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During the last year the security threats to the European Union have increased dramatically under the
influence of military crisis in eastern Ukraine and Islamic terrorist activities in Europe. Consequently
the demand for defence in the member states of the European Union has become greater than in previ-
ous years. This situation leads to the dilemma when the high level of defence expenditure can hamper
the financial support of other sectors of national economy. Therefore it is necessary to increase the
efficiency of available financial resources that have been allocated for the defence without a significant
increase in defence expenditure. In order to achieve this efficiency the concept of closer cooperation
between military and civil sector can be the base for complex defence support measures that use the
potential of national economy.

Having regard to the above mentioned, the purpose of this study is to introduce the concept of civil-mil-
itary cooperation that utilizes the main task of military Keynesianism (to stimulate industrial devel-
opment and economic growth) and functions within the framework of Common Security and Defence
Policy of the European Union. In order to analyse the concept the following tasks were set: 1) to modify
the standard concept of military Keynesianism by the analysis of different theoretical sources; 2) to
identify the main advantages and deficiencies of the civil-military cooperation concept by the use of
expert interview; 3) to set out the main conditions for the functioning of the civil-military cooperation
concept by the use of cost-benefit analysis.

The following primary qualitative and quantitative methods have been used in this research: 1) literature
analysis that incorporates the study of theoretical works, research articles, as well as policy and legal docu-
ments; 2) expert interview that has been conducted after the presentation of civil-military cooperation con-
cept to the experts from the Ministry of Defence of the Republic of Latvia and Latvian National Armed Forces
Joint Headquarters. 3) cost-benefit analysis of hypothetical implementation of the civil-military cooperation
concept for ammunition manufacturing in the territory of the European Union.

The research shows that the negative impact of the identified deficiencies of the civil-military cooper-
ation concept can be significantly reduced by the use of effective legal framework and simple proce-
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dures of implementation. Also the main conclusion of the research is that under the pressure of the
high demand for defence the member states of the European Union, which defence industrial base is
small or non-existent (Poland, Baltic states et al.), can use the civil-military cooperation concept in or-
der to attract the foreign manufacturers of military or dual-use goods by implementation of tax relief,
as well as use of state infrastructure objects at a reduced price.

KEYWORDS: national economy, public-private partnership, defence industry, Common Security and De-
fence Policy of the European Union, industrial clusters, military Keynesianism, military goods, tax relief.

The modern defence policy of the European Union can be described as budget gradual cuts,
which applies to the defence budgets of the member states. According to the European Defence
Agency’s (EDA) data the total defence expenditure of the EU member states decreased. By the
influence of the Global Financial Crisis and reduction of military personnel during the period from
2006 to 2011, it dropped by 21 billion euros or almost 10% and between 2011 and 2012 it reduced
further by almost 3% (“European Defence Agency”, 2013). While Stockholm International Peace
Research Institute’s (SIPRI) database shows the continuance of decrease of EU defence expendi-
ture from 2012 to 2013 by 3,1% (“SIPRI Military Expenditure”, 2014).

Simultaneously military tasks continue to become more complicated due to the necessity of
rapid reaction under the influence of modern operational environment (non-linear battlefield and
hybrid warfare). Therefore the demand for the expensive high-tech military equipment has in-
creased. The existing economic situation can be described as high demand for defence in EU
member states, which is determined by the threat of rather new forms of warfare and at the
same time is limited by the lack of financial resources.

From 2006 to 2012 operational and maintenance costs of the military equipment, as well as
equipment procurement together with Research and Development (R&D) costs had the average
share of 43% in EU defence expenditures (‘European Defence Agency”, 2013). That means that
the same 43% of EU defence expenditure are under the influence of civil' sector that combines
the majority of military and dual-use good suppliers, as well as service providers. Therefore the
interdependence between defence and civil sector becomes more obvious. The above mentioned
trend was confirmed by the study “The Development of a European Defence Technological and
Industrial Base (EDTIB)" that was requested by European Parliament's subcommittee on Security
and Defence and was conducted in 2013 (Briani, et. al., 2013). The latter as well as earlier stud-
ies on the effects of implementation of offsets in a European defence industry (Eriksson, et. al.,
2007), European Defence Equipment Market (Craig, et. al., 2010) and European Defence Techno-
logical and Industrial Base (Bekkers, et. al., 2009) highlights the necessity of closer cooperation
between defence and civil sector, but at the same time their conclusions and recommendations
are connected mostly with legal and political aspects. None of the studies offers the theoretical
or practical concept of cooperation between defence and civil sector of the EU.

The novelty of this research is the development of the concept of cooperation between defence and
civil sector in theoretical (modification of standard military Keynesianism concept) as well as in
quantitative dimension (cost-benefit analysis of the hypothetical attraction of foreign manufacturer
of military goods in the territory of EU member state without a developed defence industrial base).

In order to address the issue that was caused by the growing demand for defence and regular de-
crease in defence expenditure of the EU member states it is necessary to increase the efficiency
of available defence budget without significant increase in defence expenditure by the use of co-
operation between defence and civil sector of the EU. Therefore, the hypothesis of this study can
be formulated as follows: the closer cooperation between defence and civil sector attracts foreign

1 Includes private and government non-military entities
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or domestic producers of defence-related goods to allocate their production in defence industrial
clusters as well as promotes defence budget economy.

Taking into consideration the hypothesis mentioned above, authors have formulated the pur-
pose of the study, which is: to introduce the concept of civil-military cooperation that utilizes the
main task of military Keynesianism (to stimulate industrial development and economic growth)
and functions within the framework of Common Security and Defence Policy of the EU.

In order to analyse the viability of the concept of civil-military cooperation the following tasks
were set: 1) to modify the standard concept of military Keynesianism by the analysis of different
theoretical sources; 2) to identify the main advantages and deficiencies of the civil-military coop-
eration concept by the use of expert interview; 3) to set out the main conditions for the function-
ing of the civil-military cooperation concept by the use of cost-benefit analysis.

The research methodology is based upon: 1) literature analysis that incorporates the study of
theoretical works, research articles, as well as policy and legal documents; 2) expert interview
that has been conducted after the presentation of civil-military cooperation concept to the ex-
perts from the Ministry of Defence of the Republic of Latvia and Latvian National Armed Forces
Joint Headquarters. 3) cost-benefit analysis of hypothetical implementation of the civil-military
cooperation concept for ammunition manufacturing in the territory of the European Union.

The research shows that the negative impact of the identified deficiencies of the civil-military co-
operation concept can be significantly reduced by the use of effective legal framework and simple
procedures of implementation. Also the main conclusion of the research is that under the pres-
sure of the high demand for defence the member states of the European Union, which defence
industrial base is small or non-existent (Poland, Baltic states et. al.), can use the civil-military
cooperation concept in order to attract the foreign manufacturers of military or dual-use goods
by implementation of tax relief, as well as use of state infrastructure objects at a reduced price.
Also this concept can be used for the creation of the mobilization materiel reserves.

The development of military Keynesianism as a concept for official defence policy began in the
USA during the Cold War. The basis for this policy can be found in the publication of John Maynard
Keynes “The General Theory of Employment, Interest and Money”. According to the Keynesian
theory, the main target of the government in the condition of economic crisis or recession is the
stimulation of employment. To achieve this target government should concentrate its econom-
ic policy on: 1) Stimulation of consumption; 2) Increase of government investments; 3) Regu-
lation of the rate of interest (Keynes, 1936). Another economic concept, which has stimulated
the evolution of military Keynesianism and Keynesian theory itself, is the concept of economic
(business) cycle. The development of this concept was stimulated by two major world economic
depressions in XIX and XX century, i.e. the Long Depression (1873 — 1896) (Rosenberg, 1943)
and the Great depression (1929 — 1939) (Bernstein, 1989). By the long-term analysis of world
economic data many economists such as Kitchin (1923); Kondratieff & Stolper (1935); Keynes
(1936) came to the conclusion that world economy’s development fluctuates between periods
of relatively rapid economic growth, and periods of relative stagnation or decline. Therefore ac-
cording to the concept the economic depressions are inevitable. In its turn the Keynesian theory
states that government can mitigate the consequences of economic downturn by involvement
into some economic processes. Considering the defence sector dependence on public funds, this
involvement can be frequently performed in a dimension of state defence activities.

The idea of the military Keynesianism was formulated by Polish economist Michal Kalecki who has
paid attention to the development of business in Nazi Germany (Custers, 2010, p. 80). Although the
concept itself was formulated by Kalecki (1935) before “The General Theory of Employment, Inter-
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est and Money” the main economic principles were introduced by Keynes (1936). It is very important
to mention that John Maynard Keynes has never advocated the increase of defence expenditure as
the prime source of stimulation of consumption or government investments. Because of his moral
principles he considered that increase of war expenditures “...has only been allowed to serve the
purposes of war and destruction” (Keynes, 1933, para. 8). Although cases of implementation and
effects of military Keynesianism are discussed in a broad range of papers some of which will be
mentioned below, there is no unified and generally accepted definition of the concept. Therefore au-
thors will use the definition of military Keynesianism concept given by Muthuchidambaram in 1992:
“adeliberate public policy applied by a state, through the use of a military budget as a purported tool
to counteract cyclical unemployment, to stimulate industries that suffer from the impact of the eco-
nomic recession and to support R&D and technological innovation and simultaneously to achieve
national security” (Muthuchidambaram, 1992, p. 2).

Authors can divide the evolution of military Keynesianism into three periods: 1) initial government
activities without integration of military Keynesianism in government defense policy; 2) the official
defense policy during the Cold War; 3) the undeclared defense policy of military Keynesianism.

’I Initial government activities without integration of military Keynesianism in govern-

ment defense policy. The evolution of military Keynesianism concept began in interwar
period of the XX century. In the 1930s German government supported enterprises that were in-
volved in production of military material and equipment, using the financial resources of defence
budget and work supply bills. Central and local government agencies used these bills to pay the
firms involved in different public projects. M. Kalecki (1935) stated that in this way additional
purchasing power was created, effective demand was increased and production rose (Kalecki,
1935, p. 199-200). As a result the strong military industrial base was created to support the future
warfare.

During the same time US producers of military goods didn't get the notable support directly
from government. Nevertheless US government maintained the minimum capacity of its defence
industry for the future mobilization by such means as: 1) the initial standardization of military
equipment and allocation of the production between different contractors; 2) notification of con-
tractors about the planned scale of production for the future mobilization; 3) implementation of
simplified contracting procedures during the mobilization process. All these activities have led to
the success of mobilization process in the USA during the World War Il (Nagle, 1999, p. 379). By
1944 US military expenditure reached almost 40% of GDP and averaged 20% of GDP during the
1940s, which coincided with a massive economic boom (Nitzan & Bichler, 2006, p. 6).

The official defense policy during the Cold War. After the World War Il the concept of mil-

itary Keynesianism has been integrated into the official US defence policy (NSC-68, 1950)
to stimulate consumption and increase government investments in order to create additional
jobs and reduce the possibility of economic downturn that could be caused by the process of
demobilization within which US government terminated $20 billion in military contracts (Nagle,
1999, p. 442). US government has realized that significant reduction in defence expenditure may
cause unemployment as well as decrease in the scale of production. In their turn these processes
may become a cause of a new depression. Therefore it has been planned to increase defence
expenditure on an annual basis to counter the threats of the Cold War and stimulate economic
development (“NSC-68", 1950). The only positive evidence of the implementation of the concept
of military Keynesianism by US government could be observed during the Korean War. As a re-
sult of government activities defence expenditure tripled, unemployment decreased and Federal
budget revenues increased (Fusfeld, 1998, p. 507).

Except the USA other countries of the world never officially used military Keynesianism as a part
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of their defence policy. For instance at the end of the Cold War (1988-1991) the average defence
expenditure of the Western European Union member states? was 2,6% of GDP with the tendency
of average annual decrease by 1% pp (SIPRI, 2014). At the same period of time US average de-
fence expenditure was 5,4% of GDP with average annual decrease of 0,3% pp (Table 14.5-Total
Government Expenditures..., n.d.). In its turn the increase in military expenditure of USSR as well
as countries of Warsaw Pact during the Cold War can’t be defined as a policy based on principles of
military Keynesianism, because the economy behind the Iron Curtain was strongly centralized. In
this case the increase in military expenditure doesn't need to have any subordinate economic goals.

The end of the Cold War has stimulated the notable decrease in world defence expenditure
(Conetta & Knight, 1997). For instance, in five years US defence expenditure felt by 9% from 1989
to 1995 (“SIPRI Military Expenditure”, 2014). Therefore the official US policy based on principles of
military Keynesianism was discontinued in 1990s.

The undeclared defense policy of military Keynesianism. After terrorist attacks on Sep-

tember 11, 2001 the coalition led by the USA declared the War on Terror. Since year 2001 US
government increased the level of defence expenditure on a regular basis till 2012. For instance,
the US defence expenditure increased by 18% from 2000 to 2002 (“SIPRI Military Expenditure”,
2014). In 2008 the US defence expenditure reached 621 billion dollars, but during and after the
Global Financial Crisis the US defence expenditure continued to rise (“SIPRI Military Expenditure”,
2014). Although the increase of the US defence expenditure hasn't stimulated rapid economic
growth as it was during Korean War, Nitzan & Bichler (2006); Custers (2010) have recognized the
features of military Keynesianism in the modern defence policy of the US government. On the
other hand from 2001 to 2006 the average increase of defence expenditure in the 15 “old” mem-
ber states of the European Union was 3% (Chao et. al,, 2008, p. 7). Despite previous increase,
under the influence of the Global Financial Crisis from 2008 to 2009 the total defence expenditure
of the European Union decreased by 3,5% (European Defence Agency, 2010), marking a down-
ward trend. In a similar way after US government decision on defence budget cuts in fiscal years
2013-2017 (“Defence Budget Priorities”, 2012) defence expenditure decreased by 10% from 2012
to 2014 (“Table 14.5-Total Government”, n.d.). This marks the interruption of implementation of
the features of standard military Keynesianism concept in the EU and the USA defence policy.

In order to identify the effects of military Keynesianism concept it is necessary to look at the effects
of defence expenditure, which is the main tool of the concept. The effects of defence expenditure
may have not only positive, but also negative impact on the economic growth and development.
Despite many studies of the defence expenditure and the concept of military Keynesianism itself
during the second half of the 20" century: Nincic & Cusack (1979); Dunne & Smith (1990); Hooker &
Knetter (1997) there is no unambiguous proof of positive or negative effects of the implementation
of the concept through the increase of military budget available funds.

Sandler & Hartley (1995) analyzed the results of 25 researches that were conducted from 1970
to 1993 and reflected all the possible impacts of defence expenditure, i.e. positive, negative or
unclear impact. In general, these researches haven't confirmed persuasively positive or negative
impact of defence expenditure. Finally after the analysis of 103 researches Dunne & Uye (2009)
came to the conclusion that most likely serious increase in defence expenditure would have
negative or unclear impact on national economy (Dunne & Uye, 2009, p. 12).

In accordance with all mentioned above, authors have concluded that modern researches of de-
fence expenditure effects can't prove convincingly positive or negative impact on national econ-
omy. Therefore the integration of standard military Keynesianism (based on increase in defence

2 Belgium, France, Germany, Greece, ltaly, Luxembourg, Netherlands, Portugal, Spain and the Great Britain
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expenditure) in the defence policy of a state is unpredictable. On the other hand there is a pos-
sibility to achieve the main target of military Keynesianism (to stimulate industrial development
and economic growth) without significant increase in defence expenditure.

Despite the evolution of military Keynesianism during World War Il and the Cold War when de-
fence policy was based on conventional warfare and increase of defence expenditure, the modern
warfare is influenced by permanent military threats (terrorism, asymmetric and hybrid warfare) as
well as by serious cuts in defence budgets of the USA and the member states of the EU. Therefore
it is necessary to increase the efficiency of available defence budget without implementation of
standard military Keynesianism, i.e. increase in defence expenditure. Instead of significant increase
of government expenditure authors offer to use the policy of cooperation between military and
civil sector which can be the base for alternative military Keynesianism. The concept of alternative
military Keynesianism can be used as a combination of state defence and social policy by utilizing
such defence and socio economic goals: 1) to release the military personnel from secondary func-
tions which are not connected with their primary duties (maintenance of infrastructure, catering,
field services, etc.); 2) to concentrate the resources of military sector for combat missions by in-
volvement of civil sector into the logistics process during peace time and low intensity conflicts, i.e.
peacekeeping; 3) to reduce the costs and increase the quality of functions that were taken by the
civil sector, using free competition and economy of scale; 4) to develop the mobilization capacity of
the civil sector; b) to stimulate the regional development; 6) to support of domestic manufacturers
of military and dual use goods; 7) to increase employment.

In addition the further implementation of this concept will allow governments to utilise not only the
financial resources of defence budget, but also another sources of state finances (for instance, gov-
ernment investments into regional development). This will increase the financial capacity of the de-
fence sector without direct involvement of state defence budgetary funds, and also will support the
second part of the hypothesis (defence budget economy). The new definition of the alternative mili-
tary Keynesianism could be formulated by exclusion of “military budget” from the definition given by
Muthuchidambaram (1992) and inclusion of “the closer cooperation between defence and civil sector”,
so the new definition could be as follows: “alternative military Keynesianism is a deliberate public
policy applied by a state, through the use of the closer cooperation between defence and civil sector as
a purported tool to counteract cyclical unemployment, to stimulate industries that suffer from the im-
pact of the economic recession and to support R&D and technological innovation and simultaneously
to achieve national security”.

The exclusion of defence expen- et T
diture (military budget) from the Keynesian economic Neo-liberal

- o dimension economic dimension
definition gave more flexibility E Alternative milita
: Alternative mititary
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ports the first part of the hypothesis (attraction of foreign or domestic producers of defence-re-
lated goods).

Finally this concept can be implemented not only by the biggest military spenders such as the
USA, but also by smaller states even without properly developed defence industrial base. In order
to illustrate the applicability of the alternative military Keynesianism further authors will offer the
concept of civil-military cooperation.

There is a unique process of the integration of the defense sector in the EU despite the wish of
some member states to retain control over national defence industrial base. The need of this
integration can be illustrated with simple comparison of military expenditures of US, which is
the biggest spender of military expenditure in the world, and the EU. In 2011 the total defence
expenditures of US were 503 billion EUR, but EU expenditures were 193 billion. In this case US de-
fence expenditure exceeded EU defence expenditure significantly (by 260,6%) (‘EU-US Defence’,
2013). In this situation, the demand for defense in US is greater than in the European countries.
Consequently, using the government orders for the military goods and services, US corporations
have an opportunity to increase their production and reach the economy of scale faster than
European defense firms. That will result in less competitive capacity of European defense indus-
try. To minimize the negative effect of this scenario, European countries should integrate their
defense policies. That is why EU has made the significant step towards the creation of the single
European defense market by the creation of the European Defence Agency in 2004 to help EU
Member States develop their defence capabilities for crisis-management operations under the
Common Security and Defence Policy of the European Union. Together with the standard func-
tions of the centralized procurement agency, one of the main functions of the European Defence
Agency is to create a competitive European Defence Equipment Market and strengthening the
European Defence Technological and Industrial Base (“EDA Mission”, n.d.).

In accordance with European Defence Equipment Market and European Defence Technological and
Industrial Base development policy the EU can concentrate it defence manufacturing in one or in
several member states, using the defence-related industrial clusters as it is shown in Figure 2. The
basis for this program can be the exception to the Treaty on Functioning of the European Union,
which is formulated in section 3 (b) of Article 107: “The following may be considered to be compatible
with the common market: aid to promote the execution of an important project of common Europe-
an interest...” (“Consolidated Versions
of the Treaty”, 2010). In this case the
possibility of creation of defence in-
dustrial clusters and implementation
of state guaranteed benefits for pro-
ducers of military or dual use goods
(further - defence-related goods)
should be negotiated with the Euro-
pean Commission and European De-
fence Agency, considering the existing
military threats.

Foreign or domestic producers of
defence-related goods
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lated industrial clusters, which are located in the territory of the EU member states, in order to stim-
ulate the development and competitiveness of the European Defence Technological and Industrial
Base as well as to support the regional development. This aim can be achieved by the concentration
of production of defence-related goods, economy of scale and the reduction of transaction costs.

The cooperation between civil and military or defence sector within defence-related industrial
clusters will be determined by the principles of Public-Private Partnership. Therefore the respon-
sibility of the project (including funding) will be possibly divided between defence and civil sector.
Also within the concept there is a possibility to combine the development of the defence sector
with the regional development (use more than one ministry budget).

There are three phases of the concept implementation:

’I Attraction. Using the system of guaranteed benefits, government attracts foreign or domestic

producers of defence-related goods to locate their production in existing or newly established
defence-related industrial clusters. In this case government can offer such benefits to the produc-
ers: a) direct or/and indirect tax relief; b) use of existing public owned infrastructure free of charge.

Location. In order to utilize state guaranteed benefits, foreign or domestic producers of

defence-related goods locate their production in certain defence-related industrial cluster.
In this case government can impose such conditions on producers of defence-related goods: a)
use the certain percent of the local labour force; b) inclusion of domestic enterprises in the supply
chain; ¢) creation of the mobilization materiel reserves.

Participation. Domestic suppliers and service providers can act as subcontractors for the

producers of defence-related goods. In this case subcontractors will take part in the sup-
ply chain of the defence-related industrial cluster. It means that the influence of the cluster will
spread to other sectors of the national economy.

In order to identify the main advantages and deficiencies of the civil-military cooperation concept,
the expert interview was conducted in the Republic of Latvia in the summer of 2012. In total 9
experts of the Ministry of Defence (MoD) and National Armed Forces Joint Headquarters (JHQ)
were interviewed.

The main criterion of the expert selection was the experience in coordination of the cooperation
between defence and civil sector. Therefore the expert representation included:

Two high level officials from the MoD Department of Logistics Policy, whose main functions
are: a) coordination and management of the defence procurement policy; b) cooperation with
the private sector enterprises;

Three high level officials from the MoD Crises Response Department, whose main function is
interagency cooperation in the field of mobilization and Host Nation Support;

Four medium level financial planning experts from JHQ, who directly participate in the defence
budgeting process and coordinate the cooperation with civil sector in the field of finance.

The choice of the institutions has been influenced by the specifics of the concept implementation.
The creation of defence-related industrial clusters in the territory of the Republic of Latvia will be
coordinated by the MoD in cooperation with experts of National Armed Forces and other public
authorities. The leadership of the MoD is authorized by the defence logistics policy-setting and
mobilization management tasks that are included in the regulations of the Cabinet of Ministers
("Aizsardzibas ministrijas”, 2003).

Before completing the interview form respondents have been given 10 minute presentation about
the civil-military cooperation concept. Then respondents have been asked to complete the table con-
sisting of two columns “advantages” and “deficiencies” using separate words or simple sentences in
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order to get objective results. The results of the expert interview are summarized in Table 1.

During the analysis of the interview results authors have noticed that in the column “deficiencies”
the answers could be interpreted as the obstacles for the implementation of the civil-military

Number of Number of
Advantages repetitions Deficiencies/ repetitions Mitigation of the effect of deficiencies/
9 obstacles obstacles
MoD = JHQ MoD | JHQ
_ Development of the policy of tax relief
Promotion Unclear (MoD in cooperation with Economic and
of Latvian P ) implementa- ) ) financial ministries)
economic tion of tax relief _ Changes in legal documents and deter-
competitiveness policy mination the amount of Tax and Cus-
toms Fees relief.
_ Improvement of qualification cours-
) . es for unemployed in accordance with
Stlmulatlon of The !ack of the requirements of producers of de-
the regional 4 2 | qualified 2 2 fence-related goods.
development employees . .
_ Training of local employees in coopera-
tion with national educational institutions.
Political obsta-
) cles (support Closer cooperation with EU and NATO in
Possible X
. . measures for order to develop common policy for the
increase in 3 1 . . 3 0 | : T
military indus- implementation of the civil-military coop-
employment . . )
trial complex in eration concept.
other country)
Attraction of
. 3 1
Investments
Export 2 1
promotion Creation of the administration board of the
Development of The threat of 0 ’ defence-related industrial cluster which
the new 2 0 corruption consists of all stakeholders’ representa-
technologies tives and provides mutual control.
Education and
training of the 2 0
employees

Source: Authors’.

cooperation concept. The main criterion of data analysis was the number of repetitions of the
similar answers. Considering the number of repetition of the respondent answers, the main
advantages of the civil-military cooperation concept are “promotion of Latvian economic com-
petitiveness” and “Stimulation of the regional development” that are similar to the aim of the
concept. Contrary the main deficiencies/obstacles of the civil-military cooperation concept are
“unclear implementation of tax relief policy” and “the lack of qualified employees”. In addition,
one respondent has mentioned “unclear mechanism of subcontractor involvement” as a defi-
ciency/obstacle of the concept. This deficiency/obstacle can be mitigated by the establishment
of clear legal relationships between the producers of defence-related goods and subcontractors
supported by development of contracts or mutual agreements.

The measures for the mitigation of each deficiency/obstacle mentioned by experts are included
in Table 1. The majority of the deficiencies/obstacles can be overcome by the implementation of
effective legal framework as well as initiation of political consultation with EU and NATO for the
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concept initiation. In order to prove the viability of the concept, authors will conduct cost-benefit
analysis of hypothetical implementation of the civil-military cooperation concept for ammuni-
tion manufacturing in the territory of the Republic of Latvia.

For the cost-benefit analysis authors have selected the hypothetical pattern of the civil-military
cooperation concept implementation in the territory of the Republic of Latvia for attraction of the
manufacturer of ammunition.

Considering the results of the analysis of purchase orders awarded by NATO Support Agency
(NSPA) with a value of EUR 76 800 and above (“NSPA Contract Awards”, n.d.), which are depicted
in Table 2, authors have concluded that the biggest share of NSPA procurements is formed by
“Equipment supply (including spare parts and ammo)”. Therefore the foreign producer of car-
tridges for the small arms (further — the producer) has been selected. The following conditions
and limitations have been used in calculations for the cost-benefit analysis:

'I The producer establishes new production Customs fees and costs of equipment
line; transportation won't be taken into ac-
The producer has all necessary docu- ~ count during the calculations, because the

mentation (licenses and authorizations) ~ demand for ammunition in other countries is

for production of cartridges for the small ~ unknown.
arms in the territory of the Republic of Latvia; The producer produces only

The producer opens subsidiary, which ?x19mm NATO standard ammunition
is taxpayer (the majority of employees  for pistols.
are non-residents);

Suppose that number of professional military personnel in the National Armed Forces of the
Republic of Latvia is 6000 and the number of the National Guard personnel is 8000. The hypothet-
ical individual ammunition daily consumption rate is 8 pistol cartridges per person® considering
the standard capacity of pistol magazine. It

meahs that anr?u‘al hypothencal consumption ouse af ilhe Burdese % of Total
rate is AQ,88 mllllgh cgrtndges. Furthermore, Order 2011 | 2012 | 2013
hypothetical mobilization reserve is a half of : : :
the annual consumption which is 20,44 mil- ~ Equipment Suzply (including | -, | 5 | &7
lion cartridges. In addition, mobilization re- spare parts and ammo)
serve should be renewed once in five years. Maintenance 6 13 | 25
In order to attract the producer to locate his IT services and 0 » s
production in the defence-related industrial ~ communication
c‘luster in the territory of the Republic of Lat-  qyor services (catering, 6 " 6
via, government has guaranteed such bene-  transportation, brokerage)
fits during the first 2 years of business activity: .

Construction and 4 4 4

100% Enterprise Income Tax and Immov-  infrastructure
able Property Tax relief;

50% Value Added Tax Relief;

Use of existing public owned infrastructure
free of charge.

TOTAL: | 100 | 100 | 100

Source: Authors’ calculations based on NSPA Contract Awards.

3 The information on real consumption rate is for official use only; therefore authors have used the hypo-
thetical consumption rate.

Cost-benefit
analysis of the
hypothetical
implementation
of the civil-
military
cooperation
concept

Purchase Orders
awarded by NSPA with a
value of 76,800 EUR and
above (2011-2013)



Table 3

Total costs and benefits
of the concept
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The producer has such characteristics (Offer of Entire Production line):

_ The ammunition production line is managed by 150 employees (including support staff);
_ The capacity of ammunition production line is 30 000 pistol cartridges per hour.

The government has imposed such condition on the producer:

_ Use of local labour force (not less than 20% of employees);

_ Creation and storage of the mobilization reserves for the next five years (50% of the market
price is financed by the government, Value Added Tax not applicable);

Considering above mentioned information, it is possible to summarize all costs and benefits of
the concept in Table 3.

The costs of the producer consist of:

’I The establishing of the new production The total labour cost of 30 local employ-

line — EUR 2,9 million including the raw ees (in accordance with the imposed con-
materials for the production (“Offer of Entire  ditions) - EUR 286 560 per year (“Eurostat La-
Production”, n.d.); bour Costs”, n.d.), including taxes -167 121,79

per year (“Nodoklu un nodevu”, 2010)

Hence, the total costs for the producer are EUR 3 186 560.

The production line is capable to produce 63,36 million cartridges per year, which exceeds the demand
of National Armed Forces and National Guard (including the creation of the mobilization reserve) by
2,04 million cartridges. The tax relief allows the producer to sell ammunition with the profit rate 10%
from each pistol cartridge to the Latvian government by 30% cheaper than the market price. It means
that the producer is capable to reach economy of scale and sell his production at a price EUR 0,07
when the average market price is USD 0,13 or EUR 0,10 (“Munitions Acquisition Cost”, n.d.).

In its turn, in order to fulfil gov-

The producer ernment's requirement, the mo-
Benefits (EUR) Costs (EUR) bilization reserve of 20,44 mil-
lions cartridges will be created for

3787 132,00 3186 560,00 ; .
five years with the price EUR 0,05

Benefits of the producer that are connected with business per cartridge (50% of the market

activity in the territory of Latvia (EUR): 600 572,00 price).

SEETEE S Considering above mentioned in-
Benefits (EUR) Costs (EUR) formation, there are such benefits
467 589,79 300 468,00 for the producer:

Subtotal - state budget benefits from the labour force taxes (EUR): - Incgme from the fulfilment of
167121,79 National Armed Forces and Na-

tional Guard orders (40,88 mil-

lions cartridges with the price

Benefits (EUR) Costs (EUR) EUR 0,07 per cartridge) — EUR

Saved 50% of ammunition mobilisation reserves' price EUR) 2 861 600, subtracting the Value
%) Wi o reli

1 022 000,00 0 Added Tax (21 @) with 50% relief

the net income is EUR 2 561 132;

Income from creation of mobili-

State defence budget (economy of scale)

Saved 30% of ammunition procurement price (EUR)

1 226 400,00 0 zation reserve — EUR 1 022 000;
Subtotal - State defence budget economy (EUR): 2 248 400,00 _ Export sales of 2,04 cartridges
Total State budget benefits (EUR): 2 415 521,79 with the price EUR 0,10 per car-

tridge — EUR 204 000.

Source: Authors’.
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Hence the total benefit of the producer is EUR 3 186 560.

The benefits of the government and the defence sector consist of defence budget savings from
the economy of scale and labour tax payments from the producer. The total benefit for the state
budget is EUR 2 415 521.

The above mentioned concept shows that the cooperation between civil and military sector is
beneficial for the both parties involved and results in benefits of the entrepreneur as well as
budget economy. This confirms the hypothesis of the study. Although the calculations are based
upon the hypothetical assumptions, they mark the trend for future development of civil-military
cooperation within the defence policy of the EU and allow member states to minimise the ex-
penditure of their defence budgets.

In accordance with the authors’ research it is possible to draw the following conclusions:

Considering the trend of the EU defence
expenditure decrease, it is necessary to
increase the efficiency of available defence
budget without significant increase in de-
fence expenditure.

Beginning from the interwar period of the
twentieth century the new defence threats
were addressed mainly by the increase of
defence expenditure that marked the trend
of implementation of the concept of Military
Keynesianism.

Modern researches of defence expenditure
and Military Keynesianism effects can't
prove convincingly positive or negative im-
pact on national economy, therefore the
integration of standard military Keynes-
ianism (based on increase in defence ex-
penditure) in the defence policy of a state is
unpredictable.

Instead of significant increase of govern-
ment expenditure authors offer to use the
policy of cooperation between military and
civil sector which can be the base for alter-
native military Keynesianism.

The concentration on the socio econom-
ic goals broadened alternative military
Keynesianism from the defence sector to
the whole national economy of a state and
at the same time shifted the paradigm of
the concept from purely Keynesian to the
neo-liberal economic dimension using en-
trepreneurship as active element, which,
in its turn, supports the first part of the hy-
pothesis (attraction of foreign or domestic
producers of defence-related goods).

The implementation of alternative military
Keynesianism will allow governments to
utilise not only the financial resources of
defence budget, but also another sources of
state finances (for instance, government in-
vestments into regional development). This
will increase the financial capacity of the de-
fence sector without direct involvement of
state defence budgetary funds and also will
support the second part of the hypothesis
(defence budget economy).

In accordance with European Defence Equip-
ment Market and European Defence Tech-
nological and Industrial Base development
policy the EU can concentrate it defence man-
ufacturing in one or in several member states,
using the defence-related industrial clusters.

The aim of the civil-military cooperation
concept is to attract foreign or domestic
producers of defence-related goods to lo-
cate their production in certain defence-re-
lated industrial clusters, which are located
in the territory of the EU member states,
in order to stimulate the development and
competitiveness of the European Defence
Technological and Industrial Base as well
as to support the regional development.

As a result of expert interview the main
advantages of the civil-military coopera-
tion concept are “promotion of Latvian eco-
nomic competitiveness” and “Stimulation of
the regional development”, which confirm
the aim of the concept formulated in ac-
cordance with the hypothesis of the study.
Contrary the main deficiencies/obstacles

Conclusions



References

European Integration Studies

of the civil-military cooperation concept are
“unclear implementation of tax relief policy”
and “the lack of qualified employees”.

The majority of the civil-military coopera-
tion concept deficiencies/obstacles can be
overcome by the implementation of effec-
tive legal framework as well as initiation of
political consultation with EU and NATO for
the concept initiation.

The cost-benefit analysis of the hypothetical
implementation of the civil-military coop-
eration concept confirms the hypothesis of

Bekkers, F, et. al. (2009). Development of a Europe-
an Defence Technological and Industrial Base. Main
Report (p. 151). Retrieved from http://ec.europa.
eu/enterprise/sectors/defence/files/edem_final_
report_en.pdf

Bernstein, M.A. (1989). The Great Depression: de-
layed recovery and economic change in America,
1929-1939 (p.269). Cambridge University Press.

Briani, V., et. al. (2013). The Development of a Europe-
an Defence Technological and Industrial Base (EDTIB)
(p. 100). Retrieved from http://www.europarl.europa.
eu/RegData/etudes/etudes/join/2013/433838/EX-
PO-SEDE_ET%282013%29433838_EN.pdf

Chao, W.J. et. al. (2008) Trends in European Defense
Spending 2001-2006 (p. 29). Retrieved from www.
csis.org/files/media/csis/pubs/080424-chao-eu-
ropeandefense.pdf

Conetta, C. & Knight, C. (1997). Post-Cold War US Mil-
itary Expenditure in the Context of World Spending
Trends. Project on Defense Alternatives. Retrieved
from http://www.comw.org/pda/bmemo10.htm

Consolidated Versions of the Treaty on European
Union and the Treaty on Functioning of the European
Union 2010/C83/01. Retrieved February 12, 2015,
from  http://eur-lex.europa.eu/legal-content/EN/
TXT/HTML/?uri=CELEX:C2010/083/01&from=EN

Craig, M., et. al. (2010). European Defence Equip-
ment Market. Chances and Challenges (p. 24). Re-
trieved from http://tu-dresden.de/die_tu_dresden/
zentrale_einrichtungen/zis/newseceu/outcomes/
papers_folder/MilSec_European%20defence%20
equipment%20market.pdf

Custers, P. (2010). Military Keynesianism Today: an
Innovative Discourse. Race & Class 51(4), p. 79-94.
http://dx.doi.org/10.1177/0306396810363049

Defence Budget Priorities and Choices. (2012).
Retrieved January 10, 2015, from http://www.de-
fense.gov/news/Defense_Budget_Priorities.pdf

2015/9

the study and shows that the cooperation
between civil and military sector is beneficial
for the both parties involved that results in
benefits of the entrepreneur as well as bud-
get economy. Although the calculations are
based upon the hypothetical assumptions,
they mark the trend for future development
of civil-military cooperation within the de-
fence policy of the EU and allow member
states to assess the minimisation of the ex-
penditure of their defence budgets through
the use of civil-military cooperation concept.

Dunne J.P, & Uye M. (2009). Military spending and
Development (p. 19). Retrieved from http://care-
con.org.uk/DPs/0902.pdf

Dunne, P. & Smith, R. (1990). Military Expenditure
and Unemployment in the OECD. Defence and
Peace Economics 1(1), Issue 1,57-73. http://dx.doi.
org/10.1080/10430719008404650

EDA Mission. Retrieved March 1, 2015, from
https://www.eda.europa.eu/aboutus/whatwedo

Eriksson, EA, et. al (2007). Study on the effects of
offsets on the Development of a European Defence
Industry and Market (p. 164). Retrieved from http://
www.eda.europa.eu/docs/documents/EDA_06-
DIM-022_Study_on_the_effects_of_offsets_on_the_
Development_of_a_European_Defence_Industry_
and_Market_1

European Defence Agency. (2010). Defence Data
2009. Retrieved January 10, 2015, from http://
www.eda.europa.eu/info-hub/publications/publi-
cation-details/pub/defence-data-2009

European Defence Agency. (2013). Defence Data
2012. Retrieved January 10, 2015, from http://
www.eda.europa.eu/docs/default-source/
eda-publications/defence-data-booklet-2012-web

Eurostat Labour Costs Annual Data. Retrieved
March 10, 2015, from http://ec.europa.eu/eu-
rostat/tgm/table.do?tab=table&init=1&lan-
guage=en&pcode=tps00173&plugin=1

EU-US Defence Data 2011. (2013). Retrieved Feb-
ruary 10, 2015, from http://www.eda.europa.eu/
docs/default-source/news/eu-us-defence-da-
ta-2011.pdf

Fusfeld, D.R. (1998). Economics and the Cold War: An
Inquiry into the Relationship between Ideology and
Theory. Journal of Economic Issues 32(2), p. 505-511.
Hooker, M. A. & Knetter, M. M. (1997). The effects of
Military Spending on Economic Activity: Evidence
from State Procurement Spending. Journal of



European Integration Studies

Money, Credit and Banking 29(3), 400-421. http://
dx.doi.org/10.2307/2953702

Kalecki, M. (1935). Stimulating the business up-
swing in Nazi Germany. In J. Osiatynski (ed.) 1996,
Collected Works of Michal Kalecki: Volume VI:
Studies in Applied Economics (pp. 196-204). Oxford
University Press.

Keynes, JM. (1933). An open letter to President
Roosevelt. Retrieved February 1, 2015, from http://
newdeal.feri.org/misc/keynes2.htm

Keynes, J.M. (1936). The General Theory of Employ-
ment, Interest and Money (p. 263). Retrieved from
http://cas.umkc.edu/economics/people/facul-
typages/kregel/courses/econ645/winter2011/
generaltheory.pdf

Kitchin, J. (1923). Cycles and Trends in Economic
Factors. The Review of Economics and Statistics
5(1), 10-16. http://dx.doi.org/10.2307/1927031

Kondratieff, N.D. & Stolper, W.F. (1935). The Long
Waves in Economic Life. The Review of Econom-
ics and Statistics 17(6), 105-115. http://dx.doi.
org/10.2307/1928486

Munition Acquisition Cost. Retrieved February 13,
2015, from http://fas.org/man/dod-101/usaf/
docs/munition-cost-11-1.htm
Muthuchidambaram, S. (1992). From Swords to
Plowshares: An Evaluation of the U.S. Legislative
Attempts on Economic Conversion and Human
Resource Planning. Business Ethics Quarterly 2(1),
1-26. http://dx.doi.org/10.2307/3857219

Nagle, J. M. (1999). A History of Government Con-
tracting (p.605). Washington D.C.: The George
Washington University.

Nincic, M. & Cusack, T. R. (1979). The Politi-
cal Economy of US Military Spending. Journal
of Peace Research 16(2), 101-115. http://dx.doi.
org/10.1177/002234337901600202

Nitzan, J. & Bichler, S. (2006). Cheap Wars. The
Economy of Occupation A Socioeconomic Bulletin

ALEKSS TILTINS

PhD student

University of Latvia faculty of Economy and
Management

Address
Aspazijas bulv. 5, LV-1050, Riga, Latvia
E-mail: alekss_tiltins@yahoo.co

2015/9

(p. 36). Retrieved from http://bnarchives.yorku.
ca/223/1/20060900nb_cheap_wars_aic.pdf

NSC-68. (1950). United States Objectives and Pro-
grams for National Security. Retrieved February
2, 2015, from https://www.mtholyoke.edu/acad/
intrel/nsc-68/nsc68-1.htm

NSPA Contract Awards. Retrieved March 10, 2015,
from http://www.nspa.nato.int/en/organization/
procurement/contract.htm

Offer of Entire Production Line for Small Arms
Handgun Ammunition Manufacture & Assembly.
Retrieved March 10, 2015, from http://cainalong-
branch.com/entireproductionline

Rosenberg, H. (1943). Political and Social
Consequences of the Great Depression of
1873-1896 in Central Europe. The Econom-
ic History Review 13(1-2), 58-73. http://dx.doi.
org/10.1111/j.1468-0289.1943.tb01613.x

Sandler, T. & Hartley, K. The Economics of Defense
(p.387). Cambridge University Press.

SIPRI Military Expenditure Database, 1988-2013.
(2014). Retrieved January 10, 2015, from http://
www.sipri.org/research/armaments/milex/
milex_database

Table 14.5-Total Government Expenditures by Ma-
jor Category of Expenditure as Percentages of GDP:
1948-2014. Retrieved February 2, 2015, from https://
www.whitehouse.gov/omb/budget/historicals

Aizsardzibas ministrijas nolikums. (2003). The
Regulations of the Cabinet of Ministers of the Re-
public of Latvia No. 236. Retrieved February 13,
2015, from http://likumi.lv/doc.php?id=74716

Nodoklu un nodevu sistémas pamatnostadnes
2011. = 2016. (2010). Ministry of Finance of the
Republic of Latvia. Retrieved March 10, 2015, from
http://tap.mk.gov.lv/file/files/valsts_kanceleja/
NTSP/20100603_ntsp_fm2.pdf

BAIBA SAVRINA

Professor

University of Latvia

Address
Aspazijas bulv. 5, LV-1050, Riga, Latvia
E-mail: baiba.savrina®@lu.lv

About the
authors





