the Indian
subcontinent but this group has no common enemy against which to
develop a powerful military force in the region. The regional
economic group 1s the South Asian Association for Regional
Co-operation (SAARC) and this group is still in the early stage
of development. However, it can be issumed that this regional
alliance has no influence on the growth of military expenditure

in the region.

As noted earlier, we can take only the national reasons as
significant in determining the level of defence expenditure in
the case of Sri Lanka. Among the three points given vertically
in Table 2.4 (political framework, military activity and econemic
linkages) the first reason (nature of the state) also seenms
insignificant in the Sri ©Lankan cese. Sri Lanka has had
democratic governments since its independence from Britain. All
these governments have given the sane priority to the military
activities.

]

Under the area 'military activity', given 1in Table 2.1,
internal repression or the vested interests of the amilitary
establishment are also not relevant to the Sri Lankan condition.
However, «c¢ivil war (though it is nct a full scale civil war in
Sri Lanka) is one significant factor which influences the level
of military expenditure in the country. Under the third point,
i.e., econcmic linkages all the reasors are iaportant except for
the ‘'influence of the military-industrial complex'. The concept
of a military-industrial complex in thre case of Sri Lanka 1s a

weak argument as Sri Lanka has no milstary industry.

The most significant factor determining the 1level of
military expenditure 1in Sri Lanka i35 the troubles prevailing in
the northern and eastern parts of the island. The development of
Tamil separatist organizations in the country, who are presently

engaged in a war with the Sri Lankan armed forces, has
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contributed considerably to the expansion of military related

expenditure. It can be seen from Table 2.5 that the most
dramatic increase has taken place in the mid 1980s.

Table 2.5

AVERAGE ANNUAL GROWTH RATXE OF REAL

MILITARY EXPENDITURE FOR 5 YZAR PERIODS

period growth rate %
1965-1969 3.5
1970-1974 14.2
1975-1979 12.6
1980-1984 9.3
1985-12987 63.2%

* Average for the three year pericd.
(Source:Government Treasury, Sri Lanka and Central Bank of Sri

Lanka)

The twe highest growth rates, r2corded in the periods
1970-74 and
these two

(oY

985-87, reflect national Jroblems experienced during

w3

eriods. As noted earlier, in 1971 Sri  Lanka
experiencad an insurrection against the ruling goverament.
During that year military expenditure recorded an annual growth
rate of 91.5 per cent for the first time. The next period which
shows a relatively high growth rate is the 1985-87 period in
which the Sri Lankan armed forces have been greatly expanded in
terms of man power, weapons, vehicles, air craft and other war

machinery. There 1is no doubt that the troubles in the country
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have been the major factor in determining the level of military

expenditure of Sri Lanka.

Apart from military activities, the next important factor
which can affect the level of military expenditure in Sri Lanka
is economic activities. With the process of development it 1is
necessary to expand the public sarvices to provide more
facilities for the people (for example: health services,
education, transport, communication, etc.). From the point of
view of Wagnar's Law, which implies that military expenditure per
capita increases with increased per capita income {(Looney, 1986,
p.3), 1t 1is natural to observe an increase in military
expenditure in Sri Lanka. Therefore, even if we do not consider
the troubles in the country, there is an independent increase in
defence expenditure due to some econcmic factors. For example,
we can show that when the level of government activities rises
(with the economic development of the country), the share of the

military budget can also go up.

To support the above argument regrassions wWers performed
using various macro-fiscal variables as regressors. This
analysis was based on the study carried out on Yenezuela for the
period 1950-82 (Looney 1986, 1p.130 . 1In the present analysis
real military -expenditure (MEX) was used as the dependent
variable and real government expenditirz (GEX) , r=al government
debt (GDB), real government consumdtion 15C0), and real
government revenue (GRE} as the iidependent variables. Real
values wers obtained by deflating nomiial expenditure by the GDP
deflater for Sri Lanka (1980=100) (I¥F 1985). The results
obtained by regressing each variable on real military expenditure
are given in Table 2.6 (equations 1-4). Estimates were made
using the Cochrane-Orcutt procedure for correcting data for
serial correlation. To understand further the responsiveness of
military expenditure to movements 1in macro-fiscal variables,

regressions were also performed on the variables in their
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logarithmic form (eqations 5-8). 1In this form, the coefficients
of the regression equations can be interpreted as elasticities.
For example: a 1 percent change 1in the independent variable
oroduces an x percent change in real military expenditure. It is
interesting to note that all the regression coefficients are
statistically significant (see table 2.6). 1In equations 3 and 7,
it can be seen how military expenditure has become important in
real goverament consumption. For example, in equation 7, a 1l
percent change in real government consumption is associated with
a 2.1 percent change in real military expenditure. It can also
be observed that government consumpticn is more significantly
related to defence expenditure (and also statistically
significant) than any other variable. The coefficient of
determination (R2) also shows 92 percent and 87 percent in
equations 3 and 7 respectively. Government debt seems to be
weakly related to defence expenditure :though still statistically

significant) when compared to the other macro-fiscal variables.
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Table 2.6

DETERMINANTS OF SRI LANKAN MILITARY EXPENDITURE

1965- 1987

MEX GEX GDB GCO GRE R2 DW
Equation

(Linear)

1. 0.02 50.6 1.590

(3.45)
2. .. 0.01 63.3 1.63
(4.86)
3. 0.17 76.2 2.07
(16.6)
4. 0.04 59.0 1.86
(5.59)

(Log Linear)

5. 0.88 74.7 1.92

(4.53)
6. .. 0.88 73.1 1.56
(4.93)
7. 2.10 89.5 2.00
(12.4)
8. 1.07 81.2 1.91
(6.67

Notes: ( )=t statistics

DV =
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2.6 Future Trends.

Future trends in the level of defence expenditure in Sri
Lanka will mainly depend on the ongoing ethnic problems of the
country. If the ethnic problem continuss for a long period there
is no doubt that defence expenditurz will continue its rising
trend2. It is necessary to point out that, even if there are no
ethnic problems, defence expenditure can still increase, but the
current high annual growth rate of military expenditure will not
continue. The government may have to make higher allocations to
the defence sector even after a settlement 1is achieved to
maintain the buildings, equipment, vehicles and other materials
including increased recurrent expenditure to pay wages to members
of the armed forces. However, once the military activities are
over government revenue may also increase due to re-establishing
economic activity in the affected area. This may reduce the

military burden of the country.

Notes:
1. Countries of the South Asian Association for Regional
Co-operation (SAARC) : India, Pakistan, Bangladesh, Bhutan,

Nepal, Maldive Islands, and Sri Lanka.

'S

2. A peace agrzement was signed 1in July 1987 between the

governments of Sri Lanka and India to solve the problemn.
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CHAPTER 3

ECONOMIC LINKAGES

3.1 Introduction

The continuous allocation of a large proportion of resources
to the military sector has raised the question as to whether
there 1is a real economic benefit from increasing military
expenditure. In other words, the opportunity cost of military
expenditure has drawn the attention of economists to the area of
economic development and military expenditure. Though economic
theory does not provide any clear prediction of how a change 1in
the military burden will iniluence economic growth, development
or welfare (Deger and Smith, p.49), most of the studies on this
subject have their analyses based or various economic theories.
Until recently the high growth rats of military expenditure was
thought to be a political or social problem by many people.
However, with the high levels of military expenditure 1in the
Third World the attention of people concerned with the economic

side of the problem has been attracted.

In this chapter an attempt is nade to discuss the economic
side of defence expenditure and the economic linkages between
defence expenditure and other economic activities. The problenm
of allocation of defence expenditure ind the efficiency aspect is
discussed in section 3.2. In sections 3.3 to 3.6 an attempt 1is
made to explain the economic linkages between the defence sector

and capital formation, human capital, dimport cost and foreign
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exchange, externalities and economic growth respectively.

3.2 Efficient Allocation of Resources

Governments have a problem in allocating scarce resources
between the military and non-military sectors of the economy in
order to maximize the social welfare of the perticular country.
Theoretically, the allocation of resources to the defence sector
should continue wuntil the additional expected benefits of
expenditure are equal to its extra cost. In the case of defence
we can assume this extra cost as being the sacrifice of public
and private civil goods and services (for example, schools,
hospitals, roads etc.) [Hartley and Tisdell, 1981, p.378].

Defence is usually regarded as a pure public good. In this
case there 1s a problem in determining the optimum size of the
military budget. For example, it is not easy to find out the
benefit of extra military personnel. Generally, various criteria
are used to determine a nation's optimum level of defence
expenditure. A detailed analysis of the determinants of the
level of military expenditure will not be given here as this was
discussed in chapter 2 (section 2.5) However, it can be noted
that the level of the defence budget, in most cases, depends on
non-economic reasons such as political, social and other national
reasons (security needs, threat perception etc.). Eccnonic
reasons seem to be the least important in determining the level

of defence expenditure in most countr:ies (see Table 2.4).
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3.3 Capital Formation

Capital is generally regarded as the most important factor
for the economic development of a country. Lack of capital
formation is one of the serious problems faced by developing
countries today and Sri Lanka is no exception. <Capital formation

mainly takes two forms.

(a) Physical capital

(b) Human capital

Physical capital refers to roads, buildings, machinery etc.
and human capital means education, health or on the job training
(Yotopoulos and Nugent, 1976, p.127). The effect of capital is
interactive and cunulative. Capital, and it's role 1in the
process of development, has been widely discussed in tradit:icnal
sconomic literature. Capital accunul.ation leads to increases in
income and this may result in increases in savings. An 1increase

in savings leads to additional capita’' formation.

The purpose of this section 135 to examine the linkage
between defence expenditure and caipital formation. It is not
intended to describe the economic theory underlyving savings and
capital formation (For a detailed analysis of saving and capital

formation see Yotopoulos and Nugent 1376, ch. 10).

3.3.1 Physical Capital

The growth of national product in a country is achieved
through the accumulaticn of physical and human capital. In the

literature on development economics the process of capital
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accumulation 1is given as an increase in income followed by an
increase in savings and capital accumu.ation. The neoclassical
approach suggests that savings 1s a direct determinant of
investment, while the Keynesian approach suggests that saving is
a function of income and income i3 a function of investment.
Therefore, we can say that saving and investment, as well as the
mobilisation of human resources, are important. The role of
defence in affecting these variables can also be treated as
important (Deger and Smith 1985, p.50). In the area of physical
capital formation there are two sides to be examined. These are
the supply side and the demand side. Military expenditure can

affect capital formation from both the supply and demand sides.

The demand side of military expenditure shows wus how it
affects the system of resource allocation of the country. 1In
developing countries the problem of scarcity of resources is
important. Capital formation for example, can be affected by
allocating funds to the military sector. If the funds which
would have been used to purchase plznt and squipment for use in
producticn are diverted to the military sector it would mean a
direct production 1loss in the c¢ivilian sector. On the other
hand., production of civilian goods in the military sector may not
always be economically profitable (Eall 1983, p.517). As well,
an increase in military spending (or any other items of
government consumption) may cause a reduction in investment in a
country. 1In developed countries this relationship has been shown
as almost one to one (Smith and Smith 1983, p.37). This means an
increase of one per cent 1in the shares of output devoted to
military spending 1is associated wi:h a fall of one per cent in
the share of output devoted to «capital formation. It is
neccesary to note that this one to one situation may not be true
for developing countries (including S:i Lanka) [Deger and Smith
1985, p.50]. Here a situation 1lower than one to one can be

expected.
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The supply side (of military e=xpenditure) may be more
relevant to developing countries taan the demand side. The
absence of highly developed financial markets in developing
countries has limited the source of supply of new capital. 1In
developing countries financial market activities are very poor.
Yotopoulos and Nugent suggest that "....in LDCs, where capital
and capital goods markets are relatively imperfect and the
financial infrastructure 1is woefully inadaquate, changes in
finance costs or in costs of capital goods....may not capture the
full significance of the financial constraints" (1976, pp
181-182). The supply of new capital in developing c¢ountries is

limited to the following sources:

a) Household savings

b) Budget surplus of the government

c) Foreign savings

In the process of capital formation savings is the most
significant factor. According to Deg2r and Smith (1985) "defence
expenditure, by providing internal and external security, mnay
change the rate of time preference in favour of
saving..... However, 1if threat perceptions rise and instability
increases as a consequence of this additional military spending,
then saving will fall or be diverted to unproductive forms such
as the hoarding of gold" (p.50).

Household savings can be affected in various ways. An
increase 1in military expenditure car. cause governments to reduce
some social expenditure. For example, if the government reduces
its expenditure on education, health or cuts down subsidies on

transport, then people have to increase their consumption
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expenditure thus reducing savings. In the case of Sri Lanka,
while examining budgetary patterns no trade-offs were found
between the defence sector and education, health or economic
services. However, there was a negative trade-off between
defence expenditure and other governnent expenditure (see Table
4.2). This trade-off condition may afrect the budgetary surplus

of the country and can reduce the leve. of capital formation.

Another factor which may affe:t <capital formation and
investment in Sri Lanka 1s the prevailing absorptive capacity
constraints of the country. Generally, developing countries are
faced with the problem of absorptive :apacity constraints. Once
limited available facilities are allocated to the military sector
the productivity of the civilian sector will drop. For example,
if the prevailing infrastructure or technology are diverted to
the military sector (as a result of an increase in defence
expenditure), then it may affect the productivity of the
non-military sector. It could also lead to a reduction in the
demand for new productive capital formation. Deger and Smith
(1985) point out that "....tightening of such constraints can
produce an absorptive capacity drag which can result in lower

investment than would otherwise have taken place" (p.50).

Contrarv to the above arguments some point out that an
increase 1in defence expenditure has some positive effects on the
level of productivity (Benoit 1973, 1¢78). These arguments show
that dincresases 1in defence expenditure can contribute to skill
formation, tachnical and vocational training and the creation of
new infrastructural «capital. However, arguments that increases
in defence expenditure hamper capital formation or create new
capital prove that there are econonic linkages between defence

expenditure and capital formation in a country.
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3.3.2 Human Capital

The development of human resources is one of the most
important objectives of governments, particularly in developing
countries. It has been argued that increases 1in defence
expenditure can adversely affect the 1level of education
expenditure (and health expenditure tod) of a country. At the
same time, 1t has also been shown by some that an increase in
defence expenditure has advantages for the education and health
sectors (Benoit, 1978). It has been pointed out that the
civilian sector can derive major benefits from the defence sector
such as "educational and medical care as well as vocational and

technical specialities” (Benoit 1978, p.276).

The main reason behind the allocation of 1large amount of
resources to the education sector is to improve the human capital
formation of the country. The accumulation of human capital will
reduce the absorptive capacity constraints of a country.
Generally, decisions to make allocaticns to boost human capital
formation are taken on the basis of an evaluation of the social

benefits to be gained from the allocation concerned.

Table 3.1 provides data on total government expenditure
(TGE), total education expenditure (TEX) and TEX as a percentage
of TGE and as a percentage of GDP in Sri Lanka from 1965 to 1986.
TEX as a percentage of GDP shows some cyclical patterns but seems
to have no considerable fluctuations. For example, from 1965 to
1971 TEX was between 4.08 and 4.72 per cent of GDP. From 1973 to
1977 it was between 3.15 and 3.94 per cent of GDP. From 1978 to
1985 it was between 2.21 and 2.96 per cent of GDP. It is clear
that there were no major fluctuations in the 1level of total
education spending in Sri Lanka. In fact, the analysis on
budgetary trade-offs between education spending and defence
spending in chapter 4 shows positive :rade-offs between these two

sectors,
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Table 3.1

GOVERNMENT EXPENDITURE, EDUCATION EXPENDITURE
AND EDUCATION EXPENDITURE AS A % OF GOVERNMENT

EXPENDITURE AND GDP - SRI LANKA

TEX as TEX as
YEAR TGE TEX a ¥ of a % of
ve ., TGE GDP
1965 2399.3 354.5 14.7751 4.72730
1966 2561.6 346.5 13.5267 4.47617
1967 2872.1 363.6 12.6597 4.37124
1968 3284.9 410.2 12.4874 4.13092
1969 3672.0 442.2 12.0425 4.08197
1970 3898.6 512.5 13.1457 4.37922
1971 5396.7 527.0 9.7652 4.39630
1972 5025.7 710.38 14.1433 5.55009
13873 5321.7 602.0 16.23406 3.94366
1974 6886.0 624.5 9.0691 3.15324
1975 7783.0 707.6 9.0916 3.20544
1976 9314.90 910.38 €.7788 3.75464
1977 9760.0 976.6 1€.0061 3.33709
1978 18852.9 1139.5 £.0442 2.81504
1979 21521.3 1390.8 6£.4624 2.79378
1980 30342.8 1845.7 6.0828 2.96517
1981 31093.9 2020.7 6.4987 2.54698
1982 37899.6 2483.9 6.5539 2.62350
1983 46815.3 2830.9 6.0470 2.48591
1984 53591.8 3108.5 5.8003 2.21974
1985 60173.0 4137.17 $5.8763 2.78969
1986 67551.0 4672.2 5.9166 3.00006
Source: Central Bank of Sri Lanka
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Deger (1985) has shown the importaince of the TEX/GDP ratio
in analysing the level of human capital formation of a country.
"I assume implicitly that public =aducation spending as a
proportion of the national product is a crucial determinant of
human capital formation....if this ratio falls, then the rate of
growth of human capital may, 1in all probability, fall too"
(Deger 1985, p.43). In the case of Sri Lanka, this ratio has
fallen with time. In 1965 the ratio #as 4.72 and in 1986 it was
3.00. However, though there has been 3 slight decrease, no major

reduction has taken place during the last 20 years.

3.4 Import Cost and Foreign Exchange

Foreign exchange scarcity is one of the major problems faced
by the developing world today. The scarcity of foreign exchange
has caused severe problems to the economies of these countries.
These problems range from debt servicing difficulties to food
scarcity. However, it is surprising to see that some of these
countries spend a large amount of fersign resources on importing
weapons and military equipment, most of which come from developed
countries. The important trend over “he last decade has been the
diminishing importance of military aid and the consequent
pressure on developing countries <o pay for their imported
military equipment in cash or kind 'Deger 1985, p.51). This
condition can cause serious repercussions on the economic
development of a country. It would b: interesting to see the
degree to which the importation »>f military egquipment can

aggravate the foreign exchange problen of developing countries.

If the capital expenditure compoaent of the military budget
shows an increasing trend it generilly means that the military
sector is increasing its spending on imported armaments and
equipment. For example, Table 3.2 shows capital expenditure and

recurrent expenditure as percentages  of total military
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expenditure in Sri Lanka from 1965 to 1987. It indicates that in
1965 the capital expenditure component of total defence
expenditure was only 3 per cent. In 1987 this had increased to
almost 51 per cent of the total defence budget. This rapid
increase in capital expenditure is a result of the near civil war
situation in Sri Lanka. Without doubt most of the increased
expenditure has been spent on importing weapons, vehicles and
other military equipment. In the case of Sri Lanka high
expenditure of foreign exchange on arms imports cannot be avoided

as the country has no military industries.
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Table 3.2

CAPITAL AND RECURRENT COMPONANTS IN THE
TOTAL MILITARY EXPENDITURE OF

SRI LANKA 1965-1987

YEAR CAPITAL EXPENDITURE RECURRENT EXPENDITURE
/- 7

1965 3.0 397.0
1966 5.3 94.7
1967 5.0 95.0
1968 7.9 92.1
1969 11.5 88.5
1970 .. 4.9 95.1
1971 37.6 62.4
1972 16.6 83.4
1973 6.5 93.5
1974 18.1 81.9
1975 20.9 79.1
1976 11.3 88.7
1977 14.9 85.1
1978 31.4 68.6
1979 42.2 57.8
1980 37.5 62.5
1981 27.5 72.5
1982 37.6 68.4
1983 39.7 60.3
1984 43.5 56.5
1985 35.4 64.6
1986 29.3 .- 70.7
1987 50.9 49.1%

* Provisional data

Source: Government Treasury of Sri Lanka.
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As far as foreign exchange is concerned, it may be true that
a reduction in military imports would not necessarily mean an
equivalent increase in investment goods. However, there could be
more imports of investment goods if the foreign exchange was not
spent on arms imports. On the one hanc, if the earned foreign
exchange 1s spent on arms imports it may affect investment as
well as consumption because of the reduction in spending on
imports and production. On the other, if the money is borrowed
from the international capital market and spent on arms imports
which have no productivity, this may raduce the economic growth
of the country. It may also increase -he debt burden of that
particular country. As Deger points out, in the latter half of
the 1970s the net transfer of debt would have been about 20 to 30
per cent 1less if debt financed weapons imports had been absent
(Deger 1985, p.52).

The important finding of the analysis of import cost and the
foreign exchange problem in relation to defence expenditure was
that spending of foreign exchange on nilitary imports has a very
high opportunity cost. As developing countries have a serious
problem of foreign exchange, the economic consequences of
spending scarce foreign exchange c¢n imports for the military
sector are considerably higher. As spill over benefits to the
civilian sector of the economy from the military sector cannot be
assumed to be very high, spending of foreign resources to import

investment goods could be mora beneficial.
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3.5 Externalities

The military sector has various external, as well as direct
effects on a country. Most of these cannot be quantified. They
can be classed in different categories, for example, in addition
to the economic there are social and political effects too. As
the military sector grows it might affect a country in all these
ways. Hcwever, only economic effects are discussed here as they

are more relevent to the present study.

The most important spin-off effect of the military sector
can be given as the 'modernisation’ effect. As Benoit points out
"....defense programs, though not intended to contribute to the
civilian economy, may in fact do so in indirect ways that have
not been hitherto adequately recognized'" (Benoit 1978, p.276).
It has been argued that the transfer of technology from the
defence sector to the <c¢ivilian sector 1s a very important
economic benefit to a country. For instance, as a result of
increases in defznce spending the nilitary sector grows very
fast. As the military sector grows it has increased access to
modern technclogy (communication, transport, etc.) and the
technological Xnow how of the military sector may eventually
spill over %o the civilian sector of tie economy. Though this
kind of benefit cannot be quantified it can affect the economic

development of the country concerned considerably.

It has been said that the military sector can be expectad to
change people’'s attitudes favourably towards modern industrial
activity, and by improving the society's discipline it (the
military sector) will change the <country towards a nation
building aia (Benoit, 1978). The question that emerges from
these views 1s whether the same modernisation effect can be
achieved through development of the civilian sector of the

economy. Empirical evidence to support the argument that the
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same modernisation effect could have been achieved through
investments in civilian institutions can not be given. However,
it seems that the economic linkages between defence expenditure
and other sectors of the economy are inportant and these
debatable points need to be studied in the counterfactual

framework of the country concerned.

Turning to Sri Lanka, most of the spin-off effects do not
seem to be relevant. The major reason for a lessening of the
effects of s2xternal economic benefits from the military sector
upon the «civilian sector is that the Sri Lankan military is not
involved in any manufacturing or industrial activity. They do
not produce any military equipment, weapons or other
technologically significant goods. 2lthough the armed forces
sometimes produce minor equipment for their own use, these
products are not capable of making a considerable impact on the
civilian sector of the econonmy. During their war with Tamil
separatist guerrillas the military have imported almost all the
necessary equipment and only small changes have been made to that
equipment 30 as to render it suitable for the 1local conditions.
Therefore, economic benefits froem the mil:tary sector to the
civilian sector seem not to be considerable in the case of Sri

Lanka.

3.6 Economic Growth

So far the -economic linkages between various important
aspects of an economy have been distussed. Zconomic growth can
be taken as the final point to which 1ll these parts are related.
It is not easy to find out how an 1increase in military
expenditure can affect the 1level of savings, unemployment,
investment or the balance of payments of a country. However, all
these conditions contribute to the level of economic growth of

the country. Therefore, it is important to find out the econonmic
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linkages between economic growth and the level of military

expenditure.

The first major problem to be sclved in this respect is
whether an 1increase in the economic growth rate causes an
increase in defence spending, or vice versa. Most of the
evidence suggests that military budgets are determined relatively
autonomously and therefore, causation runs from defence to growth
(Benoit, 1973, Deger, 1985). As tlke findings of most of these
studies have already been discussed (cee <chapter 1, 1literature
survey), the intention here is to examine the problem in a more

general way.

The level of budgetary allocation to the military sector is
increasing annually in most countries. In itself this is
evidence of the growing inmportance of the defence-growth
relationship. As has been noted before, economic theory cannot
clearly predict how a change in the military burden will
influence the level of economic growth of a country. Deger tried
to use two =concmic theories to explawn the problem(Deger, 1985).
Classical economic theory can offer predictions on the basis of
resource allocation. According to classical theory, allocation
to the defence sector, can reduce investment or consumption thus
reducing economic growth. The level of military expenditure can
be justified on the basis of social welfars gains (for example,
an increase in collective security). If the Keynesian theory is

nsed to analyse this problem, it <an be said that "....in the
inadequate effective demand the opera:ion of the multiplier would
imply an increase in national produc:s resulting from additional
defence expenditure...if the economy operates with.... excess

capacity then additional demand and output would raise the

capacity utilization..."(Deger 1985 p.49).
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The problem here is that the relationship between the level
of defence expenditure and economic growth cannot be analysed
purely on the basis of econometric analysis or economic theory.
One of the main reasons for this is the political and economic
instability prevailing in most of the developing countries. As
developing countries are the concern here, it is difficult to
draw conclusions or make policy recommendations solely on the
basis of econometric analyses. Wider issues of socio-economic
development are crucial to such countries, even though they
cannot be measured in statistical or other terms. This is the
main reason for the differesnce between conclusions reached 1in
various studies on the subject of defence expenditure and

economic growth.
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CHAPTER 4

BUDGETARY TRADE-OFFS BETWEEN DEFENCE
SPENDING AND NON-DEFENCE SPENDING

4.1 Introduction

There is a common belief that higher budgetary allocations
to the defence sector means lower allocations to other sectors of
the economy concerned. This belief has been widely examined in
studies in the area of budgetary trade-offs between the defence
and non-defence sectors. A number of studies have been
undertaken in this field with reference to developed and
developing countries. In most of the studies developing
countries, especially Latin American countries have been used, to
test hypotheses on the trade-offs between the defence and other
sectors [For a comprehensive analys:s on this subject see Looney
(1986), chapter 5, pp.71-104]. As well as this, there are some
studies in which the pattern of trade-offs in Asian countries has
been examined[For example: Harris, Xelly and Pranowo (1987) and

Pranowo (1983)].

The aia in this chapter is to analyse the budgetary
trade-off patterns between the defence variable and other
economic variables in the case of Sri Lanka. In section 4.2 the
budgetary pattern of the country is examined. The financing
problem of defence expenditure is dicussed in section 4.3. In
section 4.4 a regression analysis is employed to see the effects

of defence expenditure on other variables such as -education,
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health, housing, economic services and other sectors. The

empirical results of this analysis is discussed in section 4.4.

4.2 Budgetary Patterns of Sri Lanka

Sri Lanka, like many other developing countries, has been
vulnerable to international price fluctuations during the last
three decades. The main export items of Sri Lanka (tea, rubber,
and coconut) have consistently faced unstable prices in the world
market. This unstable condition has severely affected the Sri
Lankan economy. The consequences for the budgetary process of

the country have been considerable.

Generally, budgetary allocations to various sectors of an
economy are made according to national priorities and depend on
the availibility of resources. The purpose here 1is to examine
the budgetary patterns of Sri Lanka to see whether there have
been any major fluctuations in allocations to the defence sector.
If there have been no major fluctuations it indicates that
defence expenditure has some special pattern. As noted before,
allocations to some particular seczcr means that money will not
be available to other sectors of the econony. If the defence
sector has no resource constraints 1t means some other sectors of
the economy may have resource constraints. This 1s a common
observation 1in many developing ccuntries. This problem can be
examined by analysing the pattern of defence expenditure as a
percentage of government revenue, covernment expenditure, and so
on. This will show how a reducticn in government expenditure may

affect allocations to the defence sector of the country.

Table 4.1 shows some important budgetary patterns of Sri
Lanka. In this table military expenditure and budgetary patterns
from 1965 to 1986 are given. Military expenditure (ME) 1is the

actual expenditure of the army, navy, and air force of Sri Lanka
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in nominal values. Real military expenditure (RME) is derived by
deflating ME with the GDP deflater (1980 = 100) of IMF (1985) for
Sri Lanka. Growth rate of real military expenditure (GRME),
growth rate of government expenditure (GRGE) and growth rate of
government revenue (GRGR) were calculated from the data of annual
reports of the Central Bank of 3ri Lanka and annual budget
estimates of the government of Sri Lanka. Real government
consumption (RGC), real government expenditure (RGE) and real
government revenue (RGR) were also derived by deflating nominal
government  consumption, nominal Jovernment expenditure and

nominal government revenue by the GDP deflater (1980 = 100).

It is clear from Table 4.1 that though there are some
cyclical patterns, military expenditure generally seems to have
been in a stable position during the last two decades. RME as a
percentage of RGE shows a stable pattern from 1965 to 1975 except
in 1971 and 1972. During the 1971-72 period defence spending
increased as a result of an insurrection against the government.
From 1976 to 1982 RME as a percentage of RGE shows some stability
except in 1977. In 1977 Sri Lenka witnessed some communal
clashes between minority Tamils an¢ majority Sinhalese. The
pattern of RME as a percentage of RCE is more or less similar to
the patterns of RME-RGC and RME-RGR. The major implication of
this analysis is that when there is a reduction in the allocated
funds in the government budget, the defence sector still seems to
enjoy some stability in their funds position. This means that

the defence sector is not so vulnerasls to those reductions.
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4.3 Financing of Defence Spending

Since defence is considered a publicly provided good and a
security related activity, the entire allocation to the defence
sector has to be provided by the government. Thus, the financing
of defence spending is very important. As far as developing
countries (including Sri Lanka) ares concerned, a higher defence
allocation <can have effects on the expenditure of other sectors
of the eccnomy. There are three possible sources for financing

the defence budget of a country:

a) Increased tax revenue

b) Borrowing or money creation

c¢) Diverting funds from other sectors

These three sources are common for most countries. Generally,
sources of tax are limited in countries like Sri Lanka. However,
higher taxes are hardly sufficient to make up for the additional
expenditure of the country. The next and most practicable source
of financing the defence budget is by borrowing or by creating
noney. It 1is expected that this source of financing will have
high inflationary effects. However, the impact of inflation on

the deterninants of economic growth is not very clear.

The third source of financing i.e., diverting funds f£from
other sectors, 1is the most important with regard to budgetary
trade-offs. This way of diverting funds can have major effects
on other sectors of the economy. Apart from the education and
health sectors, there may be some effects on the productive
sectors of the economy such as the agricultural sector.

According to Deger "agriculture seems to be one of the first
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casualities when governments embark on defence expansion" (Deger
1985, p.53). In the study by Faini, Annez and Tailor (1984), it
was reported that an increase in the military burden can decrease

the share of agriculture in GDP.

In the case of Sri Lanka, we cannot give any quantitative
analysis on sources of financing the defence budget due to the
unavalibility of the necessary data. However, 1t 1s probable
that the major source of financing for the defence budget comes
from borrowing and money creation. Increased tax revenue and
diverting funds from other sectors plays a minor vrole 1in

financing the defence budget of the country.

In Table 4.2 military expenditure as a percentage of budget
deficit in Sri Lanka from 1965 to 1986 has been given. A
positive correlation between defernce expenditure and budget

deficit can be found.
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Table 4.2

MILITARY EXPENDITURE AS } PERCENTAGE OF

BUDGET DEFICIT- SRI LANKA

YEAR Military expenditure As a % of budget
(in current values) deficit
1965 60.0 11.5
1966 64.0 9.4
1967 66.0 9.1
1968 72.0 8.5
1969 82.0 8.7
1970 89.0 7.7
1971 175.0 13.2
1972 205.0 12.0
1973 146.0 10.2
1974 167.0 10.4
1975 191.0 7.1
1976 178.0 5.0
1977 224.0 7.3
1978 308.0 4.3
1979 392.0 4.5
1980 477.0 2.9
1981 520.0 3.5
1982 543.0 2.1
1983 999.0 4.6
1984 1189.0 7.5
1985 1954.0 7.6
1986 2228.0 8.3
1987 5187.0% 17.3

* provisional data
Source: Government treasury of Sri Lanka.
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4.4 Methodology

The methodology used here to analyse the trade-offs between
non-defence spendings and defence spending is similar to several
other trade-off studies ([Verner (1983), Looney (1986), Pranowo
(1986)]. The present study uses time series data of Sri Lanka
for the analysis and covers the period 1965-86. The data have
been collected from annual repor“s of the Central Bank of Sri
Lanka (various vyears), Government Finance Year Book of INF
{various years) and Government Annual Budget Estimates of Sri
Lanka (various years). As in the ©previous case, the defence
spending data used in this analysis are the actual expenditure of
the army, navy, and air force of Sri Lanka. The expenditure on
police forces 1is taken as the exdenditure on public order and
safety and is included in the category of c¢ivil administration.
The role of the police forces ia the defence of Sri Lanka is
ambiguous. In the eastern province »f the country police forces
are fighting against Tamil separatist guerrillas as a commandc
force. At the same time they engage in public order and safety
maintaining activities 1in other »parts of the country. As the
trade-offs between sectors are examined, it 1is reasonable to
place police  expenditure under the  heading of civil

administration.

The total government expenditurs is the actual government
spending of each year. Education, health and housing expenditure
is also the actual expenditure of sach year of that particular
sector. The expenditure on economic services includes
agricultural and fisheries, manufacturing and mining, trade and
communication sectors. Civil administration expenditure includes
public order and safety and other administrative expenditure.
Other expenditure covers all the expenditure not included in the
above categories including expenditure on special welfare

services and community services. These welfare services are
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minor programmes and are not significant. It is also necessary
to note that the above expenditure is central government
expenditure and does not include local government expenditure on
those sectors. In fact, it can be assumed that local government
expenditure plays a minor role compared to central government
expenditure. This is a reasonable assumption since Sri Lanka

does not have a federal government system.

Departing from conventional studies, an attempt has been
made to analyse the trade-off patterns between recurrent! defence
expenditure and other non-defence expenditure and also between
capital? defence expenditure and othar non-defence expenditured.
The reason for this is to identify the= most significant defence
expenditure component affecting other expenditure. Generally,
capital defence expenditure has considerable fluctuations. For
example, a decision to buy a helicopter gunship, patrol craft or
some other powerful weapons can increase the level of «capital
expenditure in a given year. However, it may be assumed that few
developing countries can afford to buy these expensive 1itenms
annually. Therafore, it can be assumed that capital defence
expenditure will not exhibit a continuous increase each year. 1In
the case of recurrent defence expenditure the situation is
different. Usually there is a gradual increase in recurrent
expenditurs every year. Payment of wages and salaries and
maintenance of buildings and machinery have to be carried out
each year. 1In this case increasing recurrent expenditure in the
defence sector may cause trade-off situations with other
non-defence expenditure. Therefore, it is necessary to analyse
trade-off patterns separately between defence spending (i.e.,
recurrent defence expenditure, capital defence expenditure and
total defence expenditure) and non-defence expenditure. On the
other hand, in developing countries =he major part of expenditure
is recurrent and not capital expenditure. In this cotext, Sri

Lanka is no exception.

69



As Ball (1985a) noted, the recurrent expenditure component
cannot be taken as 1less inportant. "....operating costs
(personnel plus operations and mairtenance expenditure) have
tended to absorb a very large share of third-world security
outlays. A survey of the security budgets of twenty developing
countries between 1951 and 1979 indicates that operating costs
accounted for, an average, between 70 and 90 percent of all
security spending. Where it was possible to disaggregate
operating costs satisfactorily, it was not uncommon to find
personnel-related expenditure accounting for more than 50 percent

of the entire defence budget" (Ball 138%a, p.7).

Following the work of Verner (1983), Looney (1986), and
Pranowo (1986) regression analysis is employed to examine the
pattern of trade-offs between the defence sector and non-defence
sector of Sri Lanka. By using a regression analysis with
non-defence spending as the dependent variable and defence
spending as the independent variable (and also some measures of
government expenditure as the control variable) the direction and
magnitude of the trade-off between defence and other types of
government expenditure can be shown (Looney 1986, p.79). One of
the major problems associated with trade-off studies is that
"....if the Dbudgetary process is an expanding sum  game
represented by a growing public sector,....a negative trade-off

may not be detected between absolute or per capita measures of

defence and non-defence expenditures....” (Looney 1986, p.79).

In view of the above problems, the present study wuses
defence and non-defence expenditure in terms of their percentage
shares of the total budget of the government of Sri Lanka. The
control variable (total government spending as a share of GDP)
used in this model improves the specifications of the regression
model and helps to obtain efficieant estimates of the budgetary
trade-offs.
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The following model [based on Verner (1983) and Looney
(1986)] will be used to estimate the trade-offs between defence
spending and non-defence spending in Sri Lanka. The equation 1is
in linear form and signs of the coefficients represent the
expected direction of the relationship. The Ordinary Least
Square (OLS) methed will be used to estimate the parameters of
the model. The OLS method has been chosen to estimate parameters
as it gives linear and unbiased est: mates, minimum variance and
sum of the residuals equal to zero (Salvatore, 1982). It is also
simple and easy to handle. The SHAZAM computer program will be
used to estimate the model. A routine F test is wused to check
the relevance of chosen regressors in explaining variation in the
dependent variable and estimates are made after adjusting the

data using the Cochrane-Orcutt procedure for serial correlation.

The definitions of the variables are as follows:

DS = Total defence spending

RDS = Total recurrent defance spending

CDS = Total capital defence spending

EDS = Total education spending

TGS = Total government spending

HS = Total health spending

HUS = Total housing spending

ECO = Total economic services spending

(economic services have been described

in the text)
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CIvV

Total civil administration spending

OTH

Total all other expenditures not

included in above categories.
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The model is as follows:

Yit = b - biXi1t + b2X2t + Uy

where

Yi = non defence spending as a share of total

government spending

(i = education, health, hous:ing, economic services,

civil administration and other expenditure)

o
1

intercept

)

X1 total defence spending as a share of

total government spending (DS/TGS)

X2 =total government spending as a share of

GDP (TGS/GDP)

Ui = disturbance tern

4.5 Empirical Results

Table 4.3 summarises the results of the regression analysis
of budgetary trade-offs between :otal defence expenditure and
other expenditure in Sri Lanka. Similarly, Table 4.4 and Table
4.5 give the results of trade-off analyses between recurrent
defence expenditure and other expenditure (total) and also
between capital defence expenditure and other expenditure (total)

respectively.
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There are three major trade-off patterns between total
defence spending and non-defence spending in Sri Lanka. It is
necessary to note that these results are similar to the results
obtained from the previous studies in this field. For example,
Pranowo (1986) reported positive trade-offs between the esducation
and defence sectors. In the present study the same positive
trade-off results between these two sectors was also found. In
the case of the health-defence sectors, Pranowo reported positive
trade-offs and this study also found »ositive trade-offs between
these two sectors but which are not significant at the 1 per cent
level. 1In fact, t ratios shown in Prinowo's analysis are only
significant at the 10 per cent level for the DS/TGS variable. In
other words, the findings of positive trade-offs between defence
sector spending and health spending (but not highly significant)
are not accidental. However, the form of trade-off between
defence and health sectors is taken is no trade-off as it is not
significant at the 1 per cent level. The results of total
defence expenditure/non-defence exp:anditure study are shown in

Table 4.6.
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Table 4.6

FORM OF TRADE-OFFS BETWEEN TOTAL DEFENCE
SPENDING AND NON-DEFENCE S?ENDING IN

SRI LANKA

Sector Form of Trade-offs
Defence—education positive
Defence-health none
Defence~housing none
Defence~economic services none
Defence~-civil administration none
Defence-other expenditure negative

The results of total defence spending/non-defence spending
show one positive trade-off (defence-education), one negative
trade-off (defence-other expenditure} and four no trade-off
forns. Positive trade-offs between the defence and education
sectors indicate that an increase in defence expenditure 1is not
competitive with education expendizure in Sri Lanka, confirming
previous findings (Harris, Kelly and Pranowo 1987). On the other
hand, there are negativs trade-offs between defence spending and
other expenditure. This supports th: finding of a stable pattern
of defence spending. It can be arjued that defence allocations
have been competitive with alloca:ions to other expenditure

categories but not with the education or health sectors.

In the case of recurrent defencs expenditure and non-defence
expenditure the results are similar to the total defence

expenditure/non-defence expenditure results, except for the
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health sector. In this case there are positive trade-offs
between defence spending and health spending. This is obvious as
both sectors have higher recurrent expenditure components in
their total expenditure. Defence-housing, defence-economic
services and defence-civil administration show no trade-offs.

The results of this analysis are summarised in Table 4.7

Table 4.7

FORM OF TRADE-OFFS BETWEEN RECURRENT DEFENCE
SPENDING AND NON-DEFENCE SPENDING IN

SRI LANKA
Sector Form of Trade-offs
Defence-education positive
Defence-health positive
Defence-housing none
Defence-economic services none

Defence-civil administraticn none

Defence-other expenditure negative

The analysis of trade-offs between capital defence
expenditurs and non-defence expenéiture is given in Table 4.8.
As has already been noted it is difficult to find any trade-off
between capital expenditure categories. This 1is because the
level of capital expenditure is highly volatile in developing

countries. The Sri Lankan example exhibits a similar pattern.
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Table 4.8

FORM OF TRADE-OFFS BETWEEN CAPITAL DEFENCE
SPENDING AND NON-DEFENCE SPENDING IN

SRI LANKA
Sector Form of Trade-offs
Defence-education none
Defence-health aone
Defence-housing aone
Defence-econonic services aone

Defence-civil administration aone

Defence-other expenditure none
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Notes:

1. Recurrent expenditure includes expenditure on goods and
services, interest paynents, subsidies and other current
transfers (I.M.F. 1974, p.208).

2. Capital expenditure includes expenditure on acquisition of
new and existing fixed capital assets, purchases of stocks,
purchases of land and intangible assets and capital transfers

(I.M.F. 1974, p.208).

3. Trade-off patterns between defence spending and non-defence
spending can also be examined by analysing recurrent defence
expenditure and total recurrent non-defence expenditure and also
capital defence spending and total capital non-defence
expenditure. In this case total government expenditure should be
divided 1into recurrent and capital expenditure separately. In
this study total government expenditure as a whole was used (see,
Ball, 1985a). A time problam and the limitations of the present

study pracluded division into the two components.

81



Chapter 5

METHOD AND ANALYSIS

5.1 Introduction

Most of the studies concerning military expenditure and
economic growth have used econometric analysis (mainly regression
analysis) to support their arguments. Following the pioneering
work by Benoit (1973) and also later studies, the present study
employs regression analysis to fiad out the nature of the
relationship between economic growtl and military expenditure in
Sri Lanka. However, this area of study embodies various
controversial issues. These range from the definitional problems
of military expenditure to data probl.ems. 1In section 5.2, some
of the problems are discussed, ia general, in relation to the
field of military expenditure analys.s. In section 5.3 the data
sources of the present study and related issues are examined.
Section 5.4 contains the model for this study. The results of

the model are analysed in section 5.5.

5.2 Some Problems in Mil:tary Expend:.ture Analysis

The relationship between economic growth and  military
expenditure seems more controvers:sal, when the models used by
previous researchers are examined. Most of the studies have used
the OLS method to estimate a model of the following nature
(Joerding, 1986):
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GRTH = aX + bMIL + e

where
GRTH = economic growth rzte
X = vector of explanatory variables
MIL = measure of military expenditure
e = error ternm

In these studies it has been implicitly assumed that military
spending is an exogenous variable. BAlthough some economists have
expressed their doubt about this implicit assumption (Joerding,
1986), the reason behind the decision to assume that military

expenditure is exogenously determined is an important one.

There are economists who do not see military spending as an
exogenous variable but rather as an andogenous variable [see,
Deger (1981), Deger and Smith  (1980), Joerding  (1986)].
According to them military spending 1is (to a certain extent)
dependent on the economic performance of the domestic economy of
a country. If there are some budgetary problems, then these
should affect the level cof military spending of that country.
However, it seems that in most cases financial constraints do not
greately effect defence spending. Even if they do, their effect
is only on a very small scale. This can be taken as one of the
major reasons to assume that military spending is an endogenous
variable [see, Deger and Sen (1983) for more supportive

arguments].

Maizels and Nissanke (1986), supporting the assumption that

military expenditure is exogeneous, said that ....the

traditional neo-classical approach, which views the role of the
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state as balancing the welfare benefits of extra security derived
from military expenditure with its opportunity cost in terms of
foregone civilian output, appears particularly difficult to
apply, if not dirrelevant, to the majority of developing
countries" (p.1127). Therefore, "almost all the quantitative
analysis of the impact of military expenditure on the economic
growth of developing countries has taken such expenditure as
exogenously given” (Maizels and Nissanke 1986, p.1127).
Following the majority of studies in the literature, the present

study treats military expenditure as in exogenous variable.

Another problem which is often discussed by researchers 1is
that efficient estimates cannot be obtained by using single
equation systems to study the military expenditure-economic
growth relationship. According to Deger "....the inter-
relationships among defence, growth and other variables are
crucial (and) the central concept of interdependence can be
captured (by estimating) a simultaneouis-equations system based on
a properly specified theory" (Deger 1986, p.181). 1In this case
Deger takes military expenditure as an endogeneous variable.
However, it should be nota2d that most of the explanatory power of
the relevant equations is provided by dummies for oil-exporting
countries and for «countries at war in Deger's studies {(lfaizels
and Nissanke 1986).

For the purpose of this study, tie single equation systam is
used to analyse the military expenditure-growth relationship.

The reasons for this choice are as follows:

a) the original model on which thz present study

is based uses the single equation system;

b) the time limitation precluding a more comprehensive

study using a simultaneous eqiation system;
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c) the lack of necessary primary data on Sri Lanka

in Australia for such a study;

d) almost all the studies in the literature

support the single equations system.

5.3 Data Source and Related Problems

The reliability of ailitary expenditure-related studies has
been questioned by many people for various reasons. The major
reason behind this problem is related to military expenditure
data. It 1is often thought that individual governments do not
publish defence data accurately. Meny governments attempt to
keep information about their security related outlays from both
foreign governments and their owr. citizens. [It has been
observed that Warsaw Treaty countries are among those who most
seriously understate their security expenditures (Ball 1984a,
p.162)].

According to Ball (1984a) there are various ways used by
governments to cover their actual defence related outlays. Ball
{1984a) has outlined five of the most common mechanisms;

a) double book-k%keeping
b) use of extra-budgetary accounts
¢) highly aggregated budget categories

d) military assistance

e) governmental manipulation
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It is also common that in most existing studies researchers have
used data published by international organizations such as SIPRI,
IISS, IMF, and ACDA (US Arms Control and Disarmament Agency).
However, it can be found that these data also frequently differ
from institution to institution. The reason for this difference
is mainly due to the variation in definitions used by various
institutions in explaining defence expenditure. (The
definitional problem associated with military expenditure data

has already been dicussed in section 1.3 of chapter 1)

Table 5.1 gives an example of the differences 1in security
expenditure of one developing countrv, namely Guyana. This table
is a reproduction of (with some modifications) Table 2.2 of Deger
and West (1987, p.58).

Table 5.1

COMPARISION OF GUYANESE SECURITY
EXPENDITURE (in million Guyanese Dollars)

YEAR ACDA IMF SIPRI GGE*
1972 7.0 7.5 7.5 17.4
1973 9.0 10.6 22.5 22.1
1974 16.0 24.8 33.1 32.9
1975 25.0 76.4 78.9 49.6
1976 87.0 86.7 »20.0 99.9
1977 61.0 61.9 77.5 67.0

*GGE = Guyanese Government Estinates

Source: Deger and West, 1987, p.538
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In the case of Sri Lanka, data published by various
organizations on military expenditure differ from each other.
However, in the present study an attempt is made to avoid the
unreliability problem in data on Sri Lankan military expenditure.
To gather accurate data almost all the available sources were
examined. The data wused in this study were obtained directly
from the government treasury of Sri Lanka. The military
expenditure data are the actual government expenditure on the
army, navy, and air force of Sri Lanka from 1965 to 1986. The
expenditure data of police forces are also the actual government
expenditure on police forces in Sri Lanka for the same time
period. 1In order to convert nominal military expenditure to real
expenditure, a GDP deflater (1980=100) was used. It may be more
appropriate to wuse military price indices to convert nominal
military expenditure to real expenditure. However, as it was not
possible to obtain a military price index for Sri Lanka, the GDP
deflater was employed in this study. It has become common
practice to use a GDP deflater in most military expenditure
studies. The GDP deflater, used in the present study, is the IMF
GDP deflater for Sri Lanka (I¥F, 1985). In the case of other
data, the major source was the Annual Report of the Central Bank
of Sri Lanka. Tha data on GDP, =xports,population growth rate,
and capital stock were obtained froca the various issues of this
report for the period 1965-86. 1In addition to the Annual Report
of the Central Bank of Sri Lanka, Annual Budget Estimates of the
Government of Sri Lanka were used to obtain annual expenditure
data on education, health, housing, economic overhead, «civil
administration and other public sectors in Sri Lanka from 1965 to
1985. To obtain real values from ths nominal values of those

sectoral expenditure data, the GDP deflater (1980=100) was used.
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5.4 The Model

The mcdel used in the present analysis is a modified version
of Faini, Annez, and Tailor (1984). This macro model, on the
impact of arms spending, 1is based on FKeynesian theory. An
attempt is made here to provide a brief description of the model.

We may begin with the following national account identity.

Y=727+1+G+E&-X (1)

Where Y is income, C is consumption, I 1s investment, E 1is
exports, M 1s imports and G can be taken as military spending.
For the time being, we assume that other public expenditure is

Zero.

(%2 ]
1}

<3
f

(@]

(2)

S = sY (3)

S i1s savings and the saving function can be shown sinply as (3)

above. The import function may take the following form.

M=mY + m(I + G) (4)
An equal marginal import coefficient for I and G 1is assumed.
This assumption can be relaxed eas:ly. It 1s also assumed that
there is a level of full capacity output, Y*, which can be

related to the existing capital stock. Therefore, a relative

utilization rate, u, can be defined as follows:

u = (Y* - Y)/K (5)

where K is capital stock.
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It may be assumed that investment responds to the 1level of
capacity utilization of the country. However, as far as
developing countries are concerned there is a problem associated
with absorptive capacity. The investment which will respond to
the level of capacity utilization may be restrained by absorptive
capacity. Generally, the absorptive capacity has been described
as "....the ability of the economy to muster skilled workers,
management, Xkey pieces of equipment, and other inputs necessary
to carry through investment projects" (Faini, Annez and Tailor
1984). For the purpose of the present study the absorptive

capacity limit of a country can be pcostulated in following way.

v=v[{(I+G)/K, ¥Y/K, ( E-H)/K,
G-1/Y-1, population] (6)

According to Faini, Annez and Tailor (p.489), a larger value of v
means that capital formation is more difficult. For example,
higher levels of investment demand, defence spending, or output
(relative to «capital stock K) will put pressure on available
supplies of capital, skilled labour, and foreign exchange. More
available foreign exchange (E-M) will have the opposite effect.

G-1/Y-1 allows for productivity raising effects of mnilitary

spending with a lag. The signs of the derivatives have been
given as:
vy > 0
vz > 0
vz ¢ 0
ve <0
The 1impact of the scaling variable, population, is

undetermined. The investment demand function is assumed to have

the following form:
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I/K = f(u, v). (N

The functional derivatives of both f. and fu can be taken as
negative. This will capture the absorptive capacity limits and
high rate of unutilized capacity of the country which will
discourage investment. However, one important thing is that
bottlenecks in the economies of developing countries may lead to
low overall use of capacity. This may increase public investment
to overcome the problem. In that case public investment may have

a positive fu.

The short-run (K and G-j predetermined) effects of defence
spending 1in the model has been determined by solving (1) through

(4) together and giving the reduced form of output as:

a¥Y =b( I +6G) +E (8)

where

a2 =35 + m, and

o’
il

1 - mz2.

The eaffects of defence spendirg can be examined by

=

differentiating equations (5) through (8) (keeping K and
fixed). The solution for the change in output gives adyY =
(b/h)dg, where h = a [1 - vy + vimel- b [fv{ve + wvami) - ful.
The usual nacro stability condition is that effects of an income
increase on saving (the term multiplied by a in the definition of
n) exceed those on investment (the term multiplied by b). When
this condition holds, an increase in military spending stimulates
output (Faini, Annez and Tailor 1984, p.490). The model solution

for investment has been given as follows:
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a[v:i - vamz] + b[fv(ve - vam) - fu]
dI

ac (9)

"In the numerator, all terms are positive except for fv(va -
vamy ) . This expression measures the increasing pressure of
absorptive capacity limitations that result from an income
increase" {Faini, Annez and Tailor p.490). The important point
here is that, 1f this is strong enough, the absorptive capacity
drag can make the derivative d4I/dG negative. This means growth
will be slower as military spending increases. This situation is

more common 1in developing countries than in industrialized

countries.

For testing purposes equation (3) has been transformed into
growth rates 1in variables and the share of defence spending in

GDP. The original model can be givea as follows:

Y' = go + g1E' + g2P' + gsAa + JanF + gsK' + ge (Y/P) + ¢

Y' = growth rate of GDP,

E' = growth rate of exports,
P' = growth rate of population,
Aa = change in sharzs of arms spanding
in GDP,
AF = change in capital inflows Erom abroad,
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Y/P

K' = growth rate of the country's

capital stock,

1]

GDP per capita, and

a stochastic error term.

modified in the following ways:

a)

b)

Two variables have been dropped. [Y/P (GDP per

capita) and AF (change in capi-al inflows

from abroad)]

Instead of using the variable ,\a (change in
share of arms spending in GDP)
A" (growth rate of arms spending) and Aa have

been used in separate regressions.

A trend variable and a dummy variable have
been introduced by taking into account
technical progress in the econosmy, periods of

communal trouble and periods o normality.

Two separate regressions have been estimated
with and without expenditure on police forces

in the defence expenditure cat:gory.

Hence, for econometric estimation the following two

been formulated.

a)

b)

Y'

i

Y'
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For the purpose of this study the original model has

models

go + g1E' + g2P' + gsAa + g4K' + gst + gs (DAQ)

go + g1E' + g2P' + gzA' + gaK' + gst + ge(DA')

been

have



where

A' = growth rate of defence spending,
t = trend variable,
D = dummy variable,
D = 1 for communal trouble periods, and

o
A

0 for normal periods.

The role of the police forces in the case of defence of Sri
Lanka 1is ambiguous (see, section 4.3 of chapter 4). In the
previous analysis in chapter 4, expenditure on police forces was
included under the category of civil administration. However, as
noted earlier, the role of the police forces cannot be simply
identified with purely law and order maintenance or with
combating <z2rrorism. This ambiguous situation is common in most
developing countries. To eliminate this ambiguity, an attempt
was made to analyse both situations wn separate regressions i.e.,
defence expenditure including pol:ce expenditure and excluding

police expenditure.

In the original model, changes 1in <capital inflows from
abroad and per capita GDP are included as explanatory variables.
In the present study, these two variables are excluded. As these
variables show some mult-collinearitv effects, it was decided not
to include these two variables in the model. In the preliminary
anlysis of the present study it was detected that the inclusion
of capital inflows from abroad and per capita GDP as explanatory

variables may result in biased estimates.

93



The objective of the introduction of a trend variable in the
model 1is to capture the development trend of Sri Lanka, i.e.,
technical progress. As it may not be possible to explain this
kind of development trend by other variables, the inclusion of
trend variable in the model will give more realistic estimates.
The inclusion of a dummy variab.e in the model is even more
important. Sri Lanka was experiencing communal clashes from time
to time. There was a significant increase in defence expenditure
during those troubled periods. "o obtain more realistic
estimates, it was necessary to listinguish between communal
trouble periods and normal peace periods. Therzsfore, a dummy
variable was introduced (D = 1 for =rouble periods and D = 0 for
normal periods) into the model. The years 1in which Sri Lanka
experienced internal troubles were 1970, 1971, 1972 (insurrection

activities), 1977, 1982, 1983, and 1986 (communal clashes).

In the final analysis, an attempt is made to relate the
growth rate of output to changes in exports, population, defence
burden and capital stock of Sri Lanka. The data wused in the
analysis are given 1in the appendixz [GDP, exports, population
growth rate (PGR), military -expend:ture (MEX), capital stock
(CPS), GDP deflater (GDPD), and military expenditure including
police (MEZ+P)]. The equations ars in linear form. The OLS
nethod 1s wused to estimate the parameters of the model. A
routine F test 1is used to checii the relevance of chosen
regressors 1in explaining wvariations in the dependent variable.
The SHAZAM computer program is used "o estimate the model and
estimates are made after correcting data using Cochrane-Orcutt

procedure for serial correlation.
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Table 5.2

RESULTS OF THE EQUATIONS WITH THE VARIABLE OF
CHANGE IN SHARE OF ARMS SPENDING IN GDP.

Estimated Coefficients

Variable
(with police) (without police)
E' +0.21 +0.21
(6.60)* (5.86)*
P’ +7.76 +7.66
(3.30)* (2.89)*
Ad -11.69 -13.81
(2.57) % (1.30)
K' +0.12 +0.11
(4.00)=* (3.48)*
t +0.28 +0.29
(2.34)* (2.12)*
D +0.13 +12.98
(1.87 (1.15)
R2 0.88 0.84
F 16.60 13.17
DW 2.14 2.28
Notes:

* gignificant at five percent level
1. see text for the definitions of the variables

2. t ratios are in parenthesis
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Table 5.3

RESULTS OF THE EQUATIONS WITH THE YVARIABLE OF

GROWTH RATE OF ARMS SPENDING IN GDP.

Estimated Coefficients

Variable
with police without police
E' +0.22 +0.20
(7.57) = (5.29) =
P’ +8.25 +6.99
(3.37)* (2.43)*
A’ -0.09 -0.07
(1.67)** (0.74)
K' +0.11 +0.12
(4.21)* (3.14)*
t +0.35 +0.21
(3.18) = (1.47)
D +14.25 +0.07
(2.75)* (0.68)
R2 0.90 0.32
F 20.88 11.41
DW 2.26 2.11
Notes:

* significant at five percent level

x** gignificant at ten percent level

1. see text for the definitions of tie variables

2. t ratios are in parenthesis
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Table 5.2 and 5.3 show the results of the four regressions.
In Table 5.2 the defence burden variable is taken as the change
in the share of arms spending in GDP of Sri Lanka. In this case,
two situations were examined performing two separate regressions.
First, the defence expenditure is taken as the actual expenditure
of the army, navy, and air force of Sri Lanka, i.e. without
police expenditure. Second, the defence expenditure is
expenditure on the armed forces (aray, navy, and air force) plus
expenditure on the police force. 1In Table 5.3 the defence burden
variable 1is taken as the growth rate of defence expenditure of
Sri Lanka. As in the previous situation, two regressions were
performed to examine the effects of increased defence expenditure

on the economic growth of Sri Lanka.

All the variables have expectei signs and are, in most
cases, statistically significant. <Toefficients of determination
(R2) in all four cases show that explanatory power is very high.
The Durbin-Watson statistics (DW) iadicate the estimates have no
serious autocorrelation. Higher valies of the F statistics show
the relevance of chosen regressors 1n the model. The most
important finding that emerges from the results is that military
spending has a clear negative impact on the economic growth rats

ri Lanka. The adverse effects of defence spending on growth

a

of
become more apparent when police expenditure was included in the
data. However, i1t is necessary to note that in the case of the
change in share of arms spendiny wvariable, the size of the
parameter did not correspond to expactations (see Table 5.2).
For example, the defence burden variible has an unrsalistic value
of 11.7 (with police expenditure} and 13.9 (without police
expenditure). This means a 1 per cent increase in the share of
arms spending in GDP will reduce the growth rate by almost 12 per
cent or 14 per cent. This seens unrealistic. One possible
reason for these high values may be :hat there 1is very little
variation in part of the data to reflect their impact. However,

studies which have used share of arms spending as an explanatory
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variable, obtained high values for the defence burden coefficient
similar to those reported here. For example, values such as 3.52
(Faini, Annez, and Tailor, 1984), 3.22 (Maizels and Nissanke,
1985) and 3.99, 8.79 and 17.35 (Islar, 1986) are found 1in the
literature. When the <change in share of defence spending
variable is replaced by the growth rate of defence expenditure
variable, it 1is possible to obtain more realistic coefficients.
As expected, exports, population growth rate, and the country's
capital stock have shown a positive impact on the economic growth

rate of Sri Lanka.

The results of the present analysis are consistent with the
findings of most of the other studies in the 1literature.
However, present results lead to a ccnclusion that is completely
opposite to that reached by Bencit (1973, 1978) since it is
detected that defence spending has some adverse effects on
economic growth of Sri Lanka. Thus these findings do not support
Benoit's argument that increased military expenditure may
accelerate the growth rate of a country. However, it is possible
to support the general argument that the defence burden hampers

the economic growth of a country.

In Table 5.2 the defence burden variable which includes
police expenditure 1s significant at the five per cent level.
When police expenditure is excluded the t ratios are significant
only at the ten per cent level. At this point it is necessary to
note that police expenditure cannot be <considered directly as
part of defence expenditure. In the case of normal day-to-day
economic activities of a country, a certain amount of 1law and
order should exist. If there 1is no protection given to the
society, economic activities are certainly disturbed. However,
it 1is 1impossible to measure the recuired level of law and crder
to maintain economic activity, wundisturbed, in society. This
situation 1is even more cumbersome when it 1is a developing

country. Therefore, the results which include the police
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expenditure as part of the defence expenditure should be viewed

with caution.

The appropriateness of the inclusion of a dummy variable and
a trend variable 1in the model was indicated by significant t
ratios. In three estimates out of four, t ratios for the dummy
variable and the trend variable were significant at the five per
cent level. At this point it may be wuseful to compare the
results with the findings of the Indian study by Faini, Annez,
and Tailor {1984).

Table 5.4

RESULTS OF THE INDIAN TIME
SERIES STUDY

variables coefficients
Export growth rate + .113
Population growth rate +5.218
Change in defence burden -3.520
Capital stock growth rate -1.826
R? 0.36

note: all t ratios exceed 1.5

Source: Faini, Annez, and Tailor (1984, p.496)

Qur results, in many respects, are close to those of the Indian
time series study. One noticeable difference is that in the case
of the Indian study the growth rate cf capital stock coefficient
shows a negative sign whereas in this study a positive sign was

obtained which is more realistic.
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It can be seen from the results that though there 1is a
negative impact of defence spending cn the economic growth of Sri
Lanka the magnitude of the impact becomes smaller when police
expenditure 1is excluded. When compared to some other developing
countries, Sri Lanka's expenditure on defence related activities
is relatively small. The rank order of military burden in 10
developing countries is shown in Table 5.5. According to these
statistics the military burden variable for Sri Lanka is in 3th
position among 10 countries. However, this does not undermine
the finding in this study concerning the negative impact of

military expenditure on the economic growth rate of Sri Lanka.
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Table 5.5

RANK ORDER FOR MILITARY BURDEN IN
10 DEVELOPING COUNTRIES

Country Military Burden

Argentina -

W

Costa Rica -

o
<

[o2)

Venezuela -
South Korea -

Malaysia -

(Vo I Ve B o

Mexico -

Brazil -

-1

Sri Lanka -

[ ¢ 4]

Phillippines -

Peru -

(o

P

Rank . is given to the country with
the highest value of the variatle

Source: Deger,S and West,R (ed.} 1987, p.95
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Chapter 6

CONCLUSION

There are three questions to be answered with regard to the

impact of military expenditure on economic growth.

a) Will increased military expenditure accelerate
the development process or growth rate of a

country?

b) Will increased military expenditure hamper the

economic growth rate?

c) Will increased military expenditure neither

help nor hinder the economic growth rate?

Studies on this subject have supported all three arguments. In
this study an attempt has been made to examine the growth-defence
relationship according to methods which have been used by many
researchers. The findings are similar to those in most of the
studies on the growth-defence relationship. There are few single
country studies and more cross-country studies analysing the
growth-defence relationship. This study falls into the single
country studies category. 1In it the defence-growth relationship
of Sri Lanka has been examined from three perspectives. They can

be summarised as follows:



a) The nature of budgetary trade-offs hetween

the defence and non-defence sectors.

b) Economic linkages of defence expenditure.

¢) Defence expenditure and economic growth rate.

In the budgetary trade-off analysis of Sri Lanka it was
found that different kinds of trade-off exist between the defence
sector and the non-defence sector. These were in the form of
positive trade-offs, negative trade-offs and no trade-offs. A
notable difference in this analysis, compared to conventional
trade-off analysis, was that the trade-offs between the defence
sector and non-defence sector were examined by classifying
defence expenditure into capital and recurrent defence
expenditure. It was observed that defence expenditure 1is less
vulnerable to financial problems (constraints) in the budgetary
process of Sri Lanka. This means other expenditure categories
generally have more fluctuations than defence expenditure in Sri

Lanka.

In the case of economic linkages, it was found that defence
expenditure has some very important links with other macro
economic variables. Though it was not possible to give clear
statistical evidence from Sri Lanka due to lack of available
data, there is reason to believe that there are strong economic
linkages between the defence variable and other macro economic
variables (eg: defence expenditure and savings or capital

formation).

The major finding of the present study is that there is a
negative impact of defence expenditure on the growth rate of Sri
Lanka. An attempt was made to analyse the defence-growth

relationship in number of ways. n the case of Sri Lanka, the
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analysis of the defence-growth relationship gave similar results
in all cases. When police expenditure data is included in the
defence expenditure data, the negative impact of the defence
burden on the growth rate is very clear and strong. However,
when police expenditure is excluded, the magnitude of the
negative impact on the growth rate bacomes smaller. Although the
results of the regressions, which iacluded police expenditure,
should be considered with caution, the negative impact of defence
expenditure on the growth rate of Sri Lanka 1s apparent. The
findings of Benoit (1973) were no: confirmed by the results in
this study. However, the empirical evidence in this study
supports the conclusion of later researchers, namely that defence

expenditure is harmful to the economic growth of a country.

It is also necessary to note the limitations associated with
military expenditure analysis. One of the major problems
confronted by researchers in this area 1is the inadequacy of
relevant data. Difficulties associated with the gathering of
accurate data, and it's reliability, have partly prevented
detailed time series studies on developing countries. In
addition there are other important socio-economic factors which
may cause problems in military expenditure studies. The
relationship between these socio-ecoromic factors and military
expenditure is difficult to quantify. Such external factors may
be crucial in determining the costs and benefits of nmilitary

expenditure.

There are several areas which may be interesting for further
studies in the case of military expenditure in Sri Lanka. For
example, as Sri Lanka is facing an increasing balance of payments
and foreign debt problems, it may be wuseful to examine the
relationship between balance of payments or the country's debt

and military expenditure.
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Appendix I

Military Expenditure and Economic Growth
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Figure .I: Military Expenditure and Economic Growth
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