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n recent years, there has been a growing debate about the U.S. role in the world, or U.S. grand
strategy. A grand strategy guides choices about how to manage relations with allies and adver-
saries, where to forward deploy U.S. forces, and how much to spend on defense. Some analysts
argue that the United States remains incredibly powerful and geographically distant from its
adversaries, allowing it to remain secure with a reduced global footprint and without spending as
much on defense as in previous years.! Others argue that the threats to the United States are plenti-
ful and must be countered with policies that require the current or an even higher level of defense

KEY FINDINGS

This report is the first in a series on the security and economic trade-offs associated with
competing visions for U.S. grand strategy—that is, the U.S. approach to the world. We focus
on an underexamined aspect of the decision calculus about U.S. grand strategy: the relation-
ship between U.S. defense spending and economic growth. We arrive at the following key
conclusions:

B Prioritizing defense spending over infrastructure investment, a long-standing domestic con-
cern, might undermine economic growth and, therefore, resources available for defense in
the long run.

B Prior to the pandemic response, spending on national defense was roughly half of discretion-
ary spending, so defense spending contributes notably to annual deficits, even if it is not the
main driver.

B Economists generally believe that the rising U.S. public debt will eventually undermine
growth, but there is disagreement as to exactly when or how.

B As public debt rises, there is a risk that defense spending might eventually have a deleterious
effect on growth, unlike during the Cold War, when public debt was lower.

B The economic literature is not conclusive on how increasing taxes to maintain or increase
defense spending would affect economic growth.
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Abbreviations

CBO Congressional Budget Office

COVID-19 coronavirus disease 2019

DoD Department of Defense

DSGE dynamic stochastic general
equilibrium

FY fiscal year

GDP gross domestic product

spending.? Those responsible for making decisions
about grand strategy and levels of defense spending
must consider a number of economic and security
trade-offs, which the RAND Center for Analysis

of U.S. Grand Strategy is considering in a series of
reports. This first report in the series focuses on
one dimension: possible trade-offs between defense
spending and U.S. economic growth.

Compared with other aspects of the debate about

U.S. grand strategy, there has been less focus on

the economic trade-offs associated with U.S. stra-
tegic choices and defense spending specifically. Yet
these trade-offs might be of greater public interest

in coming years. In early 2021, as the United States
remains in a recession amid an ongoing pandemic,
questions about how different budget choices affect
economic performance might become more salient.
In fact, some politicians are calling for reductions in
defense spending, and analysts note that pressure for
cuts might increase as demands grow for domestic
spending to respond to the coronavirus disease 2019
(COVID-19) pandemic and the associated recession.?
Once the immediate crisis has passed, the country
will have an even larger public debt than before and
might also have to grapple with the question of what
level of defense spending is sustainable in the long
run.*

We evaluate competing arguments about the
effect of defense spending and economic growth that
have been put forward in the debate about U.S. grand
strategy. Supporters of sustaining or increasing U.S.
defense spending argue that large defense budgets
are not only necessary for U.S. security; they are also

affordable. These analysts argue that during the Cold
War, the United States spent a much larger share of
its gross domestic product (GDP) on defense, yet it
continued to see economic growth.> These analysts
do not argue that the country should increase defense
spending to promote growth during this recession,
but rather that sustaining or increasing defense
spending based on international conditions is not
harmful to growth.® These analysts acknowledge that
annual deficits and public debt are growing over the
long term, but they argue that mandatory programs,
such as Social Security and Medicare, not defense,
are the primary drivers. In this context, they argue
that cutting defense spending would have little effect
on U.S. fiscal health or any of the negative effects
associated with growing public debt.” In sum, these
strategists see little to no trade-off between defense
spending and economic growth.

Otbher strategists argue that the current level
of U.S. defense spending is not necessary for U.S.
security and is unsustainable in the context of a
public health emergency, aging infrastructure, and
growing public debt.® These strategists argue that
reducing defense spending to increase infrastruc-
ture investments would promote economic growth,
which is also the basis of U.S. military power in the
long term.? These strategists are also more wor-
ried about the risks of the growing U.S. public debt.
They are joined by some economists who warn that
the growing U.S. public debt, to which the defense
budget—Ilike all federal spending—contributes, could
eventually cause interest rates to rise. When interest
rates rise, it affects not only the amount of the federal
budget dedicated to interest payments but also the
costs of borrowing for private businesses, ultimately
undermining economic growth.!® Although reducing
defense spending will not, on its own, bring about
balanced budgets, supporters of a smaller defense
budget believe that reductions could have a mean-
ingful impact on the annual federal budget and U.S.
public debt.!! Furthermore, they argue that increas-
ing taxes to maintain or increase defense spending
would hurt economic growth, because they believe
that private spending is more beneficial for the U.S.
economy.!? These strategists ultimately see serious
trade-offs between a larger U.S. defense budget and
U.S. economic growth.




To evaluate these competing viewpoints, we
consider how U.S. economic growth would change
in response to three alternative policy changes:
reallocating funds between defense spending and
infrastructure investments, changing the level of
defense spending and applying the difference to
public debt, and increasing taxes to fund defense
spending (Figure 1).!3

We evaluate the effect of defense spending
changes on growth in three parts. First, we review the
academic literature to determine how defense spend-
ing and infrastructure investments have affected
economic growth in the past. We find that, in the
long run, infrastructure spending generally increases
economic growth more than defense spending does.
This suggests that reallocating funds from defense to
infrastructure could promote growth and increase
long-run U.S. resources.

Second, we examine the current U.S. fiscal situ-
ation in greater depth. We develop a simple model
that illustrates how different levels of defense spend-
ing over the next decade would affect public debt.
We then discuss the literature on the effects of public
debt on economic growth. We find that there is not
yet a consensus in the economics literature on the
extent to which the size of the public debt will under-
mine economic growth or at what level of public
debt this will occur. This makes it difficult to assess
how changes in defense spending will affect future
economic growth. However, there is agreement that
a growing public debt will, either incrementally or
at some threshold, cause interest rates to rise, which,
in turn, will harm growth. This means that deficit
spending to enable large defense budgets might have

FIGURE 1
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deleterious effects on U.S. economic growth in the
future in ways that it did not during the Cold War,
when public debt was lower.

Lastly, we consider the relative impact of tax
policy and defense spending changes on growth.
Despite extensive research on the topic, there remains
much disagreement about the size of the effect. Asa
result, there is not sufficient information to say how
tax increases to fund current defense spending would
affect growth. Moreover, there has not been sufficient
research to say how tax increases to fund increases in
the defense budget would affect growth.

Policymakers need to consider threats to U.S.
security and competing domestic priorities as they
determine what grand strategy to adopt and how
much the United States should spend on defense.
Decisions about the size of the defense budget should
never be entirely economic. Still, the findings dis-
cussed in this report suggest that defense spend-
ing choices have impacts on economic growth that
should be included in a broader calculation about
U.S. grand strategy.

Would Reallocating Funds
from Defense Spending to
Infrastructure Spending Boost
Growth?

Advocates of lower defense spending have explicitly
argued that infrastructure investment boosts growth
more than defense spending. They argue, therefore,
that the United States should consider reallocating
funds between these priorities.!> Existing studies

Change in available
resources for defense
in the future

Change in I




have not directly tested the economic effects of redi-
recting defense spending to infrastructure spending.
However, they have assessed the relationship between
defense spending and economic growth and the
relationship between infrastructure spending and
economic growth. We draw on these literatures and
compare their results to offer implications for the
proposed reallocation.

Defense spending affects economic growth
in multiple ways. Defense spending generates jobs
directly and can improve economic output indirectly
through the spillover of technology and human capi-
tal to the civilian economy.!® We talk about these
absolute effects on growth first. However, defense
spending also has opportunity costs because it
diverts resources from government programs that
might do more to promote growth.!” Therefore, we
also consider the relative effects of defense spending
compared with infrastructure investments.

Does Defense Spending Promote
Growth in Absolute Terms?

We begin by looking at what is known about how
defense spending affects the economy in absolute
terms. Two groups of analysts, largely disconnected
from one another, have approached this difficult
problem in different ways. Scholars of grand strategy
have relied primarily on the defense and peace eco-
nomics literature, which has its roots in the field of
political science, to bolster their claims.!® Therefore,

we describe this literature first. In doing so, we
explain why strategists should be careful in draw-
ing from this literature, which continues to struggle
with methodological problems. We then explain how
the applied macroeconomics literature has made
progress on these methodological challenges and has
found consensus that defense spending has, in abso-
lute terms, a positive effect on growth.

The defense and peace economics literature has
produced a large number of studies on the relation-
ship between defense spending and economic growth
but has not yet reached agreement on whether the
relationship is positive, negative, or near 0.!° There
are three methodological challenges that all ana-
lysts examining this relationship must consider but
have not yet been overcome in this literature. First,
analysts need to isolate the effect of defense spend-
ing from the large number of factors that affect U.S.
economic growth. The defense and peace economics
literature assumes economic growth is a function of
defense spending and a small set of other variables—
most frequently capital, labor, and technological
progress—that are known to drive growth in the
long term. However, these studies do not account
for the effects of other variables, such as tax policy
or monetary policy, that, like defense spending, can
affect growth as well. Without these variables, stud-
ies’ findings might be biased, meaning that they do
not isolate the effect of defense spending on growth.
For example, a finding that defense spending hurts
growth could actually be driven by an increase in

Defense spending generates jobs directly and
can improve economic output indirectly through
the spillover of technology and human capital to
the civilian economy. However, defense spending
also has opportunity costs because it diverts
resources from government programs that might
do more to promote growth.




taxes to fund this spending that took place around
the same time.

Because a country’s economic performance can
affect how much the government spends, analysts
also have to find ways to determine whether growth
drives spending or the other way around.?® In the
defense and peace economics literature, analysts
often assume that defense spending affects growth
and have not developed ways to rule out that the
relationship runs the other way.?! Finally, the defense
and peace economics literature infrequently consid-
ers how the impact of defense spending unfolds over
time.??

The applied macroeconomics literature also
has produced some conflicting results, but it has
made more progress in solving the methodologi-
cal challenges described earlier. In particular, these
researchers found ways to better capture the effect of
defense spending on growth, rather than the other
way around, aided by using higher-frequency data
than the data used by defense and peace economics
researchers.?? One approach involves first identifying
changes in defense spending driven by international
events that are not connected to current economic
conditions.?* The next step in this “narrative”
approach entails examining historical documents to
determine precisely when expectations about defense
spending began to change.?® Using this precise infor-
mation about timing, researchers then use statisti-
cal models to assess how these unexpected defense
spending changes affect U.S. GDP over a range of
possible periods within which defense spending
might affect growth.

The macroeconomics literature also uses a
second approach to capture the effects of defense
spending on growth. Rather than using historical
documents to pinpoint changes in expectations about
defense spending, this second method takes advan-
tage of the timing of government behavior. Because
of structural and bureaucratic hurdles, policymakers
are unable to rapidly change government spending in
response to changes in the economic growth rate. For
example, decision and implementation delays make
it difficult for defense spending (or any other fiscal
policy change) to immediately respond to unexpected
shocks to GDP growth. As a result, these models
assume that the government does not alter fiscal

The applied
Macroeconomics
iterature consistently
finds that defense
spending has a positive
effect on growth.

policy in response to changes in GDP within the
same quarter.2® The plausibility of this assumption
increases researchers’ confidence in the direction of
the causal relationship.?”

Regardless of approach to overcoming these
methodological challenges, the results of macro-
economic studies examining the effect of defense
spending on growth are captured by a multiplier. A
multiplier measures how much economic growth $1
of defense spending produces in the economy over a
specified period of time. For example, if, over a five-
year time horizon, a $1 spending increase leads to a
$1 increase in GDP, this would return a multiplier of
1—i.e., a I-to-1 increase.?8 A multiplier greater than
1 implies that defense spending induces additional
private economic activity by circling money through
the economy. By contrast, a positive multiplier that is
less than 1 implies that defense spending crowds out
some private investment or spending, even though
the net effect on output is still positive. For example,
defense spending could cause wages to rise in certain
sectors, making it more expensive for private com-
panies to do business. In the worst case, a multiplier
can be negative, meaning that the government spend-
ing is substantially undermining private economic
activity.

The applied macroeconomics literature con-
sistently finds that defense spending has a positive
effect on growth.?” However, there are disagree-
ments on exactly how large this impact is. Ramey
surveyed leading macroeconomic studies calculating
the government spending multiplier.>® Ramey’s sur-
veys include both studies that examine government




The best available evidence suggests that defense
spending promotes growth, even if there are
disagreements about how much. However, it

IS Important to remember that this finding is for
the average effect of defense spending on the

economy over time.

spending more broadly, which frequently make use
of defense spending as a stand-in for all government
spending, and those that focus specifically on defense
spending.3! Within the set of studies that examine
defense spending—either in isolation or as a stand-in
for all government spending—scholars generally find
a multiplier between 0.6 and 1.2, meaning that a §1
increase in defense spending would be expected to
lead to between a $0.60 increase and a $1.20 increase
in GDP.32 Where the estimates fall within the range
depends on the sample period and how the multi-
plier is calculated.?* More-recent studies tend to find
defense spending multipliers on the lower end of

the spectrum. These studies use data over a longer
period of time, calculate multipliers for different
periods, and employ more-appropriate techniques for
computing the multipliers.>* They find that defense
spending promotes growth but also crowds out some
private economic activity, and they find, on aver-
age, multipliers at or below 1. However, these studies
are relatively few in number; at present, there is not

a robust-enough body of evidence to conclusively
narrow the range from what is reported above (i.e.,
between 0.6 and 1.2).

Therefore, the best available evidence suggests
that defense spending promotes growth, even if there
are disagreements about how much.* However, it is
important to remember that this finding is for the
average effect of defense spending on the economy
over time. The effect in any given year might depend
on the specific makeup of the defense budget or the
nation’s broader economic situation. For example, a

defense budget that prioritizes high-tech programs
might promote growth more than a budget that pri-
oritizes low-tech items.3¢ The effect of the defense
budget might vary depending on whether the econ-
omy was in an expansion or a recession when spend-
ing changed,? whether the change was anticipated,®
the level of accommodation of monetary policy,* and
how spending was financed.*® However, the aver-
age effect of defense spending on growth is a help-
ful starting point for considering the impact in the
future, when the details of the defense budget and
economic context are not known.

How Does Defense Spending Affect
Growth Compared with Infrastructure
Spending?

We now turn to comparing defense spending with
infrastructure spending, an oft-cited alternative to
more productively use government resources. Past
analysis has found that, in the short run, government
investments in infrastructure have a lower effect on
growth than defense spending does, for two rea-
sons.! First, there are typically meaningful delays
between when infrastructure funds are appropriated
and when they are spent, because of such require-
ments as coordination with state and local govern-
ments and the time it takes to solicit and review bids
on large infrastructure projects. It also takes time to
build new infrastructure, such as bridges and dams.
Thus, it can take a long time for these investments to
boost growth.




Second, government investment in infrastructure
is more likely than defense spending to crowd out
private spending in the short term.*2 When the gov-
ernment invests in infrastructure, demand for capi-
tal goods (e.g., construction equipment) increases.
Borrowing costs also increase, making it more
expensive for the private sector to make investments.
Because private-capital goods, such as machinery
and production plants, are long-lasting, the private
sector might simply wait to invest until after the
government projects are complete.*> Other types of
government spending have less of this crowd-out
effect. Unlike with investments in equipment or
facilities, the private sector is less able to delay its
own consumption of other items. Therefore, govern-
ment spending on such items as office supplies, uni-
forms, and food tends to suppress private spending
to a lesser degree than infrastructure investment. As
noted earlier, empirical analyses have confirmed that
these forces make public investment less effective at
promoting economic growth in the first few years
after the funds are committed.

However, in the long run, infrastructure invest-
ments have been widely shown to promote growth
because they create bridges, dams, and other public
capital that increase the productivity of the entire
economy over time. This finding holds across a
wide variety of countries, time periods, and types of
public investment.** The exact size of the effect on
the economy depends on the type of infrastructure
investment and the current state of national infra-
structure.*> Therefore, within the larger literature, we
focus on two sets of studies with the most relevance
to the United States. First, we look at studies that
consider the effect of infrastructure investments
among countries that are part of the Organisation
for Economic Co-operation and Development, which

includes most of the highly developed countries in
the world. These studies find long-run multipliers for
infrastructure investment in excess of 1.5.46

Second, studies that focus solely on infrastruc-
ture investment in the United States also have a
multiplier above 1.5. These studies have examined
a range of time periods and types of infrastructure
investments. For example, studies that examine the
construction of the U.S. interstate highway system
beginning in the 1950s and studies that examine
investments to improve that existing infrastructure
from 1990 to 2010 both show multipliers in excess
of 1.5.47 In fact, studies that look at public invest-
ment more generally, not only in infrastructure,
also find multipliers above 1.5.48 Recent analyses
have acknowledged that the United States still has
infrastructure shortfalls, giving reason to expect that
infrastructure investment should continue to pro-
mote growth in a similar way as it has in the past.*

Therefore, the most-relevant literature sug-
gests that the infrastructure investment multiplier is
consistently above 1.5—above the defense spending
multiplier. It is difficult to directly compare multipli-
ers from different studies. For example, each study
calculates a point estimate for the multiplier. But
any comparison also has to account for the uncer-
tainty around each result. Because of the difficulties
associated with comparing findings across studies,
we would ideally have a study that makes a direct
comparison between the defense and infrastructure
multipliers. Without that type of research, there is
the possibility that the differences in multipliers
are a statistical artifact rather than a meaningful
difference.

However, there are several reasons why we con-
sider the existing evidence to be strong enough to
conclude that infrastructure spending has a greater

We consider the existing evidence to be strong
enough to conclude that infrastructure spending
has a greater impact on economic growth in the
long run than defense spending does.




impact on economic growth in the long run than
defense spending does. First, the evidence is consis-
tent with both economic theory and common sense.
Infrastructure should have a more enduring effect
on the economy because it increases the produc-
tion capacity of the nation. Second, the differences
between the defense spending and infrastructure
multipliers have been consistently different across a
large number of studies. Confidence in this finding
will increase further if future research directly com-
pares the defense spending and infrastructure invest-
ment multipliers.

Summary

The literature has a wide range of estimates (in
both direction and magnitude) on the relationship
between defense spending and economic growth.
However, the studies with the most-appropriate
research designs consistently find a positive effect
of defense spending on GDP. Research shows that
the effects of infrastructure spending on economic
growth are limited within the first few years.
However, we find that over the long term—the time
period that grand strategists are most focused on—
the body of theoretical and empirical literature points
toward public infrastructure investment having a
greater impact on economic growth than defense
spending. This means that reallocating defense
spending to public infrastructure investment likely
would boost economic growth in the long term.
Conversely, delaying infrastructure spending to

Reallocating defense
spending to public
infrastructure
Investment likely would
Doost economic growth
N the long term.

enable larger defense budgets likely would harm long-
term growth.

However, there are some important unanswered
questions in this literature. As noted earlier, all
reported effects on growth are average effects that
might change depending on broader economic con-
ditions. Economists have recently begun to ask how
one of these conditions, the size of public debt, affects
the relationship between government spending and
growth. Studies on this topic, which look across
countries rather than at the United States alone, find
that when public debt levels are high, government
spending might be less beneficial for growth and
might even harm it.>* The effect of public debt on the
infrastructure multiplier, however, has been less well
covered in the literature.! Therefore, more work is
needed to understand the relative effects of different
government programs as the U.S. public debt grows.

How Does Deficit-Financed
Defense Spending Affect
Growth?

Economists warn that, in the coming years, policy-
makers might need to look beyond allocating funds
within the federal budget to reducing its overall size.
The U.S. public debt is large and growing, and, as
we detail in this section, some analysts warn that
the size of the public debt will begin to inhibit eco-
nomic growth. Among scholars of grand strategy,
there is also a debate about the extent to which cut-
ting or increasing defense spending would affect

the U.S. debt and fiscal sustainability. Therefore, we
first describe the current U.S. fiscal situation and
the role of the defense budget within it. We then
describe some of the alternative budgetary options
that policymakers and analysts have proposed. We
illustrate how each of these options would affect the
size of the U.S. public debt. Finally, we describe what
is known about how a high and increasing level of
public debt affects economic growth.

Current U.S. Fiscal Picture

Figure 2 shows historical data (1962-2019) and CBO
projections (2020-2030) for total revenues (e.g.,




FIGURE 2

Historical and Projected U.S. Revenues and Outlays
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SOURCES: CBO, “Discretionary Spending in 2019: An Infographic,” Washington, D.C., April 15, 2020b; and CBO, 2020e.

payroll and individual and corporate income taxes)
and total outlays (i.e., the amount of money actually
spent in each year) as a percent of U.S. GDP. CBO is
a nonpartisan organization responsible for provid-
ing Congress with fiscal and economic information.
Its projections assume that existing laws governing
taxes and mandatory spending (e.g., Social Security,
Medicare) remain the same.

The figure shows that, historically, the United
States has often had an annual deficit, meaning that
spending has been higher than revenues, particularly
in the recent past. CBO projects that deficit spend-
ing will continue. In particular, the COVID-19 pan-
demic response will lead to a federal budget deficit of
$3.3 trillion in 2020, more than triple the recorded
deficit in 2019 and equal to 16 percent of GDP.>?

Figure 3 shows federal outlays by category.
Mandatory outlays refer to spending on programs
determined by criteria established in law rather
than through annual appropriations bills; the larg-
est of these programs are Social Security, Medicare,
and Medicaid. Discretionary outlays include defense
spending and nondefense spending authorized by

Congress in annual appropriations acts. Net interest
payments represent outlays on servicing public debt.>

The defense budget has generally been increas-
ing in actual dollars spent each year (nominal terms).
However, Figure 3 shows that, as a share of the
economy, defense spending has trended downward.
At the same time, mandatory spending has been
trending upward as a share of GDP. As a result, since
the mid-1970s, defense spending has been lower than
spending on mandatory programs. This was true
even during the defense buildup of the 1980s and the
wars in Afghanistan and Iraq.>* Still, defense spend-
ing has been a sizable share of the annual federal
budget—15 percent of government spending was
allocated for defense in 2019 before the pandemic
response began—and equaled roughly half of all
discretionary spending in 2019.5

Figure 4 shows how deficit spending has led to
growth in public debt. The debt-to-GDP ratio has
risen dramatically over the past decade, approaching
80 percent at the end of fiscal year (FY) 2019 before
skyrocketing as a result of COVID-19. It is expected
to continue to rise, nearing 110 percent of GDP by the
end of FY 2030. In recent years, interest rates have




FIGURE 3

Historical and Projected Federal Spending, by Type
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been historically low, so the share of GDP devoted

to interest payments has not grown, even as public
debt has increased significantly. However, as Figure 3
shows, CBO projects that the share of GDP spent on
interest payments will increase in the next decade as
interest rates rise.

In sum, the figures show that although defense
spending has not been the primary driver of public
debt in recent decades, it is a contributor. To under-
stand whether this contribution is meaningful, we
next describe alternative options for the size of the
defense budget and then examine how public debt is
projected to grow in each scenario.

Alternative Defense Budget Choices

We consider five illustrative budget scenarios that
have been suggested by policymakers and research-
ers. These include following current defense plans,
which would see defense spending as a share of GDP
decline, and sustaining current defense spending as
a share of GDP. We also consider a recent congres-

sional proposal to cut defense spending by 10 percent.

Because questions surrounding the affordability of
U.S. defense spending are particularly central in the
debate about the future of U.S. grand strategy, we
drew some of our scenarios from that debate, giving
us a scenario with larger cuts and a scenario with
larger increases. These scenarios do not capture
every possible option that the United States has, but,
together, they illustrate the effect of changes in the
defense budget on U.S. public debt in the next ten
years.

Follow the Current Trajectory

As a baseline, we use CBO’s federal budget projec-
tions through 2030. CBO bases its projections of
discretionary spending, including defense spend-
ing, on the most-recent appropriations and applies
the appropriate inflation rate to project funding for
future years.>¢ Using that approach, CBO projects
that defense outlays will rise at an average rate of
roughly 2.3 percent per year in this time frame.>’
Therefore, in nominal terms, CBO projections expect
defense spending to continue increasing.5® However,
the defense budget as a share of GDP is projected to

decline slightly, from roughly 3.5 percent in 2021 to
2.9 percent in 2030, because outlays are not expected
to grow as quickly as projections of GDP growth.

Sustain Defense Spending at 3.5 Percent of
Gross Domestic Product

Some analysts have argued that CBO’s projections
underestimate future defense spending. These ana-
lysts note that the United States maintains a large
system of alliances and partnerships and has mili-
tary forces forward deployed globally. The United
States has also intervened in other regions and, par-
ticularly in recent years, has used confrontational
diplomatic and military policies to deter other great
powers from aggression. These analysts argue that
seeking to maintain this type of grand strategy will
become increasingly expensive in real terms as other
powers rise and contest U.S. dominance.>® There is
no analysis that evaluates this claim of rising costs or
calculates exactly how much U.S. defense spending
might grow in real terms in the future. For the pur-
pose of illustration, we fix defense spending in this
scenario at its current share of GDP, approximately
3.5 percent. Doing so allows us to assess the impact
on public debt if U.S. strategy proves only modestly
more expensive than current defense plans, with
defense spending growing at the same rate as U.S.
GDP.

Increase Defense Spending to 4.5 Percent of
Gross Domestic Product

Some analysts have argued that, given the example of
the Cold War, the United States could spend a higher
proportion of its GDP on defense to better compete
with U.S. adversaries without affecting growth.
Brands and Edelman argue that, even if defense
spending were to rise to 4.5 percent of U.S. GDP, for
example, the United States would not compromise
its economic performance.®® Therefore, in this sce-
nario, we set defense spending starting in FY 2022

at 4.5 percent of projected GDP. This number is far
below the height of U.S. defense spending as a share
of GDP during the Cold War (15 percent of GDP in
1952) and below spending at the height of deploy-
ments in Iraq and Afghanistan (5.7 percent of GDP
in 2010).
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Reduce Defense Spending by 10 Percent

To free up funds for domestic priorities, progres-
sives in Congress have proposed making cuts to

the defense budget. In July 2020, the House of
Representatives voted to defeat an amendment to

the National Defense Authorization Act sponsored
by Democrats Mark Pocan and Barbara Lee to cut

10 percent from defense spending.®! Inspired by this
proposal, we examine the impact of a 10-percent
reduction in defense spending beginning in FY 2022.
In other words, beginning in 2022, we reduce annual
projected defense spending by 10 percent from the
CBO’s projected level.

Adopt a Grand Strategy of Restraint

Other analysts argue that more-fundamental
changes to U.S. strategy and defense spending are
needed. Advocates of a more restrained U.S. grand
strategy argue that the United States should reduce
its forward military presence, reform or end alli-
ance commitments, have a higher bar for the use
of force, and adopt a less confrontational approach
to other powers. They argue against core elements
of post-Cold War U.S. grand strategy because they
believe that these elements hurt U.S. interests and
are increasingly unaffordable given the broader U.S.
fiscal situation.®?

A grand strategy of restraint finds savings in the
defense budget by, among other changes, reducing
the overall size of the U.S. military. Although there

Any form of government
spending, Not just
defense spending,

will iImpact public

debt. However, not all
spending will have the
same effect.

has not been detailed analysis of the costs of alter-
native grand strategies, advocates of restraint have
estimated that the United States might be able to
sustain this strategy with a defense budget of around
2.5 percent of GDP.®* Advocates of restraint tend to
argue for gradual change to the defense budget, and
one scholar specifically notes that these cuts could
be made over a period of five years.%* As a result,
we examine the case of a steady, evenly distributed
decline in defense spending beginning in 2022 and
reaching 2.5 percent of GDP in 2027, after which
defense spending remains at this level.6>

Approach to Comparing Alternative
Scenarios

We consider how the size of the U.S. public debt
would change in the scenarios just described, start-
ing with FY 2022.¢ To do so, we use a simple model
that considers only the direct effects of the alterna-
tive discretionary defense budgets on the size of the
public debt and holds everything else constant.®”
There are several indirect effects of defense spending
on growth that we are unable to quantify given exist-
ing research. However, in the following sections, we
discuss how our results would change qualitatively
if we were able to include these secondary effects.5®
In addition, we note that any form of government
spending, not just defense spending, will impact
public debt. However, not all spending will have the
same effect. For example, as described earlier, infra-
structure spending generally tends to boost economic
growth more than defense spending does in the long
term. Therefore, depending on the specific type of
infrastructure investments and defense spending in
question, infrastructure spending might not increase
the debt-to-GDP ratio as much as defense spending.
Conversely, other forms of government spending not
considered in this report could increase public debt
more than defense spending.

For each scenario, we project public debt in the
following three steps.

Start with CBO Projections

We start with CBO’s projected public debt level for
each year. This means we also fix government reve-
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nues, GDP growth, mandatory spending, nondefense
discretionary spending, revenues, and interest rates
at their projected CBO levels.

Add Change in Defense Spending

We then calculate the change in defense spending
in each year of the scenario. When defense spend-
ing is higher than CBO projections, we assume that
the United States finances the difference through
additional public debt rather than through increas-
ing taxes. When defense spending is below the CBO
baseline, we apply the savings toward reducing the
debt. In principle, the money saved by lowering
defense spending could also be reallocated to other
forms of government spending instead of being
devoted to public debt reduction. However, because
our focus is on isolating the effects of the defense
budget on public debt, we do not explore these
alternatives.

Add Change in Interest Payments

We then calculate how interest payments would
change given the changes in defense spending in the
previous years. We do this by multiplying all of the
defense spending changes from the previous years
by the current-year projected interest rate. We then
apply the resulting change in interest payments to the
public debt.®

One of our core simplifying assumptions is that
the defense spending changes that define each sce-
nario do not affect GDP growth relative to baseline
CBO projections. In other words, we assume the
defense spending multiplier equals 0. As we noted
earlier, leading academic studies find that the histori-
cal multiplier is between 0.6 and 1.2. However, as
also noted earlier, cross-national evidence suggests
that the multiplier will decline, or even become nega-
tive, as U.S. public debt rises.”” We do not know the
exact threshold at which this will be true, particularly
given the unique position of the United States in the
global economy, as we discuss in greater detail later.
However, cross-national studies find negative effects
significantly below the current debt-to-GDP ratio in
the United States, indicating that debt might drive
down the U.S. spending multiplier moving forward.”!
Because we do not know whether the future multi-

plier will be negative or positive, we set it at 0 for all
defense spending changes from the baseline. This is
a reasonable starting point for our analysis. However,
the way that the multiplier actually evolves in the
future would have significant effects on our findings,
as we detail in a subsequent section.

Effect of Changes to the Defense
Budget on the U.S. Debt

In this section, we apply the approach described in
the previous section. We started with the baseline
CBO projections from Figure 3. We then calculated
the changes in defense spending for each scenario. In
Figure 5, we show how U.S. defense spending changes
in each scenario, both in absolute terms and as a
share of GDP.

Figure 6 shows the projected levels of public debt
across alternative scenarios. In the baseline scenario,
public debt is projected to be $33 trillion, or 108 per-
cent of the U.S. GDP. As noted earlier, these projec-
tions are based on a simplified model and, therefore,
should be seen as illustrative. However, these figures
provide an important benchmark for the effect that
changes in defense spending could have. We describe
our findings in terms of changes in defense spending
and the debt as a share of GDP. Although not the cen-
tral focus of this report, these models also allow us to
provide information on how these defense spending
scenarios affect annual defense budgets.

Figure 6 illustrates the effect of a uniform
10-percent cut in defense spending starting in 2022.
By 2025, debt held by the public as a percentage of
GDP would be 1 percentage point lower than current
projections, and, by 2030, the reduction would lead
to a 2.4-percentage point decrease. In raw numbers,
public debt would be $745 billion less than the cur-
rent trajectory in 2030. For the year 2030 alone, the
reduction in defense spending and savings on interest
payments would amount to $103 billion.

In the grand-strategy-of-restraint scenario, debt
as a percentage of GDP would be more than 3 per-
centage points below current projections in 2030. In
raw numbers, by 2030, public debt would be $949 bil-
lion lower than currently projected. As a result,
interest payments would also steadily decrease. The
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FIGURE 5

Changes in U.S. Defense Spending Across Scenarios
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FIGURE 6

lllustrative Changes in U.S. Debt Across Alternative Defense Budget Scenarios
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decrease in interest payments alone in 2030 would
be nearly $18 billion, while the defense budget would
shrink by $120 billion. For the sake of comparison,
the combined savings would be roughly equal to

the budget for the Department of Transportation
(adjusted for inflation to 2030).7

Conversely, our results show that projections
change markedly even in the scenario in which the
United States maintains the current proportion of the
GDP devoted to defense. Defense spending of 3.5 per-
cent of GDP would increase public debt held by 3 per-
centage points by 2030. In 2030, increases in defense
spending and on interest payments would amount to
$200 billion.

A shift to 4.5 percent, still far short of peak Cold
War spending levels, substantially changes the fiscal
outlook. Public debt as a percentage of GDP would
increase by nearly 5 percentage points by 2025 and
11 percentage points by 2030. This is a massive dif-

ference from the current CBO projections, equivalent
to more than $3.3 trillion. Interest payments alone

in 2030 would increase by over $62 billion, while the
defense budget would be $594 billion larger. This
total increase of $557 billion is just under the FY 2020
budget for the Department of Labor when adjusted
for inflation to 2030.73

Our models examine changes over a relatively
short time frame. The gaps between the baseline
forecasts for public debt in alternative scenarios are
increasing over time. This means that differences
between these alternative futures would be magnified
even more if spending changes were sustained over a
longer period of time.

In sum, our simplified model shows how rela-
tively small, sustained shifts in defense spending
affect the size of public debt. This model involves the
key simplifying assumption that defense spending
will have no net impact on economic growth in the
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tuture. If this assumption is wrong, our results will
change. If the defense spending multiplier remains
positive but less than 1, any increase in defense
spending will still increase the debt-to-GDP ratio.
However, the differences between alternative scenar-
ios will be smaller. By contrast, there are reasons why
the differences in debt levels across scenarios could
be more pronounced than our model predicts. For
example, our results will be magnified if interest rates
rise higher than CBO currently expects. In the next
section, we discuss the literature that suggests how a
growing public debt could lead to such an outcome.

How Will Increasing Public Debt Affect
Growth?

The natural question from our forecasts of changes in
debt across our scenarios is how these and other con-
tributions to the national debt affect the economic
health of the nation. Some economists believe that if
debt continues to grow, changes to the defense budget
and other government spending could also have
secondary effects on economic growth. They expect
that the most-dramatic indirect effects would come
from increasing interest rates brought on by inves-
tors viewing U.S. public debt as a progressively risky
investment (Figure 7).7* Higher interest rates would
increase government interest payments, reducing the
funds available for government spending and invest-
ments. Moreover, higher interest rates would raise the
costs of capital in the private sector, making it harder
for businesses to make investments that increase
their profitability and productivity. Together, the
crowding out of public and private investments
caused by higher interest rates would reduce U.S. eco-
nomic growth.”

However, it is not clear from existing research
what level of U.S. public debt could cause interest
rates to rise in this way. Although economists agree
that a growing debt undermines growth, the exact

FIGURE 7

nature of this relationship is the subject of debate.

In a highly publicized paper, Reinhart and Rogoff
claim that countries with debt in excess of 90 percent
of GDP experience significantly slower economic
growth.”® However, later work has demonstrated that
this finding resulted from methodological errors.””
In the large literature that has followed, some studies
have identified a similar threshold.”® However, other
researchers have found evidence suggesting thresh-
olds of 20 percent,” between 20 and 60 percent,®

66 percent,® 77 percent,® and 115 percent,?® respec-
tively. Others have instead found that, beyond rela-
tively low levels of public debt, growth rates appear to
gradually decline as public debt rises.?* In sum, this
literature is characterized by a high level of uncer-
tainty, and there has been no consensus on whether
there is a debt-to-GDP “threshold” that undermines
growth or where it lies.

Some economists believe that these contradictory
findings suggest that the level of debt that harms eco-
nomic growth might vary by country.®> For example,
Portugal, Ireland, Spain, and Greece faced adverse
economic consequences during the recent European
debt crisis, as debt-to-GDP ratios rose above 100 per-
cent for each nation during this period and led to
substantial increases in interest rates.3¢ Yet even as
the United States is approaching these more extreme
levels, it has seen no meaningful effect on interest
rates.

Scholars have speculated that the United States,
because of its unique role in the global economy,
might be able to sustain a higher level of public debt
than other countries before the debt causes interest
rates to increase. These scholars argue that there is
virtually no threat of default for the United States,
because the dollar has a flexible exchange rate rather
than a fixed exchange rate.?” Because the United
States issues its own currency, it can always meet
its debt obligations by having its central bank print
more money or buy government debt.®8 In addition,

Theoretical Relationship Among Debt, Interest Rates, and Growth

Increase in
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Economists largely agree that rising public delt
eventually will negatively affect an economy.

The uncertainty surrounding the existence of a
debt “threshold” or its particular value should not
detract from this broader principle.

the U.S. dollar is the most widely used currency in
the world by a wide margin, and historical evidence
shows that the risk of a fiscal crisis is very low for
countries that print their own money and borrow in
their own currency.®® The dollar is held by states as
their official reserves and operates as the primary
medium of foreign exchange for private actors. As

a result, the United States will have little trouble
attracting creditors, even at low interest rates. During
the COVID-19 pandemic, for example, the United
States has been able to borrow heavily without any
change in interest rates.”® In addition, there is little
reason to suspect that another form of currency will
be able to replace the dollar at any point in the near
future.®!

These unique aspects of the U.S. economy
might explain why the United States has not yet seen
interest rates rise and does not appear to be in any
imminent fiscal danger. However, most economists
do not expect this economic outlook to hold indefi-
nitely. Economists largely agree that rising public
debt eventually will negatively affect an economy.
The uncertainty surrounding the existence of a debt
“threshold” or its particular value should not detract
from this broader principle. This is not to say that
important, pressing domestic spending should be
abandoned for fear of deficits, particularly in the
midst of an ongoing pandemic. However, given the
eventual consequences of escalating public debt, it is
important to consider how different levels of defense
spending affect projections of U.S. public debt.

For example, in the latest long-term budget
outlook, CBO projects that increasing debt will
contribute to slower GDP growth over the coming

decades. Specifically, although interest rates are
expected to remain near 0 following the pandemic,
they are expected to continually rise from 2025 to
2050.22 This is projected to crowd out some private
investment in capital, resulting in slower capital
accumulation and, consequently, slower economic
growth. CBO estimates that if policies were put in
place to gradually reduce public debt to 79 percent
of GDP (its 2019 value) by 2050, GDP would, all else
equal, be 5 percent higher in 2050 than under CBO’s
extended baseline projections. This would amount
to an increase in GDP per capita (economic output
per person) of $4,600 relative to baseline (in 2019
dollars). Thus, if the growing public debt eventually
undermines growth as economists have suggested,
even small, sustained changes over the short term
might have meaningful effects on the U.S. economy
over the long term.

Recall that our analysis in the last section starts
from the current CBO projections for interest rates,
which rise modestly by 2030, and assumes that
defense spending changes have no impact on interest
rates relative to CBO projections. These interest rates
are projected to remain historically low in no small
part because of COVID-19. Given the arguments
made earlier, we expect that interest rates would, if
anything, rise in our spending-increase scenarios and
fall in our spending-decrease scenarios. Therefore,
changes in federal spending—including on defense—
would have an even greater impact on the debt-to-
GDP ratio than our models project.®?
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How Do Tax Policy Changes
Affect Growth Compared with
Defense Spending Changes?

Concerns about growing public debt could eventu-
ally lead to interest in the relative effects of tax policy
and defense changes in the future. Although tax
increases have not been proposed in the midst of the
COVID-19 pandemic, they have been used in the past
in response to growing deficits.”* Tax increases would
be one option if, for example, future policymakers
wished to increase the defense budgets because of
international conditions without contributing to
the deficit. In this context, it might be increasingly
important to ask how increasing taxes to offset
increases in defense spending would affect growth.
As described earlier, some grand strategists have
argued that this type of trade-off would undermine
the U.S. economy.”®

Alternatively, if the concerns about public debt
become even more acute, policymakers might focus
on options to reduce, not just sustain, annual defi-
cits. In this context, policymakers might see both
defense spending cuts and tax increases as policy
options and ask how they affect growth in relative
terms. Unfortunately, gaps and inconsistent find-
ings in the economics literature mean that we cannot
satisfactorily answer either question. In this section,
we describe the most-relevant literature and why it
cannot yet answer these policy questions.

The evidence
consistently shows that
tax Increases reduce
economic growth while
tax decreases increase
economic growtn. The
exact size of the effect
remains in dispute.

What Are the Absolute Effects of Tax
Increases on Economic Growth?

Determining the effects of tax policy changes on
growth has many of the same challenges as deter-
mining the effects of defense spending changes.
Moreover, tax changes are frequently prompted by
changes in economic conditions, so it is arguably
even more difficult to determine the extent to which
tax cuts affect growth versus the other way around.
As with defense spending, the literature on the effects
of tax policy captures an average effect over time.
This means that the effect of any given tax change
on growth might be different depending on the eco-
nomic context and the type of tax change made (e.g.,
personal or corporate income taxes) and whether
government spending changes at the same time.*”

Analysts have used many different approaches
to assess the relationship between tax policy and
growth.”® The evidence consistently shows that
tax increases reduce economic growth while tax
decreases increase economic growth. The exact size
of the effect remains in dispute. Individual studies
of changes to federal taxes in the United States have
found tax multipliers ranging from near 0 to close
to 4, suggesting greater uncertainty than for defense
spending.®® The differences depend to some extent on
the method that each study uses.

One approach, similar to the narrative approach
described for defense spending, draws on presidential
speeches and congressional reports to document the
timing, magnitude, and rationale of significant tax
policy initiatives in the United States.!® This allows
researchers to identify and focus on policy actions
that were unrelated to economic conditions and, in
doing so, to be confident that government spending
changes, rather than economic conditions, were driv-
ing the result. Studies using this methodology in the
United States, as well as in other developed countries,
find tax multipliers that range from 2 to 3.1!

As with the defense spending literature, some
studies in the tax literature instead rely on timing
assumptions based on the institutional structure and
decisionmaking processes of the U.S. government.
This second approach has yielded tax multiplier esti-
mates both lower and higher than what is typically
found using narrative methods.'°> However, recent
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work, seeking to reconcile the differing estimates
produced by these two empirical approaches, found
support for the range of 2 to 3.19 Therefore, these
two approaches appear to agree that tax cuts promote
growth and, conversely, that tax increases inhibit
growth.

However, a third approach that is widely used by
academics, central banks, and government agencies
worldwide produces different results. This approach
employs what are known as New Keynesian dynamic
stochastic general equilibrium (DSGE) models. These
large and complex models use a mix of theory and
data to model how consumers, firms, and the gov-
ernment behave. The models have also been used to
generate historical tax policy multipliers.!** These
models are appealing to policymakers because they
can be used to predict the effects of a prospective
policy action, such as a tax policy change, on many
parts of the economy and because they can account
for the context in which the policy change will be
made. However, there are risks to using such complex
models; it might be difficult to know whether the
assumptions are appropriate to the policy question at
hand. This method has found lower multipliers than
the previous two approaches; they typically find a
multiplier below 1, and their estimates do not exceed
1.5.195 In other words, DSGE models suggest that tax
policy might have a smaller effect on growth than
other methods find.

How Do Tax Policy and Defense
Budget Changes Compare?

Given the remaining disagreements in the tax policy
literature in particular, it is difficult to draw conclu-
sions about the relative sizes of the defense spending
and tax multipliers. The tax multipliers found using
narrative methods tend to exceed estimates of the
defense spending multiplier, but the picture is less
clear when comparing defense spending multipli-
ers with tax multipliers derived from DSGE models.
Therefore, we are unable to provide a clear estimate
of the tax policy multiplier or its size relative to the
defense spending multiplier.

Even if there were greater agreement in the litera-
ture about the tax policy multiplier, it would be diffi-

We do not find the
iterature to be strong
enough to draw a firm
conclusion on the
relative effects of tax
policy and defense
spending changes.

cult to use the existing literature to answer the policy
questions described earlier. There are two types of
studies that we ideally would like to have: (1) stud-

ies that use the same data and methods to examine
both tax and defense spending changes over time and
(2) studies that look at simultaneous changes in tax
policy and defense spending.

As with the infrastructure policy multiplier, we
would have evidence on the relative impact of tax
cuts and defense spending increases from studies that
directly compare the two policy choices within the
same methodological framework.!%® The only study
that does this finds that tax policy changes have
a greater effect on economic growth than defense
spending does.!%” The results imply that increasing
taxes to offset an increase in defense spending has
a negative net effect on GDP. However, the results
of this single study conflict with other studies that
compare taxation with government spending more
generally.!%® Therefore, we do not find the literature
to be strong enough to draw a firm conclusion on the
relative effects of tax policy and defense spending
changes.

Moreover, simultaneous changes in taxation
and defense spending might have a different effect
on growth than would be expected by adding each
individual multiplier. As discussed earlier, multiplier
estimates capture an average effect over time. For the
defense spending multiplier, that means that it cap-
tures both episodes in which military build-ups were
primarily funded with debt and episodes in which
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build-ups were largely tax financed. The tax multi-
plier, on the other hand, is often calculated indepen-
dently of government spending; furthermore, the
economic conditions surrounding defense spending
can be different from those surrounding other types
of government spending.'%® Rather than simply look-
ing at these average effects in situations that might
be different, we would like research on simultaneous
defense spending and tax policy changes in the past.
Unfortunately, we find no such studies.

In sum, it is challenging to compare estimates
across studies, which differ in sample and research
design, and, unlike in the infrastructure analyses, we
find neither a consistent estimate for the tax multi-
plier nor a consistent difference between the tax and
defense spending multipliers. Ramey remarks on the
discrepant findings in the literature and concludes
that existing methods do not allow us to directly
distinguish between defense spending and tax multi-
pliers with sufficient precision.!!?

Summary

As with infrastructure spending, researchers have
not directly examined the policy questions that we
posed earlier. Unlike with infrastructure spending,
the existing literature does not provide a clear answer
as to the relative economic impacts of tax policy and
defense spending changes. The range of tax multipli-
ers makes it difficult to draw conclusions on how
changes in tax policy and defense spending compare
as alternative ways of reducing the annual deficit.
Furthermore, as noted, we are unable to determine
how increasing taxes to pay for higher defense
budgets in the future might affect growth, because
scholars have not examined how these effects move
simultaneously. Therefore, it would be worthwhile

to conduct more research on this relationship.!!!
Although we describe the ideal type of evidence

that would be helpful for policymakers, that type of
evidence is often not available. Policymakers have to
make choices under uncertainty, and their questions
might not be the focus of academic research. We note
that even research that leads to greater precision on
the defense spending and tax multipliers would sig-
nificantly improve our understanding of the relation-
ship between defense spending, taxation, and growth.

Key Findings

Research on the relationship between defense spend-
ing, public debt, and economic growth is ongoing,
but there are important areas of agreement within
the literature. We highlight four implications for U.S.
strategic and defense budget choices.

Prioritizing Defense Spending over
Infrastructure Investment Might
Undermine Economic Growth and U.S.
Power in the Long Run

Existing research shows that, in absolute terms,
defense spending promotes economic growth.
However, policymakers ultimately need to consider
budget trade-offs and how alternative choices would
affect growth. We considered one prominent alterna-
tive, infrastructure investment. There have not yet
been direct comparisons between these two forms of
government spending; direct comparisons would be
the gold standard for assessing their relative effects
on growth. Still, the large and consistent body of
literature on the economic benefits of infrastructure
investment supplies strong evidence that, as some

We are unable to determine how increasing taxes
to pay for higher defense budgets in the future
might affect growth, because scholars have not
examined how these effects move simultaneously.

20



advocates of smaller defense budgets argue, divert-
ing funds from defense spending to infrastructure
investment likely would boost U.S. economic growth
in the long term. Conversely, continuing to priori-
tize defense spending over infrastructure invest-
ment would slow long-term growth in relative terms.
Because the size of the U.S. economy determines

the resources available for defense, defense budget
choices today could affect U.S. military strength in
the future.

A Large and Growing U.S. Public Debt
Means that Defense Spending Might
Eventually Have a Deleterious Effect
on Growth, Unlike During the Cold War,
When Public Debt Was Lower

Macroeconomic research shows that countries with
a large and growing public debt tend to face reduced
economic growth. The unique position of the United
States within the global economy makes it diffi-

cult to assess how or at what point public debt will
undermine economic growth. The United States has
surpassed the public debt levels at which other coun-
tries have seen significant negative effects on growth,
without suffering higher interest rates or a slowing
economy. Therefore, economists have little historical
precedent on which to rely to predict exactly when
or how growing public debt will undermine U.S.
economic growth. Although economists are not sure
exactly when or to what extent U.S. public debt will
begin to undermine economic growth, they gener-
ally believe that the United States will begin to see
negative effects if public debt continues to rise. The
debt-to-GDP ratio cannot grow indefinitely; even-
tually, public debt must be repaid or defaulted on.
Few question the solvency of the U.S. government
over the foreseeable future, although as public debt
rises, investors will view U.S. debt as an increasingly
risky investment. This risk might reflect either a
perceived increase in default risk or an increase in
the likelihood that additional money will be printed
to service U.S. public debt. Both would lead investors
to demand higher interest rates to hold U.S. public
debt, which would hamper economic growth. High
public debt also generally reduces the amount of

The United States
should not assume that
defense spending will
affect GDP growth in
the same way that it did
during the Cold War.

funds available for investment, leading to crowding
out of private investment. To the extent that rising
public debt is eventually paid for through future tax
increases, doing this will reduce growth as well, as we
showed earlier.

Given ongoing debate in the literature, we cannot
say specifically how spending on defense, or any
other government program, affects the risk of such
outcomes. However, existing research suggests the
possibility that sustaining deficits to enable defense
and other government programs might have different
effects than in the past. As a result, the United States
should not assume that defense spending will affect
GDP growth in the same way that it did during the
Cold War, when public debt was lower.

Defense Spending Is Not the Main
Driver of Annual Deficits, but Changes
to National Security Spending Can
Have A Meaningful Impact on Their
Size

Our focus in this report has been primarily on the
relationship between defense spending and economic
growth. However, our results also address the effects
of defense spending on the annual federal budget
and the size of the deficit. Many commentators have
correctly noted that defense spending is not the main
driver of annual deficits or the growing public debt.
For many years, spending on mandatory programs,
such as Medicare, has outstripped defense spend-
ing. However, our findings suggest that the effects of
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defense spending on the annual budget and the size
of the deficit are meaningful.

Prior to the pandemic, defense spending had
been about half of annual discretionary spending.
Our models showed the sizable fiscal consequences
of changing this portion of the federal budget. We
examined how relatively small shifts in defense
spending can lead to changes in the debt-to-GDP
ratio and associated annual interest payments. For
example, if the country were to adopt a defense
budget of 2.5 percent of GDP, the annual difference
in the defense budget plus associated interest pay-
ments in 2030 would be enough to fund a midsize
government agency. Therefore, proposed changes in
defense spending can have meaningful consequences
for the federal budget and the size of the deficit.

The Economic Literature Has Not
Concluded How Increasing Taxes to
Maintain or Increase Defense Budgets
Would Affect Economic Growth

As public debt grows, future policymakers could
consider tying future defense budget increases to tax
increases. Unfortunately, gaps and disagreements in
the existing literature mean that we cannot say how
this would affect growth. Relatedly, as the debt con-
tinues to increase, policymakers might begin to look
for options for spending cuts or revenue increases

to address annual deficits. It remains unclear how
tax increases or defense spending reductions, two
options for decreasing annual deficits, affect growth
in relative terms. More research is needed on how tax
policy affects growth and how these policy changes
compare with defense spending cuts.

Conclusion

We do not make recommendations in this report
about whether or how the United States should
change its level of defense spending. Those decisions
should be based on a range of other factors that we do
not consider in this report, such as the security needs
of the United States. However, we do recommend that
policymakers take the economic consequences seri-
ously as part of a broader assessment. Some public

commentary on the defense budget downplays the
economic effects, suggesting that we can focus solely
on geopolitical factors. However, this line of argu-
ment misses the very real effects of defense spending
on growth that we describe in this report. The large
and growing public debt means that the economic
consequences of the defense budget might even grow
in the future. Given that the size and health of the
U.S. economy are ultimately the basis for U.S. mili-
tary power, the economic effects of defense spending
have consequences for long-term security that policy-
makers should consider.

The task before policymakers is not easy given
the remaining uncertainty in the economics litera-
ture. Economists point to risks of a growing public
debt but cannot yet say how large or imminent they
are. There is evidence about trade-offs between dif-
ferent types of government spending and financing
for growth, but uncertainty in these findings makes
it difficult to quantify how large these trade-offs are.
Therefore, our findings reinforce the importance of
ongoing research on the relationship between gov-
ernment spending, taxation, public debt, and eco-
nomic growth for questions of U.S. grand strategy.
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