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Abstract

This paper presents a model in which firms in two producer blocs (the US and Europe) produce a homogeneous defense good and sell it to their own governments and to the “rest of the world”. The security level of each of the two producer blocs depends on their purchase of the defense good relative to the amount of it that is purchased by the rest of the world. Security levels are chosen such that the country’s welfare, which depends on the country’s security level and on its government’s expenditure on other goods and services, is maximized. The model includes two stages. First, the governments of the two producer countries commit, simultaneously and non-cooperatively, to the amounts of the defense good that they will purchase, at the world price, from their defense industry. Second, the defense firms in the two producer countries play a Cournot game.  

The main results  

1) As expected, a rise in the rest of the world’s demand for the defense good (due, say, to increased regional conflicts or an increase of the rest of the world’s GDP) causes an increase in both quantity purchased and in world prices. These changes, in turn, reduce the security and utility levels of the producer-countries.  

2) A rise in the producer-countries’ demand for the defense good (due to an increase in their overall budget, changes in the efficiency of the use of their weapon systems, or an increase in these countries’ taste for security) causes an increase in these countries’ purchase of the defense good and in its world price. As a result, we observe an increase in the producer-countries’ defense expenditures, an increase in the defense industry's profit, and a rise in the producer-countries’ net defense cost. The increase in the defense good world price induces the "rest of the world" to buy less of the defense good, causing the security levels of the producer-countries to rise.

3) The budget share allocated by the producer-countries to defense exhibits only small sensitivity to changes in most of the model exogenous parameters, other than the taste of the population to security level.  

4) Structural changes in the arms market which change the world price of the defense good, affect both the arms producing countries and the rest of the world similarly - rising price causes a decline in the quantity purchased. The ratio between the price of the defense good and the quantity purchased by the rest of the world determines which of the sides (the arms producing countries or the rest of the world) is hurt more by the structural changes. When prices are low, a price increase causes security levels of the producer-countries to decline, and when prices are high, a price increase causes security levels of the producer-countries to rise. 

5) Current prices of modern weapon systems are very high (compared to the reservation price derived from the demand function of the rest of the world). Exports of weapon systems may vanish in response to a further increase in this price.  

6) An increase in the importance of security in the US, following the September 11 events, will cause an increase in the US’s spending on military procurement, an increase in the world price of the defense good, an increase in the utility and security levels of Western Europe, and a reduction in the rest of the world’s imports of the defense good. 

7) The increase in the price of the defense good during the last 10-20 years is due to two forces: a rise in the production cost of advanced weapon systems, and a decrease in the number of defense firms. Currently, both a further increase in production cost and a continuing consolidation in the defense industry work in favor of the US and Western Europe (these effects will increase these countries’ security and utility levels). Therefore, mergers and acquisitions across the Atlantic are likely to develop, and the massive investments made by the US and Western Europe in military R&D are expected to continue, aiming at raising world prices to a level that the "rest of the world" can't keep up with (the rising price of modern weapon systems is likely to crowd out the rest of the world from the market for modern weapon systems). The initial signs of this process are already evident: SIPRI's estimates for arms exports during 2000 indicate a decline of 26% from the 1999 values, owing mainly to the drop in deliveries by the US.
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