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1. Introduction.

This paper considers some of the changes that have been taking place in the defence industry
since the end of the Cold War and the implications for the UK economy. The next two
sections congder the generd trends and the scenario for the UK. Thisisfollowed in section 4
by adiscussion of the impact of globaisation on the defence industry and the changes that
have taken place in the companies and in the procurement relationsin sections 5 and 6. The
next three sections consder the importance of the ams industry to the economy. Findly,
section10 presents the main points, some conclusions and policy proposas.

2. Global trends in milex, arms trade

With the end of the Cold War the old certainties changed and were replaced by an uncertain
world. It was not necessarily a safer world, but the reduced involvement of two superpowers
inareas of conflict certainly reduced the scde of conflicts. With biting economic congraints
and the increasing need to use resources for other purposes there were huge reductionsin
military spending (Fig 1). Between 1989 and 1998 world military spending saw areduction
of one third, but with wide regiond variation. Western Europe seeing only a decline of 14%.

Percentage changes in red military expenditures 1989-98

World -34%
Western Europe -14%
North America -32%
CIS (1992-98) -76%
Asa +27% (but economic crisis 1997)

Source SIPRI (1999)

At the same time the arms trade reflected the decline in procurement expenditure. SIPRI
identify the trade of mgor conventiona wegpons. Tharr figures show that from the last years
of cold war 1984-88, when transfers reatively high, arms transfers went through a
trangtiona period of steep decline between 1989 and 1994 and now seem to have stabilised
but at a much lower leve than that achieved in the late 1980s.

3. Scenario for UK

Despite sharp reductions within the UK, the resources devoted to military spending are il
high rdlaive to other countriesin smilar Stuations. The UK devotes 3% of GDP to military
gpending, which isagmilar burden to France but larger than Germany at 1.7% and Itdy at
1.9%. There are anumber of strategic concerns for the UK. The resurgence and reinvention
of NATO has raised questions about the future of the WEU and the likelihood of pan



European Forces. It has dso affected the issue of harmonisation of equipment with dlies and
who represents reliable suppliers. The US remains amgjor part of any future strategic
consderations.

It isclear that the threats are different and are likely to require non-traditional responses. In
the Post cold war the focusis on pariah states, terrorism, crime and peacekeeping (Kador,
1999). The activities of the armed forces are likely to be very different, what they do, where
they do it and how. They are likdly to require very different equipment and force structures.
Strategic mobility and globa information and communications systems are likely to be
increasingly important and for these there is considerable dependence on the US.

With the changesin technology it is becoming impossible for countries to maintain the
capability to produce a comprehensive range of weapons independently. The UK defence
industry has moved from gtrategic justification to economic judtification for its existence. It

is, however adeclining employer and is heavily subsidised. It isdso now stuck with
programmes and indudtry thet are legecy of cold war. The economics of maintaining the
capability have meant a push for arms exports, but there is excess capacity in the market, with
wegpon sysems sdlling a near margind cost, and extensive use of offsets and other
measures. This makesit adifficult market and it is aso not a growing market. The UKs pride
a gaining an increasing share of a declining/static market does seem somewhat misplaced.

4. Globalisation and military industries: behind the myth

There has been congderable interest in globdisation and its implication for the economy and
security. There is dso consderable debate over the degree to which globaisation has
occurred and how important it is (Held et &, 1999, Hirst and Thompson, 1996). The Cold
War defence industry was very clearly higtoricaly specific, however, and very different to
what had gone before it. It was very much a modernist industry with its clusters of inventions
and technocratic culture. It was dso a conscioudy planned product of the nation states, who
wished to have the capability to produce and devel op a comprehensive range of wegpons, to
creete anational Defence Industrial Base (Lovering, 1998). In this way it was the product of
particular ructure of nationd and internationa relations, markets and technologies
underpinned by a superpower arms race. It should be no surprise that the end of the Cold War
saw such profound changes.

The resulting restructuring has left world arms production highly concentrated. In 1996 the
10 largest arms producing countries account for dmaost 90% of production: sales about $200
billion (not including China and Russia). This declining trend has sopped, though
restructuring continues in the USA and the EU. In the USA concentration pesked in 1998
when 4 huge arms companies absorbed more than 20 others and further concentration has
been blocked by anti trust concerns and some problems with the integration of the different
companies. Western Europe seems to be heading towards cross border integration but cross
Atlantic links remain important (Skoens and Weidacher, 1999).

This rationdisation in response to declining demand saw no red conversion to civil
production and the internationglisation has not created the truly global companies expected.
What is clear isthat the old 'spin off' of technology, as the benefits of military technology for
civil industry were caled, is no longer important. Instead 'spin in', the increasing use of civil
technology and productsin military good has become prevaent. In the UK government
research facilities seem to be moving to a support role for procurement rather than the basic



research establishments.
5. Company changes

The mgor defence companies have dso changed. They have moved away from being
manufacturing companies over arange of products to become systemsintegrators, putting the
products of other contractors together. Thisis what Ann Markusen cdls 'hollowing out'.
British Aerospace is the obvious UK example which in achieving profitability and becoming
the apple of financia capitas eye shed hdlf of its workforce and alot of its production
fadlities

In this way subcontracting has become increasingly important for the defence contractors, as
they outsource. This has aso led to more non traditional companies being involved in work
for defence companies. It is aso clear that the supply chains have extended internationally.
Thisis nowhere clearer than in British Aerospace's movesinto South Africa (Batchelor and
Dunne, 1999). There have aso been numerous cross border equity swaps and purchases, the
development of joint ventures, licensed production, technology transfer, which are clearly a
drategy of internationdisation by the companies. These developments by the companies were
well ahead of the nationa governments willingness to alow control over their national DIB

to wane. (Skoens and Weidacher, 1999).

This has led to networks devel oping across the world and makes the existence of a
comprehengive production capability within any country other than the US an impossibility,
and even in the case of the US unlikely. In addition finance capita became of growing
importance for surviva of companies and had a hand in determining the form of restructuring
of the industry. The companies have not globaised, however, in the sense of becoming
transnationa and losing their home base. They remain tied to their nationa bases, despite
some British Aerospace dlaims. They require the support of national governments as major
customers and national orders are important in getting export orders. In addition, they get
considerable support from the government in exports.

There were clear changes in the nature of the companies as they became more like avil
companies and took on the corporate governance structures of civil companies. They ill
retained close links with procurement executive, however, so there were still some
differences, but they recognised the importance of their customers perception of themina
way they had not before (Evans and Price, 1999). One interesting change was a recognition
of the importance of their different stakeholding groups. They recognised the importance of
reputation and that a change in their identity was important (Dunne and Parsa, 1999)2.. It was
no longer only the government that was important and the other stakeholder groups could
assist the companies in lobbying for state support and orders.

There have ds0 been changes in employment relations. Companies have shed large numbers
of employees and as companies moved away from production they have retained an
increasing proportion of engineers and scientists. There are al'so arange of subcontracting

1 1n 1997 aBritish Aerospace director at a UK aerospace trades union conference said "We want to be seen as
British in Britain, German in Germany, Chinesein Chinaand so on". Thiswas an attempt to redefine BAe and
there have been an extension of networks etc.. but BAeremains a UK based company and still seesthe UK
MoD asits main customer, as Evans and Price (1999) affirms.

2 Not alot of work has been done on this and an interesting project would be to look at the role of Directors and
types of directors on the boards and how this has changed.



companies dependent on them, many of these not obvioudy producers of military goods, as
increasng oinin of cavil technologies

With the cuts in procurement trade became increasing important to the companies and they
pushed to achieve exports. At the same time the subcontracting and creation of networks has
led to an increase in trade within companies and within their networks. This could lead to less
vighility of the aramstrade in future and make it difficult to control

6. Changing procurement relations:

In the post Cold War world countries have moved away from a planned nationd defence
indudtrid base (DIB), in which companies perceived themsaves as the workshop of the
MoD. With privatisation came a change in the regulation of the industry both at aforma and
aninformd leve. With the Levene reforms of 1987 came a clear change in the rules. The
prevaence of cost plus contracts and gold- plating was no more. A more commercia
environment was introduced with competitive tendering, contracts awarded with reference to
market prices etc. Most importantly the cancdlation of Nimrod and the purchase of AWACs
from the US made foreign procurement a credible threst and represented a sea.change in
government industry relaions (Dunne, 1995).

These changing procurement relations and the decline in orders led to a marked restructuring
of domestic companies. In the UK this aso led to the creation of monopolies for particular
components and systems. With competition came failure and the losers were taken over or
closad down, leaving the government facing single suppliers. With the credible threst,
however the Defence Industria Base became much less successful in capturing the
governmen.

Financia capitd cameto play an important role as the companies restructured and look for
dternative support to government, while internationdisation of the companies alowed them
to be involved in procurement contactsin other countries, though they gill remained nationa
based. Ad hoc planning, was reintroduced, however, with the favouring of domestic
companies, such as Mgor going for the Chalenger over the US dternative. Thisled to a
weakening of the government's position as the credible threat became less credible. The
defence industry was dso seeing the importance of |obbying.

In attempts to support the local industry and reduce its cogts the governments export policy
was extremdy important. It did, hwoever, lead to now wel known scandd's as governments
supported encouraged, subsidised, and took rather questionable actions®. Offsets became
increesingly important for foreign saes and this increased the links with government who
were providing support (Martin, 1999).

So we appear to have witnessed areinvention or ‘recongtruction’ of the DIB in amore
informal, internationa, and aless visble form. The mgor defence contractors are no longer
the workshop of the MoD, but more commercidly based firms, with large numbers of
contractors, that have to use lobbying to influence government. They do this using their
subcontractors and trade unions, loca government and development corporations,

3 Asthe Scott report showed. See also James (1996) on the experience of Astraand Leigh (1993 ) on Matrix
Churchill.



particularly in areas where they are important to the local economies. Companies need locdl
sdes as they provide a solid base and help them to sdl abroad. They are more internationa
and s0 can use the threet of losing jobsin the UK aswedl as being able to influence domestic
procurement through their links abroad, such as through the EU.

Companies are aso involved in determining the threat and the response to it with the changes
in procurement. Smart procurement, proposed by the UK government in the Strategic
Defence Review provides them with such opportunities.

In addition, the increasing use of civil technology in weapons system, the devel opment of
dua use technologies, and the increase in intra company trade make trade less visble.
Despite the companies remaining dependent upon their national governments, there could be
problems of control. The regulation of the armsindustry and trade at loca and internationd
leve is becoming an important issue.

Given these changes and the reinvention of the defence indudtrid base and itsinfluenceit is
useful to ask exactly hoe important it is to the UK economy.

7. Importance to the UK Economy

During the early 1980s the defence industry in the UK became increasingly important to
manufacturing as it was protected from the ravages wrought on the rest of the industry. The
introduction of the Levene reform in 1987 changed dl of that and with the changes that have
followed the end of the Cold War it is now nowhere near asimportant.

The MoD estimates direct and indirect employment to be just over 400 thousand, with 150
thousand of those jobs linked to exports. While these estimates can be questioned as being
overestimates, they gill suggest that military procurement supports around 10% of
manufacturing employment, which represents less than 2% of tota employment.

A regards the arms trade, arms exports are variable year by year because of large contracts
coming in in particular years. Neverthdess, the figures for ddiveriesin Table 1 were never
more than the 2% of total Exports of goods (excluding services) in 1996. When the estimates
of aerogpace are added in the shares are higher but never more than 4.5%. Arms exports
employed an estimated 150 thousand workersin 1996/7 , accounting for less than 4% of
manufacturing and just over haf a percent of tota employment. See Table 2

Clearly, the indudtry is not asimportant to the economy as one might think. It is certainly
more important to the manufacturing sector and has a gresater presence within the high tech
part of that industry. The question that has seen considerable debate is what is its economic
effect.

8. Economic Effects of DIB

Economic theory generdly has no digtinctive role for military spending, it isjust another

form of government spending. Briefly (and superficidly), for neoclassical theory, security

may be necessary for trade, but thereis a trade off between guns and butter. For Keynesians
as government spending it can have a poditive demand effect. For Marxist's the story is mixed
Dunne (1990). The Underconsumptionists, however, do have aclear and postive role for
military spending, though not backed up empiricaly (Smith and Dunne, 1995).



There are anumber of channels through which the DIB can effect the economy
- support jobs but diverts resources from other uses
creetes negative externdities through its influence on other areas of the economy
it crowds out investment from the civil sector
it spins off technology to the civil sector -but more spin in now
it crestes demand but can aso create bottlenecks in the economy
it has socio palitica effects, such as militarigtic nationalism or helping control labour
the Military Industrial Complex actsin its own interests and not the country's and
invents threats

But whether the overdl impact is positive or negative is clearly an empirical question (see
Dunne, 1996 for detall).

There are ds0 a number of forms of empirica andyses.
Ingtitutionad and historical
Econometric
Smulaion
Modd based

Overdl, the results suggest a negative effect of military spending on economic growth for
advanced economies-at expense of investment rather than consumption and that reductionsin
military spending can improve economic performance, particularly when the savings are
reallocated (see Gleditsch et a 1996 for detail).

Given the important role that exports have played in the maintenance of the defence industrid
base and the way in which they are used to judtify it, it would seem reasonable to ask exactly
what the benefits of arms exports are. We can see they are vauable to the companies, but
what about the country?

9. Exports: the economics

One of the most important problems in judging the economics of arms exportsistrying to
make sense of the prices. They are not ordinary market prices. Often being set by
negotiations that may take place between governments and include al sorts of dedls. There
are dso hidden cogts that are not included in the press releases including:

Export credit guarantees
Marketing and other support

Offset arrangements

Aid budgets

Commissions and bribes
Technology transfer and licensing
Prop of UK components in exports

So while they may be profitable for the companies there seems to be considerable support
from the taxpayer. There are some hidden benefits from licence, the provison training, spares
etc but, overdl, estimates that have been made by researchers suggest areatively large
subsdy:



WDM (1995) £384 million (current prices)
CAAT (1996) £1 hillion (current prices)
Martin (1999) £228 million (1995 prices)

In 1995-6 the current price value of arms exports was £2 billion and just under £3.5 hillion.
The differences in these figures mainly reflect the different treetment of R& D, but they dl
support the finding that exports are heavily subsidised. A response to this argument by the
MoD is awaited.

10. Main points and Conclusions

1. The decline in milex following the cold war hastalled off and the declining trend in arms
production has stopped. In the arms trade the volumes of major conventiona weapons traded
has bottomed out and remains stable.

2. Restructuring of the industry continues, but concentretion in the US has cometo a hat. US
companies are having problems merging and with acquisitions eg L ockheed and Boeing are
introuble. It is more difficult than expected to put together companies with different cultures.
This could happen with mergersin Europe such as Aerospatiale-DASA link. Thereis
internationalisation but not globaisation. Companies remain wedded to their home countries
but increasingly have internationd joint ventures and other links,

3. Mgor defence companies are 'hollowing out' becoming systems integrators with networks
of suppliers, rather than producers. They are dso becoming more like non-defence companies
and increasaingly influenced by financid capitd.

4. The introduction of competition and the decline in demand made the Defence Indudtria
Base less successful in capturing government.

5. But the Defence Industrid Base isreinventing itsdlf in amore informd and lessvisble
form.

Instead of a planned DIB companies lobby the government and have various
stakeholders who do the same: workers, unions, loca communities etc
Companies play arole in determining threats and the appropriate technologica
response through 'smart’ procurement

Companies are directly supported by government through their support of arms
exports

6. Companies have become important internationd players with extensive networks that
dlow them influence on loca governments, such as lobbying through the EU

7. Defence industry has changed markedly but it till remains a powerful interest group and
can gill hold congderable influence over the government. It now relies on more informda
influences on government, which make itsinfluence less visble and internationd links that
make them less controllable.

8. The defence industry arguesthat it isimportant to the UK economy, but research suggests



that military spending has a negative impact on the economy. The companies are rdiant upon
exports and use economic arguments to judtify them. But arms exports are subsidised heavily
by the government and the economic benefits are not clear.

9. Exports of wegpons means they can reach potentia enemies and so provide arguments for
the development of a next generation! The need to export |eads to weagpons going to
questionnable regimes and inevitably involves corruption.

10. These changes present important chalenges to the peace movement. The new architecture
of security and the defence industry has to be understood and the internationdisation of the
companies tracked.

11. Policy proposas:

Decide what we need for our defence and how best to get it. If we produce domesticaly
we should be willing to subsidise it directly and not rely on exports.

Aim for inteligent customer cgpability rather than supplier.

Recognise that the MIC dill exigs, though in aless visble form, and isinfluencing
government

Recognise the internationalisation of defence production and consder multilateral
agreements to control it

Recognise the economic costs of the defence industry and the opportunity that till
remains to use those resources to produce for fast growing civil markets.

References

Archibugi and Michie (1997) "Technology, Globalisation and Economic Performance”, Cambridge University
Press.

Barker, Terry, Paul Dunne and Ron Smith (1991)"M easuring the Peace Dividend in the United Kingdom", Journal
of Peace Research,Val. 28, No. 4, November, 1991, pp 345-358. With Terry Barker and Ron Smith.

Batchelor, Peter and Paul Dunne (1999) “Industrial Participation, Investment and Growth: The Case of South
Africa s Defence Related Industry”. Mimeo, Middlesex University Business School. Paper presented to the South
African Trade and Industry Policy Secretariat (TIPS) Conference, Midrand, September 1999. Available at
www.tips.org.za

Batchelor, Peter and Paul Dunne (1998) “ The Restructuring of South Africa’ s Defence Industry”, Afiican Security
Review, Volume 7, no. 6, 1998.

CAAT (1996) "Killing Jobs', Campaign Against Arms Trade, April.

Castells, Manuel (1996) "The Rise of the Network Society", Blackwell

"The Changing Military Industrial Complex inthe UK", Defence Economics, Vol. 4, No. 2, March, 1993, pp 91-
112,

Cooper, Neil (1999) " The Business of Death : Britain's Arms Trade at Home and Abroad” (Library of International
Relations (Series), 1.), | B Tauris& Co Ltd; ISBN: 1850439532

Dunne, Paul (1999) "The Restructuring and Reinvention of the DIB". Presentation to the COST Workshop on
"Defence Restructuring and Questions of Identity”, Copenhagen, September.



Dunne, Paul and Sue Willett (1992) "National Case Studies on Conversion: The United Kingdom", Peace and the
Sciences, International Institute for Peace, Vienna, Summer, 1992, pp 72-84.

Dunne, Paul (1990) "The Political Economy of Military Expenditure: An Introduction™ Cambridge Journal of
Economics, Vol 14, No 4, Dec, 1990, pp 395-404.

Dunne, Paul and Sepideh Parsa (2000) “Non-Financial Information Disclosure and the UK Defence Companiesin
the 1990s" Forthcoming in Ljubica Jelusic and John Selby (eds)(2000) “Sociocultural Aspects of Defence Industrial
Adjustment and Conversion” Cost A10 Action, European Community.

Dunne, Paul (1999) ‘ The Statistics of Militarism’, Chapter 43 in Danny Dorling and Ludi Simpson (eds) (1999)
‘Statistics in Society’, Arnold, London, pp 376-383.

Dunne, Paul (1996)"Economic Effects of Miltary Spending in LDCs: A Survey", Chapter 23 in Nils Petter
Gleditsch, Adne Cappelen, Olav Bjerkholt, Ron Smith and Paul Dunne (eds) (1996) " The Peace Dividend",
Contributions to Economic Analysis Series (Series editors: Dale Jorgenson and J.-J Laffont), North Holland, pp 439-
464.

Dunne, Paul (1996) "Conversion in Europe: Challenges and Experiences’, Chapter 8in Bjorn Moller and Lev
Voronkov (eds) (1996) " Defensive Doctrines and Conversion", Dartmouth, pp 56-62.

Dunne, Paul (1995) "The Defence Industrial Base", Chapter 14 in Keith Hartley and Todd Sandler (eds) (1995)
"Handbook in Defense Economics", Elsevier, pp 592-623.

Evans, Richard and Colin Price (1999) "Vertica Takeoff", Nicholas Brealey Publishing Ltd.

Nils Petter Gleditsch, Adne Cappelen, Olav Bjerkholt, Ron Smith and Paul Dunne (1996) " The Peace Dividend",in
the Contributions to Economic Analysis Series (Serieseditors: D.W. Jorgenson and J.-J Laffont), North Holland,
1996.

Hartley, Keith (1999) "The Benefits and Costs of the UK Arms Trade", Mimeo, Centre for Defence Economics,
University of York.

Held, David, Anthony McGrew, David Goldblatt and Jonathan Perraton (1999) "Global Transformations",
Polity Press.

Hirst and Thompson (1996) "Globalisation in Question”, Polity Press.

James, Gerald (1996) "In the Public Interest”, Warner Books.

Kaldor, Mary (1999) "New and Old Wars: Organised Violencein aGlobal Era’", Polity Press.

Leigh, David (1993) "Betrayed: The Real Story of the Matrix Churchill Trial", Bloomsbury.

Lovering, John (1999) "Military Industrial estructuring and Governancein the Post Cold War World", Paper
presented to the COST Workshop on "Defence Restructuring and Questions of Identity", Copenhagen,
September.

Loversing, John (1998) "L abour and the Defence Industry: An Alliance for Globalisation”, Capital and Class,
Lovering, John (1998) "The Defence Industry as a paradigmatic Case of 'Actually Existing Globalisation™ Paper
presented to Workshop on "The Place of the Defense industry in National Systems of Innovation”, Cornell

University, October

Martin, Stephen (1999) "The subsidy savings from reducing UK arms exports", Journal of Economic Studies,
Vol 26, No.1, pp15-37.

Martin, Stephen, Keith Hartley and Bernard Stafford (1999) " The economic impacts of restricting UK arms
exports', International Journal of Social Economics, Vol 26, no. 6, pp779-801



Serfati, Claude (1998) "The Place of the French Arms Industry in its National System of Innovation in the
Governmental Technology Policy", Paper presented to Workshop on " The Place of the Defense industry in
National Systems of Innovation”, Cornell University, October.

SIPRI (1999) "SIPRI Y earbook 1999", SIPRI and Oxford University Press.

Skoens, Elisabeth and Reinhilde Weidacher (1999) "Arms Production™, Chapter 10in "SIPRI Y earbook 1999",
SIPRI and Oxford University Press

Smith, Ron and Paul Dunne (1994) "Is Military Spending a Burden?: A Marxo-marginalist Response to Pivetti”,
Cambridge Journal of Economics,Val 18, pp 515-21.

10



Table 1: Arms Exports
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Table 2: Arms Employment: Estimated Total and Export Related
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420 150
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