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INTRODUCTORY NOTE

1. The General Assembly, at its 2194th plenary meeting on 7 December 1973,
adopted resolution 3093 B (XXVIIT) under the item entitled "Reduction of the
military budgets of States permanent members of the Security Council by 10 per cent
and utilization of part of the funds thus saved to provide assistance to developing
countries", the operative paragraphs of which read as follows:

The General Assembly,

LRI

"1. Requests the Secretary-General to prepare, with the assistance of
qualified consultant experts appointed by him, a report on the reduction of
the military budgets of the States permanent members of the Security Council,
which should also cover other States with a major economic and militery
rotential, and on the utilization of a part of the funds thus saved to provide
international assistance to developing countries;

"2, Calls upon all Governments to extend their full co-operation to the
Secretary-General to ensure that the study is carried out in the most
effective way;

"3, Invites the Secretary-General to transmit the report to the General
Assembly in time to permit its consideration at the twenty-ninth session.”

2. In pursuvance of the resolution, after consultations with the regional groups,
consultant experts from 11 countries were appointed, who, in the period between
April and September, held three sessions in Geneva. The list of experts is
contained in the letter of transmittal of the report.

3. The Secretary-General hereby submits the unanimous report of the experts for
the consideration of the General Assembly. The members of the Group acted in their
personal capacities - and their observations and reccmmendations in the report

are their own responsibility.

L, In this connexion, the Secretary-General wishes to draw attention to some
aspects of a general nature regarding the preparation of reports in the disarmament
field, such as the one submitted in accordance with General Assembly resoluticn

3093 B (XXVIII). This and similar reports deal with highly complex questions. For
that reason, the General Assembly often seeks the expertise of qualified

specialists and consultants in the preparastion of such reports. In these cases, the
Secretary-General has offered all possible assistance in order to recruit the

expert counsel called for and to provide the necessary services to help the experts
in their work.

5. At the same time, however, the Secretary-General must point out that in many
instances he is not in a position to pass judgement on all aspects of the work
accomplished by experts. This situation should therefore be taken into account by
the General Assembly when considering these reports and also when the Assembly in
the future formulates requests for expert assistance.

/oe.
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LETTER OF TRANSMITTAL

13 September 1974
Sir,
I have the honour to submit herewith the report of the Group of Consultant
Experts on the Reduction of Military Budgets, appointed by you, which was
requested by the General Assembly in paragraph 1 of its resolution 3093 B (XXVIII)
of T December 1973.

The Consultant Experts appointed in accordance with the General Assembly
resolution were the following:

Colonel F. A, Aisida
Defence and Armed Forces Attach?
Nigerian Embassy in Washington D.C.

Mr, A. 3. Becker
Senior Staff Member, Department of Economics,
RANT Corporation
Santa Monica (California, United States of America)

Mr. A. P. Bukin

Head of Section, Finance Research Institute

Ministry of Finance of the Union of Soviet Sceislist Republies
Moscow, (Union of Soviet Sociaslist Republics)

Mr, J. A, Encinas
Chairman, Department of Economics
University of Lima (Peru)

Mr. J. Brickson
Department of Politics, University of Edinburgh
(United Kingdom of Great Britain and Northern Ireland)

Mr, M. Filipoviech

Heed of Disarmament Group, Department for International Organizations
Federal Secretarist for Foreign Affairs

Belgrade, (Yugoslavia}

Mr, Placido Garcia Reynoso
Former Professor of Leconomics, Universidad Nacional Autoncma de Mexico
Mexico City (Mexico)

His Excellency Mr. Kurt Waldheim
Secretary-General of the United Nations
New York
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Mr. L. Matejka

Deputy Director, Research Institute for Planning and Management
of National LEeconomy

Senior Economic Adviser of the State Planning Commission

Prague (Czechoslovakia)

Mr, A, S. Mehta
Ambassaador of India in Austris

Mr. B. €. Ysander
Institute of Economics
University of Stockholm
Stockholm (Sweden)

¥Mr, A, Zelleke
Deputy Commissioner for Planning, Planning Commission Office
Addis Absba (Fthiopia)

The report was prepared between April and September 1974, during which period
the Group held three sessions, from 15 to 25 April, from 5 to 16 August and from
9 to 13 September 1974, at Geneva.

Colonel F, A. Aisida of Nigeria was unable to participate in the second
session, while Mr. J. Erickson of the United Kingdom could only attend the second
session. Mr. A. Zelleke was unable to participate in the third session.

The Group of Consultant Experts on the Reduction of Military Budgets wishes to
acknowledge with appreciastion the assistance it received from members of the
Disarmament Affairs Division, Department of Political and Security Council Affairs,
of the Centre for Development Planning, Projections and Policies, Department of
Eeonomic and Social Affairs, of the United Hations Secretariat in New York and from
members of the United Nations Conference on Trade and Development at Geneva, as
well as the contribution of Mr. F. T. Blackaby, Deputy Director of the MNational
Institute of Economic and Social Research (London), who served in his personal
capacity as consultant to the Secretariat.

I have been requested by the Group of Consultant Experts, as its Chairman, to
submit its report te you on its behalf.

Respectfully yours,

(Signed) P. K. BANERJEE
Chairman
Group of Consultant Experts

/o..
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I. IRTRCDUCTION
1. The historv of proposals to freeze or reduce militarv budrets goes back a long

way. As far back as 1890, at The Fague Pesce Conference, the Soviet Union proposed
ceilinzs on army and navy exvenditures with the aim of preventine an arms race. In
the years between the First and Second World Wars, there was a great deal of
discussicn, for exemnle at the Preparatory Commission of the Conference on
Disermament, about budeetary control and standardized militarv budgets. Since the
Seeond World War, at various times and in various fortms, a large number of
countries have made formal nrovnosals for military budget reductions. This has heen

% specigl concern of the United FNations Ceneral Agsgermbly.

2. Fone of these formal propesals has as vet resulted in action: the conditions
for success were not there. Ve swrould stress two such conditions. First, there has
to be a sufficient degree of trust bhetween nations: this was clearly lacking in the
1230s. Eecondly, there has to be a sufficient supply of informastion to maintein
the participants' confidence that any acsreements are being observed. Tn both these
respects the conditions now are, in cur view, more propitiocus than they were. Ye
have had over a fairly long period a process of increasing détente among the major
Powers. Furthermore, the means availahle to nations for cellecting and evaluatins
information have also become more sophisticated vear by vear.

3. The origin of this particular study is to be found in an initiative of the
Union of Soviet Socialist Republics specificallv linking disarmament and
development., On 25 September 1073, the Union of Soviet Socialist Rewublics
proposed to the General Assembly, at its twentv-eighth session, thst it should
include in its agenda, as an important and urgent question, an item entitled
“Beduction of the military budgets of ftates permanent members of ths Security
Council by 10 per cent and utilization of part of the funds thus saved to provide
agsistance to developing countries’ and it included in the proposzl a draft
resolution. 1/ In the course of the debate certain differences of opinion

emerged concerning the Soviet proposal. In order to preserve the impetus provided
by this proposal, the representative of Mexico proposed a second resolution of a
procedural nature., The General Assembly, at its 219Lkth plenary meeting, on

T December 1973, adopted simultsnecusly resolutions 3003 A and B {(¥¥VITI) initiated
by the USSR and YMexico respeetively and besring the same title as the item.

b, By resolution 3093 A (XXVITI), the General Ass-mblv reccommended that all
States permanent members of the Security Council should reduce their military
hudegets by 10 per cent from the 1073 level durine the next financial year: appealed
to those States to allot 10 per cent of the funds so released for the provision of
assistance to developing countries- expressed the desire that other States,
particularly those with a major economic and militarvy potential, should act
sinilarly; and established the Special Committee on the Distribution of the Funds
Feleased as a Result of the Reduction of Military Budegets to distribute the funds
released, for the provision of assistance to developing countries.

5. By resolution 3093 B (YX¥VIIT), the General Assembly, "cconscious that the United
Tations has been unable to study this important question with the required depth and

1/ Official Records of the General Assembly, Twenty-eighth Session, Annexes,
agenda item 102, document A/9191, ;
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care” requested the Secretary~General to prepare, with the assistance of quelified
consultant experts appointed by him, a report on the reduction of the military
budgets of the permanent members of the Security Counecil, which should cover alsoc
other States with a major economic snd military potential, and on the utilization
of a part of the funds thus saved to provide international assistance to developing
countries; called upon all Governments to extend their full co-operation to the
Secretary-General to ensure that the study was carried out in the most effective
way; and invited the Secretary-General to transmit the report to the General
Assembly for its ccnsideration at the twenty-ninth session.

6. Pursuant to this resolution, the Secretary-General appointed the Group of
Experts listed on page 6 of this report. We have considered the mandate for our
work as that set forth in resolution 3093 B (XXVIII): at the same time we have
taken into special consideration the specific recommendations made in

resclution 3093 A (XXVIII) and have also taken into account the discussions of the
General Assembly at its twenty-eighth sessicn.

T. Accordingly we have proceeded in the following way. In the chapter which
follows, we consider the basic figures concerning the levels of military
expenditure and of development aid, and briefly describe recent trends. TIn
chapter ITT, we turn to the subject of the reduction in military budgets. Ve
consider the objectives of such reductions and note briefly the advantages which
could be gained, if military budgets could be reduced, for the flow of aid, for the
economies of the donor countries, and for international security. Then we examine
the specific proposal made by the Union of Soviet Scceialist Republics and the other
options that are open. In chapter IV, we consider the meaning and measurement of
military budgets and, in chapter V, we look at the consequences for disarmament and
security of some of the alternatives. Finally, in chapter VI, we consider how best
a portion of the funds released by a reduction of military budgets could be
transferred to aid the economic development of developing countries.

8. We have tried te keep the report within the ambit of our professional
knowledge. Ve have also attempted to keep the report concise and specific;
detailed studies of some of the subjects covered are annexed to the report (see
part TT1). Amnex I gives further background to the statistieal section of the
report on military expenditure and development aid. Annex IT elaborates in more
detail on some of the technical problems connected with agreements on reductions in
military expenditure. Annex III gives more background to the problems of the use
of resources for aid.

9.  Throughout, we have tried to avoid any repetition of material covered by
previous reports of this kind in the field of disarmament or development. g/

g/ Economic and Social Conseguences of Disarmasment {United Nations publication,
Sales Ho.: 62.IK.l)g Economie and Social Consegquences of the Arms Race and of
Military Expenditures (United Nations publication, Sales No.: E.T2.IX.16);
Disarmement and Development: Report of the Group of Experts on the Economie and
Social Consequences of Disarmament (United Naticns publication, Sales No.:
E.T73.IX.1).

/ous
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II. HILITARY EXPENDITURE AND DEVELOPMENT AID 3/ 4/

10, This chapter concerns military expenditure and development aid and we set out,
at the beginning, a limited set of basic data asbout both these totals. We are
concerned to comment in particular on the course of military expenditure since the
last report of the Secretary-General, Economic and Scocial Consequences of the Arms
Rgce and of Military Ixpenditures (sce foot-note 2), which discussed this subject.

11. The conly figures of total world military expenditure that are available are
unofficial estimates, and we have followed the practice of previous reports in using
the figures collected by the United States Arms Control and Disarmament Agency
(ACDA) and the Stockholm Internationsl Peace Research Institute (SIPRI). In the
previous reports, the estimate given for the vear 1970, at 1970 prices, was around
200 thousand million. Ej From 1970 to 1973, there has been a further small rise in
real terms; cne sowrce shows this as a 5 per cent rise in volume, the other as a

1 per cent rise. In addition, however, there has been a very substantial rise in
prices, particularly in the market economies. As a consequence, the latest
available estimate of world military expenditure, for 1973, is $205-%235 thousand
million =&t constant (1970) prices, and it is $240-%275 thousand millicn at current
(1973} prices. This figure is larger than the combined estimated product of the
developing countries of South Asia, the Far Fast and Africa combined, and much
larger than that of Latin America.

12. The basic pattera of world military expenditure in the post-wor period is shown
{in constant prices) in figure I. Tt is dominated by the expenditure of the major
military powers; and it has tended to rise strongly in pericds of crisis and war, as
at the time of the Korecan War or the Viet-MNam War. Tt has then levelled off for a
number of years, but without talling much. There appears to be something of a
ratchet effect; cnce a new and higher level of military expenditure has been
established it tends to be maintained. We have taken as the long-term trend the
average rise from 1961 to 1973. This shows a volume rise of 3 per cent a year. At

3/ In the time allotted to us, it has not been possible to make any deep
eritical study of the various estimates of world military expenditure or of those
for international =id. We are fully aware of the difficulties of making estimates
of this kind, paragraphs 35-41 (chap. IV) are relevant here. The general
propositions which we make in this chapter do rot depend for their veracity on the
precise sccuracy of the estimates we give,

E/ This chapter is concerned with military expenditure, rather than military
budgets, since there are no aggregate figures for world military budgets. The
distinction bvetween military budgets and military expenditure and its significance
is discussed in annex IT, paragraphs L-30.

5/ In Economic and Sceisl Consequences of the Arms Race and of Military
Expenditures ..., the estimate was $203 thousand million, In Disarmament and
Development ..., it was $208 thousand million. Since then, one of the sources -
United States, Arms Contreol and Disarmament Agency - has raised its 1970 estimate
(at 1970 prices) to %219 thousand million. The Stoekholm Internaticnal Peace
Research Institute estimate for that year remains at 2206 thousand million.




present day prices, this is equivalent to an annual zddition of the order of
$7-38 thousand million to the world total.

13. The NATO and Warsaw Pact countries in the early 1G60s accounted for some
90 per cent of the total; now the figure is nearer BO per cent. The developing
countries, whose share of the total of world military expenditure was

5-1/2 per cent in the early 19605, now aceount for ahout 11 per cent.

1k, The dynamics behind this long-term rising trend in world military cxpenditure
are complex: there is not a simple, single "world arms race’, bul, rather,
different forces are at work in different areas. Among the major military Powers,
for example, the form it takes is primarily technological. The share of the major
military budgets devoted to research and development {R and D) resached

10-15 per cent in the esarly 1950s, and has stayed at that level since. World
svending on military research and development is now of the order of $20 thousand
million annually, and it occupies the time of scme 400,000 scientists and engineers
around the world. §/ The regults of their work can be seen in the immense
elaboration and complexity of weapon systems. To take just one ewample: the
rrojected cost of a fighter aireraft in 1975 is about 130 times that of the
fighters used at the end of the Second World War. i]

15. Thiz technological arms race in the developed world hag continued in spite of
a marked relaxation in tension in recent years. Ameng these countries there has
been a growing trend to mutual understanding belween States and peoples, and
towards the further expansion of international trade and economic, scientifie,
technological and cuitural co-operation.

16. The forces behind the intense development and exploitstion of technology for
military purposes cannot then simply be explained as an "action/reaction” process
in a world of increasing tension. One explanation is that modern weapons have now
~a very long gestation period or lead-time. It may take 10 years from the initiel
design to the final deployment of a new Tighter. Conszequently, military
authorities tend to focus their attenticn, not on what the other side has already
produced, but on possible future developments. Then again, technical and
industrial teams are built up to design and develop types of military equipment:
these teams are regarded as national agsets which, once established, should not be
allowed to disintegrate. So, when one project is completed, ancther project is
found for them. There are also econcmic and bureaucratic forces at work. TFirms
who derive a major portion of their sales from the manufacture of armaments are
obviously concerned to maintain the size of their total sslies. In much the same

6/ SIPRT Yearbook of World Armaments and Disarmament, 1974 (Stockholm,
AMlmguist and Wicksell, 1974), p. 141; and Stoekholm Internaticnal Peace Research
Institute, Resources Devoted to Military Research and Development: An
International Comparison (Stockholm, Almquist and Wicksell, 1972,.

7/ This is a comparison between the cost, as estimated in 1974, of the
United States F~15 fighter aircraft with the cost at the end of the Secend Worlid
War of the P-U7 fighter (SIPRI Yearbook of World Armements and Disarmament,

1974 ..., p. 138). Over this period, the wholesale price for wachinery and
equipment in the United States only trebled.

oo
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way, bureaucracies sre concerned to maintain their position. In many countries it is
to be expected that a military establishment will attempt to preserve its relative
share in the government programmes as a whole.

1T. In the developing ccuntries, where the rise in military spending in recent years
has been relatively rapid, the forces are of a rather different kind. Some new
States are building up their armed forces from a low base. Tn cother cases, there are
active conflicts. Countries in the developing world are, in general, dependent on
the industrialized nations for the more advanced and complex weapons; and they are
acguiring them, by gift or purchase, to an increasing extent. Some counfries within
this group are beginning to establish their own military producticon facilities.

18. There are thus strong world-wide forces behind the long-term upward trend in
world budgetary expenditures for military purposes. The same, unfortunately, cannot
be said for aid to developing countries. There is a marked contrast, both in the
size and in the trend of these two budgetary items. In totsl, the developed
countries’ appropriations for military purposes are some 20 times their
appropriations for development aid. There are many reasons why the level of
resources devoted to development assistance is so low; the high level of rescurces
devoted to military expenditure may be one explanation.

15. Perhaps the test way to present the contrast is by setting out the share of
national product devoted to these two purposes by the developed countries of the
world. Comparing the present day with the early 1960s, the share of output which -
these countries devote to military purposes has fallen a little (see table 1 below
in this chapter). Unfortunately, the share going to aid - apart from being so much
smaller - has also fallen, even more rapidly.

Estimates of the share of gross national product devoted
(a) to military expenditure {b) to official development
assistance, by the developed countries

Percentage of GNP
1062-196Lh  1965-1967 1968-1970 1971-1973

(a) To military purposes:

United States Arms Control and

Disarmament Agency (ACDA) estimate 8.7 7.9 7.7 6.6

Stockholm International Peace

Research Institute (SIPRY) estimate 7.8 7.2 7.2 5.9
(b) To efficial development sssistance 0.40 0.35 0.29 0.26

Source: (a} To military purposes: SIPRI Yearbcok of World Armaments and
Disarmement, 19Th (see foot-note 6 above); United States, Arms Control and
Disarmament Agency, World Military Expenditure and Arms Trade, 1973 (Washington, D.C.,
US Government Printing Office, September 197h} (forthcoming);

(b) To official development assistance: OCrganisation for Economic Co-operation
and Development, Development Co-operation, 1973 Review (November 1973): and United
Nations Conference on Trade and Development (UNCTAD) estimates.

/on.
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ITT¥, THE REDUCTION OF MILITARY BUDGETS

A. The objectives: the economic and social consequences of
military budget reductions

20. The cbjectives of a reduction in military budgets are clear. The first is
that, as a measure of arms control and disarmament, it should be a step along the
road to a more peaceful world. The second objective is to release resources for
economic and social welfare; and these released rescurces should be used both for
the benefit of the State making the reduction and, through international assistance,
for the benefit of developing countries - a view which the Group emphatically
endorses,

21. Few people would deny that international security could be maintained with far
lower general levels of world military expenditure than at the present; equally,
few would deny that, as a general rule, if the major Powers were to reduce their
arsenals and force levels substantially, this would decrease the likelihood of
military confliect between them., §/ We do not argue that the levels of military
force are the only factor determining peaceful relations between States; but they
are a major factor.

22. If military budgets were reduced, this would help to imprcve the general
international climate. The arms limitation agreements so far reached are evidence
of this. 2/ They have been important, not only in their own right, but also because
they have helped to strengthen international confidence. Reductions of military
budgets, as a further measure of partial disarmament, would lead to greater

mutual understanding between States and peoples. Each step taken towards
disarmament may help to make the next step casier.

8/ This is not to say that all reductions of military expenditure of all kinds
will increase national security; the problems of reallccations of expenditure which
might lead to the opposite result are discussed in paragraphs 48-5C below.

9/ The Treaty benning nuclear weapons tests in the atmosphere, in outer space
and under water (United Nations, Treaty Series, vol. 480 (1963), No. 6964); the
Treaty on Principles Governing the Activities of States in the Exploration and Use
of Outer Space, including the Moon and Other Celestial Bodies (General Assembly
resolution 2222 (XXI), annex); the Treaty for the Prohibition of Nuclear Weapons in
Latin America (Official Records of the General Assembly, Twenty-second Session,
Annexes, agenda item 91, document A/C.1/946); the Treaty on the Nen-Proliferation of
Nuclear Weapons (General Assembly resolution 2373 (XXII), annex); the Treaty on the
Prohibition of the Emplacement of Nuclear Weapcns and Other Weapons of Mass
Destruction on the Sea-Bed and the Ocean Floor and in the Subszoil Thersof (General
Assembly resolution 2660 (XXV), annex); the Convention on the Prohibition of the
Development , Production and Stockpiling of Bacterioleogical (Biological) and Toxin
Weapons and on Their Destruction (General Assembly resolution 2826 (XXVI), annex);
the Soviet-American agreements on the limitation of strategic arms, 1972 (United
States, Department of State Bulletin, 26 Jume 1972) and 1974 {(New Times (Moscow),

3 July 197h4); the Treaty between the United States of America and the Union of
Scviet Socialist Republiecs on the Limitation of Underground Nuclear Weapon Tests
{A/9698); and others.
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23. The econcmic henefits which could be derived Tfrom military budget reductions
are equally indisputable. The burden which military expenditure imposes on the
econciny was the subject of another report, and we do not propose to go over the
same ground again, 10/ However, we would like to single out from that report one
noint whose saliency has ineressed in the last three years. During these years,
there has beea a marked increase in world-wide concern about the longer-term
adequacy of the world’s natural resources; there 1s a greater recognition that
some resources are indeed finite, and less easy assurance that adequate substitutes
will bz developed and produced in time, There is less easy assurance, for example,
about solutions to the world food problem - a problem which is not for the future,
but is here now. We ars not sugges t ng that there is any generally agreed view
about the quant lilcatlwn of the long-term adeguacy of rescurces, but simply that
many more serious-minged people are conch_npd about the matter than was the case
three years ago. To toke one example: it is widely argued that by the end of

this century, formidsble new civil technological advances will be needed if the
wordd is to provide z tolerable standard of living for its inhabitants: in this
light, the employment of neariy balf a million scientists and technolegists on
developing weanons of war sSeems evea more of a waste than it did before,

2k, The alternative potentisl uses of the resources freed from military expenditure
are myriad. Certainly there would be transition problems - and the larger the scale
o7 reduction, the larger thege problems would be, We also recognize that some
co - tries may feel less confident thaa they did a decade ago of their ability to

. their economies precisely as they wish, Nene the less, we are still prepared
generally to endorge the conclusions of the report on the economics of
disarmanent 11/ that the problems of transition can be met.

25. lLevels roantries reducing wilitary budgets would understandably employ a
substantial = -t of the resources relessed for their own use -« by raising investment
or public or private ccensumption., There is indeed a danger in the present world
climate of apinion thal zouniries would pre-empt the whole of the released resources
for their own use. If this were to happen, the consequence would be that the
relative gav in the standard of living between the developed and developing world
weuld widen even further, Hence the importance of the provision in the resoluticon
which provides our mandate - that a portion of the funds and resources saved should

be devoted to interunational assistance to developing countries.,

2G. The problems and possibilities of this transfer of resources were thoroughly
examined in 1972. 12/ We can perhaps usefully add an illustration quantification
appropriate Lo our own report. If the major military Fowers were to channel
approXimately L per cent of the resources currently devoted to military expenditure
to developmeni aid, the addition to the flow of aid would probably be of the order
of $2 thousand million, at 1973 prices. This would increase that flow by no less
than 20 per cent.

10/ ILeonomic and Social Consequences of the Arms Race and of Military
Expenditures (see foot-note 2 above),

11/ Fconomic and Social Consecuences of Disarmament (see foot-note 2 above).

12/ Disarmament and Development (see foot-note 2 above).

[oes
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B. EHeduction of military budgets in accordance with
General Assembly resolution 3093 A (XXVIII)

27. It is against this background - recognizing the waste of resources in the
current levels of world military expenditure and the urgent need for resources for
development aid - that we turn to the examination of the specific proposal contained
in resolution 3093 A (XXVIII). 1The terms of this resolution have already been set
out ia paragraph 4 above.

28. The provossl for reductions in military budgets was addressed in the first
instance to the permanent members of the Security Council; it seemed reasonable that
the first steps should be taken by those countries - all nuclear Powers whose
military expenditure wasg highest. However, the resolution expressed the desire that
other States - particularly those with a "major economic and military potential” -
should also joir in. This would have the advantage that cuts in the military

budget of perm - ¢ members of the Security Council would not be offset by increases
in the budgets ur their allies in military blocs.

2G. The propesed reduction in military budgets is & singie-stage measure - a cut

of 10 per cent in the published military budget for the 1973 financial year. The

meagure was envisaged by the sponsor as five concurrent unilateral reductions; in

this way it was hoped to avoid the complex problems that would arise with a formal
agreement.

30. The resolution also provosed a quantitative link hetween the reduction in the
use of resources for military purposes and the increase in aid; that 10 per cent of
the cut should be devobed to international assistance for developing countries. The
specific proposals about administration and the distribution of these development
funds are discussed in chapter VI (paras. 72-76 below).

3L. Resolution 3093 (XXVIII) found widespread support in the General Assembly and
was welcomed by a large majority of the developing countries. However, there were
differences of opinion about the ease with which the rescolution could be implemented.
The Union of Soviet Socialist Republics {the sponsor of the resolution) has made it
clear that, in its view, it is an indispensable condition that all permanent
Security Council members should implement the reductions. We note that China
declared its opposition to the measure, and that the United States of America, the
United Kingdem of Great Britain and Northern Treland snd Frarce abstained on the
vote in the Assembly.

32. However, the idea of the general approach of military budgets reductions was a
seed which fell on fertile secil. For the reasons set out in paragraphs bL2-43 below,
there i1s growing interest in an examination of the possikilities of this approach.
It was for this and other reasons that the General Assembly, through its

resolution 3093 B (XXVIIT), recuested the Secretary-Cenersl to appoint a group of
experts, with the mandate already described in vparagraphs k-6 above.

{o..
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C. Military budget reductions: consideraticn of
alternative options

33. The Soviet proposal is ohe way to reduce military budgets; it concerns the
totals only, for a single year, and involves a reduction by a specific percentage.
Here we also consider certain other options. (At this stage we are simply setting
them out , without discussing implications, problems and difficulties,) Such
opticns could, for example, cover some particular component of the total ~ such as
research and development (R and D). Then again the form of the limitation
proposed can be a percentage, as resolution 3093 A (XXVIII) suggests; it could also
be a ceiling, or the reduction might be prescribed in absolute terms. The
reductions proposed can obviously he large or small, and can be for a single year or
for longer periods. One of the interesting variations examined is an expenditure
cut which is lirked with a limitation on some component of military force; it might
be linked, for example, with some limit on the number of men under arms. The mode
of agreement can vary - from mutual example to formsl agreement. Resolution

3093 A (XXVITI) proposes as participants permanent members of the Security Couneil
and other States with major economiec and military potential. OCther groups could be
considered; for example, there could be agreements among groups cf States in
particular regions to reduce military budgets; such agreements would also be most
constructive and a number have already been proposed.

3k, A1l these different forms have different requirements, different possitle
effects on security and, indeed, different consequences for the release of
resources for development aid. These questions are discussed in the next two
chapters.

/ons
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IV, THE MEAMING AND MRASUREIENT OF MILITARY RXPFFDITURE

A, lﬁpone and content of military budgets

35. A prerequisite for nepotiating the reduction of military budgets in two or
more countries is agreement on what is and what is not to be included in military
budgets. The problem of definine the scone and content of a complex apgrerate

is encountered in many international comparisons - e.m., of health or education -
but it is critical where & Stste’s decision on allececations to national security
and intevnational Zevelor ent assistence will depend directly on the measure of
corrarative rilitarvy rudret levels, !mfortunstelr. there is no accented concarinal
atanderd of the definitior and coverage of the militarv sector. Voreover, the
great variation in the range of activities included in military budgets vrevents
relisble quantitative comparisons without extensive adjustment of the basic data.
To name but three examples of such divergences, scme countries include the pavment
of military pensions in their military budeet and others do not. Civil defence

is sometimes included and sometimes excluded: indeed, in some countries private
citizens are required to incur expenditure under this heading. In some countries,
the cogst of the development of atomic weapons has been borne by agencies other than
the "inistry of Defence. (For a detailed exposition, see annex TI, maras. h-21.)
Therefore, in the hope of providine a more precise yardstick with which military
pudgets can he compared, the following analvsis focuses on States' expenditure
for militarvy purposes -~ in brief, military expenditure irrespective of either
classification in State financial accounts or method of firancing, within or
without the sovernment budget. The Group notes that there seems to be general
apreement that military expenditure customarily includes outlays on the following:
pay and allowances of military personnel: pay of civilian personnel: operations
and maintenance- procurement of weanon systems: military research and development;
military construction: military aspects of atomic energy and space: and stockpiles
of militarvy equipment and materiasls. There are also cther expenditures which,
under certain circumstances, could he treated as rilitary expenditure - for
example, outlavs on civil defence, para-military forces and military aid. In
annex I1I, military expenditure is defined by an attempt to rigorously delimit the
nilitary sector with respect te both resource use and services provided.

36, For most agreements to reduce military expenditure, it mav he necessary not
only to delimit the totals but also to define component catesories. Military
expenditure mav be classified by type of "innut’ {(militarv wage costs, operations
and maintenance, procurement of weapons, ete.) and also by functions (for example,
strategic forces, general purpose forces, cormunications, cormand, ete. ). As a
concrete expression of these attempts at definition and delimitation, annex IT
(paras. 46-50) suggests some possible forms of a standardized military budget.
These forms may be new, but the idea itself is not. In the interwvar years, a
standardized accounting svstem was developed under the auspices of the Leapgue of
Tations, and a large number of countries did in fact submit their military budgets
to the League of Nations in standardized form {see annex IT, para. 46).
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B, Valustion of resources in the military sector

37. TNegotiators attempting to agree on eguivalent reductions in military budgets
will be concerned to ensure, as far as pessible, that these cuts do represent
equivaleat reductions in military power. Tt cennot be automatically assumed that
this will be so. First of all, the military power of a country does not, of

course, depend on the military expenditure of just one year; it depends on the total
stock of military "ecapital™ (weapons, bases, accumulated technical knowledge,

and 80 on). Military expenditure in any particular year just maintains and adds

to the pre-existing stock. 8o negotiators will have to have confidence, first in
the reliability of the estimates and, then, in the zcceptability of the initial
levels of military capital.

38. Another reason why it would be difficult to forecast the effect on military
power of a given cut is the difficulty of developing & set of relative prices for
military goods and services which reflects their comparative usefulness in
rroducing military power as perceived by national decision-makers. This problem is
exacerbated by the rapidity of technological change which makes it even more
difficult to define the unit of military output. Even where the authorities are
using military resources efficiently, there can conly be z rough correspondence
between changes in military expenditure ard changes in military power.

39. Alternatively, expenditure in the military sector may be valued in terms of
resource cost and the appropriate criterion of wvaluation would be “opportunity
cost” - in this case the value of civil goods and services that could be obtained
if resources were shifted from the military to the ecivil sector. This valuation
concept is particularly relevant for measurements of the "burden of defence” and of
the resources that might be released through a disarmament agreemcnt. However,
while prices in fact always diverge from opportunity costs within the eivil sector
in all economies - to an extent that in turn varies widely between counitries - the
gap between opportunity costs and prices used in military budgeting in many
countries is even wider. The net effeet of the divergence may well be an
underestimate of opportunity cost in the military sector, to the extent that military
aluthoritiss may bhe able to commend resources at low or even zero cost. However,
there also exist prominent examples of overvaluation of rescurces used in the
military sector.

Lo, ®specially for sgreements extending beyord £ single year, there is the problem
that rates of oprice incresse differ considerably from country to country -
particularly in recent years. Allowance would have to be made for differential
price change to avoid inegquitable effects on an agreement to reduce military
expenditures. The construetion of price indices to "deflate” military expenditure
encounters not only the standard "index-number problems” ;Q/ but also the
difficulties of defining the cutput whose vrice change is to be measured. Rapid
technological change makes the problem of separating price and guality changes more
formidable for military than for civil gocds. For example, it is difficult to
disentangle thal part of the sharply increased cost of a fighter aireraft which is

13/ The "index-rumber” problem refers to the awkward situation that the
meggurenent of the average price change between two pericds produces two possible
answerse depending on whether one uses guantities of the first or second period as
weights in developing an sggregate average. Both solutions are egqually valid.
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due to pure price change from that part which reflects an increase in performance.
When opportunity cost is the appropriate criterion, this difrficulty is eased by
using price indices from pertinent civil sectors.

41. The comparisons of military expenditure among countries are anaslogous to
comparisons within one country over time. TFor international comparisons, special
rates for translating the military expenditure of different countries into a
commonr currency - corresponding conceptually to the price indices used within one
country - should be caleculated and multiple answers are again unsvoidable. 14/

1&] For example, in comparing the output of two countries, A and B, the
procedure is to value all the items in each country first at A's prices - giving
figures which, say show A's total as 5 per cent higher than that of B. Then the
whole operation should be done again, valuing each item at B's prices, to derive
figures which might show A's total as % per cent lower than that of B. The
procedure becomes very complicated for a number of countries, and it will be
necessary to draw up multilateral agreements in such a way as to avoid the
necessity for extensive international value comparisons,
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V. REDUCTION OF MILITARY EXPENDITURE AS A
DISARMAMENT MEASURE

A. Some special features of agreements to
reduce military expenditure

42. The interest in the reduction of military expenditure as a disarmament measure
is connected with certain characteristic differences between such reductions and
agreements limiting specific forces in physical wnits. Because they are couched

in terms of money, agreements to reduce military expenditure can cover the whole
spectrum of military activities, including suech activities as research and
develorment. As indicated in chapter TT above, rapid Lechnological change is one
of the main factors behind the rise of military expenditure in the developed
countries. Research and development is at the same time one of the most difficult
of military activities to control in physical terms alone.

h3. Agreements to reduce total military expenditure sllow very considerable
latitude to reallocate expenditure within the constrained total , thus putting fewer
restrictions on the internal decision-making of the participant States. The
flexibility of measurement in money terms also allows a broad spectrum of
restrictions to be added to limitation of total military expenditure if that should
prove desirable, The possible effects, negative as well as positive, of such
rezaliocaticons and of the possible additional restrictions are examined in
paragraphs 46-50 below.

LY. Among the problems that often in the past have hindered the conclusion of formal
agreements to reduce militery expenditure has been the problem of werification,

since such an agreement deals with economic aggregates rather than observable
rhysical entities. Some of the major Issues are summarized in szection C below,

but it is of inerest here that over the past half century there has been z very
considerable change in the amount and guality of economic information availsble

in many countries. To the extent that this change has taken place among States

which might be participant to such an agreement, this factor may have helned 1o
increase contemporarv interest in the use of expenditure-reduclion sgreements.

45, TIn this general overview of the requirements for successful agreements to
reduce military expenditure, we do not separately examine every twpe of agrecnent
and set out what we consider the requirements for that particular agresment would
be. Therefore the following material is intended to introduce the reader to the
kinds of considerations which would have to be exsmined in setbting up agresments
to reduce military expenditure,

B. The effects of military expenditure reductions
on international security

Lo, We turn to the question of the effect of cuts in military expenditure on
gecurity - a matter which negotiators would obviously have very much in mind. This

A



A/GTTO
English
Page Z1

will eclearly vary with different types of reducticn. Here we consider three:
first, an agreement to cut military expenditure in total only; secondly, such an
sgreement together with a subsidiary agreement to limit some particular
expenditure component, such as outlays on strategic forces; and thirdly, a
reduction of total military expenditure together with some limitations in physical
terms - say, on the number of men under arms.

L7. If the limitation were on the total of military expenditure alone, countries,
in distributing the cuts among different categories of experditure, wculd
presumably try to maximize their security position and would assume that other
signatories to the agreement would do the same. They might favour sitrategic
forces rather than generszl purpose forces, for example; or they might, as it were,
favour the future as against the present, by avoiding any cuts in research and
development expenditures or any contraction of military production facilities.

8. Resllocations of expenditure under constrained totals might be stabilizing or
destabliliring. An example of the former: a country might reduce spending on
strategic foreces and increase it con communications and intelligence which enabled
it to discriminate between a potential enemy's offensive preparations and his
routine operations. An example of the latter would be an effort to save on command
and control, which might reduce permissible reaction time and thus increase the
probability of hasty response to suspicious developments.

49, A country's ability to reallocate expenditure in a destabilizing way could be
limited - but certainly not wholly prevented - if to the general cut in expenditure
there were added some other limitations, as in the sgecond or third example in
nvaragrarh L6 gbove - for example, an additional limitation on spending on strategic
forces. However, there is a clear dilemma: the more extensive the limitations, the
less likely any disruption in the military balance - but the more onerous the
limitations would bhe.

50. An increzse in the flow of information might be a substitute for these
additicnal limitations. If countries knew how others were reallocating their
expenditure and were free to react themselves, the changes on the various sides
would probably cancel out.

C. Verification of & formal agreement to
reduce military expenditure

51. The fourth and final guestion to be considered iIn this chapter is that of
verification. Verificaticn of an agreement is simvly a procedure for cbtaining
and evaluating information aboul changes in a participating State’s military
expenditure. After an agreement to reduce military budgets, it would be natural
for the participant States - since the agreement will have restricted their
ability to react - %o want more information than before, in order to be confident
that the agreement was not being broken.

/..
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52, In the first paragraph of this report, in commenting on past attempts at
"military budget” approaches to disarmament, we pointed out that the success of any
disarmament proposal depends, amongst other things, on the degree of trust between
the parties and a sufficiency of timely information so that if any State breaks the
provisions of the agreecement, this can be observed. This may or may not reguire

an exchange of information. If there were complete and absclute trust among

States - go that each State were convinced that under no eircumstances whatever, now
or in the future, would other States attack it - then little if any information
would be needed to support an agreement. Conversely, if two States totally

and completely distrust one another, then even an encrmous amount of infermetion
might not be sufficient for any agreement to he reached. Because information
requirements vary with the degree of trust among States, it would obvicusly be
wrong tc attempt to lay down, as some eternal law, that certain types of agreement
mast, under sll circumstances, need certain types of information.

53. TFor verifying an agreement to reduce military expenditure, it would be mainly
eccnomilc and finaneial data which would be needed; some have already been
described - such as the data necessary to compare budgets prepared on different
accounting systems, and appropriate domestic price indices (see paras. 38-39
above). In addition., material would be needed to enable a check to be kept on

a number of financial and physical flows in the eccnomic system (annex II,

paras. 128-133).

5h. Effective verificetion seriously conflicts with a country's desire to keen
the nature of its militery preparations secret. Satellite inspections weould
certainly help in verifying the physicsl counterparts of particular types of
expenditure; but cnly two States have such satellites. TFurther, there are many
categories of military expenditure -~ research and develcopment, for example -
which cannot be observed in this way.

55. We can envisage a kind of information-disclosure ladder. Among the lower
rungs in the phase of confidence building, military acccunts might be published
in expanded form with explanatory material. Successive rungs could be reached
with increasing amounts and different types of economic and financial information,
possibly up to and including the asuditing of unit records through sample
inspection.

56. The varicus technical issues invelved in an agreement to reduce military
expenditures are sufficiently complex to suggest that it might be reasonable to
make a step-by-step approach. The stringency of asgreements could be gradually
tightened as confidence grew and information exchange increased.
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V1. THE USE OF RELFASED RESOQURCES FOR INTERFATIOWAL TEVELOPMENT AGSSISTANCE

A. Scope and background

57. The purpose of this chapter is to discuss the main points which concern the
flow of aid resulting from the reducticn in military budeets. This necessarily
means that some of the comments we make will have some relevance to aid problems in
genersl; but it is, of course, not part of our mandate to cover the whole question
of international assistance to developing countries.

58. For purposes of our report, we do not need to establish a link bhetween
disarmament and development; our mandate does this for us. TNone the less, we note
the wider background: the General Assembly has declared this decade to be both the
Disarmament Decade (resclution 2602 E (XXIV) of 16 December 1969) and the Second
United Nations Development Decade (resolution 2626 (XXV) of 24 October 1970); and
the Strategy of the Second United Nations Development Decade is te aim for a

£ per cent rate of growth for the developing countries. For the majority of
developing countries, the achievement of this objective will call beth for the full
mobilization of domestic resources and for the enlisting of substantially increased
forelign aid, and it will need the efficient use of both of these for sccial and
economic development.

59. In this report, we are concerned with transfers of resources from Government
military budgets; clearly, therefore, these transfers would be used to supplement
official development assistance, Consequently, in this chapter we conecentrate on
the data for this total - offieial development assistance - rather than on data on
flows from private sources., The mid-Decade target for this official flow of aid -
a target which not all donor countries have accepted — has been set at a minimum
net amount of 0.7 per cent of the gross national product at market prices of
economically advanced countries. 15/ In the table in chapter IL above, we have
shown estimates for this flow of aid; these estimates are for all donor countries,
We have noted that the share of national product devoted to aid has been moving
away from the target, instead of towards it - falling from around 0.4 per cent of
national product in the early 1960s to 0.26 per cent in the early 1970s, so that it
is now much less than half what would be required to meet the target figure. Ve
have to recognize that there is a certain disiliusion with development aid, on the
part of both donor and recipient countries,

B. The transfer of resources to aid

60, The proposals which we are discussing here could be a very important move
towards arresting and reversing this downward movement in the share of aid in

15/ International Development Strategy: Action Programme of the General
Assembly for the Second United Nations Development Decade {United Fations
publication, Sales No.: E,71.IT.A.2), para. (43).

/.‘.
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national product. One possible option - in which, as indicated earlier, the main
nilitary Powers transfer 1 per cent of their military budgets to aid - would
produce a figure of the order of $2 thousand million, which would he a 20 per cent
addition to the world's official aid flow,

61. Different options for military budget cuts would, of course, release different
amounts and categories of resources - for example, one option might specifically
release research and development resources. There would in all cases be problens

of conversion. We have commented already on the general problem (para. 24);

and the specific problems of the conversion of rescurces to development purposes

were extensively discussed in the experts! report on disarmament and development. 16/

62, TFor reasons indicated in paragraph 68, it is clearly important that the new
flow discussed here should be a net addition to aid and that donor countries which
give some undertaking to transfer military resources to aid should not reduce their
other aid programmes. 17/

63. It is generally agreed that aid is very much less effective if it is sporadic
than if it is continuous - though, of course, recipient countries recognize that
even short-term aid is better than none at all. However, because it responds to
short-term needs, sporadic aid is not suitable for the implementation of long-term
or even medium-term plans. Most development projects - such as dams, or road or
railway construction = take a long time to complete., Therefore it is those
reductions in military expenditure giving rise to a continuing flow of aid which
best serve the interests of developing countries,

6h, It is generally true that the very rapid rate of inflation at the moment is
tending so to erode the sums set aside for official development assistance that
there is very little rise in real terms. It is important, therefore, to ensure that
the addition to aid under any of the proposals we have considered here is a real
addition., The proposals in General Assembly resolution 3093 A (XXVIII) clearly
recormend a reduction in the real quantity of resources devoted to military
purposes, and should alsc therefore imply real additions to the flow of aid, The
aid commitment for the future which might be made as a consequence of these
proposals should be drawn up with provisions for appropriate adjustments to
compensate for the risge in prices in donor countries. This would be a radical
change in present practice.

16/ Disarmement and Development (see foot-note 2 above).

}Ij In the present state of statisties about flows of aid, it might be guite
difficult to discover whether an offsetting reduction had teken place, This,
therefore, would be an argument to add to those which already exist for improving

aid statistics. To take an example, it is difficult to establish exactly what
proportion of aid is now tied.,

/lo.
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C. The nature and characteristics of the additional aid flows

€5, In the past, the general arrangements under which aid has been given have been
far from ideal; there is counsiderable room for improvement. It would be essential
therefore that so far as possible, this additional flow of aid could avoid the
pitfalls of the past; and in the following paragraphs we propose some ways in which
this could be done.

66. TFirst of all, in the past, aid has on occasions been used for the objectives of

the donor country - political, military, or commercial - and as a conseguence it

has often not been deployed in the most effective way for the economic welfare of the
recipient countries. We consider it, therefore, most important that donor countries

should not be in a position to impose conditions on this flow of aid. This is not to
say that the aid should be absolutely without conditions: certainly there should be

conditions and criteria, some of which we suggest later, But they should be reached

by international agreement, not imposed unilaterally by individual donor countries.

67. Secondly, there should be a high and growing concessionary element in this new
flow of aid - that is, a high proportion of it should consist of grants or lcans at
iow interest rates and easy repayment terms. The concessionary content of aid has
not been rising; it is estimated to have remained practically the same for donor
countries in the market economies, between 1969 and 1972, 18/ We particularly stress
the need for a high concessionary element because of the alarming debt problem of
developing countries. A high concessionary element means that aid flows will be
effectively "net", and will not have substantial delayed effects in reverse flows of
interest and debt repayments.

68. The cost of servicing external debt in developing countries has been growing
fast, The reverse flow of interest and capital repayments has been offsetting an
increasing proportion of the gross inflow of public and private financial resources.
If we take the figures for 81 developing countries, debt service was equal to

L0 per cent of the gross inflow from developed countries in 1965; by 1971 the figure
was 52 per cent. 19/ It has been calculated that if flows of aid continue along
present lines, by 1981 65 per cent of the gross inflow will be offset by debt
servicing (see annex III, table 2). The rising cost of debt means that net
transfers - that is, the gross inflow minus capital amortization and interest
rayments - has been going up very slowly. Indeed, in real terms, net transfers to
these 81 countries hardly rose at all from 1965 to 1971.

0. We turn now to certain other considerations and discuss some of the
characteristics of the international aid flow.

18/ The concept of concessionality is a difficult and complex one. The point is
discussed in annex II1, paragrephs 10-1T.

19/ The figures cover inflows from countries which are members of the
Development Assistance Committee. If they were extended to cover all donor
countries, the conclusion would probably be reinforced,
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TO. We do not know the exact proportion of official develovment assistance which
is tied (that is, tied to purchases from the donor country). We know, however,
that 80 per cent of official developnent, assistance in Development Assistance
Committee {DAC) countries is bilasteral (see annex I, table 3) - although this
percentage has fallen a little in recent years -~ and there are reasons to assume
that virtually all of this bilateral aid is tied. Tied aid has all the potential
inefficiencies of bilateral trade, and it makes it easier for the donor country to
impose political or military conditions. It would be desirable for the new flow
of 2id which we envisage to be untied as far as possible - or at least to be
granted in the framework of a policy designed to untie it gradually and completely.

Tl. Iurther, this new aid should be used to reinforece the trend towards chanelling
aid through multilateral institutions. The General Assembly, in resolution

3093 A {XXVIII), recognized the principle of multilateralism, in suggesting a
special committee for the distribution of the funds which would be released if the
nilitary budget reductions were implemented. Again, it would he desirable that
contributions be made as far as possible in convertible currencies. Some
countries would find it more difficult than others to ensure that the whole of a
substantial increase in aid was untied, or made in convertible currencies. This
results from, amongst other things, the balance of payments structure, the
relative size and competitiveness of national export industries, the long-term
agreements for mutual co-operation between developed and developing countries, and
the existing patterns and agreements in world trade.

D. Criteria

T2. The General Assembly, in resolution 3093 A (XXVITI), also laid down that the
distribution of the development funds envisaged under that resolution should be
carried out with due regard to the following three prineiples: an eguitable
basis; with consideration being taken of the most urgent needs and requirements of
the recipient countries, without discrimination of any kind.

73. The sponsor of the resclution (the Union of Soviet Socialist Republies)
suggested that sueh assistance should in the first instance be rendered to those
countries of Asia, Africa and Latin America which have suffered most from drought,
floods, crop failure and other recent national disasters.

Th. It was at about the time that this resolution was passed that the situation of
those developing countries which possess no substantial mineral resources began

t0o worsen considerably with the rise in commedity prices -~ particularly that of
0ii. This problem was discussed at the sixth special session of the General
Assembly; in paragraph 2 of section X of resolution 3202 (8-VI) of 1 May 19Tk, the
(eneral Assembly requested the Secretary-Ueneral to "launch an emergency operation
to provide timely relief to the most seriously affected developing countries™. If
resources from reductions in military budgets were to be forthcoming in time, they
could usefully supplement the funds which have been made available for this
purpose.,

foas
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T5. The problem of the criteria for aid is not an easy one., We note that three
criteria have been canvassed in the literature on this subject: that aid should
he given to the neediest; or to those countries which obtain the best returns; or
to those countries which make the greatest national effort., Tn addition, from
time to time regional and country analyses of aid flows have been made showing
patterns for which it is difficult to find justification. All these criteria have
something to be said for them; we consider that once the new flow of aid is
established, the General Assembly should give guidance to the organ responsible for
the distribution on the principles to be adopted. To the extent that the
additional aid under discussion is distributed for development rather than for the
relief of natural disasters, it will be important for recipients to make up,

in so far as possible, effective programmes for the gbsorption of the new
assistance,

T6. We consider that we should add one more criterion - or condition - for this
particular flow of aid. Measures should be taken to ensure, as far as possible,
that this aid - coming as it does from reductions in military budgets by donor
countries - should not be used by the recipient countries to increase their own
military expenditure,

77. In view of the urgent needs of the developing countries, the greatest effort
should be made to convert into international assistance without delay a proportion
of the resources obtained from any future agreement on the reduction of military
expenditure. '

78. Disarmament and development are two of the great requirements of our time,
We consider that the proposals discussed in this report mark a great opportunity
for advancing on both fronts at the same time,
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Figure I

Past-war trends in world military expenditure: Stockholm- International Peace Research Institute {SIPRI) estimutes

{Absolute fisures in constant 1970 dollars}
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Figure IE
Post-war trends in world military expenditure: United States, Arms Control and Disarmament Agency {ACDA} estimates.

{Avsolute Tigures in constant 1970 dollars)
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ANNEXES

The purpose of these amnexes is to provide further documentation and elaboration
of the material presented in the report. Annex I sets out some basic figures for
military expenditure and for flows of financial resources to developing countries.
Ammex II covers in much greater detail the subject of techrical issues in reducing
military budgets. Annex ITT presents supporting meterial for the main propositicns
made in chapter VI of the report on the transfer of resources from military budgets
to international assistance to developing countries.
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Statistics of world military expenditure and development assistance

Introduction

1, Four tables are presented in this amnex:; the first two concern military
expenditure and the second two concern development assistance. The notes which
follow describe the general contents of the tables. There are supplementary tables
on development assistance in annex III.

Table 1. Military budget expenditure compared with other
statistics {annual averages for 1970-1972)

2. The table consists of three parts:

A. Developed market economies;
B. Developing market econcmies;
C. Centrally planned economies.

The data in the table were taken from the Statistical Yearbook g/ and Yearbook of
National Accounts Statistics b/ for the years 1972 and 1973.

For the majority of countries mentioned in the table, budgetary data refer to
the expenditure of central governments. For a small number of countries they refer
to budgetary expenditures of central and local governments. All budgetary figures
are expressed in national units of currency at current prices.

3. As a result of the differences in the central and local budget systems and in
the accounting practices of the various governments, only reasonable approximations
for budget categories can be obtained. TFurther, international comparisons of total
government expenditure and, even more so, of their component parts are rendered
extrenely difficult by the following circumstances:

(a) The level of total budget expenditure and of its components depends mainly
on the type of State organization and also on the scope of the Government's economic
and social activities. In centralized States the national Government is partiy or
completely responsible for matters such as education, health and other social needs,
which in federal States are the responsibility of regional and local authorities.

a/ United Mations publications, Sales Nos.: F/F.73.XVII.1 and E/F.7W.XVII.1
respectively. :

b/ 1972 edition ~ United Nations publication, Sales No.: T.T4,XVII.3 (vols. I,
II and III); the 1973 edition is to be issued under the symbol E.75.XVII.2 (vols. I,
IT and ITI). -

/...
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In cone group of States, Governments owu or operate educational, health and social
security systems: it other States these are to a sreater or lesser desree in the

B

vrivate sector:

(b) Budgetary systenms and accounting prectices vary from country to country.
In practicelly no cage is all rovernment expenditure included in a single budget
account. TFreguently distinctions are made between ordinary and extracrdinary,
current and capital, genersl and special budgets, military or war expenses account,
etc. TIn some cases certain publie undertakings, vpublic health, educational
ingtitutions, netionzl or public sccial insurance funds, ete., have their own
budgets. Further, the budget accounts may be shown on a gross or net basis, i.e.,
expenditure after deduction of cersain receints and refunds: and in some cases they
may Include the gross working expenses and receints of certain or 211 puklic
undertakings: in other cases only the net results are included.

b, In most countries the accounts represent cash payuents. There are, however,
cases where accounts remresent expenditure in the form of pay orders issued,
exchegquer igsues, liabilities incurred or comsitments zntered into. The
dishursements shown are wusually those sffected in the Financial vesar stated, but
Tor some countries expenditures related to the finaneial vear stated but carried cut
in a subseguent pericd sre alsc included.

5. The information concerning military expenditure contained in this table is
drawn from official public accounts of central governments. Countries differ,
however, in their definitions of military expenditure and informetion concerning
their methods of classification is commonly not available or limited. It 1is,
therefore, impossible in many instances to determine the content of the official
statistics. In addition to these problems of coverapge, there are problems also of
the prices used for valuing the components of military expenditure, and problenms,
too, of finding appropriate exchange rates if one wishes to make aggregates for a
number of countries. These matters are discussed fully in ammex II. For all these
reasons, official statisties of military expenditure have only limited value as a
basis for measuring the relative ecoromic burden imposed by the armements race.

6. This table includes the most readily available officisl statistics on military
expenditure and compsres these with gross domestic product, fixed capital feormation,
and central government expenditures on education and heaith. In accordsnce with
usual statistical practice, the concept of domestic product in parts A and B is
different from thet in part ¢. In parts A and B domestic product includes goods and
services produced in the sphere of both materizl and nonemsbterial producticn, In
part C domestic product includes outvut of goods and services criginating in material
rroduction only. A further difference is thet domestic product in parts A and B is
gross, depreciation not having been deducted from gross vroduct, while material
product in part C is net of depreciation. For more detailed commentaries on the
differences in the methods of comniling Lhe nationsl comestic product it is
necessary to refer to relevant United Wations publications and to the national
statistics of the corresponding countries.
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7. Data on ceantral government expenditures on educetion and health shown in the
table have alsc scmevhat limited value, especially for international comparisons,
owing to the Tact that expenditures of regional govermments and private
institutions in the market economies are not covered, while in The centrally
planned economies the national Governments are largely responsible for education
and health, so that such expenditures tend to ve much more fully covered. Even
among the market economies the figures are not strictly comparable because of
different definitions and varying coverage.

Table 2. Military expenditures by two major groups of countries:
alternative estimates

2. For the reasonsg discussed in the notes above, and alsco in anpmex IT, the total
figures for military expenditure either for the groups of countries or for the
world as a whole can do no more than indicate roush corders of magnitude, Two
institutions make estimates of this kXind: the Stockholm International Peace
Research Institute (SIPRI) and the Arms Control and Disarmsment Agency {ACDA) of
the United States Government. o/ Table 2 presents some asgregate figures given by
these two bodies, in constant 11970) dollers. The difference between the two
egtimates for world military expenditure in 1973 ~ a diffevence of 13 per cent -
reflects differences in the methodology of the two sets of estimates. However,
although the levels of the estimstes differ, the movemwents shown by the two series
do roughly correspond, as figures I and II in the revort above show.

Table 3. Het flow of financial resources frow Developrnent Assistance
Committee countrizs to developing countries, 1962-1972

g. The countries which comprise the Developrent Assistance Committee of the
Organisation for ILeonomic Co--operation and Development are the following: fustralia,
Austria, Belgium, Cenada, Denmark, France, Germany (Federal Republic of), Italy,
dapan, Wetherlands, Norway, Portugal, Sweden, Switzerland, United Kingdom of Great
Britain and Northern Treland, and United States of America. Thus these figures
cover aid from the developed market economies. Table 3 nresents the basic data,
from 1962 to 1972, on the flow of net resources to developing countries, The table
separately distinguishes official development assistance. The definitions are
discussed in annex TII, paragraph 10. Other tables showing trends in aid in real
terms, and the importance of reverse Tlows of capital and interest, are given in
annex 11X,

¢/ Estimates by these institutions of the military expenditure of particular
Stetes are not necessarily accepted by the govermments of those States.

foun
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Tabtle L, Centrally planned economies: unofficial
estimates of bilateral aild commitments
to developing countrieg, 1962-1972

10. Table 4 presents unofficial estimates, prepared by the United Nations
Secretariat, of the bilateral aid commitments of the following countries: Bulgaria,
China, Czechoslovakia, German Democratic Republiec, Hungary, Poland, Romenis, and
the Union of Soviet Socialist Republiecs. It should be noted that these are figures
of commitments, not disbursements. Secondly, these figures are gross of capital
repayments. The egtimates do not inelude the aid granted tco Cuba.
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Table 1. Military budget expenditure compared with other statistics
(Anmual averages, 1970-1972}
A, Developed market economies
Military budget Government expenditure
Military Gross domestic| Gross fixed expenditure as as a percentage of
Country Currency un.. budget product at capital a percentage of GDP for
expenditure current prices| formation
Gross domestic | Gross fixed Fducation | Health
product capital
formation
1 2 3 b 5 & i 8 9
Afrieca:
South Africa® | Million rand 281. 7/ 13 enes/ 5 go6/ 2.0 7.8 0./ oL/
North America:
Canada ¥illien Can. doliers 1 519.0, ok 868?4 20 3212/ 2.0 9.4 ceeof 0.9%¢
United States Thousand million dollera ?8.5%/ 1 06T 188m/ Tk k1.5 0.82 1.4~
Asia: ’
Israel Million I pounds 5 NSB.C%%Eﬁ 2k 03g% 7 o5 22,8 7.8 3.9%§ 1.3/
Japan Thousand million yen 595,77 80 haz 27 T6h .7 2.1 1.2% e
Europe:
Mustria Million schillings 4 328,0 119 Zoo 121 800 1.0 3,6 2.3 0.1
Belgium Thousand million francs AT, 1 k20 Q7 2.7 12,3 .1 0,7
Dermark Million kroner 2 ghs.ob/ 105 852 | 28 Eigl 2.0 10,0 .8 298/
Finland Million warks T2,0 L8 850 13 0962/ L5 5.4 L3 1.9
France Millicn francs 30 344.0 895 300—/ 2%2 9T FR 15.0 .. .
Cermany, Federal !
Republic of Millien D. marks 22 610.0 T58 600 199 933 3,0 1.3 . .
Greece Million drachmas 15 667.02/ 32k 300 83 600 4,8 18.7 2.02/ 1, v/
Ireland Million pounds 27.3 1 905 45 1.2 5,2 B, % 2,2
Ttaly Theusand million 1ire 1 Lhig.o &3 1239/ 12 768c 2,2 1.1 4.3 1.2
Netherlands Million guilders b bo3.0 130 3312 zD 52 o/ a4 13.8 7.1 0.2
Norwey Million kroner 3 0B8.C a8 266—/ 2l 956% 3.5 1z2.L 3.5 0.6
Portugal Million escudos 13 gig.o 203 935 %8 396 5.8 36,2 LT 0.8
Spain Thousand million pesetas . 25 550 1.9 9.1 2,0 e
Sweden Million krenor 6 ush. 0% 184 1128 39 921%/ 3.5 16,2 408/ 1,08
Switzerland Million francs 2 2240 99 163c 29 960§§ 2,2 7.4 0.5 -
United Kingdom Million pounds 2 T840 55 5 10 197 5.0 27.3 5.5 Lk,2
{Oceania;
Australiag‘/y Miltion A dollars 1131.0 36 J-{-'?'lg/ 9 2602/ 2.1 12,2 0.3 1.8
New Zealand Million NZ dollars 126.7 6 352 144 2.0 8.8 4,2 bh.5

¢ a8eg
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Table 1.

Military budget expenditure compared with other statisties

(Anmial averages, 1970--1972)

B, Developlng market economies

Military budget

Goverrment expenditure

Military Gross domestic| Gross fixed expenditure as 58 a percentage of

Country Currency unit budget product at capitel & percentage of GDP for

expenditure current prices formation
Gross domestic | Gross Pixed Education Health
product capital
formation
1 2 3 h 5 & 7 3] =
Africa:
Central African

Republic Million CFA francs | I 351.0 57 OG0 _; 8 200 2.4 15.5 2,9 1'2E/
Dahomey J/ Million CFA francs | 1 100.0 S& ol cee 1.9 vee 2.9 2.0-
Zgypt 2/1/ Million pounds | 285.0 2 935 544f, a7 B2.8 5.0 < 2.0
Ethicpiz ec/ ¥illion £ dellars | 88.56/ 4 620 556—7 1.9 15.9 1.9 ;o c.8 /
Ghane Millicn new cedis | 35,57 5 a0/ 275% 1k 13,0 3,35 1.1%
Ivory Coast~ Million CFA frenes | b 800,0, | 507 00C, s 79 167, 1.2 6.1 Bty 1L.5_;
Kemyn /o Million pounds X 643 23 1.1 5.2 L.y 1.5%
Lesotho~ = Million rand - 50 6 - - L4 2.0
Liberia Million US dollars 4,0 b2l it c.9 ] 1.8 0.9
Livyan Arab .

Bepuhlic i/ Million pounds 133.0% 1 363 276 9,7 R %.9 2,5
Madagasear 3/ Million franos 3 323.0 226 To0 31 TeT 1.5 10,5 1.8 0.9
Malawi 1/ Million kwachas 1.3 285 51 0.5 2,6 3,6 1.2
I»izmri‘biﬁis/ Million rupees %2. & 1 2? i 0.2 1.1 508/ 258/
Moroceo . Million dirhams 7.C 17 167 2 500 20T 18,7 L2 1.2
Niger of Million CFA francs | 894,08/ 9% 933%5 7 200, 0.9 1.3 11 o,/
Nigeria n/j/ Million pounds 35.6 / 2 029" 3008 6.9 45.2 0.1 0,2
Senegal 3/ Million CFA Srsnes |k 655.0%/ 223 500, / 26 535 2,1 17.5 3, 5t 1,65
Sierva Leone” Million leones 2.35% 356 5}/ 0.6 4,3 2.11---/ 0‘92/
Samalis 1/ -4 Million shillings Th. 1376 vae 5.4 - 1.h 1.7
SoutherqlghoaesiaF/ Millien R dollars 52.9 1 2239/ 1232/ é’é 9.2 E.i 1.3
Sudan g Million S pounds .9 ‘o 1 .3 235. 1. 1.
3w3211§ﬁa/;/ Million rand L&/ g5/ &/ 1528/ 1.9 10.5 o/ 1.8
Togo j/ Miliion CF4 francs 1514 a7 627 8 393 1.1 9,0 1.6 0.8
Tunigia 1 Million dinars 11.1 TH3 157 1.5 T.1 6,7 2,0
Uzanda 1 Million snillirgs | 154.0% g 366% 1 p78% 1.6 17.1 352/ 1.0
United Republic N

of Tanzania E/ Million shillings 350.0{3/ 10 Olsg z 238% 3.9 15,6 E.BE/ l.LIE/
raire 3/ Million zaires 20,7 1 607 1655 2.1 10.7 3L 1
Zambia i/ MilHon kwachas 59.99/ 1 124 277 5.3 21,6 2.9 1.4

Caribbean and
Latin America: ;
Argentina 1/ Miilion new pescs |1 8%0,0 103 300% oh 143 1.8 7.6 1.8 O.Ty
Bolivia 1/ Million pesos 219.0 12 0%0 1 733 1.8 12.6 3.2 0.9
Brazil Thouzand million
e, new cruzeiros [ 237 51 2.6 12,0 0.7 0.2

Chile™ Million eacudos 2 231,0 9% 887 13 377 2. 16.7 4,2 2.8
Colombis Million pesos 2 643.0 156 L83 30 €57 1.7 8.6 2,1, 1.0
Costa Rica Million colones . 6 oo 1 70k ane vee 5.35/ 1.93/
Dominican

Republic 1/ Million pesos 3L 1 k73 251 2.1 12.5 2,4 1.2

g 8%ug
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Table 1, Military budget expenditure compared with other stetistics {continued)
{Annual averages, 1970-1972}
B. Developing market economies
] Military budget Government expenditure
Militaxry Gross domestic | Groees fixed expenditure as as a percentage of
Courkry Currency unit tudget product at capital & percentage of GDF for
expendlture | current prices formation
Gross demestic CGross fixed Education Health
product capital
formation
1 2 3 h 5 6 T 8 9
Ecuador Million sueres 81k.0 4y 218 8 966 1.8 9.1 2.8 C.4
El 8alvador Million colones 29,0 2 ms 365 1.1 T.9 2.8_/ J_.BJ
Guatemsala Million auetzales 23,0 2 018 263, 1.1 2.7 ! -
Guysns Million G dollars 18,6 554 1165 ) 16.1 4.3 2.1
Heiti Million gourdes 36,8 2 705 207 1.h 17.8 0.6 0.7
Honduras Million lempiras 21.2, 1 516 261 1.4 5.1 3e2y 1.22/
Jamatca, M1lion J dellars H 1 166_/ 283 ok 1.7 5_1,/ 2.1
Mexico Million pesos 3 145,0 W61 533 &7 hoot/ 0.7 3.6
Nicaragua 1/ | Million cordebas 80.7 5 855 508 1. 8.9 2.3 0.9
Panams, Mi1lion balboss az, Ll 1 167 313 1.9 T.2 L1 3.6
Paraguay Million gusranies 1 57%.0 &5 185 it 98k .8 13.1 1.7 0.8
Peru Million soles 9 B26.0 22 867 34 167 2.7 28.8 3.8 1.1
Trinidad and :

Tobage Mi{llion T.T. dollars 35,4 i 8069/ . 2.0 . L2 a,2
Urnguay 1/ Million pesos g 621 300 61 133 - - - ee
Venezuela ¥Million bolivares 1 o98.0 55 8269/ 13 2)0—/ 2.0 8.3 R 2.5

Asgis: E/ .

Burma M1llion kyats 590.02/ 10 490 1133 5.6 52,1 2.9 1.0
Cypras Million © pounds 3. 257 &0 1.3 5.7 2,3 1.0
India h/j/ Million rupees 11 11,0 36k 033 55 167 3.1 20.1 1.93/ o7
Indonesia Thousand millien 1 £

rupiah 127.8—/ 5 891 609»/ 3.3 21.0 P ven
Ira.nx-/ Thousand million p

risls 1100 220 g, k2,9 2.3 .7,
trae Million I dinars 152, g?/ 1 528 179 10.0 5.9 hab/ Gy G
Jordang/d/ Milljion diners LG T el 33 18.1 121.9 2.9 1.255/
Kwalt Miliion dinars 26.0 1 163 160 2,0 16,3 3.0 1.5
Laos Million kip g 199.9 ves vasw waw e ver e
Lebano Million pounds 123.8 L 2285/ 86'{ ﬁ.o 15.9 2.5 0.5

Melaysiae Millien M. dollars 560, T 1= 362 26 o5 20.9 5.3 1.8

Pakistan5/~/ Million rupees 3 235, hd/ 50 18028/ 6 91*——/ LA 46,7 o iee/ ..éfff
Philippines | Million pesos 5313, 50 kol 8 9% 1.1 5.9 2,5% 0.6/ 2/
Republic of Thousand millior

Korea won 136.8 3 202 720 L.3 13.0 3.1 0.2
Republic of Thousand million

Tiet-Nam plastres 162.8 a54 8o 17.1 204.% res ‘s
8ri Lanks 1/ § Million rupees 116,82/ 12 €6k 2 330 0.9 5.0 5.92/ 2,1
Syrian Arsb :

Republic Millicn pounds 655.6, T 523 1 253 8.7 52.% 3.9 0.7
Thailand Million baht 5 010.03/ 7 1h7 : 33 107, 3.0 15,1 3.22/ 0.53/ :
Turkey 1/ Million lira 5 h59.ﬁ/ 151 800—/ 3.6 20.3 2.9§/ o.5§/
Yemen Million rials 78, 2 833—/ 2.8 e 0.5% 0,22

Qceania: '
Fiji Millien F. dollmrs 0.5 2185/ MSE/ 0.2 1.1 3.0 1.9
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I Xouuy
ys TTHuE

GLis



.c-/

Teble 1. Military budset expenditure compared with other statistics (econtinued) vy o
o
(Anmual eversges, 1970-1972) & E%
O
w
C. Centrally planned ec¢onomies B
Military budget Govermment expenditure
Militexy Ret Net fixed expenditure as a8 a percentage of
Country Currency unit budget _material capital a percentage of NMP for
expenditure product Formation
Net material Net fixed Education Health
product capital
formation
1 2 3 L 5 6 T 8 9
Bulgaria Million leva 996.7 10 727 1 700 9,35 58.5 5.2 3.1
Gzechoslovakia | Million korunas 15 967 326 100 5h 233 L.g 29.4 ees Sy
Hungary Million forints 9 123 295 567 59 867 5.31 16,2 3.7 3.2
Romania Million lei T 4oo e 3.
Polend Million zlotys 37 633 850 433 186 600 4.y 20,2 5.6 4.1
Union of Sovied
Soeciglist s
Republics Million roubles 17 900 A502 TO 55 L33 5,9 23,5 8.7 32
Yugoslavia Million new dfnavs | 9 509 202 56%11/ & 50022 L7 15.0 1.0 1428/

Sources and references:

3

{i) United Nations, Yearbook of

Nationsl Aceounts StatisEics; {11) United Nations, Statistical

Yearboak; (111} United States, Agency for Internstional
Tevelopment, Economic Data Book; {iv) Economic Commission for

Africa, Summeries of Eeonomic Data; {v) Economic Commission

for Asia and the Far Fast (now known as the Economic and
Socisl Commission for Asis and the Faeifilc), Econemic Survey
of Asia and the Far East; (vi) Economic Commission for Latin

America, Xconomic Survey of Letin Amerien.

+ee Not zvailable.
- Wil or negligible.
a/ Including Namibia.
b/ Years ending 31 March,
g/ Data relate to the present system of national accounts.
4/ Camprislng of transfers o provinces only.
'g/ Years ending 30 June.
| §/ Gross capital formation.
" g/ Yeers beginning 1 July.,
n/ _'fea;'s beginning 71: April,
i/ Data relate te 1970 only.
i/ Date relate to 1968-1970 average.
k/ Data relate to 1969-1970 average.
1/ Data relate to 1969-19T1 average.
m/ Gross domestic product at factor cost,

line

n/ Ineluding general public services.
o/ Data relate to 1967-1969 average,

p/ Years ending 30 September.

g/ Data relste to 1966-1968 average.

g/ For 1968 and 1969, the Govermments of Fastern States are excluded.
5/ Iate refer to former Tanganyike cnly.

t/ Data relate to 1969 only.

1w/ Gross national product in market prices.

E/ Data relate to 197L only.

w/ Health expenditure and pension payments are included in
education expenditure.

5/ Originating from State Govermments only.

y/ Years beginning 21 March.

z/ Including estimates of expenditures for defence in other

itens.

ap/ Including social welfare.

b/ Gross fixed caplital formation.
cg/ Years ending T July.

a4/ Exeluding data for Bangladesh.
ee/ Health expenditure is included in cducetion.
£/ Ineluding labour and sceial welfare.

gg/ Years ending 28 February.
hh/ Gross material product.

0Li6Y
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Table 2. Military expenditures by two major groups

of countries:

alternative estimates

(Thousand million United States dollars at constant (1970) prices

World military

! 209.

i.

World DeveloPed ! Developing expenditure as

countries countries a percentage
of world GNP a/
SIPRI ACDA | SIPRI i ACDA | SIPRI | ACDA STPRI | ACDA
1061 | 2.5 | 1610 | 136.% | 152.5 6.1 | 8.9 6.7 7.6
1962} 155.7 { 176.% | 148.0 | 166.4 6.8 9.8 1.0 1.9
1963 161.7 183.0 153.9 172.3 7.8 10.7 6.9 7.8
1964 159.4 | 183.0 | 150.9 | 171.2 8.5 | 11.8 6.4 7.3
1965 159.L4 183.1 149.6 170.4 9.8 12.7 6.0 6.9
1966 | 175.6 197.6 165.5 18h.9 10.1 12.7 6.2 7.0
1967 | 19L.8 o1k, 3 183.3 200.3 11.5 1%.0 6.6 7.3
1968 | 207.3 | 223.8 | 194.7 | 208.2 12.6 | 15.6 6.8 1.3
1969 | 210.5 | 226.8 | 196.3 i 210.1 14.2 | 16.7 6.5 ¢+ T.0
1970 { 205.9 | 223.0 | 190.2 | 208:.6 15,7 | 18.4 6.1 | 6.6
1971 | 203.7 | 223.5 | 186.6 | 203.2 17.1 | 20.3 5.7 6.3
1972 | 207.% | 232.3 | 189.7 | 210.3 17.7 | 22.0 5.4 6.1
1973 | 207.% 1§ 234.6 | 1B7.5 5 19.9 | 25.1 5.0 5.6

Source: SIPRI Yearbook of World Armaments and Disarmament, 1974

ceo
US, ACDA, World Military Expernditure and Arms Trade, 1973 (Washington, D.C.

US Govermment Printing Office, September 197h) (forthcoming).

a/ Computed from values at current dollar prices.




Tgble 3. Net flow of financial regources from Development Assistance Committee countries
to developing countries, 1962-1972

{Million United States dollars)

0T @%ug
1 Houtny
UsTTBuUE
OLLE /¥

Net disbursements 1962 1963 | 196k | 1065| 1966 | 1967 | 1968 | 1969 |1970 a/|1971 a/|197° &
I. Officisl develcpment 28sistance . + + « + « + » « & S4B s 77215952 5855 | 59k | 63536 | 6 309 662l | 6832 | T739 |8 65k
i, Bileteral grants end grant-like flows . . . . . Lgeo|soko[3806 [ 3T | 3700 | 53578 33k | 3250 | 3323 | 36354 | 4 360
0Of which:

Technical 25SIiStONCE + & « o o o o o = = o & 7 871 g5h | L 065 ) 1233 | 1314 1 467 | 1528 1532 | 1655 | 1859
2. Bilabteral loans at concessiomal terms . . . . . Q07| 1 465 {1 Tho | 1833 ) 19T g 2222 2282 | 2320 | 2384 | 2 786 {2 395
3, Contributions to multiletersl institutions . . S1L| 367 405 348 336 736 68% | L o50 | 112k | 1339 | 1 898
II. Other official fIOWS .+ + o+ v o o v o o« e e she it =36 30k ) 518 758 s7L ) 1152 {1271 | 154
1. Bilatersl . . « 4 v « s 4« .+ e e e szl 28| -28 299 agk 499 8 586 879 | 1 ook | 1 160
2. Multilateral .+ « o v + & = ¢ & 5 & o &« P 15 -3 -7 5 5% 19 =10 -15 273 267 372
ITI. FPrivate T1OWS v v + « = o + o # o o o« = o + o o s « alsalegsy s Tea b 121 | 3959 | 4 3BL | 6 42 (6586 | 6ohg [ 8215 |8 430
1, Direct investment . . . . . . . C e e e e Lhos|1éos lisye |2 468 | 2179 (2105 | 3151 | 2919 | 3 565 | 3 BT | L 306
2. Bilsteral portfolic . . . . . e e e e n e s 147 327 a7 655 480 800 Q8 | 1 201 726 TST | 2 030
3. Multilateral portfolio b/ . . . . . . . . . . . 239 -33 L), 27 175 bé9 76T lng L7y T7l 66T
b, Export eredits ¢f + . . . v . . w0 e v e v 572 660 859 T5L | 112k | 1007 | 1596 |2 o7 | 2185 | 2 810 | 1 kat
IV. Grants by private voluntary ageneies . . . . . . . . . .s . ‘e 8s8 913 | 1 o28
Total net flow e, B8 4357 6 572 |y 645 {10 320 (10 3%0 {11 435 |13 509 |13 778 |15 791 118 158 {19 653

Source: Organisstion for Econemic Co-operation and Development, Development Co-operstion, 1975 Review (Paris, Rovember 1973), p. ke,

s/ Including grents by private voluntary sgencies,

E/ These funds of private origin sre mingled with these under I.% and II.2 and other funds from non-Develcopment Assistance Committee
sources, in programmes governed by criteria simjilar to those spplied in bilateral official development assistance programmes.

o/ Measured by some countries as change in outstanding amwounts guaranteed, by others as change in outstanding amounts due on disbursed

credits,

rizsing and vice versa.

Interest iz included in the sums recorded as outstanding, so that the net flow tends to be over-stated if gross new guarantees are
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Table L. Centrallvy nlanned economicz: unofficial cstimates
of bilateral aid commitrents to developing
countri=s, 19G2-1972 af

(*i1licns of United Stetes dollars in current prices at
current officisl exchanse rates)

Year Annual comritrents
1962 31k
1063 3ho
1AL 124
1965 663
1965 1 208
1967 821
1968 758
1969 774
1970 1258
1971 1625
1972 1 711
1973 1 783

Source: Centre for Develooment Flanning, Projections and Policies,
Department of Iconomic and Sccial Affairs, United Mations Secretariat.

g/ Developing countries do not include (uba,
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I. INTRCDUCTIOHN

1. The most important reason advanced for reducing military budzets is to

decrease internation=l tensions and thersby to enhence the national security of
States. Mationzl security is nerceived by different States in different ways,

but most Governments consider a nunber of other factors in addition to military
forces - internastional economic and wolitical develownents, for examnple, cr domestic
stability and social cohesion. Chanpes in these non-military factors may offset
chanzes in military force levels. Thus, naticnal security and peaceful relations
hetween States are not a funetion solely of the levels of military preparzdeness

or of the fear of war. Uevertheless, it is widely assumed - and with considerable
Justification - that zustaired »eduction of the military arsenals and force levels
ol major Powers would decrease the likelihood of military conflicit between them.

Or, if conflict sghould be uncontainable, such reductions could heln diminish the
destructiveness of contenmorary warfare. Therefors, the major intermedisie objective
of an international agreenent to reduce nilitary outlays is to increase the national
security of narticipants by decreasing the level of military vnower that one State
can brine to hear on ancther.

2. Btates msy alsc wish to reduce Lhe burden that military expenditure imposes
on their economies and societies. Developed States may believe that only by
reducing that burden will thevy be ensbled to devote more of their regcurces to
aiding developins courtries. Hance. an agreement to reduce military budgets may
also aim al curtziling the volune of militery outlays that represents a net
drain on the civilian sector.

3. Thig annex provides an overview of the major techmical issues -~ economic,
military, or political . that must be dealt with if these proximate and ultimate
cbjectives are to be achieved. The list of topics and the detail of the
discussicen are not intendsd to be exhaustive., The aim instead is to provide a
general introduction to the subject. and others might wish to raise additional
issues as worthy of consideration. In any case, negotiations towards specific
inter-State agreements would require detailed follow-on study of the issues
that, because of snace and time limitations, can only be dealt with surmmarily in
this ammex.

I7. THE MSASUREMENT CF MILITARY EXPINDITURE

5]

A, The score and content of military budpetls

1. The meanina of militsry budeets: varieties of usage

4. General Assembly resolutions 3093 A and B (XXVIII) both speak of reducing

1
"military budeets”. The meaning of "military budgets” may appear to be self-evident,
but the scone and content of these outlays differ widely between Btates. Outlsys

treated as military by some States may be excluded by others from the corresponding

A
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budget caterorics. Sowa central budsets use only a single caterory for military
expenditures: cthers have several that bear a close relation to military expenditure.
The coverase and structure of wilitarv budgets varies with the sconormic organization
and. the system of oublic finance in different States. Moreover, the smount and
nature of information mads public is affected by differing conventions of pricing
and classification, in addition to variationsz in legislation on the preservation of
official secrets. A prerecuizite for any meanir~ful proposal to reduce military
budrets is an accepted definition of the asrresate to be reduced - how it can be
delimited, structured. and nmeasured . and a common understandine of the nrinciples
of classification of military expenditure in various national budrets.

5. It vould be imnossible here to provide a catalogue of the rilitsry budgets

of even the world's major military Powers, but the followins abbreviated discussion
illustrates some of the problems that are encountered. Tavle 1 provides z side-by--
side comparison of three classifications of military cutlays by what may he called
“invuts ., to distinguish them from more cutput-cricnted expenditure concepts that
are intreduced later. The first listinz is by the Stockholm Internationsl Peace
Fesearch Institute (SIPRI), in a report entitled The Meaning and Measurement of
rilitary Expenditure (August 1973, p. 7). The renort notes that military expenditure
"ag & general rula” is considered to consist of items 1.6 of the STIPRT 1list, but
that items T-11 "in many or most cases ... are also resarded as military
expenditures”.

6, Anpropriabions of the United States Deoartment of Defense, shown in list IT

of table 1, encompass all the items in the SIPRI list excent number 10 (naramilitary
forces gf) and mumber 11 {(nilitary asvects of atowic enersy and space). Vhereas
military spece applications are funded from the Depesrtment of Defense’s budeget,
civilian and military expendiiures of the United States Atomic Snersy Commissicn,

an indevendent agsency, are separately financed and are mrouped with those of the
Department of Defense under the brosier federal-budzet asgresate of ‘national
defence’. The latter catesory alsc includes misrellaneous “defense -related

a/ The Department of Defense furnishes vartisl supnort to nationsl puard
elements of the States as well as to the Civil Air Patrcol, but the latter 1s not
armed. Militia and police are financed by 3tate Governments. Perhaps the closest
to a paramilitary force in the United States federsl orsanization is the Coast
Guard, which is onerated and financed in meace~time by the Department of the
Treasury.

/ons



Table 1. Three classifications of military expenditures by input
I. GSIPRE IT. United States Department IIT. HNHATO
of Defense
1. Pay and allowances of 1. Pay and allowances of 1, Outlays of military
military personnel military personnel personnel
2. Pay of civilian personnel ( 8, Civilian pay and allcwences
(
3. Operations and maintenance (3. Operations and maintenance 6. Other equipment, supplies
and operaticns (part)
( 2. Procurement of major
L, Procurement 4, Procurement { equipment
(
{ 3. Prccurement of missiles
5. Research and development 5. Research, development, 6. Other equipment, supplies
testing and evaluation and operations (part)
6. Construction 6. Construction ( L. WNATO-common infrastructure
{
{ 5, (National) construction
7. Pensions to retired 2. Pensions to retired T. Pensions to retired
military personnel military personnel military personnel
8. Military aid 9. Military assistance
9., Civil defence 8. Civil defence
10, Paramilitary forces
11. Military aspects of atomic
energy, space, etec.
T. Pamily housing 9, Other expenditures

.'./

n 2dug
1T x=uay
UsITaug
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activities” of various governmental departments. b/ Operations and maintenance
(0 and M), it should bte noted, include civilian pay. ¢/

7. The definition of the "defence contribution” of member countries employed

by NATC incorporates all of the SIPRI listing except item 9. In turn, this
corresponds to the Department of Defense list, excluding item 8, plus atomic
energy activities. The NATO listing is peculiar in that research and development
(R 2nd D) is part of item & (other equipment, supplies and operation}, while
procurement and construction are each accorded two categoriss. The final residual,
item 9, on the NATO list also covers outlays of national conscription systems as
well as some insurance and indemnity payments to ex-military personnel, Both of
these sets of outlays are not part of the United States Department of Defense
totai.

8. Other Governments use broader or narrower definitions in their budgetary
practice. The Federal Republic of Germany distinsuishes between operating

and capital expenditure. The former is composed largely of the SIPRI-.1ist

items 1-3, 7 and 8 (WATO contributicns), whereas SIPRI items k-6 make up the
bulk of capital expenditure in the CGerman system. 4/ The United Kingdom
distributes outlays of the Defence Budpet among expenditure on personnel
{including retirement pay and pensions as well as compensation of civilian
employees ), expenditure on equipment (further subdivided by major systems group -
i.e., sea, land, air, suided weapons and electronic systems, and other), and
other expenditure (which includes both censtruction and operating outlays).

E/ The treatment of military assistance in the United States budget is
complex with some funds formally appropriated to the President, although
administered by the Department of Defense and identified under “national defense”,
over and above the specific Department of Defense allocation. Civilian space
research snd technology are budgeted to and administered by an independent
government agency.

¢/ "The asppropriations under this title finance the day-to--day costs,
except military personnel costs, of operating znd maintaining the Armed Forces,
including the reserve components, and related support activities of the Department
of Defenge. These funds include amounts for pay of civilians, contract services
for equipment and facilities, fuel, supplies, and repair parts for weapons and
equipﬁent.” The Budget of the United States Covermment, Fiscal Year 1975, appendix,
n. 2T4.

d/ A similar functional breakdown is employed by the International Institute
of Strategic Studies (London) in estimates published in its annual survey,
The Military Balance.
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9. The relations between stockpiling, procurement, and support of military
industry constitute a troublesome problem of classification. Stockpiles of such
military goods as parts, petroleum mroducts and fuels, or armunition are usuvally
incorporated with procurement {or 0 and ) for current use or inventory. This
ig the case in both the Department of Defense and HATC classificaticns, while
the authors of the SIPRI report seem to exelude stockpiling from their 11 catesories.
Many countries also accumulate stockpiles of "strategic materials” - e.g., raw
and semi-nrocessed materisls viewed as critical in military production. Such
procurement outlays may or may not be included in the ‘defence” budget; they are
excluded from both the United States, Department of Defense and the NATO
classifications.

10. Support of military industry, vhether for current operating or investment
purposes, by grant or lean, tends to be classified partly according to the
ownership structure of the industry. TIn the United States, militsry procurement
draws primarily on private industry and compensates the latter's outlay through
product price. However, various forms of assistance to private industry may be
extended through funds budgeted to the Department of Defense. Government
investment in tools for specific weapon systems or in government-owned and
operated production facilities will also appear as line items under procurement
or construction. Among the equipment types in NATO category 2, procurcment of
mejor eguipment, there is alsc production equipment. Thus, the border line
between investment in production facilities and current value of preduced
equipment may be difficult to distinguish.

11, Tt should also be noted that military department budgets often finance
exclusively civilian activities. A well-known example is the construction

work carried out by the United States Corps of Znpineers and finenced througn a
segregated Department of Defense appropriation. Hydrographic services or naval
observatories may be administered by the armed forces, but the services performed
are largely civilian in orientstion. Many military establishments, especially
in developing countries, perform important educational functicns that have a
direct value to the eciviliar economy. Not all of the military hudeget is
necessarily a "burden” on the economy, and where the purpose of reducing budgets
is in fact to ease the "burden of defence”, the definition will have to be
narrowed to exclude activities that contribute to civilian welfare.

12. Fiscal practice differs amone States not only with respect to the definition
and classification of military outlays but also in regard to the accounting of
budget outlays generally. An international asreement to reduce military budgets
must take into account distinctions between such expenditure concepts as spending
authority (right to enter into obligations for current or future-period peyment),
obligations incurred (accruing liabilities, contractual obligations, and other
commitments), and outlays (disbursement of cash, issuance of cheques, or execution
of other bank transfers). Other differences may be encountered, including the

use of varying fisecal year accounting periods.
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2. Defining the military sector

13. In view of the great variation among States in the scope and content of
their military budgets, it would be advisable to use a more precise term for the
central concept of this study. Hereafter, it is considered that the object to
be reduced is a participant State's expenditure for militsry purposes - for
brevity, military expenditure - in esny given year. The first step in defining
the scope and content of military expenditure is to delimit the military from
the civilian sector of the economy. This requires the establishment of two
kinds of borderlines of the military sector. The first provides a cutoff for the
range of substitutes to be included in the sector: the sgecond limits the number
of links in the chain of production to be inecorporated in the sector. These are
taken up in order.

14. Partitioning an economy into sectcrs involves the atiempt to group together
similar activities or outputs. Thus, we might try to lump together all activities
connected with "national security™. It is simple enough to define the core of
military activity, but since national security encompasses aspects of all
relations with the outside world, and these in turn depend on the whole
interrelated complex of national economic activities, it seems difficult to
establish objective criteria for excluding any economic activity from this
definition of the nilitary sector.

15. Tle might begin instead by agreeing that the military sector is that groun

of activities whose object is the provision, assembly, maintenance and deployment
of current and future force potential intended for application mainly against
external forces. This would embrace such traditional elements of military
expenditure as procurement of armements, maintensnce and ovperation of armed
forces and their installations, construction of military facilities, and the
development of new weapons systems.

16. However, as in other sectors of the economy, a more or less suitable
substitute can be found for many military ectivities and it is necessary to

decide where to draw the boundary line. In general, one would wish to include

the near substitutes and exclude the more remote ones, but this principle reguires
more concrete expression. A simple example of the problems involved is whether
militia and police forces should be inecluded in the military sector as

substitutes at the margin for the army, navy and air force. Most States are agreed
that the police and militia do not belong in the military sector; on the other
hand, border guards are often viewed as a category of paramilitary forces that
should be included, depending on their level of armament.

17. A4 more complex illustration of the problem of substitution is that of c¢ivil
defence. Passive or civil air defence, defined as the construction of homb
shelters and the organization of population-evacuation procedures, is a substitute
for active air defence of urban areas - that is, for armed forces whose mission

iz to destroy incoming hostile aircraft or missiles. All Stastes consider active
air defence a military activity. Many States include outlays on civil defence in

/oes
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their military budegets: others do not. DBut if civil defence is included in

the agreed definition of military expenditure, should the former be restricted to
State outlays on civil defence? Suppose that bomb shelters are constructed by
the private sector under legal restrictions on building and factory specifications
and the cost passed along to households., Are these private outlays to be
excluded?

18. Still another example is the stockpiling of “strategic” commodities other
than armaments -- e.g., food, petroleum products, or industrial raw materials.

Here the substitution is for future direct or indirect military purchases (either
domestically or abroad under possibly unfavourable conditions). In some countries,
this may represent an attempt to avoid the necessity of subsidizing an unprefitable
domestic industry. Tn any case, it umight be wiser o exclude stockpiles of goods
that do not substitute for direct military purchases., to cbviate the need for

determining the defence-motivated portion of nationsl inventories and stocks.

19. A final example is that of reserve or "mothballed” armaments production
facilities, which represent in effect a stockpiling of future production capacity.
It seems clear that the costs of such stockpiling are a legitimate charge on
current military sector product.

20. The borderline between the military sector and its ecivilian substitutes will
sometimes have to be drawn arbitrarily., but it should be possible to pinpoint

the more important cases. The decision on where to sat the boundary lines of
military expenditure must be taken with due account of the problem of verifying
compliance with an agreement, discussed more fully in chawnter IIT, section C of
this ammex, for it is posszible that a limitation may be more or less easily
circumvented by shifting activities that are constrained to an unconstrained
substitute sector.

2l. The second kind of delimitation of the military sector concerns the scope

of producticn links +to be incorporated. Final military goods - tanks, planes,
guns end smmunition - should clearly be part of the sector, but what of the
activities of earlier stages of the process of producing these goods? In setting
the boundary lines, 1t is desirable to zvoid both double counting of resource
costs in computing the value of ocutput of the sector and a definition that makes
the size of military expenditure sensitive to changes in industrial organization.
Thus, it would seem best to aim for boundaries that limit the sector to planning,
assembling, training and deploving of military forces.

e

3. The structure of military expenditure

22. Once the military sector is defined in scope, the next step is to determine
some significant dimensions by which it can be structured. Consider the military
sector as a producticn mechanism which receives invuts from and dispatches
outputs to the external econormy. On the output side, two structure.-forming
dimensions are of interest, time and function.
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23. It seems useful to divide annual ocutput of the military sector between, on t?e
one hand, force potential currently applicable, and, on the other hand, contributions
to force potential that become operational in the near future - say, the next
three~five years of medium-range defence planning - or in the distant future‘—

i.e., the period of long~term defence planning. The last two output categorles
correspond to two kinds of military investment activities going on in the curregt
period. Much of current military procurement, for instance, becomes effective in
terms of force potential only over the medium-range, while a good deal of current

R and D activities is aimed at building force potential that becomes operational

only in more distant years.

24k, The second important kind of output structure is concerned with a division of
output by military function. This can be done in many different ways, but there
are some traditional distinctions in military thinking that may provide common
ground for structuring military functions on the most aggregated level. For
example, it is customary to distinguish between strategic and tactical aims, and
most weapon-systems are primarily designed or employed for one or the other of
these purposes. Other recurring notions in discussing military forces are
distinctions between front-line units and units with various support functions, and
differences between weapon systems in vrespect to mobility and territorial range

of emplcyment.

25. 1In recent years, the concept of military "programmes” has received considerable
attention. An example of a programme breskdown of military expenditure is that
currently employed in United States military budgeting: g/
1. Strategic forces (offensive and defensive aircraft and missile forces);
2. General purpcse forces (land, tactical air, naval);
3. Intelligence and communications;
. Airlift and sealift:
. National Guard and Reserve Forees;

. Research and development;

. Training, medical, and other general personnel activity;

L
5
)
7. Central supply and maintenance;
8
9 Adminigtration;

0]

. Military assistance.

e/ United States defence planning distinguishes a "mission” breakdown, in
addition to the "programme’ structure, which identifies strategic forces, general
purpose forees (ineluding mobility forces), auxiliary forces (intelligence and
security, communication, R and D, military assistance, and geophysical activities),
and mission support and central support forces (which provide various operating,
training, command, and logisties functions).

fovs
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26. Ideally, support activities, as well as command and administration should be
allocated to the basic programme categories, but the conceptual and practical
problems involved in fully realizing this obJective appear to be intractable.

27+, Agreement on the use of some common broad category does not, however,
necessarily imply that different national authorities will inelude the same kinds
of activities or weapon-systems in the category, even supposing that they use the
name of the category in the same sense. What weapons can and will be used fer
strategic purposes may depend on, inter alia, volitical aims, military doctrine, or
distance to enemy territory.

28. Turning to the input side, it is necessary first to distinguish between stock
and flow, or capital and current inputs. We may view the production of forece
potential as taking place on the basis of "current" inputs of final military goods
and services (men9 ammunition, petroleum products, food, spare parts, ete.) but
also of military capital.

29. In a purely sbstract sense, our definition of the military sector and its
boundaries would reguire the inclusion of all capital whose services are directly
used in the category of "defence capital®, However, since this definition in turn
depends on the meaning of direct use, the approcach does not provide practicable
rules for the delimitation of deferice capital. Such rules would be partly a matter
of practical convenience and partly depend on the valuation criterion adopted. f/

30. A second input-side distinction is between primary factors - soldiers and
civilian employees, land, and imported goods and services - and intermediate goods
and services, distributed by producing sectors. g/ This amounts to a classification
of inputs by origin, which can be developed in more or less detail as circumstances
permit,

B. Military power, military expenditure, and the valuation
of resources

31. If Governments agree to reduce military expenditure in order to increase
their naticnal security, can they be confident that reduction of military
expenditure in each participant State will accomplish this objective? Some of the
problems that must be solved in order to assure an affirmative answer to the
guestion are dealt with in chapter ITII of this annex. However, the gquestion posed
raises the issue cf the kind of military output that is cbtained from military
expenditure and the degree to which output and cutlay are coextensive. This issue
is logically prior to any consideration of force posture implicaticns and
verification requirements.

f/ For valuation under the opprortunity cost criterion, see paragraph 38 below.

g/ For the services of military capital, synthetic sectors could be designated,

/en.
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32, We have previously employed the concept of force potential. Tt seems useful
to distinguish that output concept from ancther, called military security. The
latter refers to the usefulness of military outlays in the final analysis - i.e.,
the attainment of (some degree of) security from external threat. Since improvement
of security or diminution of the burden of maintaining a given level of security
may be thought of as the basic cobjective of an agreement to reduce military
budgets, this conecept of military output is central to the concerns of the present
study. However, the concept has equally important disadvantages. It is dependent
on an objective evaluation of the external threat, not just in the present but to
the 1limit of the planning horizon, and of the degree to which the threat over time
can be successfully countered with one's own military forces. 8Since a threat
cannot be evaluazted except in terms of particular conflict scenarics and the net
interaction depends on assessment of such intangibles as morale and the perception
by each side of the other's determination to use militery force, military security
as an output concept is impossible to measure and apply concretely. Military
expenditure cannot be easily interpreted in = military security sense, and the
effect of a change in military expenditure on military security is a matter of
Judgement.

33. The alternative of force potential seems preferable because its measure may be
limited to reguire "only" a consideration of additions to one's own capacity to
apply military force and be largely independent of the size of the opponent’s
forces or of the nature of the politiecal-military context in which conflict takes
place, 1/ Tt is for this reason that force potential was used exclusively as the
underlying output concept in section 1. However, as the inverted commas in the
first sentence of this paragraph are intended to suggest, this concept is not easy
to gquantify either,

34, A measure of the (force potential) output of the military sector implies the
construction of an index of the different elements of military output, weighted by
some set of prices. There must then be a definable relation between relative prices
of military goods and services and the rates at which components of the military
product mix can be substituted for each other in "producing" foree potential.

This requirement generates a number of different problems:

(1) The cutput of the sector includes contributions to future years' output.
In a perfectly functioning market, the value of investment is derived from

h/ Of course, the presumed independence of scenarios and opposing forces
cannot be strictly true in defining force potential. Therefore, force potential of
particular weapons systems or of military units is usually defined on the basis of
expliecit or implicit assumptions about the operational environment. The transition
from the concept of military security to the measurement of force potential means,
therefore, that some selected “standard” context is used as az substitute for the
various possible conflict scenarios that explicitly or implicitly underlie the
threat perceptions of any Government. In this way, the uncertainty factor of
defence planning, and the special measurement problems created by uncertainty, is
removed or igncred.
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perspective valuations of future output. But how is one to assess, in concept or
practice, the value of future military output under ccnditions of great uncertainty?

(2) How do we compare among themselves and over time weapons systems and
force units embodying different varieties and levels of military technology?

(3) What is the appropriate set of outout prices? In the absence of an
international "hire-market” for military forces, there is nothing like competitive
prices for military capabilities, although there may be internal prieing of
intermediate services within the military sector. The absence of markets deprives
us not only of prices of this year's military output but aslso of prices for the
output of all future years within the planning horizon. Without future prices, we
cannot value defence capital and its current servieces, which means that we cannot
measure total military resource use or estimate how force potential will change
with a change in current inputs into the military sector.

35. If defence ministers had precise knowledge of the relative contributions of
different forces and inputs to forece potential, or even a consistent preference-
ordering among them; if the ministers sought to maximize this military "output" in
drawing up their budget proposals and long-term plans; and if military contractors
or vroducers minimized costs of maximized profits; then relative prices of
military goods and services would tend to reflect their comparative contribution

to forece potential.

36, Of course, this ideal is not realizable. "Military science” is unable to
attach precise force-potential weights to all components of the military mix.
Defence ministers rarely compcose consistent preference-orderings of military inputs
and forces. Defence budgets and plans are usually the product of political and
bureaucratic compromise, reflecting various non-military constraints. Military
contracts freguently provide irrational financial incentives. Thus, the connexion
between output and outlay is attenuated.

37. However, it would be incorrect to assert that there is no correspondence
between changes in a State's military expenditure and the change in its military
coutput. The process by whiech individual States determine their levels of military
expenditure is a composite of economic, military and political factors, but it
does include expliicit evalustions of military strength and the requirements for an
effective military posture. Ne country is prepared to accept external limitations
on its military budget unless assured that its adversaries are doing likewise,
which testifies to a belief, however mistaken in reality, that the level of its
total military expenditure is intimately relsasted to military needs. Nevertheless,
the historical reluctance of States to enter into intermational military expenditure
limitation agreements is attributable in part to their fear that expenditure
relations obscure real militsry power compariscns. In turn, this apprehension is
related to the difficulties of drawing international comparisons of military
expenditure (which is discussed in the next section), but it also reflects an
awareness of the realities of defence planning and budgeting., For these reasons,
too, those entering into an international agreement are likely to want information
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on the structure of the total military expenditure of their treaty partners in order
to obtain a higher confidence estimate of comparative levels of military power.

38. Military outlays may also be viewed as an aggregate of resource costs., Such

a view in effect defines a third aggregate value concept for the military sector,
military resource potential. TIf valuation derived from outputs is difficult because
of the problems of obtaining or imputing appropriate prices to military outputs, it
is necessary to seek an alternative source of valuation. That alternative is the
civil sector of the economy, and the resources used in the military sector must
then be valued at their "opportunity cost” - at the value of the best possible
civilian opportunity foregone bhecause of alloecation to military use.

39, This concept, therefore, focuses on the potential for use of military resources
in the civilian sector. Such wvaluation would be particularly appropriate to an
agreement that looked to military expenditure reductions as a means of reducing

the "burden of defence”, for the "burden of defence” is in faet the net productive
opportunities sacrificed by diversion of resources to military uses. i/f

40. Since the referent of opportunity costs is in the civilian sector, some
nilitery outlays can be viewed as already corresponding to opportunity costs, while
other categories of outlays would require reveluation., Purchases directly from the
civilian sector, to the extent that relative prices correspond to relative real

i/ Opportunity costing has received several different interpretations in the
literature on wilitary expenditure. Especially noteworthy are three conceptions -
" labelled the marginal change, the total change, and the military market - that
differ in the over-all extent of the organizational change envisioned. This in
turn makes for sharply different rescurce valuations.

The first interpretation involves & marginal shift of resources, and this is
the one favoured here, The second interpretation suggests the radical "thought
experiment"” of total disarmament with all military resources realloeated to civil
uses., So drastic a change would certainly transform the whole economic structure.
Consequently, the opportunity cost of various types of final goods and services
would be much different than they would be when only marginal changes were
contemplated. Parts of the reascning and calculations zbout the economic
consequences of disarmament in the United Nations experts' report, Disarmament and
Development (see foot-note 1 of the report above), may be cited as an example of
opportunity cost estimations of this kind.

The third interpretation is also based on a radical hypothesis, that of a
national defence organized and operated on a competitive market basis. In a
slightly modified version, the competitive principle is thought at least to apply
to all intermediate activities, including the administration of various kinds of
defence capital. The guestion then posed concerns the opportunity cost (equals
competitive price) for all kinds of final goods and services.,

[eos



Af sradel
fnilish
Lnnex FT
bape 1h

costs ﬁhereg could be valued at actual . purchase prices. Tn other cases, valuation
would have to be adjusted or imputed {see the discussion of conscription below).

b1, Tﬁe opportunlty cost principle prov1des guidance not only on what +o cost and
what fiot th éost j/ but also on when to cost. Military activities during a fiscal
period: shoula be debited with the cost of the use of a eertain input for that
length of time when they gffectively bar the use of the input for alternative
purpords ghd to the sxtént that they thereby diminish the total discounted value

of the input for civiliah uses., This means that the important thing in dating of
cost %cc&unting entries is nét necessarily the time when the resources are actually
usdd- in milltary activities, but when they are reserved for military use. It
follbws that military proeurement may ihetir considerable tcosts long before any
actual contracts have been signed, if the order is anticipated by the producers

and motivates inhvestments especially fo¥ that purpose. On the other hand, it might
well happeh that no real militaty costs have been realized in military procurement,
evén though & tain part of the payment has already been disbursed in cash: if, for
instands, the procured item is a civilian gtock cormodity that has not as yet been
delivered and definitively rémoved from civilian uses.

L2, Thé actual application of these principles will be a difficult tesk for a
variety of reasons. One of the major sets of difficulties is international
differences in cost-price systems. The degree to which the prices of military goods
énd gervices in fact mirror oppoftunity costs will vary with the nation eoncerned,
but it is elear that the condexion ig far from perfect in all real economies. It
may be necessary, in obtaining & measure of the resource cost of military
expenditufe, to adjust actual outliays for differences from opportunity cost or even
to inmpute dpportunity cost prices for resourceés obtained by the military without
charge.

L3, - Oﬂe aves in whlch expendltures often diverge sharply from real costs is
fiiditary fighpower. Under conseription systems, mllltary pay léevels are usually
setsideravly below thn rates for comparable labour in the civilian sector, thus

gj The opportunlty daat of come assets and transactions is zero, This is true
by aEflﬁltlbn of &1l fixed assets takeh over from the previous period, used directly
in thé ﬁillt&ry sector; bub which havé to alternative civil use. (Tn the military
marﬁet soleept of OpportunltY*COStlﬁg, however, the opportunity forgone can be
civilian, thus _establishing the basis for a p051t1ve opportunity cost of defence
capitets} ALl transactions that are purely distributive in nature and which
therefare do net affect the total supply of goods and services cannot have positive
opgérﬁunltj cost. Thls rémaing true whether the distr¥ibution is intergenerational,
as in the case of paying natiénal debts arising from earlier wars, or
1ntrﬁgéheraflpnal 48 in the cage of ve%erans' payments or m111tary pensions.
Anothér example of transsetions that should be left out of account is distributional

trans févs of vapital assety - for examplé the buying up of new land areas by
mllltary author1t1e§4
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understating the real cost to the econemy of the military use of employable labour
and hence the "burden of defence”. This difficulty also complicates international
comparisons where one side uses a voluntary enlistment system and the other obtains
manpower by conseription.

hly. National variations in the relationship of prices to production costs arise
from differences in historical development, but also from differences in economic
and social philosophy and pelicy. In the centrally planned econcmies, as the term
indicates, the main instrument for determining the relation between production and
distribution, between production costs and prices, is central state planning and
administration. This circumstance determines certain differences that are to be
found in the mechanism of price formation and resource allocatitn in centrally
rlanned, as contrasted with market or mixed economieés.

k5, By the theoretical norms for a market economy, relative prices should be
proportional to marginal costs (which incorporate interest and rent as returns to
particular scarce resources), so that they may in fact be proportional to the real
marginal rates of transformation of rescurces in the econsmy. No real market
economy adheres fully to these requirements, and the shortfall from the theoretical
standard is often large. In centrally planned ecconomies the theoretical ideal is
"value", defined in Marxist terms, and departures from that ideal in varying degree
are acknowledged. However, it is not sufficient to note that both ¢entrally
planned and market-oriented économies exhibit divergence from their own valuation
standards. It must also be understood that the adjustments required in the
available time series to bring closer eorrespondence to theoretical desiderata will
be substantially different, depending on which standard is adopted as the
appropriate valuation criterion. The difficulty cannot be pide-stepped, if burden-
of-defence comparisons are to be made, because some standard against which actual
prices are to be measured is required, and the two ldentlfled here are the most
widely acknowledged and used.

i ',-

C. A standard .accounting wodel for militery expenditure

1. The general model

.‘-,_‘_ ¢ AR Y

46. The idea of a standardized and internationally sécépted reference budget for

military expenditure is not néw. It was considered, dbveloped, and recommended by
several of the committees of the League of Nationdg woérking onh military expenditure
limitations. k/ A model budget recommended in the draft convention of

k/ See espeC1ally the follcw1ng two League dncuménts published in Geneva:
Commission préparatoire de la Conférence du désarmament, Rapport du Comité des
experts en guestions budgétaires, No. C.182.M.69. 1931.IX 1931; and Publicité des
dépenses de d&fense nationale, Projet 8¢ Convention. No. Conf., D/CG 160{1), 193k.
The draft convention tontained in the latter dogument was published in English,
87 pagez, in the series of League of Nationg publlcatlon, I¥ Digaimament, 1935.IX.3.
It was also tested against available datsa and budgetary practices in a number of
Member States who reported their military éxpenditure in asccordance with the principles
set out in the draft cenventicn. The results of this empirical analysis motivated in
the following year certain proposed amendments Lo the draft convention. /
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1934 served as the framework in which a number of Member countries - including
Ethiopia, Mexico and Peru - reported their military expenditure to the League.

The conceptual and data development of national accounting in the past four decades
should make it possible to overcome many of the difficulties experienced by the
League in establishing an acceptable military expenditure accounting system.

L7. Tt should be stressed that the object of drawing up such a standard accounting
model here is to try to provide a basis for international discussion of the
problems of formulating operational definitions of the meaning and measurement

of military expenditure., There is no intention to pre-judge the amcunt and

nature of information participants in an agreement should exchange. That depends
on the partieular context and group of participants and must be left to their

Joint deecigiocn.

4L8. The analysis of sections A and B can now be used as the starting point for the
construction of an accounting model for military expenditure. A summary table for
such an accounting system is shown in table 2, where the two output structures and
the two input structures, discussed earlier in section A.3, have been meshed to
provide a kind of summary input-output table for the military sector. l/ In the
absence of output prices, the values in the table are supposed to represent
opportunity costs throughout. E/ Land use could be disaggregated by land-zoning
and region while employment could be accounted for in terms of age and educaticnal
characteristics, as well as divided between military and civilian personnel.
Moreover, these kinds of disaggregated data would, in the ideal case, be

necessary as a basis for the opportunity-cost calculation,

l/ The accounting model developed here, as well as the tables reporting
Swedish military appropriations which follow, relate to a single year. Sections C
and D of chapter IIT below discuss two sets of issues for which historical data
would be highly useful: to assess the security implications of possible
reallcecations of military exvenditure under constrained totals or to verify
compliance with agreement to reduce military expenditure. To the extent possible,
then, historical series of military expenditure in the framework of the
standardized model would be of consideratle value to the partrners to a military
expenditure-reduction agreement.

g] If it were possible to frame a set of output prices, it would be
possible and necessary to introduce inte table 2 of this annex allowance for the
use of military capital.
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Table 2. Examnple of a standard summary table of military
expenditure accounting
1 i Tot
Force Current forces Forces in the F?rces in the otal
near future distant future programme
output
cost by
Resource Programme groups |Programme groups [Programme groups input
input
P 123Lk567 1234567 |123L456T7
Example of possible programme groups:
Interme- 1
diate 2 1. Strategic attack
goods and 2. Adr defence sgainst strategic attack
services, . 3. Tactical forces (land, sir, naval)
by pro- . 4, Territorial {non-mobile) forces
ducing . 5. Airlift and sealift
sector . 6. Intelligence and communication
. T. Civil defence
J
1
2
Imploy- |.
ment .
k
1
Lang 2
use .
7
Primary 1
product- |Direct |2
ion import .
factors .
n
Total resource ‘T?tal
programme expenditure

[



A/9TT0

Enpglish
Lanex IT
Page 18

4g, However, for many countries, the model of table 2 is an unreachable goal,
because of lack of date on the national economy in general and the military sector
in particular. 7o become practicable or operational, the accounting system may
have to be modified in several major ways, as for example, in table 3. This
nedified model would seem sufficiently modest in data requirements to be used as

az starting point for further international discussions. The cutput structure of
table 2 hss been modified in two ways in table 3, The time-dimension has been
deleted and the funetional division no longer aims at classifying all costs by
programmes, but, instead, adjusts to organizational structure common to the
military sector in most countries.

50. Accounting procedures must, to a certain extent, always adjust to existing
orgapizational structure. Of course, it is possible to use a different budgeting
medel for planning purposes than the one used later in taking organizational
decisions. Attempts at such a parallel use of different accounting models

have been made in many countries in connexion with the introduction of different
varieties of planning, progremming and budgeting systems (PPES). However, there
are limits to the use of such dual accounting procedures. The need to link the
two decision systems by internal pricing and complex decision rules will usually
lead to conceptual difficulties and communication problems and will put a severe
strain on the capacities of the political and military authorities concerned.

A more reasonable assumption reflected in the suggested modified accounting
table is that organizational structure and accounting can be expected to adjust
only very slowly to new concepts in military planning.

51l. On the input =side, a compromise of table 2's structure results in the
introduction of a crude time dimension, through the classification of inputs
into operating, procurement-construction, and R and D costs, respectively. An
adjustment has also been made to fit the headings to conventional military
accounting practices. Considerable disaggregation, for example, of employment
and land use is still essential for the opportunity cost-calculations, but

the fineness of the grid may be a matter of judgement. An unfortunate but
unavoidable consequence of these modifications is that the use of primary
factors will to a certain extent be distributed over the main categories in
the table. However, the main employment and land-use costs could he

expected 1o be registered separately within "operating costs".
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Totai“cost
programme by
input

Table 3., Exsmple of a modified summary table of military
expenditure accounting
Force -Pré-- e '
out put gramme groups
Resource — e
input 1 2 3 4 5 6 T 8
Employment
Trample of possible organization-adjusted
DProgranme groups:
Purchases of
ammunition, 1. Army
Opera- netroleum 2. MNawvy -
ting products and 3. Air force: :
costs other mater- k., Common agencies and administration
ials for 5. Para-militery forces
current use €. Civil defence
Material char- T. External military assistance
ges for mein- : '
tenance of
military fExampie of possible breakdown of procure-
equipment , fent:
and facili-
ties Aireraft and engines
Real estate Missiles '
rents, inelud- Nuclear warheads
irg mainten- Ships
ance of Combat vehicleg and ground force
tuildings weapons
Ordnance and ammunition
Electronics and communication
Vehicles
Other
Procurement
and
construction
Basic research
Research| General applied
and rasearch
develop- Development
ment
Testing and
evaluation

Total resource cost
by programmes

Total military
expenditure
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Za A case study: +the Swedish military budeget

52. As a concrete example of the kind of structured information conveyed by the
suggested types of military accounting models, we have chosen to present some
summary tables from the Swedish military budget in a form which is at least
approximately adjusted to the sugpested models. By choosing figures for a fiscal
period some years back, one cculd, after considersble re-estimating and adjustment,
transform the historical Swedish data into a detailed format close to the models
Jjust described. Since the purpose here is not merely to provide an empirical
example of the meaning of the structures in the accounting models, but also to
acquaint the reader with the kind of data available in current official budget
documents, we have chosen instead to base the presentation mainly on the offieially
published budget appropriations for the Tiseal year 197L/75 and have restricted
the "remodelling" to a certain selection and reshuffling of the given aggregates.

53, This choice implies that the suggested valuation procedures cannot be applied
systematically in computing the fiscal year 1974/75 tables. As regards opportunity
cost, the most cbvious deficiency will be the estimate cof conscript wage-cost,
although the order of underestimation here has tended to decrease rapidly over the
last decade and will moreover always change with varying employment and educational
opportunities. The divergence should probably be of less importance in connexion
with, for instance, procurement, construction, and veal estate rents. On the

other hand, using appropriation figures is probably the closest one can come, on
the basis of official documents, to an estimate of the distribution of cost over
time, n/ Unfortunately, Swedish appropriation accounting still retains a certain
mixture of expected-payments concepts with other cost concepts.

54. The kind of structures used in the model of table 2 can be approximately
exemplified from the Swedish aggregated data, although not integrated or meshed
together in the way that model suggested.

55. The two output structures in the model, time and function, are both
represented in teble k. As should be already apparent from the headings in the
table, the correlation between the standard-model division in terms of time of
force maturing and the actual divisions of costs, presented in the stub of the
table, is a very crude one indeed. One obvicus deficiency of special importance
to the kind of conscript defence orgaenization Sweden has is that the formation
and training of new conscript combat units is counted entirely as a charge to
precent defence in the short run.

g/ To be true this assumes that you are dealing with sufficiently long time -
series of expenditure data. TFor an ilsolated annual estimate, data on authorizations
for procurement and construction would have to be added, since the eredit

arrangements in weapon-acquisition vary greatly between countries - as well as
over time,

/oo,
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56. The kind of missions, exemplified on an aggregated level by the groups in
table 4, are in the Swedish defence organization used for long-term and medium-term
plannlno, while annuval appropriations are still channelled and classified in terms
of the existing organizational structure (cf. the so-called agency groups in

tables 6-T). The need for this kind of "double accounting” is intimately connected
with the special characteristics of a conscript defence organization like the
Swedish, With that kind of defence 1t becomes convenient or even nscessary to make
a sharp distincticn ~ in planning as well as in actual command struchture - between
the "combat organization” and the “peace-time production organization' of defence.
The combat organization deals with the efficient employment of mobilized or
ctherwise combat-ready forces for different missiocns. he peace~time producticn
organization is instead structured with the aim of ensuring during peace-time
conditions efficient production of weapon-systems ané combat units. The twe kinds
of organization always co-exist although the combat organization cbviously will -
during peaceful conditions - to a certain extent be a potential or ‘moth-ball”
crganization.

57T. In =all kinds of outpuyt struectures in use there ocecur similarly named groups -
general support and command respectively - that may reguire specisl explanation
since they are connected with the organizational development of Swedish defence.

As part of a trend in post-war years towards a more unified command structure,
several functions of a common nature for the different services - mainly training,
procurement , intelligence and research functions - have to a large extent heen |
organizationally integrated into those central agencies and schools that make up the
nain part of the group “general support’’. o/ At the same time the role and relative
importance cost-wise of the central and reéional staffs, common for the services,
and of the defence resources - base and maintenance units, intelligence and
communication units and airiift units - directly used by these staffs in combat
conditions, which together make up the mission "common combat command™, has
increased considerably. This is a rather different cutput group however, than the
group ‘peace~time command administration’”, whiech is used later in the agency
breakdown in tables 6 and 7 and includes all central and regional staffs within the
actual "peace-time vroduction organization',

58. TFor cbvious reasons, the input structures in the standard model of table 2
cannot be estimated in detail from aggregate budgmet figures before decisions have
been taken by the military authorities on the detailed input mixtures to be used.
An estimate of the exvected distribution by broad major categories is presented in
table 5. The reader should be reminded that “conscript wages" 1s here taken to
include only the sum of cash benefits actually paid cut to conscript personnel.

59. An aggregate presentation of the total Swedish military budget, which roughly
corresponds to the modified accounting model of table 3, is vresented in table 6.
The figures in this table have been taken directly and without any adjustment from

o/ Although defined within different frames of reference - ccmbat or(anléatlon
and peace-time producticn organization, respectively - the group general CUPPOTt
ig essentially the same when it occurs in the mission breakdewn as when it appears
as an agency group, a4s can be seen from the figures in tables 4 and 6,
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Table 4. Summary table of Swedish defence budget, fiscal year 1974/75, by
migsion and time horizon of input

(Millions of Swedish kronor, price--level February 1973)

Force output Mission
by mission a = N
g :E g ~3F % s §;§ g Total mission
~ 5 © 5 E% E.—g g,g %g}ﬂrd . 8 -COStbg'r
o 9 = R o 'g S o owH 2ol o tlme'horlzon
Resource o & 3 4 88 dldondol o of inputs
. 5 . o e o anmdon dl+ nHg g |F QA
input by time HHeE el ﬁTS o il o £l g é 4 g o
rorizon EaRly |IEANlEEYR 6845 &
=& il ESIERZEEl0 o |8 wsd O
Current forces
Maintaining present defence
in the short run 325 591 783] 28L | 362 1430 501 7T 3 362
Forees in the near future .
Adding new equipment and
renewing old 709 3631 255 248 | 338 [309 I u3 59 3 322
Forces in the distant
future
Research and development 102 34 51 1k L | 32 130 1 67k
Total resource cost by
mission 1136 |1 2922 08| 546 | 7ok |780 67h 137 7 358
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the official Swedish appropriation document. The output structure is here
organization-adjusted as in the modified mcdel presented earlier in table 3, since
the grouping in the table is in terms of responsible agencies or authorities in the
peace-time production organization. The breakdown of resource input by aggregate
cost category in the table is also very similar to the one suggested in the
modified model.

Table 5. Summary table of Swedish military defence budget
(exeluding civil defence) for fiscal year L9TL/T5
by origin of resources

{(Millions of Swedish kronor, price-level February 1973)

Primary production factors Intermediate
goods and Total
Real estate services b/ resources
Wages rents in- Imports af
cluding .
maintenance
Employed and
personnel Conscripts buildings
2 29k 387 396 210 3 928 7 227 ef

a/ Direct imports only and excluding licensing fees. Preliminary estimates.
E/ Computed as a residual, total less sum of primary factors.

9/ The difference between the grand total of tazble 5 and those of tables H
and 6 reflects the exclusion of civil defence in table 5.

60. To approximate the modified model of table 3 somewhat more closely in regard
to input structures and selection principles, it is, however, necessary to
disaggregate and reclassify the budget data. The result is presented in table 7.
Two cost items in the military appropriations list, acquisition of land and
construction of buildings, have been excluded from table 7 in conformance with the
earlier stated principles for delimiting the military sector and of opportunity-
cost pricing. The remaining disaggregated input categories have been reclassified
to fit better into the main input categories suggested in the model. The main
discrepancy remaining between the distributions in table 7 and the ones suggested
in the model of table 3 occurs in the breakdown of operating costs. It proves
difficult from the Swedish budget data to attain the complete separation of costs
for employment, current materials and maintenance, respectively, suggested in the
models since Swedish military budgeting has concentrated instead on distributing
local operating costs between different tasks or types of aectivity for the local
military establishments.

/..
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Table 6. Suwinary table of Swedish defence budpet, fiscal vear 197L/753,
by agency and cosi category of input
(+illions of Swedish kronor, price-level February 1973)
\\ Aaency
S Force output by —— — ’
\\\\\ agency —
— [} >3
] [ & g
> 5 E - Total
8 THwh ¢ o agency
a0 | 3o Cost
\\\ 8o b 2 8 @ g output
_ N i a, ¢ o &
\ O oo ou SRR L I}
. @ I o o mad & o w
~ a o B H O g a
. - S FER TS = = e
Resource invut N 3] Fed &4 0 8 A O
. R Q0P NN LR O P ~t
by cost category . > ? - oo @ 2 0 u '
e - ~ 5 4 JED G o008 5
; EE a ' o] O ow LU o o d '
= < A O o O U 0 (&)
Cperstion and maintenance 1 82k 59311 011 298 5kl T L3l
Procurement and central
maintenance of materiel 5991 3271 985 22 38 29 2 000
Procurement and maintenance of
buildings and fortifications 146 86 g3 32 16 29 Loz
Regearch and development 50 30 289 - 129 1 600
Total resource cost by output 2 61911 036 {2 L4885 352 726 136 T 357
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Table 7. Summary table of Swedish military defence budget
(excluding civil defence), fiscal year 1974/75,
by agency and disapgregated cost category of input

(Millions of Swedish kroncr, price-level February 1973)

Ny
L Force output by} bgency
E \\\\\ agency ' In
1 o
! . : — o (é*d
~

i 48] Q g~
% ™~ o £ o518 gl Total
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; AN B892 18 81 feost by
i N a O —g s ! %"S g i innut
i \\\ “iG E — © oom
Resource input by S ® Leogs Bt
disaggregated cost ™~ o Hed Ul 48R
e e} toeHd & 0 4O @ el e
icategory ‘\\\ & Do o £ U o
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| NEEEEERE L IR i
| ~ ] & = Z | nr | Odn
CPERATING COSTS
i Wages, provision and other
| local material costs etc.
| Common activities ko8| 219 188 237 469 § 1 611
‘ Preparaticn for mcbilization 83 Ls | 623 37 22 810
| and operations 83 k5| 623 37 22 810
|
f Training of permanently 176 58 96 1 33 364
g emploved perscnnel L LT6 58 96 1 33 364
; Basic training of conscripts T34 | 230 L1 - - 1 Co5
; Training of combat units 231 25 8 - - 264

Central materiel maintenance a/ 8L L8 23 - 6 161
i Maintenance of fortifications - 4 2 5 2 i3
. Real estate, rents, including

maintenance of buildings 196 60 93 23 2L 366
?PRDCUREMENT AND CONSTRUCTIONW

Central procurement of meteriel 6701 303|1 obb 22 29 2 070
| Construction of fortifications 3 Lg 31 21 9 112
[RESEARCH AND DEVELOPMENT
! System-connected R and D 62 33| L5 - 3 589 ﬁ
| General applied R and D - - - ~ 128 128
%Planned total resource cost by
output b/ ¢/ 2 73131 076 |2 &h2 346 T25 4 T 523
prpropriations cf 2 52311 00T |2 bbl 348 22§ 7 OWT

(Foot-notes on following page) o
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(Foot-notes to table T)

a/ The accounting division here between central and local materiel maintenance
does not only depend on the type of maintenance involved but reflects also to a
large extent the various organizational arrangements for maintenance within the
different services. The dividing line between maintenance and procurement of
materiel is moreover not always clear or self-evident since maintenance can
sometimes involve major modification of existing wespon-systems.

b/ Excluding lend and building investment.

c/ As can be seen from the table, the disaggregation and reclassification gives
rise to certain special difficulties when it comes to summing up the totals of
resource cost or appropriations. It is standard practice in Swedish military
budgeting to ineclude an allowance for ‘'reserve projects™ in planning disaggregated
groups of activities. However, such reserves are not counted in the total
appropriations reaquested by the military authorities or in the actual appropriations
approved by Parliament. (For a specific fiscal year, the total sum in the military
appropriation proposals submitted is usuwally more or less autcmatically granted by
Parliament, since military budget limits are politically decided for periods of
several years.)} The defence forces will be expected to set up their programmes so
as to live within the appropriation control totals, and ex-post total resource
costs will coincide with amounts appropriated.
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D. Intertemporal and international comparisons of military expenditures

1. Deflation for price change

6l. If a State that signs an agreement to limit or reduce military expenditure
reports an increase in military expenditure in a subsequent year, is it guilty

of breaching the agreement? There may not be a violation, if the increase results
from autonomous change in the military price lewel. Thus, it is necessary to
distinguish between "real" and "nominal™ or "money'" changes in military
expenditure - i.e., to "deflate" the series expressed in prices of each year. The
usual procedure is to revalue physical quantities at prices of a single year,
thereby eliminating the distorting effects of pure price changes.

62. Deflation of military expenditure is beset by a number of conceptual and
empirical problems that arise from the special characteristices of military outlays.
The principal difficulty is to define the physical good or service to which a
constant price is to be attached. The concept of output is relatively
straightforward in dealing with agricultural or industrial production, but, as
indicated, the output meaning to be attached to military expenditure is somewhat
contrived. The physical characteristics of a square metre of cotton cloth may be
specified with sufficient precision so that value changes in cloth production
between two dates may be separated into price and guantity change components. It
does not appear possible to do the same for many elements of "force potential”.

In this sense, military expenditure presents a difficulty similar to that involved
in deflating services generally.

63. Because the output of the military sector is an awkward concept, military
expénditure is traditionally viewed as series of input values or of resources
consumed. But this does not solve the problem of inflation. Instead, the need
arises to separate changes in the physical guantum of inputs from changes in the
quality or productivity of the inputs. Such a distinetion would be particularly
important for an agreement to limit or reduce military expenditure as esn arms
control measure. Implementing the distinction requires either {(a) the calculation
of price relatives in which unit prices are adjusted for gualitative changes or
(b) division of the current-price military expenditure series by an index of
productivity change. The second alternstive is clearly impossible for military
expenditure as a whole; productivity deflators would have to be Qeveloped for
components of the total. In some cases, it might be easier to work directly with
the price relatives of the component involved. In all cases, however, the required
adjustment will be difficult to formulate because of the basic problem of defining
the outputs of military inputs. This is particularly troublesome for R and D.

64. In practice, few countries have developed military price indexes that use
actual prices of military inputs as their basis. Those countries that deflate their
military expenditure at all generally use surrogate indexes of various kinds, such
as the civilian wholesale price index most closely related to particular types

of military goods. Use of such surrogates implies the assumption that cuality or

/.
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mroductivity change as well as price change in militarv gocds paralleled that of
civilian goods. Assessing the validity of that assumption would require a
congicderable amount of infeormation on prices and quantity weizhts.

65, The difficulty disappears when opportunity cost is usged as the valuation
criterion for military expenditure. In this case the object is no longer that of
defining price change for military outputs, with the conseguent necessity of
defining equivalent units of military cutput over 4<ime and of constructing special
price indexes for military goods and services. Opportunity-cost pricing allows us
to return te the still difficult but more familiar and workable task of measuring
price change for civilian goods and services.

66. Heturning to the deflation of military output, if comparisons are reguired
over long time intervals, the deflation of military expenditure may be compliczted
by changes in product mix, especially in regard to R and D and hardware procurement.,
Military technology is changing rapidiy in ths developed industrial ccuntries and
the lenger the interval of comparison, the more likely there are to be significant
differences between the procurement mixes of the initial and terminal points of

the interval., Weapons featured at the beginning of the period may have been dropped
from production; new equipment may come inte the inventory that is substantially
different from even the closest counterparts available at the initial point of
comparisorn, Special technigues of price measurement mey be necessary in such cases,
such ag e¢cmparing the initizl and terminal year mixes by linkage through shorter
subperiods, and the results will have to be interpreted in the light of the special
assumptions involwved. '

&7. Even if the commodities of both initial and terminal year baskets were the
same, the quantities of the various items would undoubtedly have changed, as would
have been true of their relative prices as well, apart from inflation. In
consequence, the mzasure of aggregate change in military expenditure will have at
least two answers, one obtained with price weights drawn from the jnitial year, the
other with price weights of the terminal year. For exarple, suppose that military
expenditure in country A consists of outlays only on tanks and missiles, with
prices per unit, gquantities procured, and value of procurement arbitrarily set as
fellows:

/...
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Period 1 W Period 2
i .

Price Procuremant ! Procurement i

{thousands — i {  Frice

per unit) Quantity | Value i(thousands Duantity Value
{thousand | (millicns) i per unit) | (thoussnd (mitlions)
units) bounits)

! Tanks | 100 = 200 | 150 : 2 | 300 ;
i i H :
i i : : !
Missiles | 1 000 | 0.1 100 3000 |3 15 000 {
| | — I |
i 300 15 300 !
i i

68. In this arbitrary but not usrealistic example, it is assumed that apart
any technological inprovements the price of tanks rose 50 per cent but that
No change iz agssumed to have taken place in the
of misgiles has expanded ranidly.

price of missiles trivled.
of tanks procured, but the oubtnut

from
the

the average price level may be shown to heve doubled if weriod 1 quantities are
used as weights but to have almost tripled if the weights are drawn from the
second pericd. p/

69. Cther examples may be fashioned %o illustrate different aspects of the
deflation problem, but the one shown here is intended to illustrate the result of

extensive structural change (in price and quantity relatives).

The longer the

interval covered in the time series, the more likely structural change is %o be

significant and the larger the gap between the two results Is likely to be.

This

feature of time series measurements, dubbed "the index-number problem’, is an
inescapable avkwardness of economic anslysis and carvies with it the implication
that changes in velue aggregates such as total industrial output or military

p/ The change in the average price level is calculaied twice ~ once with
guantities of the first period as weights and then with quantities of the second
period as weights:

(150 th) (2 tn) + (3000 th) (0.1 th) _ , .
(100 th) (2 zat = (1060 th) (0.1 th)y  =°
(150 th) {2 th) + (3000 th) (5 th) _ 2.9
(100 th) (2 th) + {2000 th) (5 th) ~ °°

number
As a result,

Actually price indexes are usually caleulated with value weights, but
these ratios are eguivalent to the indexes as computed above:

(150 th)

(100 th)

(200 mill)

+

(3000 th)
(1000 th)

(100 mill)

200 mill + 100 mill
300 mill + 15,000 mill

(100 th)

(15C th)

{300 mill)

ol

(1000 th)

(3000 th)

(15,000 mill)
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expenditure must be interpreted in relation to a particular product mix, depending
on the set of price weights chosen. g/ If opportunity-cost prices are used, the
same problem ocecurs but now in terms of the structure of the civil sector.

T0. No satisfactory general solution to the problem of deflating military
expenditure has been devised. In some cases, a price index developed for another
sector may be applied to military expenditure - for example, an index of

producers’® goods prices may be used to deflate military hardware procurement.
Special ad hoc military price indexes may be developed, but they usually embody a
considerable element of arbitrariness. The deflation of R and D presents particular
difficulties. Wevertheless, deflation cannot be ignored, for the failure to provide
for inflationary effects may prevent the conclusion of an agreement or cause one to
break down after ratification, Differentisl rates of inflation will leave
participant States with different levels and rates of real expenditure, relative to
each other and possibly to the treaty specifications, thus creating the threat of
unequal benefits and gains from treaty limitations.

2. International comparisons of military expenditure

Tl. The index-number preoblem of intertemporal measurement has an zlmost exact
analogue in internaticnal comparisons. r/ Even under the ideal condition that
relative military prices reflected the Ebmparative ntilities of military goods and
services to their users, a comparison of the military expenditure (interpreted as
force potential) of two countries at one point in time would have two answers.
Valuation of the two defence packages in country X's prices would yield a measure
of comparative power viewed from X's side of the confrontation. But country Y's
rerceptions of the relative military contribution of resources could be expected
to differ from those of X, and if Y prices reflected the subjective rankiug by Y's
leaders, a comparison of military expenditure in X and Y at Y prices would yield
a different (and egqually valid) index of comparative military standing than the
compariscn at X prices. If prices in bhoth countries were assumed to reflect only
costs rather than military utilities, there would still be two different measures
of comparative total military expenditure, depending or whether the prices of X
or Y were used as measuring rods.

g/ See Richard Moorsteen, "On measuring production potential and relative
efficiency”, Quarterly Journal of FEconomics, August 1961,

r/ We have previcusly discussed price indexes for one country. The analogue
internationally would be international average price ratics. Here we are
concerned with international volume comparisons, for which the national analogue
would be quantity indexes. In every case the index uses values as weights and
yields two different answers for each binary comparison.



 A/9TT0
English
Annex IIX
Page 31

72, If the difference in structure between the two countries were large, the gap
between the two measures of total would likely be wide. Suppose the military
gservices were made up entirely of volunteers in X and largely of conscripts in Y,
and that in both countries military expenditure consisted entirely of outlays on
men and missiles. Then military menpower could be expected to be cheaper in terms
of missiles in X than in Y. Comparisons of military expenditure between X and Y
would then give different answers depending on whether X or Y prices were used in
the calculation. In an extreme case one of the measures might show X > Y while the
other showed X <Y. If relative guantities in the two countries were the same, the
problem would not arise. §/

g/ TFor example, with the following assumed numbers for X and Y military
expenditure components:

Country X Country Y
) i Value of Value of
Price Quantity | military Price Quantity | military
(thousands | (million| expenditure | (thousands | (million | expenditure
per unit)| units) {thousand per unit} | units) (thou§and
{millions) {(millions)
Men 6 2 12 1 3 3
Missiles 1000 0.01 10 goo 0.005 I
22 T

With country X prices as weights, the total military expenditure on Y is slightly
greater than that of X; if the price weights are those of Y, the latter's military
expenditure is only T0 per cent as large as that of X.

/...
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T3. N8 is the case with intertemporal change in a single country., the measures
of internztional differences rust be intervreted as relevant to particular product
mixes, in this case that of either countrv % or ccuntry Y. Valuation of ¥Y's
military programmes or inputs at X's prices provides an indication of vhat it
would cost I to renrcoduce the ¥ cefence packagze under X's production and cost
decisions. A Yepriced weighted comparison would nrovide the other side of the

coin ~ what it would cost ¥ to duplicate U's militarv apparstus.

T4. International comwpariscns way be effective not only by direct valuation

of the goods and services of each country at one or ancther set of prices bub
also, and often wore easilv  throush conversion of wvalues by neans of average
orice ratios - 1n effect, intercountry onrice indexes. The »roverties and problems
of dnternetionz) cornarizons > ohe grme whichever of the two methods is chosen.

75. In fevelovnins international cowmmarisons, the analyst may bhe fTennted to utilize
official or market exchanpe rates to convert values in X currency to those of ¥

or vice versa. Fowvever, this short cut must be avoided. Fxchanse rates of

merket econcmies at best refleet comparative capital movements and average price
levels of commodities and services enterine internetional trade and cannct he
expected to be applicable to the range of activities that have little or no
connexion with international trads. This iz, of course, particularly true of
military expenditures. In any case, it is desirsble to have valuations that do not
also reflect s broad rance of unrelated activities, as is true of the exchanrce
rate. For all these reasons., the internaticnal compariscns of military
expenditures nust be framed in terms of purchasine power parities - i.e., rates of
Lranslation frow one curreney Lo another that rewresent weighted averages in terms
of X or ¥ internzl prices for rilitarv soods and services. 2/ These prices may
have to be adjusted on the basis of considerations such as those raised in

gection B of this chapter.

76. TInternational compswizons are further complicated if they must encompass more
than two countries. Tt follows from the previcus discussion that the correct
procedure is to frame s series of double binary comparisons (i.e., A and B, B and C,
A and C, ete., and, in eaci case, in both currencies)}. The compromise solution of
translation of all the participants® military exnmendifures into one currency
suffers from the sare drawback gz that inherent in a sinsle-currency valuation

for any pair of countries: in addiftion, comrarisons amonz varticipants other

than with the one whose prices serve as a common get of weishts will be

formally impossible. To aveld erection of a major obstacle to acreement on
reducing wilitery expenditures., it will be necessary to frame an agreement that

es the necegsity of extensive International value cormarisons.

cteristice of varicus Lynes of agreements are discussed in the next section.

t/ Npain, changine over to opportunitve-cost priecing somevhst simnlifies the
international deflation nrovwlem as it does the analogous naticnal problen.

Jooe
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111, MILITARY EXFEWDITURE REDUCTIONS AND INTERNATIONAL SLECURITY

A, Military expenditure reductions ag an arms_control measure

T7. As suggested in the Introduction to this annex, the causal interrelations
between the development of militsry expenditure in different countries and
international security, as perceived by these countries, are compiex. Moreover,
they vary between regions and countries and change over time. Changes in military
expenditure can seldom be fully explained in terms of changes in the natioral
security situation of the countries concerned, and international security certainly
depends on other factors besides the level and distribution of arms and ailitary
expenditure,

78. It does not lie within our mandate to attempt to unravel developments in
national and international polities. Our task is restricted to making a normative
study of the prerequisites and the more immediate effecis of an agresment to reduce
military expenditure from the point of view of arms control and naticnal security.
"Normative” here merely implies that we assume the partners to an agreement to be
rational decision-makers, acting with the primary aim tc safeguard naticnal security
in the existing international situation.

7%. The interest that attaches to expenditure-reduction agreements is occasioned
chiefly by two factors: First, by allowing reallocation within agreed limits, such
agreements allow for flexibility of manoeuvre by the authorities of participant
States. GSecond, because they are couched in money terms, agreements to reduce
military expenditure can cover the whole spectrum of military activities, including
such difficult-to-observe elements as R and D.

80. In the following sections, we discuss some of the problems that would have to
be dealt with in connexion with various kinds of military expenditure agreements in
terms of the effect on military force posture and international security, as well as
with respect to the task of ensuring confidence in the eguiteble implementation of
an agreement., Obviously. the effects of military expenditure agreements in
different countries, on, for instance, internal resource alleceation and force
dispositions will vary with size, kind, and origin of the national armed forces, the
degree of political alignment, the perceived external threat, and the flexibility
of military planning and organization. When forced to simplify, due to limited
space and time, we have chosen to discuss the problems as they would confront cne

of the major military Piwers.

B. Types of military expenditure limitations

81. Reduction of military expenditure is the focus of this report, but it may be
useful to provide an analysis of greater generality by distinguishing between types
of limitation on military expenditure, of which reduction is the major special

Jees



A/9TT0

English
Annex II
Page 34

case. u/ A military expenditure limitation can take various forms and be carried
out in different ways. The brief taronomy set out here is not intended to be
complete, and other aspects might be singled out in a different context. In the
present report, it seems useful to distinguish eight characteristies of military
expenditure limitation: object, form, size of reduction, linkage to force
limitetions, duration, time-profile, mode and participants.

82. Object of limitation. The object to be limited may be total military
expenditure, a component, or both; the rate of growth of total military expenditure
or its components; or even military expenditure as a proportion of some national
value aggregate like GNP, national income or net materiasl product.

83. Where the object of limitation is the ratioc of military expenditure to a
national value aggregate, a State experiencing slow economic growth will obviously
suffer a more stringent absolute limitation over the interval of agreement than will
a State whose growth is rapid. The rationale of a limitation on the military
expenditure share of national output depends on the assumption of an important link
between this parameter and national security, but this seems dubicus: surely,
security is related more closely to the absoclute level and structure of military
expenditure.

84. If limitation of the rate of growth of military expenditure presupposes a
common starting point - i.e., equality of military expenditure by the participants
in the base periocd - it will be the same as z stepwise limitation of military
expenditure in absolute terms over time. If the base levels are unegual, equal
percentage changes will mean unequal absolute inecrements.

85. Limitations may be set on components in a variety of outlay classifications:
functional inputs (e.g. personnel or procurement), missions or programmes
{(strategic, general purpose), forces (air, naval), theatres (European, Pacific),
or particular weapon systems (ICBMs, tanks, submarines). The scope and content
of outlays may be defined in accordance with individual national practice or in
standardized terms by mutual agreement, with significantly different implications
for verification procedures and information requirements. v/

86. Form of limitation. The limitation may take the form of a ceiling at an agreed
level (of total military expenditure, a component of totasl military expenditure,
total military expenditure = GNP, etc.), reduction by a given absolute value, or
reduction by a stated percentage.

u/ By definition, military expenditure limitation, which is here taken to mean
an effective constraint on military expenditure, in fact always implies reduction
relative to some actual or projected level or trend of military expenditure and a
potential release of resources in the same relative sense. Reductions frem the
current level of military expenditure, which is probably what is usually meant by
"reductions”, will consequently be one kind of military expenditure limitation.

v/ On the valuation basis, see paragraph 89 below.

/«..
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87. In each case, the reference level in terms of which the limitation is defined
must also be specified. The reference level may be that of a single year or an
average of several to take account of differences in national expenditure eyecles
that reflect different mixes of capital and operating cutlays. If significant
asymmetries in military strength are perceived by participants before agreement,
the reference level of the limitation may be differentiated by participant.

88. Unless reductions are of limited duration (see para. 62, "Duration of the
limitation," below) or are continuous (i.e. moving towards a zero level of the
object of limitation), reductions are necessarily followed by ceilings for the life
of the agreement.

89. An absolute-value reduction would reguire agreement on the basis of valuation -
i.e. conversion rates to a common currency basgis. The value reductions could be
stated in national currencies, but again there would have to be prior agreement on
equitable conversion rates. The problems of developing such rates were discussed
in the previous section.

90. BSize of reduction. While this is a continuous variable, whether expressed in
absolute values or in percentage terms, it is likely that interest will be
concentrated on reductions of moderate size. However, there may be important
distinetions within moderate-size reductions. The impact of a reduction by or
equivalent to 5 per cent of total military expenditure may be significantly
different from one of 10 per cent.

91l. Linkage to force-limitations. Military expenditure limitations can be linked
to limitations of particular forces in physical terms (e.g., the number of military
personnel or number of bomber aireraft). At one extreme of the range of
possibilities in this dimension is zero linkage, where the military expenditure
limitation is instituted as an independent measure. At the other extreme, the
military expenditure limitation could be the monetary reflection of an agreement
negotiated primarily in terms of physical force units.

92. Duration of the limitation. The limitation may be, at one extreme, for a
single year only, with participants free to determine their budgets at will
thereafter, or, at the other extreme, "permanent” (more realistically, for an
indefinite term). In between, one may envision agreements to limit for a trial
period, subject to review, or for a longer period but still with a fixed date of
expiration. For any period longer than a year, the military expenditure limitation
will have to take account of intervening price changes oceurring in participant
States, along the lines discussed in a previous secticon. Even for a one-year
agreement, some account may have to be taken of vrice change oceccurring between the
conclusion of the agreement and the end of the year to which the military
expenditure limitation applies.

93. Time-profile of the limitation. The limitation may be brought into forece
within a single year or may be phased, so that its operation takes place in
defined stages over a period of years. Thus, agreements may be single-stage
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(including one-time reductions followed by ceilings — see above) or multi-stage.

The larger the cuts in military expenditure proposed, the more likely it is that
they will have to be phased, and the military expenditure limitation will also be of
long duration.

Ok, Hode of agrzement. We may distinguish three cases: ‘mutual example”, where

a unilateral act of limitation is undertaken by one side in the hope or expectation
that an opponent will folliow suit; response to a United Nations invocation, where
the terms of the limitstion are set out in a United WHations rasolution, with which
the parties comply; bilateral or multilateral formal agreement. These are not
mutually exclusive, of course: for example, a reduction by mutual example or by
formel treaty may occur in response to a United Nations action.

95. Participants in the agreement. Among the possible participant groups are the
United States and the Union of Soviet Socialist Republics, the nuelear Powers, the
permanent mewmbers of the United Hations Security Council, "States with a signifieant
military and econcomic potential,” NATO and Warsaw Pact, memnbers of a particular
region, ete. The category is open-ended, but the coverage of the agreement in terms
of participants is not a negligible variable. Failure to obbain the adhsrence of
some protagonists in a particular regional conflict may make the others reluctant to
Join or maintain a limitation agreement. To the extent that acceptance of
limitations by one State i1z an inducement for another to joint the agresment,
failure to include both at the same time will reduce the Jikelihood of the latter's
eventual inclusion in the agreement. It will be assumed hereafter that all the
members of a particular set of States who perceive their national security to be
mutually interrelated will subscribe to the military expenditure limitation
agreement covering that set.

C. The affect of military expenditure limitstion on
force posture and security

95. These eight dimensions may be combined in numerous ways, but some can be ruled
out immedietely. Thus, a multi-stage, single~year limitation is a contradiction

in terms; military expsznditure limitations that are purely the reflection of force
limitations are irccmpatible with limitations of the military expenditure share of
naticnal cutput, with a ceiling, or with a percentage form of reduction. Some
combinations are more or less doubtful: e.z., a ceiling at the existing level makes
little sense for a single~year agreement: linkages with phaysical force limitations
or wilitary expenditure limitationsz that involve multi-staging may be too complex to
be arrarged by "mutual example’ or even throusgh United Nations resolution: ‘mutual
example” limitations are unlikely to be capable of indefinite extension and probably
could not suceessfully carry through large reductions in military expenditure,

97. Dven after these deletions, 2 large number of combinations remain, but we may
single out a few significant “packages™. One of these is composed of a ceiling on,
or reduction of, total military expenditure with zero linkage to forece limitations.
Discussion of the force posture and security effects of this package also considers

fene
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the significance of other dimensicns of military expenditure limitation where
appropriate. Thereafter, alterations of the package are introduced, tc include
limitation of a military expenditure component and linkage to force limitations.

1. Iimitation of total military expenditure with zero linkage

98. The fundamental advantage and the equally basic defect of military expenditure
limitation as an arms control measure is the "freedom to mix", to reallocate within
the limit. w/ Such latitude is characteristic of the limitation of any complex
ageregate - i.e., one that is composed of heterogeneous elements. A limitation

can be absolutely restrictive only when applied to a homogeneous component. Thus,
"freedom to mix" is true of ceilings on military personnel or strategic missiles,
too. However, the greatest freedom of manoeuvre occurs with respect to expenditure,
because money is the only common measurement for all sub-aggregates.

99. Flexibility for reallocation within given constraints is undoubtedly one of
the main attractions of military expenditure limitation as an approach to arms
contrel; it permits relatively unconstrained response to changing conditions, both
internal and external. However, the effect of reallocation on security of the
nations concerned may be positive or negative, hence the extent to which
international tension is reduced by military expenditure limitation cannot be
determined a priori. On the positive side, ambitious military Powers could find
their ability to pursue risky or aggressive policies hampered by spending constraints.
For other States, military expenditure limitation might ease the danger of war by
diminishing the risk of disruption and destabilization of the international
situation induced by sharp increases in military expenditure by adversaries or other
Powers. However, even Govermments of goodwill might be induced to reallocate in
favour of forces that were cheaper but which also contributed to a destabilizing
posture,

100. It is important to emphasize that the issue dealt with here is not evasion or
contravention of an agreement. The parties may be assumed to enter the agreement

in good faith. However, each participant will be concerned to maximize his security
position within the confines of the limitation and will assume that his treaty
partners are similarly motivated. The question then is, what posture changes will
take place in response to the military expenditure limitation and how will these
affect the security of the participants?

w/ The changes in mix discussed in this section do not include reallocations
to unconstrained sectors - for example, shifting military activities to civilian
organizations or financing part of military expenditure from the unconstrained part
of the government budget. These activities constitube circumventions of an
sgreement, which must be prevented by precise definition of military expenditure
and by appropriate means of verification. The latter are taken up in the following
section.

/..
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101. To assess the effect of reallocations more ceonecretely, it is necessary to
consider the forms they might take. Outlays may be reallocated among resources,
inputs, programmes or missions, but it may be helpful to distinguish reallocations
among current forces from those between current and futuvre foreces. Of course, there
is a fine line dividing "current” from 'future", but for present purposes, current
reallcocations may be defined as those accompiished within a 1-3 year planning
interval - i.e., lesa than the gestation period of major construction projects or
the development cycle of high-expense and medium-expense new systems, but sufficient
for alterations in the procurecnent of major existing systems.

(a) Reallocations among current forces.

102. Any changes in the mix of resources and inputs can affect military efficiency,
reminding us once more that military expenditure constitutes an imperfect proxy for
miiitary output. It 1s often argued that enforced budget stringency would result

in improved performance in a number of military establishments. x/ Whether this would
be the role or the exception in response to agreed internaticnal limitations is not
self-evident, nor is it possible to predict the effect of efficiency increases on

the security of participants, especially since the amount of "organizational slack”
and the ability to draw in that siack can be expected to vary considerably between
countries.

103, Examples of both sgtabiiizing and destabilizing actions, apart from inereases in
efficiency, may be cited. Lowering readiness status of forces (reflected in a

cut in O and M outlays} in favour of retaining at least the same number of men in
the armed forces, or increase in the relative weight of outlays on communication and
intelligence at the expense of strategic attack forces, may be on balance s positive
contribution to relations between antagonists suspicious of each other's intentions.
But, budget stringencies might induce the military authorities of other States

to save on information gathering or command and control, thereby degrading the armed
foreces” capability to discriminate the enemy's offensive preparations from general
system "noise”. As this would reduce permissible reaction time, the move would tend
to increase the probability of precipitate action. DUecision-makers in ancther
country might choose partial demobilization and use the savings to raise the military

x/ Presumably, the benefits would turn negative at some large level of military
expenditure reduction, but the shape of the curve until that point is a matter of
speculation.

Changes in the military mixz would occur even if the pre-existing military
resource allocation were efficient. If military budgets were optimized, a reduction
that had nct bheen previously intended for other reasons would automatically require
restructuring. The pre-existing optimum, attained as a result of having equalized
incremental returns from wilitary resources with thelr incremental costs, would now
be disturbed, because the structure of returns or benefits would have been altered,
In fact, reallocation between forces may be less likely if inefficiencies were
present before agreement and i the limitations generate a szsuccessful effort to
overcome the inefficiencies.
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capital/labour ratio through procurement or construction. Elsewhere, the choice
might be to trim that ratic in favour of higher readiness status. A tighter budget
could mean diminution in assistance to allies and friends or a general reduction in
capability to play anr international peace-keeping role. Whether such changes would
be regarded as beneficial depends on the observer's point of view.

10k, Most of the examples given above reflect the reaction of a participant State
to the stimulus of a military expenditure limitation, but largely in obedience to
internal requirements and cost factors. States may also react in response to the
behaviour of their antagonists, and the "value™ of the outcome in this case seems

no more predictable., Suppose two antagonists, seeking to maximize their military
capabilities under an outlay constraint, both decide to strengthen their strategice
attack forces. The degree of reallocation required will depend on the possibilities
for increasing efficiency in each State. The effect on the balance of power and on
the level of tensions between them will be the result of the real change in relative
force potential, the effect of the change in force-mix on military doctrine in each
country, and, perhaps above all, each side's perception of the nature and
significance of the shifts taking place in the adversary country.

105. Ancther factor is the manner in whieh the build-up takes place. If budgets
were already lean hefore the limitation, or if efficiency cannot be raised for
other reasons, the new constraint (especially if it involves a large reduction) may
require an austere approach to the build-up of strategic forces, one that might
save by sacrificing survivability of forces or ease of command and control. BSuch
changes would tend to be destabilizing, for the post-agreement strategilc forces
would be more vulnerable and less controllable, therefore more likely to be used
for a first-strike attack and less likely to be held in check during a confrontation
erisis. A military expenditure limitation agreement in the mid-1960s between the
United States and the Union of Soviet Socialist Republics that resulted in a
decigion to curtail hardening of land-based ICEMs, compensated fcr by the
procurement of additional “soft" misgiles, would surely have raised fears of an
inecipient first-strike posture.

106. Would reallocation from strategic to general purpose forces be less
destabilizing? Conceivably, greater expenditure on these forces could correct a
previcus imbslance that threatened the stability of mutual deterrence. But
excluding such a contingency, the answer would depend in part on whether the shift
was viewed by either of the protagonists as limiting the probable damage to the
home society resulting from military conflict between them, and therefore whether
it would loosen the restraints within either State against confrontation tactics.
If the adversaries possessed nuclear weapons and war was feared largely because of
the scale of casualties and damage to be expected from their use, y/ restriction of
nuclear forces to a significant degree might diminish the compunction either side

¥/ And if nuclear deterrence were previously viewed as effective also over the
whole range of potential (but relevant) loecal conflicts.
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might feel about vigorously pressing its claim against the other. Of course, neither
side would be interested in weakening its strategic attack capability if it feared
the encroachments of third or fourth parties.

{b) Reallocations between current and future forces.

107. Future strength is affected by changes in inventories, production facilities,
R and D, or military construction.

108. A special case of reallocation between current and future forces is the drawing
down of stocks, which in effect represents a loan from the future to bolster the
constrained present. The value of easing the constraint imposed by an expenditure
limitation in this manner depends on the size of the reduction, the imminence of

the agreement’s expiration date, and the cost of stepping up procurement rates at
that peint in order to replenish deleted inventories. Thus, the incentives to draw
down stocks should be greater under a short-duration agreement and should become
progressively weaker the longer the time-frame of agreement. z/

109. Reallocation in favour of investment in preoduction facilities might be
considered under a somewhat longer but still fairly short-term agreement, in order

to make up for cumulative procurement sacrifices after the expiration of the
agreement .

110. The most significant case under this heading may be that of reallocationsg in
favour of military R and D. Having entered into the agreement because the present
balance of forces seemed secure, participating Govermments might be concerned to
rrotect themselves from future surprise by maintaining or possibly increasing their
previcus spending levels on R and D, at the expense of an element of the current
forces. aa/ Such an effort by one or another side might trigger a spiralling R and D
race, although damped by the over-all military expenditure limitation. Alterations
of the military expenditure "mix" may be comforting in the present, to the extent
that they weaken forces in being, but destabilizing in the future, if they lead to
an imbalance of the antagonists' forces later.

z/ The actual treatment of stocks, like any other reallocation between current
and future forces, will depend on the relative assessment of present and future
conflict risks, as well as on the anticipated required lead time for rebuilding
stocks if the situation changes. If the authorities are optimistic about near-term
international seeurity prospects, they may respond by increasing stocks and spending
more on 'mothballing” production capacity (and thereby buy insurance against a
possible need to increase procurement rapidly) at the expense of O and M outlays.

aa/ The reallocaticn might occur in a second or third round effect of the
military expenditure limitation. For example, plantners may seek more R and D funds
for anti-submarine warfare because either (1) a military expenditure limitation-
induced cut in land or air systems was being compensated by increased spending om
navel systems or (2) antagonists were observed (or expected) to place greater
emphasis on submarines than previously.
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111. Among the factors that are likely to determine the direction and nature of
reallocations, whether among current forces or between current and future ones, &
major role must be ascribed to perceptions and objectives: whether the participant
State sees an imminent or distant threat, whether it seeks to maximize near or
_onger-term capabilities. In the former case, there may be a greater incentive to
borrow from the future or shift resources in favour of core defensive of offensive
ferees., In the latter case, a likely focus of reallocation is future systems,
tarough R and D, to minimize "technical surprise.”

122. Relative (national) prices will probably alsc be important. Where militery
laoour is relatively cheap, planners night be tempted to favour larger standing
“orces and thereby lower military capital/labour ratios. If, however, labour is
expensive relative to military capital, demobilization, or a decrease in conscript
numbers or length of service, may be preferred to a cut in readiness status or
procurement . Sacrificing manpower to maintain procurement may turn out to be more
significant for a number of first and second-rank military Powers, as manpower costs
are continually rising and a major present-day development in conventional weaponry
is relatively cheap precision-guided munitions. This trend may substantially affect
the military planner's view of personnel-favouring reallocations.

113. Finally, the duration of the agreement is also relevant. The longer the
agreement period, the more likely are future capabilities to be stressed over
current ones.

11k, This discussion of the effects of reallocation under military expenditure
limitation does not pretend to exhaust the range of possibilities. The analysis has
highlighted the posgible destabilizing effects of military expenditure limitation

but not because of a belief in the greater probability of such effects. If it is
correct that there are multiple possibilities of reallocation and that there is,

a priori, no necessary relation between changes in aggregate military expenditure and
in relative military power of the participant States, it will be necessary to take
careful account of this problem if an equitable and durable military expenditure
limitation agreement is to be reached.

2. Military expenditure limitations with component limitations or linkage to
forece limitations

115. If limitations on total military expenditure alone provide opportunities for
destabilizing reallocations, can these be neutralized by adding limitations on
components of total outlays or by linksge of limitations on total military
expenditure to physical force limitations? Which kinds of forces or components of
military expenditure should be constrained? In a number of cases, the strategic
attack programme might be a natural candidate for an attempt at limitation of both
expenditures and forces. bb/ In others, interest may focus on portions of the

bb/ For the United States and the Union of Soviet Socialist Republics, the
Strategic Arms Limitation agreements already sighed and currently under negotiation
constitute a significant constraint on reallocations of outlays under any proposed
military expenditure limitation.
fooo
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general purpose forces {e.g., the navy) or on the forces located in a particular
theatre (mutual force reductions in Central Europe). It may be argued that for a
short duration military expenditure limitation, it is the current forces or
resources that should be limited in conjunction with total military expenditure,
while it would be advisable to constrain future force growth (i.e., R and D) under
agreements that run for longer pericds. In view of the exacerbation of tensions
in some regions, which are linked to the rapid intrecduction of advanced military
technology by the major Powers, it might be useful to consider limitations on the
scale of external military assistance.

116. Given the problems that may be caused by reallocation under constrained
military expenditure totals, it may be asked whether limitations on total military
expenditure should not be dropped from consideration and attention focused directly
cn outlay components or, indeed, on physical forces. There sre many who believe
that effective arms control is possible cnly through force limitations, who would
view military expenditure limitation as appropriate only if the limitation were
expressed as the monetary reflection of a force limitation. Pure force limitations
without linkage to military expenditure limitation are arms control measures only,

- and therefore cannot satisfy any of the other objectives of military expenditure
limitation. Linking the two kinds of limitations would permit a focus on pressing
arms control guestions, along with a concern with the other purposes for which a
military expenditure limitation might be drawn up. Where the pressing arms control
issue concerns an activity that cannot be measured in simple physical units

(e.g., R and D}, limitation of the corresponding military expenditure component

in addition to total military expenditure might seem useful. This would also be
true where fear of destabilizing reallocations under a constrained military
expenditure total are foreseen.

117. However, physical-force or military expenditure-component limitations have
serious disadvantages of their ocwn. Limitation of one military expenditure component
does not rule out a redirectiorn of outlay to other components. If it were deemed
necessary to prevent the reallceation, additional components would have to be
constrained in a process that could entail specification of much or most of the
military budget. Thus, limitations on a number of military expenditure components

or on total military expenditure plus one or more components would represent an
important restriction of the scope of national force planning, and would probably
thereby reduce the acceptability of these arms control measures to the relevant
Governments. cc/

118. Force limitations are not easily instituted either. WNational military
establishments differ not only in the size of their forces in any particular category,
but also in the missions the forces are intended tc fulfil. Determination cof
equivalent base levels and reductions is therefore a matter of judgement engendering
much controversy. The problem is further complicated by the proliferation of new
weapon systems, which enhances the possibilities of redirecting resources within a

ce/ Even military expenditure limitations with restrictions on a large number
of components, however, may be less restrictive than many arms conrtrel schemes in
terms of physical forces or weapon sysbems.
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particular programme, To contro} the growth of the whole programme then requires
constraints on a large number of complex system elements. This argument also
suggests the difficulty of translating a forece limitation into a financial saving
of definite magnitude. IEven without reallocations., the link between force
limitations and military expenditure-component limitation is not automatic,
inasmuch as the cost of a programme package is composed of mich more than the costs
of its major systems.

119. In the final analysis, the choice between foree limitations and military
expenditure limitation, independently or linked, must recognize the partial trade-
off between information about the structure of military forces and gutlays on

one hand, and actual limitation of a military expenditure component or physical
force on the other. There is a clearly defined dilemma: the more encompassing the
limitation, the less likely any disruptions of the military balance, but the nore
onerous and therefore (probably) the less acceptable the limitation. However, if
the participants in g military expenditure limitation were both free to react to.
and fully informed on reallocations by their agreement partners, the budgetary
changes would tend in nmany cases to cancel each other out. The action of one side
would be quickly perceived and countered by antagonists. In such a situation,
information on the structure of military forces and military expenditure of each
member of the group might be a partial or full substitute for an actual limitation
on one or more military expenditure components or physical forces.

120. The benefits of information exchange to the parties may be unequally
distributed if there was previously an asymmetry in the availability of credible
information, The post-agreement exchange may affect the relative power position

of the participants, or at least this may be the fear of the more secretive States,
if the new situation permits some participants to make effective posture changes
that would not have been undertaken on the basis of previous information.
Limitations on the others' forces or outlays may serve to compensate the nore
secretive partners for this imbalance and may induce greater interest in the
information exchange. Thus, there may be some cambination of limitation and
information exchange that will provide a feasible solution to the dilemmas outlined.

D. Verification of military expenditure limitation agreements

121. Limitation of military expenditure affects a State’s most fundamental interests,
national survival, and the mosi serious obligation of its govermment, to assure
national survival. It is self-evident that Ststes consenting to enter into a
military expenditure limitation agreement will wish to be confident that the agreed
limitations are being implemented by all participants to an equivalent degree.
Therefore, the provisions for verification of compliance with the terms of the
military expenditure limitation may be the wost important part of the agreement, at
least with respect Lo preventing its breakdown and the defzction of participants.

122, Inadeguate wverification of compliance with military expenditure limitation
agreements provides opportunity for covert and undeteected changes in the militery
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balance among antagonists, which might lead the offending States to exploit their
advantage to the detriment of the security of others. Of course, a Government that
wishes to alter the military balance in a covert build-up need not wait for a
military expenditure limitation agreement to do so. However, the agreement limits
the freedom of participants to react overtly and therefore mey attach a political
cost to a Govermment's attempt to counter an antagonist's covert build-up,
particularly if the evasion iz imperfeetly detected or only suspected. In short,
Governments will be reluctant to have their bhands tied under an agreement unless
they are reasonably sure that the machinery of verification will provide timely and
incontestable evidence of violations. Under these circumstances, counter measures
could be executed in time and at minimum political cost.

123, Verification is a procedure for obtaining and evaluating information about
changes in a particular activity - in this case, military. Hence, verification may
be viewed as an extension of the process of assessing the military power of friends
and antagonists that every Government performs continually in fulfilment of its
national security obligations. Few Governments are satisfied with the state of
their information on the actual or potential threat posed by their antagonists.
Since uncertainty must be compensated for by increased capability, incomplete
information is a factor tending to push up military budget levels. dd/ In the absence
of external limitations, the existing military expenditure levels presumably reflect
a compromise between the need for a flexible posture in the face of uncertainty on
one hand, and resource and other domestic constraints on the other, predicated on
the ability to revise expenditure plans in the light of new information. Because g
military expenditure limitation would restrict that ability to respond, it imposes
the necessity for more complete and accurate information than before the limitation,
if the sides are to have confidence that participation in the agreement will not
damage their security. Moreover, the information required for verification of a
military expenditure limitation is largely econcmic and financial, as contrasted

with the estimates of physical forces on which States usually depend for assessment
of the external threat. ce/

12k, To be able to verify changes in military expenditure, it is necessary to

specify base levels with confidence. Therefore, the verification process must
include a requirement for the definition and comparability of military expenditure
accounts, for price indexes, and possibly for international purchasing power parities,

dd/ In some cases, improvement of information could also result in an increase
of military expenditure, if the information disclosed a hitherto unknown asymmetry
of force levels.

ee/ The fact that economic and financial information is required introduces a
problem of timeliness of verification. The kind of records that are of interest for
verification of military expenditure limitations may take a long time to assemble
and process but the essential idea of verification is quick detection of significant
changes in military expenditure. The problem of timeliness may be especially acute
for short-duration military expenditure limitations.
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as discussed in chapter II of this annex. However, while such information
contributes to verification, it is not sufficient in itself. Assurance of compliance
with a military expenditure limitation requires supportirg data on financial and
physiecal flows compiled at intermediate or even primary levels, a requirement that
follows from the potential opportunities for evasion.

125. The possibilities of evasion of military expenditure limitations may be
clagsified under two general headings, those that involve manipulations within the
constrained sector and those that are obtained by shifting military expenditure to a
sector unccnstrained by the agreement. Circumvention by manipulation within the
constrained sector essentially involves artificial reduction of the prices at which
military transactions are recorded. This may be accomplished by introduction of
various mechanisms, inecluding budget subsidies or bank loans, below-cost
requisitioning (of which a switch to conscription from voluntary recruiting is a
special, though probably more detectable, case), or even tampering with deflators of
military expenditure, if provision for compensating cost increases is included in the
agreenent, Evasions of the second category might see shifts of part of military
expenditure (either in actual activities or in terms of financial aid) to
non-participant allies, allocation of some military charges to non-military agencies
and organizations, concelament of military production under civilian labels,
reallecation of resources to industry branches that can be fairly quickly converted
to military production, and so forth.

126. Given these possibilities of circumvention, it is clear that requirements for
verification mechanisms will differ with the type of military expenditure limitation
agreement. At one extreme, an indefinite-duration, multiphase treaty to effect
substantial reductions in military expenditure will have to be accompanied by
provision for verification of completion of each stage, so that participants can move
confidently to the next one. At the other extreme, military expenditure limitation
by "mutual example” requires only that the participants take public action to limit
or reduce their military budgets, since the primary interest of the sides Is likely
to be in dmproving the atmosphere, rather than in sigpificant disarmament. ff/ An
intermediate case is a military expenditure limitation that is the monetary
reflection of & force limitation. The latter is intended as the primaryy arms control
measure, while the military expenditure limitation serves as the monetary expression
of the resource savings engendered, a portion of which is to be channelled for some
agreed purpose like development assistance. Apart from the question of compliance
with the force limitation, verification of compliance with the military expenditure
limitation is necessary in order to ensure equal release of savings by all
participants.

£t/ However, if the initial step were then to be backed up by voluntary
intergovernmental exchange of information on military expvenditure, proceeding beyond
that publicly available, the prerequisites for assurance of compliance with more
stringent arms control measures might thereby be established.
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127. Verification that is capable of detecting evasicn may not only prevent it, but
also wesken the motivation to attempt it. A Government's decision to comply with
military expenditure limitation constraints depends on its appreciation of the
balance of rewards and risks. The rewards of a2 demoastration of compliance are
enhanced security and improved inter-8tate relations, gained by inducing opponents
to follow sult. Acteal compliance adds the benefit of resource savings. The payoff
Trom circumvention depends in large part on concealment of the violation and may be
lost by public exposure. If cother participants then respond in kind, exposure may,
bty triggering further "arms racing™, result in worsening of the initial violator's
scecurdty relative to the position he would have enjoyed had he complied with the
breaty limitations. ZEvasion, therefore, involves risks, and one way for the evader
to ensure against these risks would be 4o maintain or reinforce internal secrecy
controls. Thus, effective verification prevents erosion by making it unprofitable
z5 well as difficult.

128. Governments that are anxious to see their antagonists' compliance verified are
not necessarily prepared to open their own books to unlimited cutside scrutiny.
Herein lies the fundamental dilemma of verification; requirements for effective
verification dictate access to an extensive array of information on force levels and
expenditures, and this conflicts with the interests of a participant State in
proteciing the security of its military establishment. Verification of a military
expenditure limitaticn calls for the technigues of financial or physical auditing to
establish compliance or cireumvention, Traditional concepts of military security
involve more or leass systematic effort to screen activity from outside view. Since
each participant is both subject to verification and a verifier of others (whether
directly or through an agency created for that purpose), there is some mutuality of
gain and impositicn. But if there was previously a significant asymmetry in the
volume of the information released by the Governments cconcerned, the verification
reguirements will benefit some more than others.

129. One pessible way of curtailing the intrusiveness of verificaticn is by the use
of an indirect approachk. The required financial data could be obtained indirectly
through information on the physical counterparts of the particular expenditures.
Presumably, the physical forece dsta may be obtained with aceepted "national means of
verification"”. Ifot all States possess the appropriate "national means” required for
verification of a substantial military expenditure reduction agreement, but perhaps
some provision could be made for a joint or internationally sponsored service.
However, the difficulty with indirect verification is that the observables tend to

be larpe forces, facilities, and weapon deployments. Because ccmponents of military
expenditure differ in the degree to which they embrace the larger elements, they will
differ in observability of their physical counterparts. It is difficult to obtain
direct information on small forces (or small changes in forces), arms and material
preduction, gualitative improvements in weapons, stockpiles, and especially R and D.
The indirect method therefore requires the estimation of a number of links - prices
of equipment, vages of personnel, operating cutlay coefficients - in order to
translate from particular forces to expenditure categories, and introduces room for
considerable estimating error. To avoid multiplication of sources of error, it would
be useful to obtain supplementary economic information. But this brings us back to
the problem of intrusiveness, which the indirect method was intended to avoid.
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130. The volume of information required to verify total military expenditure
directly is considerably larger than that needed for indirvect verifiestion of
components. But the degree of intrusiveness may be greater with respect to
cemponents than for total military expenditure. Security sensitivities in regard %o
the supplementary data required to establish links between vhysical forces and
military expenditure ought to be reduced if the information on physical forces is
avallable or were made known. Where the distribution of expenditures by major
category is not regerded as classified information, data that provide a picture of
the peneral economic structure and the connexions between military and civilian
sector Tlows may be a signifieant aid in verifying totel military expenditure
without excessive intrusion into component force details. This informastion may be
provided by such instruments as national income accounts, gs/ input-ottput tables,
hh/ or flow-of-funds accounts, supplemented by manpower balances for cross checking.

131. The scale of intrusion required by verificatior will depend in part on the
extent of information Tlovw prior to the agreement. We may conceive of an
information-disclosure ladder whose lowest rung is a phase of confidence-building.
Because of pre~existing high security controls, a breakthrough to mutual confidence
is required. PFublication of military accounts in somewhat disaggregated form
accompanied by explanatory material would be an important form of information-rslease
for this purpcse. At a higher level on the ladder, provision of price indexes and
price~cost information for the estimation of purchasing power parities would
facilitate international comparisons. Historical time-series would be important in
establishing baselines against which changes under limitation could be measured. Cn
a still higher rung, a major increase in verificabtion capability may be attainsd by
submission of national accounts, input-output tables, R and D financing and support
accounts, and the like. At the uppermost rungs, information is made available from
intermedizate and primary national production and distribution units and opportunity
is afforded for non-natiomals to audit unit records by on-site inspection, possibly
on a spot or sampling basis. The intrusion on military activity increases as the
ladder is ascended, of course, but even at the top, specially sensitive military
areas and projects may be safeguarded from external scrubiny.

ggj It will be necessary to adjust for differences in the methodolegy of
computing national income and product in market and in centrally-planned eccnomies.
The main difference is that in the latter group of countries, the national income
and product exclude the sphere of non-material production. This results in
significant differences in the treatment of military expenditures in the accounts of
the two groups of countries. For further discussion of the methodology of national
gccount construction, see A System of National Accounts, Studies in Methods,
Series F, Wo. 2, Rev. 3 (United Nations publication, Sales Ho.: E.69.XVII.3).

hh/ Input-output tables may be compiled in value or physical terms. Both types
would be useful in so far as they provide cross-checks on each other. However,
this advantage would be reduced if the value table uses the plant or establishment
ag the unit of account, while the physical table is based on a commodity
clagsification.
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132. We may similarly postulate a range of possible mechanisms of verification,

from data exchanges between Governments that need not necessarily be made publie, to
disclosures to an international agency, possibly governed by the same rule, and
provision for on-site inspection. The more (relevant) data furnished, the more
supplementary access granted, the more likely are participants to have confidence
that circumventions can be detected.

133. It is obviously not possible to specify the appropriate mechanism of
verification here. The degree of assurance provided and the relative acceptability
to different Governments will vary with the circumstances. Other mechanisms not
discussed here may be available. The choice will require expert study by the
particular set of participants and in the specific context of the agreement they
will be exploring. In view of the complexity of the verification problems, and also
of the issues raised in previous sections, States may find it useful and prudent to
explere phased agreements in which the stringeney of the limitation increases is in
tandem with growth in confidence and the exchange of information. Information is
the heart of the arms control problem and if confidence between treaty partners
grows, verification may gradually be transformed from an irritating constraint into
a mutally-desired means of ceonveying messages on intentions and capabilities.
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ANNEX TII

International assistance to developing countries resulting from
the reduction of military budgets
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Introducticn

1. The widening gap between the developed and developing countries is one of the
central issues of cur time. It is a long-tern structural economic and social
problem vhich has been becorning meore intractable over time; it has in particular
been exacerbated by developments in the world economy in the last few years. TFor
most of the aeveloping countries, the cconomic gituation is now even more serious
than before. The dislocation in the world's international monetary systerm and the
sharp rises in comnodity prices and, recently. in the price of oil have been msejor
sgtbacks to their prospects for developsent, ‘hile, in recent vyears, the neecds of
the developine countries heve been becoring nore zcute, there has, unfortunately,
been growvin;; disenchantment with aid both in donor and recipient countries.

2. The General igseribly hos recoznized this situation. At its sizth speciel
sesgion, in section X, paragraph 2 of resolution 3202 {8-VI) of 1 May 107k, it
reguested the Secretary-General “to launch an emergency operation to provide timely
relief to the most sericusly affected developing countries ... with the alm of
malntaining unimpaired essential imports for the duration of the coming 12 months
and to invite the incdustrialized countries and other poctemtial contributors to
announce their contributions for emergency assistance ... . Thus & Special Fund
has nowv been launched.

3. It is against this background that this annex considers the nevw resources
which might bhe availeble for internaticnal assistance as a result of any future
sgreeitent to reduce wilitary budgets. It considers some of the guantitative and
gqualitative characteristics of the present flow of internstional assistance, how
far existing flows are conditional and bilateral in nature and what the degiderata
are for this new potential flow of 2id, and the criteria and machinery which misht
e adopted for its distribution.

y, If the objectives contained in General Assembly resolution 3093 A (¥AVIII) can
in any way be attained, this could mark a turning-peint in the history of
internaticnal assistance and could transform what is at present a very sgombre
rrospect.

The volume and transfer of resgurces

5. World military expenditure, in current deollars, is now put at a fipure of
$2h0-275 thousand million., This fisure is larcer than the corbined estimated
product of the developing countries of South Asia, the Far fast and Africa
coublined, and far exceeds that of Latin fAwerica. Thus even il only a very small
proportion of the resources used for military expenditure could he transferred to
supplement the existing flow of aid, this would, in aid terms, be a very
considerable sum. If the major military 7owers were to channel to development
agsistance approximately 1 per cent of the resources currently devoted to military
expenditure, the addition to the flow of aid would probably be of the order of

2 thousand million at 1973 orices, or 20 per cent of the existing flow of official
development assistance.

/...
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©. The different kinds of reduction in military budgets would clearly result in
different possibilities for augmenting the flow of aid. One of the rost important
differences is bebween a short-term and lon-~term azreenent. C(Clearly, from the
poilnt of view of aid, a lon;-ternm agreement is much to be nreferred. Economie
development is essentially a lons-term nrocess. This view has recently been
endorsed by the Chairman of the Develonment Assistence Comeittee (subsequently
referred to in this annex as DAC):

"It is important for zeveral reasons that recinients have at least a
zeneral idea of the size and nature of aid they can exmect from their main
donors over several years in the future ... An unduly short time-horizon for
the planning of developient can lead to wron. decisions in the sllocation of
resources and inadequate approaches to long~term problems ... Deep-seated
structural problems, such as those faced in agriculture and rural developnent,
in educstion and vocational training, for exawmple, can only be solved throush
patient and systematic approaches with long—term planning horizons.' a/

7. Furthermore the 2id envisaged under these proposals should be additional.

Obviously the whole aix of the proposal would be defeated if any other flow of aid
were reduced at the same time as this flow of 21d was beinpg added.

8. It is zlsc essential that the addition to the flow of aid should be in real
terms. The proposal clearly recommends a reduction in the resl quantity of
resources devoted to military purposes and should also therefore envisape & real
addition to the flow of aid. The aid cormmitments for the future which might be
made as & consequence of these propesals should be érawn up with provisions fer
appropriate adjustiments to compensate for the rise in prices in donor countries.
This would be a radical change in present practice.

Q. tYhere will bLe some difficulties in the process of conversion at both ends -
both in the doncr and in the recipient countries. It is impertant that the
conversicn should be speedy, and that it should be carried out in such a vay as to
provide effective assistance of value to the development requireients of the
developing countries. The conversion needs to be carefully planned and channelled,
making allowance where necessary and possible for the absorptive capacity of the
developing countrics.

Official development assistance

10. The flow of aid vhich we envisage here would clearly add to the total of
official development assistance (0DA), since it would presumably be a transfer from
one budget category to another. Perhaps the best known definition of official

a/ Organisation for Economic Co-operation and Development, Development
Co-operation, 1973 Review (Paris, November 1973), p. 56.
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development assistonce is that of the Development Assistance Committee b/ which
defines 1t as:

“... those flows to developing countries and multilateral institutions
provided by official agencies. ineluding state and loecal sovernwments, or by
their executive agencies, each transaction of which meets the following tests:

"(a) It is administered with the promotion of the cconomic developnment
and welfare of developing countries as its main chbiective, and

“{b) It is concessionzl in character and contains a grant element of at
least 25 per cent.”

11. The first of these tests has been, in current practice, essentially a matter
of judgement of the donor country. It is true that the programme of each donor
country is subject to the scrutiny of other donor countries (though not of
recipient countries) in the annual DAC process of review, and there is also a list
of specific transactions which may not be inecluded in the total of official
developrent assistance. For example, no military transactions, whether in the
form of grants or loans, can be included.

12. The second test 1s specific enough. The grant element in grants is, of
course, 100 per cent. The grant element in loans is meszsured as the difference
between the face value of the loan and the discounted present value of the streanm
of repayuoents, both of capital and interest. The difference is then expressed as
a percentage of the Tace value: +this percentage is the ‘grant element . The DAC
practice is to apply a uniform rate of discount of 10 per cent to all countries:
and this figure of 10 per cent has not been changed in recent years.

13, Ir addition to the '"grant element criterion for each individual fransaction,
the DAC has established another norm, that members “should use their best efforts
to reach and maintain an average grant element in their ODA commitments of at
least 84 per cent’.

1L, 'Thus the grant element in aid can be increased in a large number of different
ways. It can be inecreased by raising the nroportion of grants in official

b/ The main source of statistical information on aid flows is the Development
Assistance Comaittee of the Organisation for Heonomie Co-operation and Development.
The figures it publishes, however, only cover aid provided by the developed market
economies, The aggresate statistical information about aid flows from the
centrally planned econcmies is more limited: the information available from
international sources is summed up in table L4 in annex I. As a conseguence, many
of the propositions which follow are documented by figures which cover the
Developnent Assistance Committee countries only. It can be expected, however, that
most of the conclusions apply renerally.
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development agsistance; or by lengthening the average maturity of loans; or by
increasing the grace period; or by reducing the rate of interest. There have been
changes in all these parameters in the official development assistance of DAC
countriea. Retween 1965 and 1072 grants, as a percentage of official development
assistance, increased from 68.7 to 72.3 ver cent. The weighted average maturity
of official development assistance lcans increased slightly, from 28 to 29 years.
The weighted average of the grace period increased from six to seven years.
Finally, the weighted average of rates of interest on official development
assistance loans declined from 3.0 to 2.8 per cent.

15. The net results of these various changes was that the "grant element” in DAC
loans reached its target minimum of around 84 per ceat in 1969. However, since then
it has not risen further.

16. In this connexion it is pertaps appropriate to note that UNCTAD, at its

third session, invited the developed countries to consider proposals which would
raise the grant element further. In resolution 60 (III) ¢/ it invited "the
developed countries to take into econsideration the views of the developing countries
as well as some developed countries that (a) on average, interest rates on official
development loans should not exceed 2 per cent per annum; (b) maturity periods of
such loans should be at least 25 to L0 years and grace periods should be not less
than T to 10 years; d/ (¢) the proportion of grants in total assistance of each
developed country should be progressively increased, and countries contributing
less than the 1970 DAC average of 63 per cent of thelr toital assistance in the

form of grants should reach that level not later than 1975". If these
recommendations were accepted, this would imply a grant element for DAC countries
of the order of 86 to 89 per cent.

17. Any additional official development assistance resulting from the preposals
considered in this report should in cur view be in the form of grants rather than
leans, or in the form of loans with a high concessionary element. This would raise
the grant element in the total. This conclusion should also be considered against
the background of the figures on the rising cost of gervicing past debt, discussed
in the following paragraphs.

The burden of external debt

18. Tt is important that any new flow of aid should, as far as possible, be in
the form of grants, because the burden on developing countries of debt repayment is
already heavy. Taking the figures for 81 developing countries, the total
outstanding debt burden is no less than $88 thousand million. The figures in
table 1 below illustrate how this has been a growing problem in the past; and the

g/ See Proceedings of the United Fations Conference on Trade and Development,
Third Sessicn, vol. I, Report and Annexes (United Tations nublication,
Sales To.+ I.T73.II.D.4), annex T.A.

d/ This follows the recommendations of the International Bank for
Reconstruction and Development, Partners in Development: Report of the Commissicn
on Tnternational Development (MNew York, Praeger, 19060}, p. 164.
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further figures in table 2 below show ‘how deht repayment could become an even
more formidable problen in the future.

19. This debt has been incurred, amcng other things, because developing countries
need to wake heavy 1nvestments in the economic and social infrastructure of their
countries and because they have had to confront a diminishing share for their
exports in world trade,

20, The figures in tables 1 and 2 below are on a slightly different basis from
those presented in annex I. They are for 81 developing countries: and they show
the difference made by flows of aid, first by the renayments of capital and,
gecondly, by interest payments. The figures cover both official and private flows,
From 1965 to 1971 gross disburscments rose by 57 ver cent -~ an annual rate of
increase (compound) of 8 per cent. However, when amortization is subtracted (the
column met flow'}, the rise is reduced to 42 per cent (6 per cent =z year), And
vhen a further subtraction is made for interest payments (the cclumn “net
transfers”), the rise becomes only 25 per cent (under 4 per cent a year}. As the
next section makes clear, after allowance for price increases, there was hardly any
rise in the net transfer of real resources at all.

21l. Another way of stating the same proposition is that from 1965 to 1971 debt-
service payments rose from 40.3 to 52.3 per cent of gross disbursements.

22. The UNCTAD secretariat has carried these figures forward to 1681 (table 2
below). This projection assumes that the various components of gross disbursenents
continue to move at rates comparasble to those experienced in the period 1968-1971.
On this assumption, by 1981 debt-service payments would offset 65 per cent of

gross disbursements. The rising trend in the cost of debt service is such that if
in any year now gross disbursements were to fail to rise, net transfers would fall
sharply: thus, if in 1971 gross disbursements had heen no higher than in 1970, net
transfers would have fallen 14 per cent, in money terms, and substantially more in
real terms.

23. It is for these reasons that it is essential, in administering any additions

to the aid flow, that develoming countries should not be burdened with further
increases in debt. In other words, the additional flow of aid should be net.

The effect of inflation

24, The current inflationary trend complicates the international aid effort and
confuses the corresponding statistical informaticn. As a consequence, the time
series of statistics on development aid do not currently reflect the trend in the
real volume of development assistance. Mont zggregate statistics of aid tend to be
guoted in current dcllars. This is doubly misleading, not only because of the rapid
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a/ Grants and loans, both public and private.

b/ Total disbursements minus amortization.

E/ Total disbursements minus amortization and interest,

Eighty-ocne developing countries: external resource flows
and service payments on external public debt
(Millions of dollars)
Dotal Debt service De?t
disbursements | Net b/ [Net E/ Peiizzi;e; of
received AmortizationjInterest {Total | flow transfer disburseients
(1) (2) (3) Ly=(2) (1)-(2) {(1)-(%) | (}) as percentage
+(3) of (1)
1965 | 8,282 2,460 87T |3,337| 5,822 | h,9L5 4o3
1966 | 8,251 2,755 995 (3,750 5,496 | 4,501 k5.5
1967 | 9,726 2,817 1,095 13,912 6,909 | 5,815 L0.3
1968 {10,470 3,345 1,277 |4,622] 7,125 | 5,848 b2
1669 {11,068 3,687 1,482 |[5,169¢ 7,381 | 5,899 46,7
1970 {11,625 h,195 1,817 6,013 7,430 5,612 51.7
1671 {12,983 L 707 2,082 |6,790( 8,276 | 6,194 52.3
p—
Source: World Bank/IDA, Annual Report, 1973, table 8, p. 92.
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Table 2. Tllustrative projections for 81 developins countries
of gross disbursements, debt-service payments and the
resulting foreign exchange availabilities in 1981
(nillions of dollars)
1971 1981
(actual) rrojection
I. Total
Gross disbhursements 12 984 34 398
Debt-service payments 6 790 22 189
Het transfer 6 194 12 209
Debt-secrvice payments as percentage
of gross disbursements 52.3 6l .5
1. Official bilateral
Gross disbursements 6 380 11 8L
Debt-service payments 2 078 L 538
Het transfer 4 302 T 309
Debt-service payments as nercentage
of gross disbursements 32.6 38.3
III. Multilateral institutions
Gross disbursements 1 782 4 Lo
Debt-service payments AN 2 930
¥et transfer 865 1 540
Debt-service payments as percentage
of gross disbursements 51.5 65.5
1v. Private
Oross disbursements 4 822 18 081
Debt-service payments 3 795 iy 722
Net transfer 1 027 3 359
Debt-service payments as percentage
of gross disbursements T8.7 81.4
Source: UNCTAD secretariat calculations.
Uote: The terms assumed throughout are: official bilateral loans:

3.3 per cent interest, T vears grace and 27 years maturity: concessional
multilateral loans; 0.75 per cent interest, 10 years grace and 50 years maturity;
other multilateral loans; 7.25 per cent interest, 5 years grace and 23 years
maturity; vprivate credits; 8.5 per cent interest, 2 years grace and 8 years

maturity.

The annual rates of growth assumed are 8.4 per cent for official

bilateral lending, 9.7 per cent for multilateral lending, and 15.2 per cent for

private lending,

Grants were assumed to decline by 1.4 per cent per annum,.
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rate of inflation in recent years, but also because since 1972 the dollar has
effectively been devalued as against most other major currencies, gf

25, The Development Assistance Commitiee has now published series which make it
prossible tec correct the figures which they publish for aid flows both for price
changes and for changes in exbhange-rates; and some of the conseguences of using
these adjustment factors are shown in tables 3 and & below.

26. If we take the figures for the total public and private flow of financial
resources to the developing countries (lines 1 (a) and (b) of table 3), the
annual rate of rise ir the last decade, in current money terms, is 8.8 per cent:
however, in real terms that figure comes down to 5.5 per cent.

27, For the purpose of this report, howvever, it is more sensible to look at the
figures for official development assistance only (lines 3 {a) and (b) of table 3).
The annual rise here over the last decade, in money terms, is 4.8 per cent; but in
real terms it comes down to only 1.3 per cent a vear.

28. Both these series are net of capital repayments, but not net of interest
repayments. From 1965 onwards there is the series (already discussed in paras. 18-
19) for the total private and public flow to 81 developing countries, net of both
capital and interest payments (table L)}. Trom 1965 to 1971, which is the latest
year available, net transfers, in real terms, show virtually no ise at all. Over
the whole six years, the net transfer of real resources rose just over 2 per cent -
that is, at a rate of less than 1/2 per cent a year.

29. In real terms, therefore, official development assistance has risen very
little in the past decade. Against this background it is important to ensure that
the addition to aid, under any of the alternative proposals for cuts in military
budgets considered in this report, will be a real addition to the volume of
official development assistance.

30. The effect of price inereases is not simply that it leads us to reassess the
past trends in aid, so that we see that in volume terms it has hardly been rising.
Inflation also erodes the value of aid commitments which have already been made -
assuming that they have been made in money terms - because of the lag between
commitments and disbursements. Further, inflation directly affects both the need
for international assistance and the possible ways of meeting that need. The
situation in 19Tk is 2 good example of this. Ispecially when inflation is
accelerating, this tends to lead to acute balance-of-payments problems and cften

E/ One may take as an example a European country which pays the salary of a
teacher in a developing country. If, comparing this year with last year, his or her
salary has risen, purely as a consequence of a general salary award, by 10 per cent;
and if, in addition, that country’s currency has heen revalued by 5 per cent as
against the dollar, the dats will show an increase in aid in current dollars of
15-1/2 per cent (110 x 105 = 115.5), although the real resources transferred are
§till the same, at one man year.
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alsd to restrlatlons on world trade. So the need for increased aid transfers may
becomé especially acute at the very time when donor countries, because of their
economic difficulties with inflation, are tending to cut back Government
eXpEnditure and one of the first candldmtES for such cuts tends to be ald to
d@velowlnb cOunﬁrles

3. A conulnuouo process of 1nflat10n wikl have 1mportant impliecations for those
characterlstlcu and conditions of aid transfers discussed in paragraphs 11-23. The
conce351onallﬁy oY grant element of aid may differ widely in real terms from the
flgures Gileuldted in the way describéd in paragraph 12. It will be a central issue
fbr‘thé‘management of the debt of developing countries - as it iz for the

mahafelent of mahy types of debt within countries - to find ways of spreading the
réal value of debt service more evenly over time. However, it is not our task here
to anailyse further these problems and their implications for aid policy.

Characteristics of official development assistance

%

32. There ark always constraints of some kind on the amount and form of offiecial
develOpment assislance available to a recipient country. ©Some are useful to ensure
that the funds will be efflCLently employed for the purpose of furthering econonic
deveiopment and welfare in the devel@plng countries., These criteria are discussed
in paragrapns ho-U6, lere we note that they should bve negotiated in concert with
the rec1p1ent count?:es and siiould not be imposed by donor countries. In the
actual Uractlce orf off1c1al develoﬁment aid there are, however, many other ways in
whlch the rec1plents free use of 2id resources iz restricted in the interest of
the dorioy countries. These "conditions” for aid tend to work against the interest
of the recinient countries in at least two wavs. First, by diminishing the
possibility Ffor the recipients to usé the full amount of aid funds in the most
efficient way for the stated purposes they impose a burden or cost and therehby
decrease the value of 6fficial developnent assistance received. Secondly, the
COndlthnS 1r@obed by the dond?r eoubtries can be used as a lever to extract
cowme;c1al & pollt;cai advantagﬂé in a way that infringes upon the economic and
politieal Soverélgnty of the ﬁeveloplng countries. For these reasons the aim must
be to révove these klnds of condltlons from the administration of the aid flows we
are con81der1ng neté.  (This recommendatlon and those in the following paragraphs,
reFer thTOUghout to thls additioral flow of aid.)

33. Jlthln thls context the terms for official development gssistance credit may be
viewed in certain cases as an instance of conditions for aid, and for this and other
reagons we have already recommended above that the additional aid we are discussing

here should largely be given as grants. Aid given in inconvertible currencies may

restiict the recipient’s choice of the market in which he can purchase the necessary
imports. This might decrease the value of officiszl development assistance.

Whenever possible, aid should be givén in convertible currency. T/

£/ Bore qualificabibns to6 this peheral condlusion are set out in paragraph 35.

/pne
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Table 3. Flows of financial resources to develeoping countries
from DAC countries, in current and constant prices: a/
1971 and 1972 compared with 1962 and 1963

(Millions of United States dollars)

Percentage
1962 1963 1971 1972 change,
1962 to
1972
(1) Total public and vrivate
flow, net ol capital
repayments
{a) At current prices 8,437 8,572 | 18,158 | 19,653 +133
{(b) A% constant {1970) o
prices 10,056 } 10,160 | 17,0L9 | 16,957 + 69
(2) Price index, 1970 = 100 83.9 sh.3 | 106.5 | 115.9 1  + 38
(3) Official development
asgistance, net of capital
repayments
(a) At current prices 5,538 5,772 7,759 8,654 + 59
{(b) At constant (1970)
prices 6,L28 6,742 7,238 7,346 + 1k
(4) Price index, 1970 = 100 84.6 85.6 | 107.2 | 117.8 + 39

Source: Organisation for Economic Co-operation and Development, Development
Co-operation, 1973 Review (Paris, November 1973), table II-2, p. 42, and table A,
annex, p. 176.

é/ The deflators used correct for price changes and for changes in exchange-
rates relative to the dollar.

/oo,
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Table 4, Txternal resource flows and transfers, net of debt service,
to 81 develowing countries, at current and constant

prices a/

(i1illions of United States dollars)

1
!

Percentage
a change,
1965 1966 1870 1971 1965 to
1971
(1) Gross disbursements, public
and private
(a) At current prices & 282 8 251 ({11 /25 | 12 983 +57
(b) At constant prices 9 500 9 170 [[11 €25 | 12 200 +28
i (2) Price index, 1970 = 100 87.2 90.0 100.0 106,5 +22
{3) Wet transfers - net of
capital and interest
vayments
(a) At current prices 4 ghs L 501 5 612 6 104 +25
(b) At constant wnrices 5 671 5 001 5 612 5 816 + 2
{(4) Price index, 1970 = 100 87.2 90.0 100.0 106.5 +22

Source: Vorld Bank/IDA, Annual Revort, 1973, table 8, p. 92; Organisation

for Economice Co-operation and Development, Development Co-operation, 1973 Review
(Paris, Wovember 1973), table A, annex II, p. 176.

gj The deflators used correct for price changes and for chaneges in the

exchange-rate relative to the dollar.
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34, The kind of conditions which in the past have proved most restrictive and
costly for the recipient countries are those inherent in the prevailing practice of
so-called "tied-aid". This can take various forms and aid may, for instance, be
tied:

(2) To its place of origin, that is, requiring the recipient to spend the sums
transferred in the donor country;

(b) To special goods and services, which means that the recipient country must
rely solely on certain special capacities of the donor country;

(c) To shipping, i.e., requiring the recipient country to use the means of
transport of the donor country.

35. By far the greater part of official bilateral development assistance is tied.
The doner countries put forward the following arguments for this practice: exports
are promoted, and the impact of international economic assistance on the balance

of payments is reduced; excess production capacity is utilized; surplus agricultural
products may in this way be disposed of; the economie assistance is in this way
identified with the donor country; and it is easier, with tied aid, to obtain public
support for international economic assistance. On some occasious economic aid is
part of long-term agreements for mutual cc-operation between developed and developing
countries. BSome developing countries consider this practice acceptable. Such
agreements often preseribe the exchange of certain specified goods and services.

36. Aid-tying will impose a cost on the recipient country relative to untied aid,
to the extent that the transaction prices at which the flows are valued by donor
countries may be above world market prices, and to the extent that the flows include
an inferior selection of goods from the point of view of the recipient country. As
a result, the real volume of goods and services aectually transferred and its value
to the recipient country may be far less than it would have been had the developing
country been provided with an equivalent amount of cash and left to purchase the
required goods and services on world markets. In the past, aid-tying has been
estimated to lead to the overvaluation of resource flows to developing countries on
the average by between 15 and 20 per cent, depending on the nature of the project
and the donor country. gf

37. A special case of tied-aid is that a substantial part of food aid has originated
in production surpluses resulting from the domestic farm policies of donor countries.
An additional cost is imposed where such aid is valued at prevailing worid prices,
whereas the price that would have prevailed had the surplus been put on to the world
market would have been lower. Technical assistance - though not in itself an
unfavourable form of assistance, especially when channelled through multilateral

g/ See "The costs of aid-tying to recipient countries: progress report by the
secretariat of UNCTAD", Proceedings of the United Vations Conference on Trade and
Development, Second Session, vol. IV, Problems and poliecies of financing (United
Nations publication, Bales No.: E.68.T1.17).
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agencies - sometimes involves similar valustion problems. It is wresently valued
according to the budgetary outlays of donor countries, i.e., by using the salaries
actually paild Lo the personrel in question and other associated costs. This may
produce s distortion, where the recipient country, had it been given cash, might have
been able to obtain - at lower prices .- the services of either local or third-country
perscnnel of equivalent or almost equivalent capability.

36. The dominant part of official develorment assistance is pilateral. Even if no
other special conditions are imposed, the bilateral form in itself may, by
establishing ties of ¢bligation and dependence between donor and reciplent, make it
possible for the donor country to effect an undue political and economic influence
over the recipient country. The bilateral form zlsc makes it much mcre probable
that the various kinds of special conditions mentioned above will be imposed on the
aid transaction. Tor these reasons it is preferable to have the additional aid
channelled through multilateral asgencies, even though this does not eliminate all
rossibilities of impositicn on the part of the denor countries. At the moment, a
relatively small proportion of official development assistance comes through
multilateral institutions - but the proportion is rising (see table 3 in annex I).
For DAC countries, this proportion was only T per ceat in the first half of the
1660s- it rose to 154 ver cent in 1969 and reached 22 ver cent in 1972. Any new flow
of aid resulting particularly from the reduction in military budgets should
eventually all be routed through multilateral instituticns. Given the comparatively
small role which multilateral institutions have hitherto played, this would be a
radical change in the system by which economic aid is administered.

39. There are many difficulties which will be encountered on the way towards
removing the conditions imposed on official development assistance transactions.
These difficulties may prove especially intractable in the short run when one has

to carxrry out the kind of drastic increases in levels of official develcopment
assistance that would follow from the proposals of cuts in military budgets studied
in this report. Some countries would find it more difficult than others to ensure
that the whole of a substantial increase in aid was untied or made in convertible
currencies. This results from, among other things, the balance-of-payments structure,
tne relative size and competitiveness of the national export industries, and existing
patterns and agreements on foreign trade. Acknowledging these difficulties and
differences does not detract from the importance of working steadfastly towards the
aim of gradually removing the conditions for aid. An important prereguisite for such
a move is to have more detailed and continuous information on the extent and costs of
aid-tying and other characteristics of aid.

Criteria and machinery for aid

Lo, T®stablishing criteria for eligibility and distribution of aid is a very complex
task. Tt 1s also very hard to clarify from analysis of historical data on =aid
transfers what the prevalent criteria have been in the vpast. Regional and country
analyses that have been made of aid flows often show patterns for which 1t 1is
difficult to find Jjustification. Three main types of criteria have however been

/..
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discussed in the literature on the subject. We can here call them the criteria
of need, efficiency and effort respectively. ' '

hl. The criterion of need is based on the notion of a fair distribution of
economic welfare between people in different countries and could be interpreted

as giving aid priority to the countries with the lowest per capiita ingomes. The
criterion is simple to use in principle, althoush 1mnlementatlon encounters all the
usual problems of international comparisons.

42. The criterion of efficiency is usually taken to mean that ald should be
channelled to those countries and those projects where it will yield the maost, The
vield of invested aid funds then has to be measured with the help of some cost-
benefit calculus, which in this contexi is far from teing a simple operatign. Of
central importance will then be the choice of a valuation bhasis for this calculus -
vhether costs and benefits are valued according to commercial stapdards and the
yield measured in terms of the eventusl exvort earning that directly or indirectly
will acecrue, or, if costs and benefit are instead somehow valued in a way that
takes in all aspects of the eccncmic and social well-being of the peonle coneerned
into consideration. Whether the use of an efficiency criterion is consistent with
the wish to altain a just distribution of aid among developing countries or regions
will depend on whether or not there are other means of redistributing the yield of
developnent. ‘

43, The criterion of effort is uvsually taken to mean that a main ccnsiderstion in
distributing aid should be the efforts deployed by the different countries in terms
of social and economic development. Obviously this "effort' is rather difficult

to measure even in relative terms, although attempts have heen made in the
literature to link it with magnitudes like increases in invéstments and savings,
efficiency of investments and export performance. There may be reason to agsume
that use of this critericn would often give results similar to those obtained by the
use of an efficiency criterion. '

LY., To the extent that the additional aid under discussion is distributed for
development rather than natural disaster relief, it will be impertant for rec1n1entg
to work up, in so far as possible, effective programmes for the absormtloﬁ of the
new assistance,

45. Decisions on the eriteria to be used imply a specifigation of the countries
vhich would be eligible for sdditional. aid. In the past the varicus lists of
developing countries have differed in the countries they 1n;lude tnese
clagsifications have used, amongst others, criteria of political ‘status and
technological advancement, as well as the criteria we have listed abave.

U6, The choice between the aifferent criteria will, ameong other thinss, depend on
the time-horizon used and the relative weights given to efficiency and justice
respectively. It is not our task here to pre-judge the outcome of the deliherations
that will have to deal with this issue, especially since the decisions may very
well vary with different contexts - different times, countries and projects.
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LT. A further requirement for aid which we think it essential to add is that
measures should be taken, as far as possible, to ensure that the aid that comes from
reductions in military budgets by donor countries should not be used by the
recinient countries to increase their own military expenditure.

8. If the aid resulting from the proposals considered in this report is not too
big to be handled by the already existing multilateral admiristrative machinery
within the framework of the United Wations, there is no reason why existing
institutions should not be used for this expanded task. If the aid is larger,
there may be reasons for setting up new international administrative machinery.
However, in any case, there may be grounds for wanting the political decisions on
distribution to be settled by some international authority such as the Special
Committee on the Distribution of the Funds Released as a Pesult of the Reduction
of Military Budgets, established by the General Assembly in resolution

3093 A (XXVIII) of T December 1973.





