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ABSTRACT
This book is concerned with the financial policy instruments
and institutional mechanisms that arre involved in Australian defence
policy or readily available to the government to enable it to meet its
security obiectives. In addition, the book addresses the nature of
financial responses when Australian defence Policy is disturbed by
events of a military, strategic or national security nature. It argues that
financial pollcy is one of the key common denominators underpinning
the defence of Australia against threat, aggression and other less
defined hostile activities and concludes that, in most cases, finance is
as important a crcmponent of the effective nranagement of war or
conflict as is defence poliry, and that this should be recognised in an
Australian national security policy.

Canbena Papers on Strategy and Defence are a series of monograph
publications which arise out of the work of the Strategic and Defence
Srudies Centre, Research School of Pacific Studies, The Australian
National University. Previous Canberra Papers have covered topics
such as the relationship of superpowers, arrns control at both the
superpower and South-East Asian regional level, regional strategic
relationships and maior aspects of Australian defence poliry. For a list
of those still available refer to the last pages of this volume.

Unless otherwise stated, publications

of the Centre

are

presented without endorsement as contributions to the public record
and debate. Authors are responsible for their own analysis and
conclusions.
The views expressed in this publication are those of the author,
and not necessarily those of either the Minister for Defence or the
Department of Defence. The Commonwealth of Australia will not be
legally responsible in contract, tort or otherwise, for any statement
made in this paper.
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INTRODUCTION
This monograph is concernd with the financial policy instnrments
and institutional mechanisms involved in Australian defence poliry and
which are readily available to the government to enable it to meet its security
obiectives. In additiory the monograph addresses the nature of financial
responses when Australian defence Policy is disturbed by events of a
military, strategic or national security nature. The political and strategic
issues which give rise to these events are not discussed.

Attention is concentrated on the role

of key institutions;

the

appropriateness of current financial policies in relation to the scale, intensity
and duration of military conflic| and the financial consequences (normally

measurd as costs - see Chapter 3) of engaging in military activities.
Borrowing from Lord Lionel Robbins (sc'e chapter 1)' the book aims to
of
afford insights into the physiology of the body economic in conditions ""
unusual strain.'l

This monograph intentionally avoids the wider field of defence
economics.2 That discipline has little immediate relevance to aspects of
operational financial policy, its adjustment aird ranagement in a defence

it.

Other structural and economic
forcei which affect Australia nationally in the normal course of events (e.g.
tariffs, subsidies, dumping, etc.) are also marginal to the discussion. They
are addressed only in so far as they might affect these financial mechanisms
emergency, and decision-making based on

and policies.

Lord Robbins, The Economic Problem in Puce and War (Macmillan and
Co., London, 1950), p.2.

Most books on peacetime defence economics include significant sections
complex,
planning and budgeting, etc. In a dcfence contingency, there might be
other economic side-effects. These would likely include such factors as
increased defence-relatcd production, labour costs and competition for

on matters such as Procurement, the military-industrial

skilled personnel, increased costs for state and local governments
(especiaily those within possible areas of operations), and effects on
trade. However, these topics themselves would each occupy an entire
paper and attempts to treat them in a book focusing on finance and
iinincial poliry would do scant justice to them and would only detract
from the topic at hand.

2 lntroiluction
In Australia, the historical background to the funding of war-related
defence activities can be located in the experience of current institutions,
such as the Treasury and the Commonwealth and Reserve Banks, in
moulding policies and evolving methods for dealing with the older rubric of
'war finance' (see Chapter 4).

nVar finance' is

a

general

title that

covers the manifold

responsibilities assumed by various authorities in guiding and managing the

of the nation during '... a great change from peace-time
experience'3 - that is, in confronting 'the economic consequences of war/. It is
a concept rooted in experience. Its definition is self-evident but its methods
are as complex as the apparatus of the state which it serves. It owes as much
resources

to the observable methods of government practice, in responding to either
periodic economic stresses or a past crisis induced by a major war, as it does
to academic or theoretical constructs. Nonetheless, therc is a small body of
economic literature within which the evolution of institutional practices must
be located. Chapter 1 examines the classic theoretical offerings available on
the subiect of war finance but illustrates that these theories are derived from
observed experience by individuals of very practical affairs.
War finance originated in the crises of funding past wars. It has
of the developing institutions of the modern
state, and has complex ties with the institutions and policies of the
international economic arena. In the late twentieth century, the practice and
purpose of financing wars would generally accord with a 'realist' (as
opposed to 'idealist') persuasion in international relations. The realist
perspective has the following general characteristics:

been one of the outgrowths

*

It is state-centric.

It views financial mechanisms (".g. aid

policy,

freezes,

blockades) as intrinsic tools of state policy.

It

views the role of finance/economics in neo-mercantilist
terms.4 In this role, war finance underlines the military and
j.M.Keynes, How to Pay for the War (Macmillan and Co., London, 1940),
p.4.

Mercantilism refers to trading practices prevalent in Europe in the
sixteenth to eighteenth centuries. In bricl imports were bad (outflow of
gold) and exports were good (inflow of gold); tariffs and bounties were
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other security instruments of the state. It may also be the
driving engine of government action in pursuing its other
policies.

'i

It assumes that the international order, in both its political and
economic dimensions, is ultimately anarchic, turbulent and
uncertain; war constitutes an intensification of these features.

*

However, despite the ultimate turbulence of the world order,
there are sufficient international economic institutions and
mechanisms in place (e.g. the Intemational Monetary Fund
(IMF), the World Bank, the private international banking system
as a whole) to fund, underpin, or pervade the waging of war in
a fairly predictable manner.

As modern realism takes on its late twentieth century economic
guise,S war finance assumes an implicit relationship between security and
wealth.6 The realist view of the global political environment maintains that
policy instruments for achieving these ends. It was opposed in
principle by Adam Smith, except with regard to national security. Neomercantilism gained headway after the Great Depression, when
governments designed policies to protect domestic industries from full
overseas competition and/or to encourage exports at the expense of
other overseas exporters or the domestic industries of the importing
nation. Neo-mercantilism regards a trade surplus, or a positive current
account, as intrinsic to national security and the balance of trade figures
(which form the bulk of the current account) as the key measurement of
this belief.

Richard A. Higgott, The World Economic Order and Australia:
Towards a Wider Definition of Security', in Desmond Ball (ed.),
Australia and the World: Prologue and Prospecfs, C-anberra Papers on
Strategy and Defence No.69 (Strategic and Defence Studies Centre,

Australian National University, Canberra, 1990).
As if to reinforce the truth and urgency of this belief, Time Magazize has
emphasised the economic basis of the Bush Administration's quest for
security. Alice Rivlin, former head of the Congressional Budget Office,
was quoted in the Wall Street lournal (cited inTime,30 fanuary 1989) as
saying, The budget deficit ... has become a defense issue, a foreign
policy issue ...' and fames Baker, the Secretary of State, is quoted later as
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self-interest remains the enduring motif of the modern state and that national
security (be it economic or military) is the means for achieving that goal.
Whether security continues to be defined militarily, or whether recent neomercantilist tendencies succeed in asserting the primary of economic policy
as an instrument of national struggle, it remains a fact that finance must
underwrite and be the measure of any deliberate government security policy.
War finance grows out of this fact.

Financial requirements are the common denominator across the
several generic levels of defence contingencies which have received
endorserient as planning tools for guiding defence activity. Lowlevel
contingency, as an accretion to current peacetime preparedness, occupies the
opposite end of the spectrum from declared and total war. The latter,
hbwever, is the source of most of the experience and all of the theory of war
finance, when its role has been to serve to mobilise the entire resources of the
nation - as eventually undertaken in the Second World War.
Several defence economic generalisations ned to be made to
establish a framework for an understanding of the operation and limitations
of war finance:

*

Defence spending (of which war finance is but a single
component - and even then in unusual circumstances only) is a
political issue as much as an economic one, in the sense that the
of need is worked out in a
'... mediation of differing perceptions
political process'.7

*

The level of defence expenditure is a function of a country's
perception of the nature and extent of threats against it.

*

The transition from peacetime expenditure to some level of
dcfence contingency or war expendi(ure is independent of the
baseline pattern of spending to date. What matters is the
celerity of the transition and the co-ordination of the
appropriate military strategy and financial policies.

recognising (Time,13 Fcbruary 7989)
in the late 20th centu4/.

Gavin Kennedy,
p.2.

Det'ense Economics

'." the primacy of economic Policy

(Duckworth and Co., London, 1983),

lntroduction 5
The successful implementation of financial poliry in underpinning
an Australian response to a conflict will depend on several key variables,
possibly independent of the actual level or trend of that conflict, and set out
at length in Chapter 5:

(a)

The ability of Australia to control (or be perceived to control)
the conflict, even in the event of escalation.

(b)

The reaction of the Australian government to financing the
conflict, be it by loans, deficit financing, taxation or internal
reallocation of resources among the broad functions of
government.S

(c)

The reporting of the conflict by the media.

(d)

The expectations of financial markets (Keynes' 'animal spirits')
concerning the resolution of the conflict and the type of postcrisis environment in which Australia must iontinue to
function.

Two important qualifications need to be placed on the role of finance
in the discussion of defence emergencies. Firstly, a conflict which remains at
a strategically defined low level does not guarantee that the reactions of
markets, financial institutions and overseas investors will also be 'low level'.
The MX missile crisis of early 1985 (a case study discussed in Chapter 2), an
internal political affair,led to a crisis of confidence in Australia's 'political'
economy and a collapse in the value of the Australian dollar out of all
apparent rational proportion to the affair itself. Secondly, a conflict which
escalates or leads into more substantial conflict, or oscillates over an
extended period of time, should not imply that financial requirements or
responses will do the same. The financial community will adopt its own
idiosyncratic responses to the contingency, which may or may not accord
These functions being defence (9.6Vo), hcalth (10.07o), education (7.\Vo),

social welfare (27.4Vo), housing and community amenities (2.2Vo),
culture and recreation ('l.37o), general public services (7.'1.7d, general
economic services (5.5Vo), plus sums not allocated to function, which
includes payment to the states (79.37o), and public debt interest (10.67o).
The figures in brackets refer to achieved financial expenditure for 198687, as reported in Budget papers for the '1.987-88 estimates.
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with the response of the government.g The implications of this are discussed
in Chapter 5.
In summary, finance (or war finance in its dcfence emergency role) is
an instrument of state poliry. It undcrpins and shapes thc gamut of defence
activity both in peacetime and during a strategic crisis of some dimension
when the survival of the nation is not an issue.

contingency, however defined or measured, could even
adopt a form of normality where the element of crisis dissipates and
incrLased military activity becomes part of the standard economic
assessment of that country's well-bcing, part of its 'risk assessment'.

A low-level

CHAPTER

1

THE THEORY AND EXPERIENCE OF
WAR FINANCE
The origin of a conceptual framework specifically addressing the
financing of war lies with David Ricardol (although he built upon the
insights of Adam Smith a generation before). Ricardo was responding to the
series of economic crises experienced in England and brought on by the
Napoleonic Wars. Apart from sundry observations made during the next
century or so, the next original work produced on methods of war finance
came from f.M. Keynes. His response, like Ricardo's, arose as a reaction to
war but also to the iniustices of the British domestic economic experience in
the First World War. Keynes also sought to aid in preparation for planning
expenditures (and this time, making more equitable the financial sacrifices)
for the coming Second World War.
The writings of Iord Robbins subsequent to the Second World War
were, it will be argued, largely critical of Keynes'argument for the primacy
of finance and were surrunary reflections of his own financial experience in
the war. They were not seminal. They ratified the experience of total war,
but were less relevant to the new age of limited wars (made almost essential
by the alternative of nuclear annihilation), which did not challenge the
primacy of economic policy in government considerations.

Kelmes, therefore, is the authority for guiding financial policy in
scenarios which do not rise abwe the low lanel, or which remain regional in their
immediate strategic repercussions.

first political economist to
specifically address the problems of financing war. The two key sources
were the 'Essay on the Funding System' (1819), and paragraphs 3-7 of

C.S. Shoup maintained that Ricardo was the

Chapter XVII of Ricardo's most famous work, On the Principla of
Political Economy, andTaxation (18'i,7), see C.S. Shoup, Ricardo onTaxation
(Columbia University Press, New York, 1950), pp.1434, and especially

Chapter XI,

fiar

Finance', pp.143-167.
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War Finance: Theory and Practice

The twentieth century Italian philosopher

of history

Benedefto

croce, once remarked that '... all action is thoughq and all thought is action'.

Allowing for a certain degree of literary aphorism, his statement
encapsulated the notion that, in reality, there cannot be (and is not) a clear
disjuncture between theory (thought) and practice (action). Implicit is the
recognition that thought does not cease when activity commences; they coexist.
In other words, theoretical assumptions underpin and pervade all
activity. Theory constitutes a conceptual framework through which events
are perceivcd and must themselves travel. In this sense, practical
knowledge, policy and decision making are not possible in the absence of a
theoretical framework. The way the world is perceived, and the way activity

is

pursued, are the results

of

theoretical assumptions and observed

experience.

But this is not a book about theory, per se. Instead, the book draws

on existing theoretical and historical insights in order to establish

a

framework within which financial policy making takes place. From these
insights, it detects a set of basic principles on which subsequent policy
developments (and specific case studies) might build.
Theorising is understood here as the literary record of solutions to or
explanations of historical dilemmas in raising war finance, and the attempt to

draw some general principles from particular historical experience or
observation. These insights are in turn modified by subsequent practice. In
this sense, the relationship between theory and practice is an intimate and
inseparable one.

This relationship between theory and practice is rendered more

acute in the case of financial policy by the fact that the theories of raising war
finance are the creations of individuals with extensive public e*perience,
reflecting on the institutions and events they witnessed around them.
Ricardo was a banker, Keynes a Treasury official and author, Robbins an
academic co-opted by the government for the duration of the Second world
war, and smith a teacher whose survival depended upon the quality of his
lectures and writing.

The theories of war finance are few, and emerged from particular
historical circumstances. Thus, whilc they provide a frimework and range
of insights for policy makers, they are to some extent restricted by tle
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specific nature of the events which gave rise to them. It is for this reason that
the experience of both policy making and institutional responses in recent

conflicts must be examined alongside any exposition of the thmry of war
finance. Such conflicts diverge from the events which generated earlier
theories and may require policy responses which are modifications of those
suggested by existing theory and Past practice. In addition, an examination
of the policy direction and financial consequences associated with these
conflicts provides a background which may be used to generate new
theoretical insights. The conflicts which are examined later in this thesis, as
well as the discussions of contingency planning, are different in degree - in
some cases substantially - from those which generated the theories discussed
in this chapter. They are subjects of interest in particular for the ways in
which the state and its institutions have both adopted and adapted (or failed
to do so) existing theories in the light of changed circumstances.
The two broad options of taxation and borrowing were recognised
by Adam Smith (and acknowledgcd in later events and by later authors) and
endorsed by governments in the conduct of wars and conflicts. The accretion
of variations on these two basic options (e.g. in the nature and scale of the
borrowings, or in the type of taxation imposed) is as much a reflection of the
increasing complexity of the modern state as the original or revised theories
of later commentators. Theory has endorsed experience but has rarely
attempted to transcend it.

The theories of war finance discussed in this book are the most
prominent, coherent and accessible of existing opinions. They are few
because the discipline does not lend itself to uniqueness, originality or
disputatious heresy. Yet being empirical in method and belief, the theorists
themselves would be the first to admit that, as the state continues to evolve,
an accretion to their theories may nctd to bc developed to reflect the latest
changes in technology at the disposal of the state, or the structures, policies
and processes which drive it. None of the theories have universal
application, and it cannot be pretended that they supply ready solutions to
unique problems or crises which periodically beset the state.
Adam Smith
In the fifth book of An Inquiry into theNature and Causa of the Wealth

of Nations (1776), Adam Smith addressed the implications of

defence

expenditure by the state and the necessity of raising sufficient revenue (as
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well as the results of not doing so) to finance the conduct of wars undertaken
by the United Kingdom in his lifetime.

In

Smith's opening words, sec'rity

is The first duty of

the

sovereign',2 which involveJ'protecting the society from the violence and
invasion of other independent societies, [andl can be performed only by
r.neans of a military force'. The two functions of the state in smith,s aay were

defence and iustice. unlike justice, defence did not return revenue.
Therefore he classified it as a necessary but unproductive activity. Being
unproductive it did not accumulate capital and did not generate an increasi
in the capital stock; it produced neither savings nor proflt. Being necessary,
and therefore a refutation to some extent- of the laissa,-faire economic
principles set out in Books 1 and 2, upon which his reputation rests, defence
should at least be conducted efficiently. The most useful instrument for
executing the defence of the realm was a small professional army (not
conscripts), which was itself a reflection of the division of labour increasingly
evident in eightecnth century industrial society.

In examining the financing of the military establishment, smith was

concerned with two broad tendencies:

(a)

The increasing cost of defence and the conduct of war to the

public finances:
The great change introduced into the art of war by the

invention of firearms, had enhanced still further both
the expenses of exercising and disciplining any
particular number of soldiers in time of peace, and
that of employing thcm in time of war. Both their
arms and ammunition have become more expensive.
A musket is a more expensive machine than a javelin
Smith,_Az Inquiry
13:Nations reproduced

into the Nature and Causes of the Wealth of
as Vol.39, The Great Books of the western world
(Encyclopaedia Britannica Inc., chicago, 1952), p.405. smith rejected the
mercantilist doctrine of national policy, which sought to control the use
of resources to ensure a continuing favourable balince of payrnents and

create a self-supporting politico-economic unit. Neveitheless, in
extreme circumstances of threat to national well-being, smith was
prepared to allow government intervention to protect the 'invisible
hand'of Books 1 and 2 of his work.

The Theory and Experience of War Finance
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or a bow and arrow; a cannon or a mortar than a
balista or a catapulta

(b)

...3

The explosion of the national dcbt since 1694. The national debt
was first created with the inception of the Bank of England, its

immediate and intentional purpose being to finance the United
Kingdom's wars with the France of Louis XIV.

There were two conceivable methods of financing wars in the
eighteenth century. The first was by direct taxation; naturally this was
unpopular, and
... the more loudly the pc'ople complain of every new tax, the
more difficult it becomes ... either to find out new subjects of
taxation, or to raise much higher the taxes already imposed
uPon the old.+

Consequently, recourse was had to the second method of financing wars:
borrowing, or'... a mortgage on the public's revenue'.S
Smith identified two types of borrowing:

(a)

Personal credit - a type of promissory note, short term,

non-interest bearing, and tied to the object for which

it

was raised.

ft)

Borrowing upon assignments:

(i)

short term - where the principal and the interest
were expected to be rePaid; and

(ii)

3
4
s

perpetuity - where only the interest was repaid in
the short term (i.e. in the lender's lifetime). The
principal might be refunded over 1(X) years or so
and might be seen by the lender as a life-time

Cited in Kennedy, Det'enseEconomics,p.S.
Smith, An lnquiry into the Nature and Causes of the Wealth of Nations,
p.408.

ibid., p.4M.
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investment

in the well-being, and victory, of the

state.

Smith was alarmcd by the apparently unchecked growth of the
national debt incurred by his countr/s global imperial wars, which of
themselves ensured no adequate compensation or rate of return for their
cost, even when successful (for example, he viewed colonisation as an
economic 'sink').6 Nonetheless, borrowing was inevitable given that the cost
of wars far outweighed the annual and even accumulated revenue of the
state and that wars, once commenced, were of unknown duration. In
Smith's words:
... when war comes they [governments] are both unwilling
and unable to increase their revenue in proportion to the
increase of their expense. They are unwilling for fear of
offending the people, who, by so great and so sudden an
increase of taxes, would soon bc disgusted with the war; and
they are unable from not well knowing what taxes would be
sufficient to produce the revenue wanted.T

Smith opposed borrowing

to

finance wars on the grounds of

economic efficiency. It would prove much cheaper in the long run to finance
wars on a 'cash' or 'fight as you earn' basis than by borrowing. Also, the
national debt was a century old and growing, and a new war would merely

serve to add another layer of debt over existing ones, with a long-term
detrimental impact on the productivity of the wealth-generating portion of
the social system. However, he admittcd that in time of war the principal
aim of government was to '... relieve the present exigency ... The future
liberation of the public's revenue they leave to the care of posterity'.S

7
8

It was also morally bankrupt. To make war (i.e. victory) 'pay', meant
the economic exploitation of territories captured during and retained
after the war. This would eventually have a corrupting influence on his
country. It is worth noting here that in his own lifetime Smith was
renowned as a moral philosopher, and only posterity has lauded him as
the founder of the discipline of political crconomics (the discipline of
'economics' per se was christencd in late nineteenth cenhrry Germany).
ibid., p.408.
ibid., p.406.
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David Ricardo
From the time of Smith's writing The Wenlth of Nations (126) until
his death in 1790 the national debt of England doubled to some 240 million
pounds, due principally to the requirements of fighting the American war of
independence. As-a result of the drawn-out Napoleonic Wars the national
debt grew to 800 million pounds by 1815. In his Essay on theFunding systave
David Ricardo, a London banker, expressed concern with the ways and
means of funding this huge debt. whereas smith had approached the
economics of defence more from an historical and moral context (particularly
his survey of the past in Book 3), Ricardo emphasised the effects of war on
the current social system, the disruption to the free flow of capital, effects on
trade, the impact of the temporary demands of war on Productivity, and the
like. But Ricardo and Smith were alike in two vital respects:

(a) in a

choice between 'opulence' and defence, both saw
themselves as obligcd to give defence the preference (Smith, for
example, had supportcd the Navigation Acts which prohibited
the use of foreign vesscls for British and Colonial trade); and

(b) both recommended that governments should

conduct their

wars by current taxation, not by loans.
The necessity for increased taxation would be a restraining factor on

the conduct of governments and the acquiescence of the population.
Taxation would affect the present and loans the future. Of more immediate
practical concern, the request for increased taxation to finance a war would
iequire the support of Parliament and public opinion with regard to the
rationale for that war. Ricardo wrote in 1820:
When the pressure of the war is fclt at once, without
mitigation, we shall be less disposed wantonly to engage in
an expensive contest, and if engaged in it, we shall be sooner
disposed to get out of it unless it was [sfc] a contest of some

great national intcrest.lo

9
10

This was written by Ricardo in 1819 for the Enryclopaedia Britannica.
Cited in Kennedy, Defense Economics,p.ll.
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Ricardo regarded the government's tendenry to raise finance through the
creation of public debt (ultimately to be paid for by society in the future and,
ironically, possibly by increased taxation) as an unnecessary evil.
Ricardo believed in the operation of opportunity cos$ that increased
defence spending, sourced in higher taxes, would cause current consumption

- personal and public - to fall. The financing of the war would be felt

immediately in the population's decreased purchasing power and lower
standard of living. Logically, then, the decision to enter upon the war would
be subject to much more intense scrutiny.
However there were, and still are, other problems with Smith's and
Ricardo's advice to governments that all wars should be funded from current
consumption:r1

(a)

The ultimate decision to go to war, or at least commence
military operations of some sort against another nation or
enemy, is not based on economic issues of available finance,
ready loans etc. (however economic the causes of the war might
appear to present politicians or fuhrre scholars). The decision to
do so, or the debates (public or private) on the wisdom of that
decision, is based on political, strategic or even psychological
factors which are often almost totally divorced from economic

considerations. A nation which is ostensibly close to
bankruptcy can afford a war if it is perceived as necessary.
Smith had already observed that 'there is plenty of ruin in a
nation', implying that the level of aggregate sacrifice inherent in
a country/s ability to absorb the costs of war are almost limitless
if the national interest urgently requires it (or if the prevailing
power elites believe it is required).

O)

The national dcbt already existcd, had been used to fund
previously successful wars and the country appeared to be
stronger and more secure for it.

(c)

11

a war debate to focus on the pros and cons of
taxation or loans as the means of generating war finance, a
fundamental difference in choosing between the two would
Even were

Although it should be noted that Ricardo held this belief more shongly
than Smith.
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remain. Firstly, the loan may approximate the national interest
better (in that a loan will be paid for in aggregate eventually by
the taxes of a future and victorious society) than present
taxation, which could be viewed more from personal interest.
Secondly, a loan is nearer to the concept of defence/security as
a public good. It is, in theory, a levy on society as a whole and
avoids - at least in the short term - the divisiveness of taxation,
where those intcrests opposd to the war are expected to also
pay for it regardlcss of democratic principles.l2

A simple and clear-cut choice between taxation and the creation of
public debt (or further public debt, to be more accurate) to finance wars was
available to eighteenth and nineteenth century governments. The size of
modern central government, particularly as its expenditure constitutes such
a large percentage of Gross Domestic Product (in Australia in'1986-7 about
27Vo),the densely packed and interdependent poliry environment in which
the government operates, and the increased number of financial policy
options available to it, have creatcd a new and complex web of possible
consequences for public decision-making in times of conventional strategic
crisis. Nevertheless the various options and financial policies still fall under
these two broad headings: taxation and borrowing.
The Nineteenth Century
The writings of Smith and Ricardo on war finance and the public
debt were not isolated 'voices in the wilderness'. Thomas jefferson regarded
it as morally wrong that one generation should be required to pay off the

war debts of a previous one and believed that any public debt should be
discharged within twenty years of its inccption. He thought a balanced
budget so important that he proposed enshrining the concept in the US
Constitution, a move recently revived.l3 In the same period, |ean-Baptiste

12
13

Sensitivity towards this dilemma of democratic principles, often ignored
in practice, influenced the decision to fund the American involvement in
Vietnam largely by means of borrowing.
Thomas fefferson to |ohn Taylor,26 November 1798,inWork, ed. Paul
l,eicester Ford, Vol. VIII (G.P. Putnam's Sons, Knickerbocker Press, New
York, 19M), p.48\, cited in Carolyn Wcbbcr and Aaron Wildavsky, A
History of Taxation and ExVenditure in the Western World (Simon and
Schuster, New York, 1980, p.372. 'I wish it were possible to obtain a
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Say (in A Trutise on Political Economy, 1803) obiected to borrowing by
governments unless it was justified to the extent that it produced economic
returns of equivalent value - for example, the government might borrow to
build a bridge to facilitate transport and markct acc€ssi the cost of borrowing
would be redeemed by the bridge's social value, its public utility.
But war is a public utility of another kind. In the nineteenth century
in straight cost-benefit terms war bc,came increasingly unproductive. Smith
had already noted that the'soldier ... has no revenue to maintain himself, he
must necessarily be maintained by the public'. Worse, not only was the
peacetime military increasingly expensive ('The powder which is spent in a
modern review is lost irrecoverably and occasions great expense'), but wars
were increasingly expensive to pursue ('The cannon and mortar are not only
much dearer, but much heavier machines than the balista or catapulta; and
require greater expense, not only to prepare them for the field but to carry
them to it'). Additionally, the conduct of war - in Europe - ruled out the
notion of conquest, which in the past had had the benefit of making u/ar a
self-supporting economic activity.l4 War pursued as a matter of public
policy by reasonably settlcd national states meant that the costs would be
very high and the benefits suspect or intangible, as the resulting victory or
defeat provided but marginal differences to the financial balance sheet borne
single amendment to our constitution. I would be willing to depend on
that alone for the reduction of the administration of our government to

the genuine principles of it's [sicl constitution;

14

I

mean an additional

article, taking from the federal government the power of borrowing.'
i.e., if successful; scre Webber and Wildavsky, A Hbtory of Taxation and
Etpenditure in the Western World. The authors come to the sober
conclusion that direct internal taxation and forced labour (resources)
ensured a greater and more reliable rate of return than war, or conquest,
with its attendant costs and risks. Economic gain has seldom been a
prime incentive for war. From the outset of the modern era, the obvious
gains from war have decreased while the costs have risen dramatically;
see pp.238-9 of Webber and Wildavsky: annual expenditure on wars:
1. England,4,000 pounds in 1500 to between 4 million and 9
million pounds in 1700 (estimates vary);
2. France,4.5 million livres in '1607 to 100 million livres in 1705.
Nevertheless the classic exception to the rule is the one following the
Roman conquest of Macedonia in '167 BC: Roman citizens were
exempted from personal taxation for half a millenium afterwards.
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by the state involved (especially if it was a limited or ideological war, such as
the American Civil War). Therefore, in the first half of the nineteenth
century the idea was prevalent that, while war might bring victory, it was
certain to increase the public debt.

But with the increasing sophistication of the nation-state, and the
complementary development of its central bureaucracy and attendant
political economic theory, the attitude towards debt gradually changed. By
the middle of the century debt came to be viewed increasingly as:
* something a people owes to itself (the government borrowing
from the people, in whose interests the war would be fought);
and

*

relative to a country's ability to pay (increased debt might be
outweighed by a proportionally greater increase in the
country/s productivity, Iatcr to be callcd GNP).

Debt ceased to be an unnecessary evil, or immoral, and adopted
Lincoln, for
example, thought that the people would not be oppressed by a debt owed to
itself. His successors asserted (like modern supply-siders in the 1980s) that
capacity to repay public debt increascd with the nation's growing wealth.

many

of the features of objective economic argument.lS

Macaulay, at the end of his History of England,l6 composed a eulogy
to the institutions which had made England great and which amounted to a
celebration of his belief in the positive role of economics in approaching the
problem of debt. The national dcbt, created with the Bank of England, had

15

For example, if borrowing is used to generate national income, then the
net addition to wealth (aftcr repayment of the debt), measured often by
real growth in GDP, warrants the initial borrowing; or, if the substance
of debt is never repaid but the interest payments constitute a decreasing
portion of GDP, again borrowing is warranted; or, if debt continues to
increase but at a rate lower than real growth of GDP, again borrowing is
validatcd by appeal to positive economics. All these examples represent
borrowing as investment into productive enterprises; the problem arises

when borrowing is targeted for public works, war purposes and/or
rolling over outstanding dcbt.
Written during the 1850s.
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fuelled the financial instruments of poliry which allowed England repeatedly
to crush the mercantilist policieslT of France:

Why meet the extraordinary charge of a year of war by
seizing the [goodsl of hard-working families ... when
Change Alley lthe seventeenth century equivalent of the
private banksl was swarming with people who did not
know what to do with their money and who were pressing
everybdy to borrow it?ls
Macaulay added that future credit to a nation depended on that

nation's previous power and inclination to pay past debts:

The power of a society to pay its debts is proportional to the

progress which that society has made in industry, in
commerce and in all the arts and sciences which flourish
under the benignant influence of freedom and of equal law.
The inclination of a society to pay debts is proportional to
the degree in which that society respects the obligations of
plighted faith.le

17

Mercantilism was personified by Colbert, the finance minister of Louis

XIV. As an instrument of policy in this case, mercantilism degenerated
into a means of extracting huge revenues for pursuing the ultimately

unsuccessful wars of aggrandisement initiated by Louis (i.e., no rate of

return). The features of mercantilism included defence industrial
autarky (recognized by Smith), rigidly centralised financial policy for
revenue and expenditure, and favourable balances of trade and
payments. It became, under Colbcrt, what Robbins later called
'apoplexy at the centre and apathy at the extremities' (The Economic
Problem in Puce and War, p.24). From the naval point of view, Mahan
(The lnfluence of Supowu lJpon History, 1660-179il scorned policies
which were a mere overlay and did not stem from the natural

l9

occupations and habits of the people - e.g. sailmaking was linked to the
merchant marine in England but had to be artificialty fostered in France.
lord Macaulay, The History of England, editcd and abridged by Hugh
Trevor-Roper (Pen gu i n E n gl i sh Library, Harmond sw orth, I 97 9), p.492.

ibid., p.498. Macaulay correctly highlights four vital aspects of national
debt stemming from war:
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The Early Twentieth Century

In the last two decades of the nineteenth century the budgetary
process and philosophy took on a recognisably modern shape. The age was

dominated by the search for (and in budgetary terms, achievement of) social
order. The budget acquired a predictive capacity. After Ricardo, the next
serninal thinker to produce original work on war finance was J.M. Keynes.
What coloured the latter's thinking was not an entirely original methodology
of financing wars but instead an adaptation of economic thinking to the
evolving machinery of state finance since its transformation around 1900.
These changes, in the broad, includcd:

*

The multiplication of govcrnmental functions and the greater

centralisation of the government's role
financial well-being of the state as a whole.

*
*
*

in

determining the

The assumption by the budget process of a central role in the
life of the government.

The rise of income tax as the key source of revenue for the
government.

The achievement

of '... annualarity, balance and compre-

hensiveness'20 in Western budgets.

*

The recognition that borrowing was the key means to pay for
war.

The professionalisation, centralisa tion and public administration of
taxing and spending were symptomatic of the new industrialised age of

(1)
(2)
(3)
(4)
20

the highly psychological aspccts of raising loans and incurring
debt based on past cxperience of respect for the 'rules';
the generation of national dcbt is not a problem if its growth is
outpaced by increases in overall productivity or wealth;
debt is incurred to alleviate or add to general expenditure; it is
not raised for the specific PurPose of conducting war;
the creation of debt is the readjustment of wealth in the
community; the lenders still gain.

Webber and Wildavsky,
Western World,p.428.

A

History of Tamtion and Etpenditure

in

the
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mass society. This age coincided with the second industrial revolutiory
mechanical invention, ways of organising work, the growth of the proletariat
(including its spending power) and the search for order and efficiency
(Progressivism).21 Welfare funding was also organised as a state function at
this time but, except in Bismark's Germany, it remained small and did not
yet compete with, let alone surpass, the monies allocated to defence.

lohn Maynard Keynes
Unlike the wars of the eighteenth century, the world wars of the
twentieth century did not produce seminal economic works, nor did they set
in place extensive institutional mechanisms from which finance could
develop further its traditional role as the 'sinews of wa(. The world wars

accelerated prior trends in fiscal management and endorsed the
anangements set in place before 1914. But while the wars emphasised
financial continui$ and not radical change, the level of spending ballooned
exponentially.
During the First World War the UK financed about one-third of its
war effort via taxation, the rest by borrowing (unlike France, which financed
only about one-sixth of its war effort by taxation). The UK was able to do
this because of the income tax system which had been in place for over half a
century.22 Nevertheless, KeSmes was critical of the war effort as financed, for
two reasons:

(a)

During the war, the impact of inflation on wages was used as a
policy instrument by the British Treasury to raise the
necessary yield of taxes (an early form of fiscal drag) to assist in
pa)nng for the war. As a result of an intensive industrial war
effort and resulting demand for labour, average purchasing
de facto

2't

22

'... by the middle of the nineteenth ccntury, commentators had begun to
write of the mighty fiscal engines of government. As they developed
into structures we can rccognize and understand, financial
administrations became powerful instruments for extracting revenue
from the public, and then spending it for collective purposes that had no
precedent in Western history. The wars of mass mobilization and the
welfare state would not have been possible in the twentieth century
without a vast increase in the abilify to mobilize and allocate resources
in the nineteenth century', ibid., p.300.

ibid., pp.438-440.
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power increased but, bccause of rationing, was able to buy only
the few consumer goods available. Prices rose and profits
ended up in the hands of the entrepreneurial class, the suppliers
of either war goods or consumer articles. After 1918 the
accretion to the national debt was thus 'owned' by the capitalist
class.23

(b) After the war, as aggregate demand (so much based on the
government's demand for war-related supplies) fell, a massive
post-war slump ensued.
The Economic Consequenca of the Pwce ('1924), which criticised these
events, led to The General Theory of Employment, Interat and Monry (1936),
which in turn dealt with the economic causes and consequences of the
Depression. Ke;mes was concerned with two broad areas of government
economic policy:

+

maintenance

of

aggregate demand, particularly

to counter

slumps; and

*

the role of government in acting as a stabiliser, not only by its
own size but through consciously using financial policy as a
fine-tuning instrument with which to interfere in the market.

Keynes disparaged '... the abstract notions of Ricardo'.24 It was
unrealistic to expect society to pay for a modern war by taxation alone.

For example, C.E.W. Bcan (ed.), The Ot't'ickl History of Australia in the
War of 1914-18 (Angus and Robertson, Sydney, 1943) records an increase
in the money supply from 9.6 million pounds in 1914 to 57 million
pounds in 1920. During this same pcriod the price index moved from a
base of 100 in 1913 to 247 in 1920, which represents an inflation rate of
some 147o p.a. The price indcx for explosives rose about247o between
1914 and 1918, or about 5.57o p.a. However in the Second World War,
the general inflation rate was only some 5-6Vo p.a., due largely to wage
and price controls, and general government interference in the
economy. This policy stemmcd to a largc extent from the perceived
failures of govemment activity in the First World War.
|ohn Maynard Keynes, The General Theory of Employment, lnterat and
Money, Papermac 12 (Macmillan and Co., London,19il), p.340.
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Keynes' own theory proposed deliberatcly unbalanced budgets (i.e., budget
deficits) in peacetime to revive economies and relieve human misery from
the extremes of laissez-faire economics. Wartime would increase the amount
but not alter the purpose or nature of these deficits.25
Yet there is a certain irony that Keynes, in arguing for budget deficits
and borrowing, and attacking economists of the past like Ricardo for their
purist stands on economic issues, instituted the first imaginative steps for
dealing with the subject of war finance. He addressed the issue of taxation in
isolation from the other well-used method of war finance - borrowing.25

In November 1939'... when the necessities of a war economy [must
bel realised ..! ,27 y"rn"s wrote a series of articles for The Times on the issue
of war taxation (or 'financial technique' combined with social justice); these
were consolidated into book form in 1940. For the success of his radical
proposals, Keynes was modest; they were '... not reiected either by experts or
by the public [and] no-one has suggcstcd anything bctter/. He labelled his
draft proposals'compulsory savings':

*
*

Income tax was to be levied progressively on income and sales;
this 'war tax' was to be returned to the people after the war, in
instalments to avoid both inflation and a postwar slump.

The price mechanism was to remain central to British society,
but at a much reduced level; i.e., while the government would
dominate much of supply and demand, a larger proportion of
discretionary post-tax income would remain at the disposal of
the consumer than would be possible in a society where direct
and 'total' controls were devised and imposed. This would
strike a balance between the needs of a society engaged in total

Ricardo and Smith were both prepared to tolerate public deficits, but
only in wartime.
Lord Robbins stated that Keyncs' 'explicit obiect [in his pamphlet of
19401 was to minimise recourse to the totalitarian controls which the
financial exigencies of the war bade fair to make necessary'. L. Robbins,
Money, Trade anil International Relations (Macmillan and Co., London,
1977), p.77. The pamphlet's prescriptions also served to control

inflation.
fohn Maynard

KeSmes, Hout to Pay

for the War,p.iii.
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war and the political and economic liberty of the individual
consumer.

'Compulsory savings' was distinguished from taxation in that it
would be repaid to the workers after the war. They were, in fact, tax credits,
the government borrowing from the people; they were also the people's
personal investment in the war effort. Keynes was concerned that otherwise
heavy taxation would undermine the individual's patriotism, not to the point
of treason but probably to the extent of lcthargy, and hence lower national
efficiency. Instead, he wanted to harness self-interest to the national interest.
The problem was to devise 'a means of adapting the distributive
system of a free country to t!r-e limitations of war'.28 Underlying the plan
was both the fear of inflation29 (as expcrienced in the First world war)-and
belief in the equality of sacrifice.

In short, KeSmes' plan entailcd a withdrawal of excess purchasing
power from the consumer at a time when fewer goods would be available.
The surplus purchasing power was a consequence of increased worker
income from longer working hours required to meet government demand
for the war effort (Keynes noted that in total war '... nothing is more certain
than that the wages bill of this country will increase'). His plan would
minimise the effects of inflation during the war, minimise the level of
goverrunent borrowing otherwise incurred, and sustain aggregate demand
after the war when the government's stimulus of the economy via war
production would cease.
Keynes judged the altcrnative to be a repeat of the First World War
experience: shortages followed by rationing. The fewer goods available
would lead to domestic inflation and would evenhrallv have a deleterious

28
29

ibid., p.7

It is of note that the Australian government in

1940 decided that the

diversion of purchasing power from private to public uses was the only
alternative to inflation. This had the additional advantage of reducing
the demand for imports. The war reached such an intensity by 1.94243
that, with survival at stake, inflation was sacrificed for the sake of
defence industrial production. But it was recognised that if the growth

in money supply was at lcast balanced by an equivalent rise
productivity then the worst effects of inflation would be minimised.

in
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effect on the balance of trade as individuals imported what was no longer
available locally.

Keynes'plan was broadly adopted in the early stages of the war and
then later adapted to circumstances as that war bc''came 'total'. In the end,
taxation paid for 52Vo of the UK's war effort as opposed to about one-third in
the First World War.30 Another significant source of funding was the sale of
overseas assets.

Lord Lionel Robbins

Writing after the war in which he had been an active adviser and
economic administrator, Robbins was gently critical of Keynes. He called the
latter's plan '... the fiscal theory of war control ...'31 where 'a courageous use
of the tax instrument was the main desideratum of economic polic51. It was,
in Robbins' view, suitable for small wars only; it was not '... a theory which .'.
government has ever had the will to make the effective basis of poliry in a
war of any great dimensions'.32 Robbins based his criticisms on the

of the Second World War, whcre price fixing, rationing and
control of supply proved to be key instruments of government domestic
economic policy.

experience

Total war ('... the wars of our own age, with their vast demands on
men and materials, their acute scarcities and their utter domination of ...
business confidence [i.e. investment]...';a: was the basis for a realistic
economic and financial policy. Total war created:

*

neccssities of supply almost indcpendent from market forces;

*

abnormal conditions of risk;

*

the unreliability of markct price as an allocative mechanism
where government credit is unlimited;

30
31
32
33

Webber and Wildavsky,
Western World,p.478.

A History of Taxation

Lord Robbins,The Economic Problan in
ibid.
ibid., p.33.

Pence

and ExVenditure

and War, p.32.

in the
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*

time lags in filling supplies, thereby causing some shortages
and resulting inflation; and

*

unity of purpose - i.e., competing funds have priorities set by
overriding goals of national security.

Time also had a role in Robbins argurnen! in war at any level there
must be a time lag before tax collection provides usable revenue. The
interim period '... must be filled by increased borrowing ...'.34

Robbins'proper financial poliry for large'scale war involved:

*
*
*

taxation - reduce consumer demand/purchasing power (to
control inflation);
subsidies - the profit incentive to supply government demands;
and

borrowing - preferably on a non-inflationary basis (i.e., within
the context of a stabilised money supply).

Robbins' argument was based on the notion that security was a
it was approached, and achieved, through political
determinants. Not even in peacetime was it subiect to true market forces.
War required the government's assumption of command over resources, not
competition for them, and '... necessarily put the individual at a discount

public Bood;

...r.35

Robbins'work was an endorsement of the experience of the Second
World War, when the resources of the state devoted to war reached truly
gargantuan proportions. This experience is unlikely to recur, since the
amount of social energy (or mobilisation) required to achieve the same level
of deshuction, through various levels of nuclear exchange, is now much
reduced. Therefore the economic base, as opposed to the financial policies,
required to support a national war effort is also much reduced. The conduct
of limited war by the modern state is more akin, in economic terms, to a
'credit squeeze', with attendant marginal adiustments to financial policies.
The state descends by degrees to its previous role of player (nevertheless a

u
3s

ibid., p.35.
ibid., p.15.
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vital player) in the economy, down from its wider role of economic overlord
in the first half of the twenticth centurv.
The Late Twentieth Century
Since Robbins wrote, very little has been added to the literature on
war finance, largely because in the last half of the century there have been
few wars significant enough to impact substantially on the resources of the
state, to require a new role for the practice of war finance, or to call on the

imagination of its professional and academic servants.
Three budgetary trends havc been idcntified in Western states in the
post-war period:

*

*
*

Increased spending on social programs (particularly health,
education and welfare); increased differentiation of functions
within the state has produced internal competition for funds, as
opposed to the previous pcriod where the few functions of the
state (dcfence, justice) commandcd the attention of government.
Decreased military expenditure relative to both Gross National
Product (GNP) and central government budgets despite real
cost growth in personnel and weapons systems.

The inability of increasing government revenue (through
taxation) to keep pace with the increasing proportion of
expenditure accounted for by the public sector, leading to
sizeable peacetime budget dcficits.

Conclusion
In the event of any future dcfcnce contingency it will not be a simple
matter of selecting either one expericnce and/or one theory of war finance
for the underpinning of that contingcncy. It will be a matter of financial
policy based on the existing actors and institutions at the time relying on the
accumulated wisdom of the above authors.35 Policy advice and decision-

36

'... to observe by experience, and remcmbcr all circumstances that may
alter the success, is impossible ... But in any business, whereof a man
has not infallible science to proceed by, to forsake his own natural

The
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making will bebased on possibly differing perceptions of the same events as
well as on prior theoretical insights. These might include:

+

the degree of personal, social, political and economic liberty to
be retained or sacrificed;

*
*

the size, trends, duration and likely cost
economic - of the contingency; and

- political,

social and

how much the government can afford to spend, borrow, and/or
forgo for the conduct of the contingenry.

Keynes wrote in 1939: 'It is not easy for a free community to organize for
war; ... our strength lies in our ability to improvise'.37

37

iudgement, and be guided by general sentencts read in authors, and
subiect to many exceptions, is a sign of folly, and generally scorned ...'.
T. Hobbes, The leoiatlnn, reproduced as Vol.23, The Great Books of the
Westem World (Encyclopaedia Britannica Inc., Chicago, 1952), Chapter
V, p.60.
Keymes, How to Pay for theWar,p.7.

CHAPTER 2

FINANCIAL MANAGEMENT OF
LIMITED CONFLICT
The following four case studies provide concrete examples and
historical substance to the discussion of theory in the preceding chapter.
They attempt to locate the ideas of the aforementioned economists on raising
war finance within the context of contemporary conflicts, and to build on
their insights.
The US Experience including Vietnam

Throughout its history the United States has opted to finance its
wars largely via loans, and has been generally reluctant to tax, or increase
existing taxation, for the sake of the nation's security. Indeed, its first
national war, the American War of Independence, was fought against the
onus of foreign taxation.l Because loans could not be raised, and there was
then no internal capital base which could be tapped, the war was paid for by
the printing of money, which resulted inevitably in inflation running out of
control.
The following generalisations can be made about the financing of the

United States' wars for the last two hundred years:

*

Wars were directly and almost solely responsible for accelerated
increases in the national debt until 1931. After the latter date,
debt continued to grow rcgardless of the state of war or peace,

not least due to the adoption of a Keynesian approach to
economic management. This included features such as the
quest for full employment (which Keynes thought was reached
when unemployment was 34 per cent), deficit financing, public
works programs, etc. The central economic role of the state was

i.e., indirect taxes such as the excise; income tax did not yet exist. It was
introduced in 1797 in the United Kingdom to pay for the wars against
Revolutionary France.
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to act as mediator in the maintenance of aggregate demand.
This role had previousty been undertaken in wirtime only.2

lrytl from ryclical bu siness depressions, balanceof-payments
deficits coincided almost exactly with the years in- which
America was involved in war.

*

Taxation, as a component of financing America,s wars, has
slowly assumed a more important role but one which
Americans have generally bc,en reluctant to invoke.3 In broad
economic terms, wars have been more unpopular in the
American experience than in equivalent contemporary periods
of European history.

In the first decade of the nineteenth
se-cretary

of the Treasury

espoused

century Albert Gallatin,
a philosophy of war finance which

the principles of Adam smith and the policies of rhomas Jefferson.
Thd
Gallatin

detested the notion of raising loans to fight wars when the present
population was the generation which stood to gain most out of that war. He
argued that the present generation should, as far as possible, be the one to
pay-for the w31 - by taxation. But even in Gallatin's ira, public expenditure
might be doublcd under the impact of war whereas revenue could not be

2
3

Mercantilists were concerned with surpluses (trade particularly), Adam
smith was concerned with equilibria in the baranie of payments and
trade, whereas Keynes specified that these concerns were immaterial in
the short term.
Taxation was introduced as a form of war finance, (i.e., directed
specifically for this end), for the war of 18',2, when 957o of war
e:<penditure was still covered by the raising of loans, normally done by
t{u gl government bonds. The Mexican war fl846-48) an-d spanisir
!F
war (1898) were paid for almost entirely by loans; the civir war (1g5165) was financed in the North by 22vo taxation, and in the south by only
5% taxation (in victory the North would not honour the south;s
bonowings, domestic or foreign, iustifying the desire of creditors for
victory). In the First world war, taxation increased to 3lro of war
finance; in the second world war, this figure
iumped to 40vo despite the
increased productivity associated with America's participation in this
war. see Paul studenski and Herman E. Kroos, Financiaf History of the
Uniteil Sfafes (McGraw-Hill Book Company Inc., New york, 1952).
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doubled, even in the long term. Therefore, war was to be paid for by loans,
the issue of bonds, etc. The return of peace would afford the resources (for
example, excise from increased trade volume) for palng back the war loans,
which were specifically differentiated from other government loans. The
central government should pursue a policy of parsimony in peace to plan for
the costs of future wars. The policy of running a deficit in peacetime (i.e.
along Kelmesian lines to maintain full employment) was inimical to both
Gallatin and the age.

Until the 1930s, the US did experience a war-Peace dichotomy in the
handling of its public finances. Peace was generally 'parsimonious' and
provided surpluses in the balance of payments which were useful in
repaying the debts incurred in fighting wars, particularly the enormous costs
of the American Civil War.a
After the Second World War, US social spending (health, education
and welfare) increased dramatically and, except for several budgets in the
1940s and 1950s, Federal deficits became the norm. During the 1950s,

of attempting to allocate dcfense and social needs
within a limited budget, the adherents of this view ['guns'
and tufter'l advocated ever-increasing spending for both
defense and social goods - but without raising tax revenues

Instead

to cover these expenditures.S

The Vietnam War coincided with the Great Society Program of social
spending and severely exacerbated the trend towards increased government
spending and debt.6

civil war are particularly severe since both the
protagonists must draw from essentially the same tax base. Hence the
heavy reliance on loans to conduct a civil conflict.
William f.Weida and Frank L.Gertcher, The Political Economy of National
Defense (Westview Press, london, 7987), pp.1 8-19.
See Webber and Wildavsky, A History ot'Tamtion and Erpenditure in the
The costs of conducting a

Western Worlil:

The last three years of the fohnson administration - with the

War on Poverty [andl the War in Vietnam ... produced a
iump of about 5 percent in government share of GDP. Of
this,2 percent seems to have been war-related, one percent
general federal social programs, and 0.5 percent targeted
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Like other wars, particularly the Korean War, the Vietnam
involvement was initially controversial and, at length, largely unpopular.
The lack of public support for the activities in which the
military establishment was engaged after 1964 might at first
be assumed to have severely constrained the defense budget.
But successive administrations proceeded without public
suPport by Pa)"^g the defense bill with bonds and new
money [i.e., increasing the base money supply without a
commensurate productivity increase: the key ingredient for
inflationl ... The military was funded without immediate
public sacrifice in a 'credit card' philosophy - because the
public did not pay promptly for the military goods that were
purchased, initially it seemed as if no one had to pay at all.7

Any Western democracy normally has two opposing philosophical and
practical methods to manage a war-induced dilemma (with features of both
to ameliorate the extremity of these two opposing options):

(1)
(2)

to remain a free society engaged in a limited war; or

to institute direct controls over resources for the purposes of
total war.

The financial difference between these two options (as much the
results of happenstance as of philosophical belief) is that, in the first, the
price mechanism of the market remains central to the continued means of
distribution in society. In the second, this system is suspended and replaced
by such centrally controlled features as rationing and price fixing. This latter
can have some of the elements of mobilisation, where the central authority
assumes control of the workings of supply and demand to channel
production into selective and useful areas for national security.

In the 1950s successive US administrations opted for the former
- to conduct a limited, unpopular and defensive war in Vietnam
while retaining the institutions and traditions of a democtatic society.
Contrary to the strictures advocated by Keynes, the US Sovernment,
approach

federal social programs; the rest occurred at state and local
levels, largely as a result of federal initiatives.
ibid,, p.l8.

32 Finance anil Financial Poliry in Defarce Contingaria

particularly the |ohnson adminishation, elected to pay for the war by
borrowing heavily from the Federal Reserve and not by increasing taxation.8
Being then the world's dominant supplier of goods and services and
with some 80Vo or more of the world's financial transactions denoted in US
dollars, this policy fuelled a significant global inflation which led the US to
withdraw from the gold standard in 1971 (the trlixon shocks') and dislocated
the global economy for the decade following. ln 7972, William Proxmire

wrote:
... we discovered that we could not have guns and butter
without serious inflation. Sharply increased spending on
both the Vietnam War and rapidly expanding social
programs at home combined to plunge us into a crisis that

still plagues the nation.e
Australia in Vietnam
Australia's Vietnam involvement (Iune 1965 to December 1971) did
not require any significant changes to the govemmen(s existing obligations
of financial accounting or reporting. No special needs were created by the
incremental costs of the war. Indeed, the management changes affected in
the early 1970s had far greater impact on the 'business' of defence than did
the Vietnam conflict.
Australian defence expenditure had reached a peak in 1942-3, when
some 407o of Gross National Product (GNP)10 was allocated to defence
needs. After 79467, except for two distinct periods involving commitment
to limited wars outside Australia, defence spending in Australia has hovered
between 2.5Vo and 3.5Vo of GDP.ll This range has as much to do with the
Income tax, as a percentage of government revenue, actually fell from
in 1950 to 43Vo in 1973; citcd in W. Proxmire, Uncle Sam: The last of
theBigtime Spenders (Simon and Schuster, New York,7972),p.773,

44Vo
9

ibid.,p.22.

10

Gross National Product (GNP) is different from Gross Domestic Product

(GDP) because

ll

it includcs income earned outside Australia accounted
for on its repatriation. The numerical differences can be significant or
quite small, depending on the particular countr5/s means of income.
In 1988-89 it fell below this range and is now (1989-901 at2.37o of GDP.
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tyranny of institutional habit and the restraints imposed by budgetary
precedence as it has with a commitment to any particular defence
philosophy.l2
The two periods of higher defence expenditure were associated with
the Korean and Vietnam military involvements. In the first, defence
expenditure peaked at 5.1Vo of GNP in 1952-53; in the second, defence
function outlay (broadly, defence expenditure less revenue from rent and

in 7967-8. This briefest of empirical evidence
would suggest that a relatively low level of military commitment involving
some thousands of troops (8,000 in Vietnam on active service at the peak)
may account for up to SVo of GDP. In 1952-3 this commitment represented
15.8Vo of government expenditure and in 1967-8 17.1Vo of budget sector
sales, etc.) reached 4.47o of GDP

outlay.

It is nearly impossible to determine

the exact means by which
war. No specific taxes can

successive Australian governments financed the

be attributed to the Vietnam War. While taxation increased substantially
over the three decades from the mid-1950s, this was due to other causes such as inflation drawing wagrearners into higher tax brackets - rather than
any purpos€ful design on the part of the Federal Government to finance
military operations.l3
The Federal Government ran successive small deficits during the
period of the Vietnam involvement, but again this form of government
economic activity was largely independent of the specific needs of war
finance. The difficulty in attributing revenue to spending in the Australian
experience stems from several factors:

*

The different organs of government which are responsible for
revenue (Australian Taxation Office, Custom Services, etc.) and

expenditure (only one of which is Defence) function
independently of the other with little reference to either where
l2

Defence expenditure was 2.87o of GDP in both 1959-ffi and 1981-82,
even though strategic policy had altered radically.

13

One commentator on this paper, Mr M. Ives, a senior officer in the
Department of Defence who has had long involvement in dealing with
defence finances, suggested that the avoidance of any decision by
successive governments to stop or rcduce this increasingly large
appropriation by taxation was in itself the basis for funding the Vietnam
involvement.

U
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the funds are coming from (if a 'spending' department) or how
they will be spent (if an agent of revenue collection).

*

*

The bids for expenditure are more often measured against
comPeting expenditure functions than against availability of
immediate resources (the temporary lack of which can be
covered by borrowing).
Expenditure comes from consolidated revenue, not specifically

identified.

*

'How much is enough?' is not the same question as ttow much
is available?', and these rhetorical questions are often linked
only in the most tenuous fashion.

Successive annual Defence Reports, issued since 1963, avoided the
identification of the financial costs of the Vietnam War to Australia. Only the
1967 Report commented that '... additional costs arise from the decision to
enlarge our Vietnam commitment ...'.14 Unlike their Amcrican counterparts,
the input accounting figures dutifully recorded in Australian Defence
Reports during this period made no mention of Vietnam operations in the
lists of line items. Indeed, the peacetime accounting concerns (equipment
acquisition, personnel numbers, and planned and achieved expenditure)
predominated. The broader political and economic picture was beyond the
horizon and, quite correctly, beyond the defined responsibilities also of
Defence, as set out in various Defence Reports during Vietnam (and after). It
becomes quite clear that the role of Defence, then and now, is to form a unit
of government expenditure, consuming a certain Percentage of government
allocations, in order to carry out political and economic policies worked out

elsewhere.l5
't4
15

Department of Defence, Defence Repwt 1967 (Ausralian Government
Printing Service, Canberra, 1967), p.13.
Annual Defence Reports have become more sophisticatcd and painfully
enlarged since the Vietnam War. For example, in economic terms: 1971
- first mention of Defence as a percentage of GDP; 1974 - introduction of
functional analysis of defence outlays; 1975 ' introduction of graphs, bar
charts, trends, etc. While Program Budgeting is designed to clarify the
spending outputs of various force elements of Defence activity (e.g., iust
what is the cost, annually, of a squadron of F/A-18s) there is as yet no
institutional vehicle designed to measure or illustrate the costs of wars,
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Argentina and the Malvinas Conflict,1982
The initiation of the Falklands/Malvinas War by Argentina in 1982
was viewed by the international financial community, particularly the IMF
and Argentina's other creditors, as an extreme case of a government willing
to risk military adv€nturism of the most unproductive kind and hoping to
distract the population from the internal consequenc€s of debt (a declining
standard of living). The war stemmed from historical and ideological roots.
In economic terms, the revenue from the islands hardly warranted the
expenditure of some half a billion US dollars by the Argentines and some
half a billion pounds by the British.l5

The Falklands War illustrates two basic precepts governing the
political willingness of modern indebted states initiating or responding to
military confrontation:

(1)

The prevalence of alarming economic indicatorslT will not
necessarily stay the decision of a country to 8o to war, or at
least initiate limited military action or resPonse;l8 economic
caution - which will measure the war in cost/benefit terms cannot be said to prevail over 'national honou/, strategic
factors, public pressure or political intentions.

although crrde measures have been made of the costs of the larger
exercises like the Kangaroo series.
The war also lacked an obvious strategic rationale, particularly from the
British viewpoint. Nevertheless, the waging of the war illustrates a
point: that piychological, national and/or broader strategic factors (e.g.
ihe unmeasurable but very real non-financial cost of doing nothing)
may outweigh economic factors.
Economist, f Uay 7982, p.28:'For the harried business community of
Buenos Aires, the threat of war has posed iust one more hurdle in the
daily struggle to survive inflation and sky-high interest rates'. These
rates included: inflation at 150Vo, real interest rates for loans at 2G30Vo,
annual interest rate on 7-74 day deposits at 90Vo (indicating the
desperation of the government to se{ure deposits).
In in article on 9 April 1988, the Canberra Tima reported that, in May
1982, Argentina was desperately seeking more French Exocet missiles
(30 all told) and that 'lrrtoney was no obiect in the search for weapons
that could reverce Argentina's sagging fortunes'.
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Given the availability of 'war on credit', and the capability of a
Bovernment to fund a war (by issuing short-term bonds,
short-term borrowing, etc.), severe and/or immediate
economic problems might not influence the development of
the politico-military crisis to any great degree.

ln'1982, Argentina was experiencing inflation of 2087o and had
accumulated a foreign debt of $US35.7 billion, which reached $US43.5 billion
in 1983. Growth of GDP had plummeted to 4.3Vo over the preceding year
while external debt as a proportion of GDP had reached 39.7Vo (while debt
servicing of that amount had reached 7.AVo of GDP). Despite these statistics,
Argentina engaged in a war with the UK.
The Falklands War had a serious economic impact on Argentina,
hastening and exacerbating the slide in economic conditions which had been
in train for the previous three decades:

(a)

Intemal: the government attempted to pay for the war and
mitigate the plunge into recession by cutting public capital
spending, imposing taxes on pctrol (to raise $US55 million in a
full year), increasing imposts on cigarettes and alcohol by 30TSVo,imposing a 6 month wage freeze and devaluing the peso
by ''4.37o against the $US. However, the reduction and later
withdrawal of government guarantees on savings accounts
led to an immediate run on deposits in Argentinian banks,
which in turn led to interest rates rising dramatically and
fuelling inflation as the extra liquidity sought security in
assets and goods.

(b)

External: in May, the European Community - recipient of EVo
of Argentina's exports, mainly farm products - imposed trade
sanctions against Argentina (worth $US1.3 billion p.a.). This

was followed by similar

sanctions

from

British

Commonwealth countrics (worth $US80 million P.a.)'
Argentinian assets in London (about $USl billion) were frozen
and arms salcs to Argentina were restricted. Ironically,
Argentina's overseas debt became a tool in its favour. It
halted the debt repayments owed to its UK creditors, who in
tum became anxious advocates of peace, or at least a return to
the negotiating table.
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(c)

Monetary: the peso stood at 10,000 to the $US1 in March 1982;
the April devaluation reduced this to 14,000 in April; in fuly,
the official rate stood at 20,000 to the $USl.le

With industrial output plummeting, workers laid off and foreign
reserves at only $US2 billion, an IMF delegation arrived in fuly to deride
how the country was to meet its interest payments on its foreign debt which
in 1982 amounted to some $US4.5 billion, over twice its foreign reserves.

In June 1982, the Economist commented dryly that, avith its existing
$US34 billion of outstanding external debts, and uncertain policies, it will
find the rates far higher than before its invasion of the Falklands - if it can
find the money at all'. The foreign debt amounted to $US35 billion in July.
The free market forces of the past five years were constricted and the
exchange rate float of De<ember 1981 was effc<tively re-regulated in June
7982.

While it is difficult to estimate the total financial costs of the war to
Argentina, its impact can be measured in three ways:

(1)

The growth of its foreign debt by some $US2 billion in two
months. The war caused an acute debt crisis in Argentina in

1982 and private bankers reduced loans because of it.
Creditors, particularly the IMF,20 do not lend for the purposes
of war. Argentina raiscd loans on the Eurocredit market, a

private international capital market largely independent of
government and central bank controls, but one which charged
higher interest rates.
't9

Economist,15 May 1982.

20

The International Monetary Fund was set up

in 1944 to stabilise
currencies and financial policies under a fixed exchange rate regime. It
was also given the power to provide short- to medium-term loans to
governments faced with temporary balance of payments problems. As
the former powers have dissipated since 1971 (US suspension of the

gold standard), so have the problems grown with the increasing
indebtedness of many Third World nations. Now, the IMF is the lender
of last resort to governments only, and this latter role is easily confused

with the functions of the World Bank. The World Bank is an
international development bank and functions on much the same
principles as a domestic, lending bank (l.K.Galbraith commented wryly
that the IMF is a bank, and the World Bank is a fund).
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(2)

The necessity to reschedule its official and other loans ($US5
billion) coming due in January 1983, only the second time it
had had to reschedule in 15 years.

(3)

The decline of its credit rating for risk investment of capital
from 30.3 to 25.0 (out of a possible 100.0; the USA, for instance,
then topped the list with 96.0).

After the war, Argentina proceeded to quickly replenish its arms
arsenals despite the diminution of its foreign exchange reserves and
eamings, and visits from the IMF.21 In |anuary 1983 it signed a stand-by
artangltttent (SBA) with the IMF for $US1.5 billion, the SBA being a strictly
conditioned form of credit for countries in debt crisis. Another agreement
was signed in September 1984 for a similar amount.
By 1988, Argentina's foreign debt had reached $US55 billionzz (79Vo
of GDP), largely due to exchange rate devaluation of its currency and t\
expression of most of its debt in $US. Little of this explosion of debt could be
attributed directly to the war, with an arguable amount directed to military
spending. It has been estimated that some $US20 billion of its accumulated
foreign debt of $Ug8 billion in 1984 had gone on military spending (half of
this between 1978 and 1982, according to The Military Balancel'981-8D.
Three key precepts of international finance suggest the following:23

It is difficult to determine which capital equipment items were
purchased because of the war. The most notable item, 14 Super

Etendard aircraft for the Argentine naval air force, were already in the
pipeline before the commencement of the war. The differences between
The Military Balance for 1981-82 and that for 1982-83 indicate the extent
of the rearmament and also the Argentine air force losses: the Argentine
air force had shrunk by some 120 aircraft; Argentine naval aviation had
inctused by 9 aircraft (The Military Balance also adds the caveat that all
such figures are indicative only).
22

Time,9/7/1989.

23

The IMF tends to use 3 broad principles in awarding loans to indebted
countries:
(1) It uses a case-by-case approach.

Q)
(3)

Its solutions are market-oriented.
It does not invest in risky ventures over and above what a normal
bank would expect to do.

*
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Forgign loans should be invested productively to earn foreign

exchange

for the country to

nreet

requirements.

*

its

debt-servicing

Debt servicing should not exceed the amount

of foreign

exchange earned from growth in production.

r

Inoeases

in tax revenue should

remain an option for

government to meet debt servicing requirements.

The fear of increased taxes in Argentina led to a capital flight of
in 1979-84 from private means. This was invested i-n real
estate and bank deposits, etc. overseas and ultimately found its way back to
Argentina in the form of intemational loans.
some $us12 billion

Argentina was able to continue to gain loans from overseas sources,
despite its willingness to pursue small wars, internally and externaily. This
was so because the list of indicators of risk assessment used by maior
international banks gave low priority to the impact of external conflict on the
well-being of the society which requested the loan.2a

24

The following list is used by the mapr private lending banks in the

usA
and Europe for measuring a countr5/s credit-worthiness (1 has the
highest priority, 2 the next highest, and so on):

1.
2.
3.
4.
5.
6.
7.
8.
9.
10.
11.
72.
13.
14.
15.

Debt-service ratio
Growth of GDP
Export structure
Per capita income
Export growth
IMF loans and foreign exchange reserves
Foreign debt
Monetary and budgetary policies
Import structure
Labour potential, numbers and level of
training/education
Ratio of imports to foreign exchange reserves
Structure of foreign debt
Capacity for peaceful change
Probability of internal conflict
Minority problems
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The example

of

Argentina provides

a

number

of

lessons for

Australia:25

*

An indebd society will remain able to raise overseas loans
for 'general pulposes' even if the purposes might be guessed
to include the conduct of war.

*

The granting of loans by private banks will be based on purely

economic criteria (including the capability of servicing that
loan) almost independent of that countrly's politico-military
situation.

*

The granting of loans by public banks
of international factors.

will not

be independent

The ND( Missile Crisis,1985
government had agrd to provide limited
monitoring
its
of two MX ICBM tests; the impact zone
assistance to the US in
to
be
off Tasmania's east coast. The new
of the missiles was originally
government reviewed the plan in May and again in November 1983. Once
the impact zone was shifted farther out into the Tasman Sea, it was endorsed
by the Prime Minister on 15 November 1983, just after a maior statement to
Parliament in September reaffirmcd the value of the ANZUS alliance to
Australia. Original tests set down for 1983-84 were delayed until 1985.

In 1982, the Australian

On 1 February 1985, the Australian Minister for Defence's office
released a statement entitled 'Assistance for Possible US Missile Tests'. Even
though it acknowledged that 'the Labor Government is firmly opposed ... to

thc testing of nuclear devices or nuclear delivery systems on or over
Australian territory ...', the labor Government had decmed '.'. assistance

2s

The likclihood of external conflict is considered so low in priority in the
financial assessments of countries that it is listed elsewhere under other
'social, economic and political factors'.

T.Duncan and |.Fogarty, Australia anil Atgentina: On Parallel Paths
(Melbourne University Press, Mclbourne, 1984). The dependence of
both these countries on immigration and capital inflow and their
concurrent slides into deep external debt highlight the likelihood of
similar futures; and this is before Australia's explosion of foreign debt
in 1985-85. The defence implication for Australia is that the potential
experience of funding a limited conflict would likely be as much akin to
the Argentine as to the UK experience in the Falklands.
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arrangements ... werc acceptable ...' to '... provide limited assistance to the US
in its monitoring of two MX intercontinental ballistic missile tests ...'.

Australian assistance was largely confined to allowing US aircraft to
refuel in, and fly into and out of, Australia to monitor the tests.26 The
Australian government expressed its opposition to the South Pacific being
used for regular ballistic missile testing and insisted that the original splash
site be moved away fiom offshore Tasmania to international waters. Despite
this caution and understatement, and despite the subtleties2T by which the
government undertook to co{perate with the US while not subverting the
spirit of the ANZUS treaty or its own international disarmament policies, the
'MX missile crisis'eventuated. It provides an instructive lesson in economic
crisis management and the problems that can arise in relation to a 'securi{/
issue without the slightest involvement of the military at any stage.28
Grounds for the crisis lay principally in the deeply held opposition
to the American alliance by the more traditional and sensitive elements of the
Labor Party, the appearance of dc'ception practised by the government,29 the

apparent incompatibility of the actions with Australia's disarmament
policies and the fact that the MX missile was an acknowledged first-strike
nuclear weapon system. The political opposition capitalised on these
apparent inconsistencies.

The government was at pains to point out how limited this assistance
was: no port facilities for ships monitoring the tests and no
communications for the conduct of the tests. The missiles would be
unarm€d, would keep to a preplanned flight path and would not cross
inhabited territory.
Obviously, this subtlety was lost on foreign speculators and investors in

the ensuing storm. The government might have been true to its
philosophy and the words used to defend it might have been more than
mere casuistry, but the financial communi$r responds to more than
clever nuance.
28
29

Ministnial Release N o.1.7 | 85, 4 February 1 985.
On 30 November 1984, G. Scholes, then Minister for Defence, had
categorically denied that the Australian government was involved in
assisting the testing of US nuclear missiles over its territory. Of course,
the US request was for assistance outside Australian territory and only
indirect logistic support inside it.
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The crisis was not solely about MX missile testing. It was about '...
the country's reliability as an ANZUS partner ...'.30 '... [T]he whole future of

ANZUS and Australian-American defence relationships [hadl become a
dominating feature of the political scene ...'.31

On 4 February 1985, after a weekend of extensive newsPaPer
coverage, the Minister for Dcfence attacked his critics for '... speculation
unsupported by facts ...'32; but, in an expression of lack of confidence in
Australia's economic and political management, the foreign investment
community had already begun to respond to the news of this internal affair
by dumping Australian dollars.
In its Annual

Report

for that !ear,33 the Reserve Bank of Australia

noted that:

In February, and again in April, the Aushalian dollar fell
abruptly. Nervousness evident first in the foreign exchange
market spread to domestic financial markets ... In the
aggregate, the Bank was a large net seller of foreign
exchange in these months.
15.57o against the $US and 13.5Vo against the
trade-weighted index (TWI).34 Parliament did not sit again until 21 February
1985 and the MX missile debate was the first topic on the agenda. However,

In February 1985 the $A fell

it

was not until 26 February that |ohn Howard, then Leader of

the

Opposition, attempted to relate the affair to the rapidly depreciating dollar.3s
By attempting to assign the blame, the Opposition probably added to the

30
31
32
33
34
3s

Australinn,6 February 1985.
Sun Herald,3 Fcbruary 1985.
Ministerial Release No. L8185,4 Fcbruary 1985.
Reserve Bank of Australia, Annual Report 1984-85, Parliamentary Paper

No.272/1985.
The $A was worth some 0.85c against the $US in December 7984, about
0.68c in March 1985 and about 0.6ft in May 1985; the TWI (100 in May
1970) was about 85 in December 1984,70 in March 1985, and around 64
in May 1985.
Se Commonwealth Parliamentary Debata, Vol'l40 p.195, 25 February
1985; the Prime Minister admitted (Daily Telegraph,lS February 1985) '...
that the defence row surrounding ANZUS and the MX missile tests may
have contributed to the fall in the dolla/.
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confusion and the depreciation. The Opposition's attack was politically
motivated; the Government's response sought to assign economic causes to
the fall of the dollar. When Parliament met again in March, the political and
military consequences of the MX missile affair, for the economy and for
ANZUS, had dissipated. When the $A collapsed again in April (some 117o
against the trade'weighted index, making a total of 25Vo since late 1984), the
causes were attributed by both political parties to economic factors prospective wage and salary increases to be granted to workers in a
weakening economy.36
The Reserve Bank of Australia3T attributed the fall in the $A to:

+
*

The rising strength of the $US, with funds therefore attracted
away from Australia for blunt financial reasons (i.e. greater
gain elsewhere);

'... a range of economic and political factors ...'38 which '
included:

(a)
(b)

a

growing deficit in the balance of payments;

suspension of the monetary projection (M3 - the volume
of money in circulation - cash, or readily convertible

in late |anuary because it '... did not provide a
reliable guide to underlying monetary conditions';39
assets)

(c)

public service work bans which, by not allowing the
encashment of government receipts, disrupted domestic
financial markets.

Defence was guarded about the cost of the MX missile debacle to it
in 1984-5; it required an additional $A200 million to supplement its budget
so as to retain its purchasing power in the United States where the
overwhelming portion of its overseas spending and procurement takes place.
Purchasing power had fallen because of detrimental exchange rate

%
37
38
39

It is worth noting in this context that the 'banana republic' outburst did
not come until May 1986.
Reserve Bank of Australia, Annual Rqort1984-85,p.3.
ibid., p.4.
Budget Statettent No.71985-86, Department of the Treasury, p.50.
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movements during the year.40 However, the cost to Defence pales beside the
to Australia's foreign indebtedness. An overseas debt of some $A45
billion in 1984 reached $A55 billion in 1985 because the cunenry devaluation
had added so much to the level of Australia's foreign debt, denoted largely
in $US. The cost of supplementation represented perhaps 34To of Defence
spending for that year, but the cost of depreciation on indebtedness cost
Australia some 3007o of its then annual defence budget.

cost

The MX missile affair was less the cause of than the catalyst for an
economic crisis. It was heavily political in tone and of short duration, but it
had severe economic consequences. It illustrated several themes:

*
*
*

Economic management has a very high political profile, and in
this key element of national security, Defence in its current
configuration has almost no role.
Public information is vital, and bad news (or lack of it)
the determinant of market response.
Since December 1983 (introduction

will

be

of the floating exchange

rate regime), Australia has been subied to intense currency
speculation which in late 79U-5 reached $A9 billion per day.41
This level of trading is very high for Australia's real market
worth. Because it is so dependcnt on a favourable capital
inflow, a future military crisis will rcquire a financial policy in
response every bit as effective as a military response, to ensure
the countr5/s ongoing security.

in 1985-6, but in 198G7 Defence was able to report
publicly that exchange rate movements had favoured it by $.{118
million. To retain stable purchasing power year on year, Defence
receives supplementation in the event of adverse exchange rate
These recurred

movements but returns any unspent funds to Consolidated Revenue
41

exchange rate movements are favourable.
Builget Statanant, cited in footnote no.39.

if

CHAPTER 3
COSTS OF WAR
In traditional

economic terms, where military conquest might be
compared to investment, war is mere consumption. It may be measured as a
financial cost.l These costs of war are determined by its input (in labour,
materiel and capital) and by the measures undertaken for its supPort over
and above normal peacetime requirements. Victory or defeat might result
(political negotiations or military exhaustion could induce comPromise) but
financially, there might not be much difference between them. Also, in the
modern age, with the example of reparations from Germany after the First
World War and Keynes' warnings on the same, war no longer allows the
opportunity for a net aggregate profit for the victorious protaSonist.2
In more technical financial terms, war might be only a multiplication
of peacetime defence costs, as measured on the accountants' balance sheets.
This would be so, particularly, if it were a limited war fought outside home
territory. Additional costs would be incurred within the home territory (e.g.
damage to facilities, civilian losses) which require more sophisticated
standards of measurement and morality.
Peacetime Defence

In peacetime, defence preparation can be readily and accurately
measured by its social cosg that is, the opportunity cost of a dollar spent on
defence as opposed to its expenditure on welfare, public works, or its not

1

2

is the peacetime format of war and aims in part to provide a
deterrent against its future outbreak. The absence of involvement in
conflict - a much more expensive activity - is then used to iustify
retrospectively the expenditure which is consumed on defence. This
cost/benefit approach is problematic since it requires the balancing of
defence's immediate and measurable costs against the intangible
Defence

financial benefits of war not happening.
At least to the combatants; examples abound of nations making a profit
of the wars/conflicts of others, e.g. Australia did very well out of the
Korean War. Turkey was congratulated by the IMF in 1983 on the
redemption of a considerable part of its foreign debt - after it had done
business with both sides during the lran/Iraq War.
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being spent at all.3 In its peacetime role, as defence, war is best measured by
its factor costs, the factors of production used as inputs: personnel/labour,
facilities/land, and equipment/capital; these, combined, form direct costs in
dollar terms to produce an output: national security. The wartime value of
defence, however, is not so readily estimated. War not only entails added
direct financial costs but also provides a test of defence's value to the nation;
it goes beyond normal opportunity and direct cost measurements.

National security, as a broad function of state, is treated in this book
as a 'given' and defence's costs are treated in direct dollar terms rather than
expressed in the more contentious terms of opportunity cost. Defence is
measured in Australia by the standardised NATO definition for defence
expenditures.4 This does not measure some of the more interesting
dimensions of defence economics, such as the impact of defence spending on
the economy, but it serves as a useful and viable management tool for
measuring the direct, dollar costs of the peacetime defence function, and
hence of limited wars. It would appear likely thatin the event of a low-level
contingency involving some sort of military commitment, the NATO
standard would remain the measure of input costs.
Limited War: The US in Vietnam

ln 796f., the Systems Analysis area of the United States Department
Defense (USDOD) developed a modcl that allowed the Defense
Department to 'program budget' the Vietnam War. It:

of

The real cost of defence activity is the alternative use of forgone
resources (in eronomics - land, labour and capital; in defence - money,
personnel and equipment).
NATO Standard Classification:
1. Outlays on military personnel
2. Civilian pay and allowances
3. Other equipment, supplies and operations(part)
4. Procurement of major equipment and missiles
5. Other equipment, supplies and operations (part)
6. Common infrastructure and national construction
7. Pensions to retired military personnel

8.

Otherexpenditures

SIPRI and USDOD classifications also include items separately
identified such as R & D, military aid, civil defence, paramilitary forces,
space and atomic energy.
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... was developed to estimate the cost implications of
additional deployments ... to estimate the coit of various
specific force increases and dcrreases ... [to1 give us a good
approximation of the total financial impact.s
while standard NATO accounting procedures nreasured input programs
(personnel, fuel, ammunition, spare parts, etc.),6 the American-viitnam
'program budget' was instead designed to measure:

*

'output' programs including ,... offensive land operations,
border protection, air interdiction, security, pacificition and
economic development'.7 and

*

the accompanfng financial cost of these operations plus ,... the

US State Departrnent, the Agency for

International
Development (AID), the Central Intelligence Agency (CIA), and
the like'.

The program developed by the Systems Analysis Branch was

designed to ascertain the effectiveness of operations per se and to attribute
financial costs to these activities.

It showed vividly that the overwhelming bulk of US total
resources was going into offensive operations, (fiscal year
7968 - $14 billion on bombing and offensive operations),

with relatively little into population security, pacification,
and related programs designed to proterct and influence the
South Vietnamese population, (fiscal year 1968 - $0.8S billion

for pacification and programs dcsigned to offset

war

damage and develop the economy and social infrastructure
in South Vietnam).8

Enthoven and Smith argue that:

of resource allocation, the
United States tended to dissipate its resources on high-cost,

Without systematic analysis

Alain C. Enthoven and K.Wayne Smith, How Much Is Enough? (Harper
and Row, New York, 19A),p.293.
Which were also the Australian Department of Defence's only measures
of the costs of its war involvement.
Enthoven and Smith, How Much is Enough? , p.294.
8

ibid.
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low-payoff operations that happened to be congenial to
traditional Service missions in conventional warfare ... More
attention to effectiveness in relation to cost might well have
led to reductions in the billions of dollars spent on offensive
operations and massive firepower displays - activities
yielding small returns. Had even a modest part of these
resources been used for activities which appeared to have
higher pay-offs .. the course of US involvement in the war
might havebeen altered sooner.9
The motives for developing the 'program budget' were neither disinterested
nor public spirited; the program was aimed at resolving urgent problems for
the more effc'ctive conduct of war. However, while '..' this analysis had no
discernible impact on the key decisions',l0 i1 did permit a reasonably
accurate estimate of the total cost of the Vietnam War to the United States. In
1984, Barbara Tuchman rehospectively estimated these costs at $US150
billion, which accords broadly with the accrued official annual figures
published during the war.ll But estimating the costs of war relies not only
on such immediate statistical yardsticks as the items included in the cost, the
price basis, etc., but also on the motivation of authors and the selection of
particular figures to back up the desired argument. Another author,
describing the same war, assessed the costs to the US at some $350 billion.t2

ibid.

10
11

Enthoven and Smith illustrated the impact of costs and benefits on

operations by figures attached to the bombing campaign of North
Vietnam between 1965 and 1968:
* Losses to North Vietnam (capital stock, military facilities, lost
economic production) = $0.5 billion.
* Communist aid to North
Vietnam $2.0 billion.
* American aircraft losses (destro/ed)= = $5.0 billion.
ibid., p.304.
ibid.,p.294.
Barbara Tuchman, The March of Folly (Abacus Books, New York, 1984),
p.174.

12

fames Clotfelter, The Military in American Politics, (Harper and Row,
New York, 797il, p.3. 'The final cost of the Vietnam War will exceed
$350 billion - including the continuing burden of veterans'benefits and
interest on the national debt', cited in fames L.Clayton,'Vietnam: The
2OGYear Mortgage', The Nation, Vo1.208, 25 May 1969, pp.661-3.
However, it would be difficult to determine how much of the public
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But this is going beyond the evidence of expenditure figures into the highly
coniertural areas of opportunity cost (dollars not spent, debt, etc.), social cost
(such as physical disabilities of veterans) and attribution of costs.
Thus, the costs of war can be measured in several ways: the human
cost of lives lost or permanently disabled (first enunciated by |ean-Baptiste
Say in 1803, much to Napoleon's chagrin); the financial cost where the

national accounts form a casualty list measured in dollars; the damage to
property; the distortion of economic development; the loss of exports leading
to loss of markets, etc. An estimate of the cost depends to some extent on
which organisations (e.g., it could be a peace research centr€ like SIPRI) are
responsible for measuring these costs, and the costs which are selected as
attributable to war.
Conventional Wan lraMraq
The Iran/Iraq War provides a useful example of aspects of these
problems. Iraq initiated the war in September 1980. It did not curtail nonmilitary spending in the early stages and based its proiections of national
income upon the volume and price of oil exports established after the second
OPEC oil price hike of July 1979. The impact of the war itself on production
and export,l3 the oil glut and the officially ordained policy of normality
(resulting in few restrictions on non-military expenditure) undermined these
premises very rapidly. It was estimatcd in July 798614 that the war had cost
Iraq some $US175 billion by the end of 1985, or some $90 million per day.

debt, or servicing of that debt, would be attributable to the waging of
war, let alone one particular war; the national accounts are not required
to calculate this and the figures would have little meaningful impact on
future decision-making even were they to be isolated with any degree of
confidence. Richard J.Barret, inThe Economy of Dmth (Atheneum, New
York, 1973), pp.4742, estimated the cost of five years of war, in 7969, at
$100 billion; to defend a country where the average annual per capita
t3
t4

income was less than $50.
For example, in April 1982, Syia closed the Iraqi pipeline to the port of
Banias; the cost to Iraq was about US$ billion per annum.
A.Alnasraivi, 'Economic Consequences of the lran-Iraq Wa/, Third
World Quartoly,Yol.S, No.3, fuly 1986, p.885.

fi
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Along with military expenditure, this figure included estimates of lost GNP
and oil revenues.lS Eventual political and social costs to Iraq included:

*
*
*
*

A dctlaration of a policy of economic austerity after April 1982,
including cuts in non-military spending.
Restrictions on consumer imports.

Restrictions on the proportion of wages remittable by foreign
workers.

Rapid depletion of foreign reservesl6 alongside a steadily
accumulating burden of debt. These amounted to some $50
billion in government debt and some $15 billion in private
sector debt by 1985; annual debt servicing reached $3 billion in
19f%.17 (In comparison, the Aushalian Commonwealth
government's current dcbt service is in the region of $A8 billion
or $US6 billion annually - without the cost of a war.)

Two other effects of the cost of war on Iraq are particularly
noteworthy. Firstly, the war with lran consumed nearly all of its foreign
reserves. Instead of having invested its earnings from petrodollars in
15

't6

It was estimated that the direct military costs of the war to Iraq were in
the region of $US94-112 billion, Time Magazine, 19 September 1988, p.58.
Foreign res€rves were estimated at some $US30 billion before the war
but only $US5 billion by late 1982; see CanbenaTima,6 August 1988,
Tight Years of the lranJraq War'.
Ralph King, The Iran-lraq War: The Political lmplications, Adclphi Paper
No.219 (International Institute for Strategic Studies, london, Spring
1987), pp.77-18. Iraq's foreign debt was estimated at some $US3240
billion in April-May 1985 and its credit-worthiness at 20.0; see Peter
Korner, The IMF and the Debt Crbb (Zed Books, London, 1986), pp.10
and 23. Iraq's foreign debt was estimated by Time Magazine on 1'9
September 1988 at $US3G40 billion to Arab countries like Kuwait and
Saudi Arabia and another $US25 billion to European and Asian
creditors. T1-rre Sydney Morning Herald spoke of foreign debts to the tune
of $US40 billion; see 'Iran and Iraq Prepare to Count the Costs of Wa/,
23luly 1988. The author, Youssef lbrahim, refers to a highly skilled and
educated population of 14-15 million people with considerable natural
resources.
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productive economic enterprises ensuring a real rate of return, Iraq instead
squandered its asscts in a war of stalemate without the benefit of a victory to
balance the cost sheet. As a result, Iraq's strategic outlook will likely bc less
influential and probably more regionally and militarily oriented than if it
had not gone to war at all.lE Secondly, the accumulation of foreign debt has
now put a subtle limit on the country's independence and restricts to some
extent the pursuit of a balanced and fully independent foreign poticy.te
Iran began the war with higher foreign reserves than Iraq but was
more dependent on both imports, and on oil exports as a source of revenue
to pay for those imports. Like lraq, Iran exaggerated its proiections of future
income on the high oil revenues of fuly 1979. Failure of these predictions to
eventuate led to drastic steps by the government:

+
*

Reduction of imports not essential for the war effort;
Extensive purchases of arms on the open and black markets;

Increased dependence

revenue (exacerbated

on imports and oil exports to raise
by inept planning in industry and

agriculture).
The war was estimated to have cost Iran $US240 billion to the end of
the official Iranian figure at the end of 1985 admitted to $US309
billion.2O These translated into a daily expenditure figure of some $US1251985;

135

million.

As with lraq, the war has been detrimental to lran's future. It has
lowered foreign reserves and the value of its overseas assets, it has created a
modest foreign debt (from a huge pre-war surplus), and set back the oil
18

This was written on 1989, well before the invasion of Kuwait by lraq on
2

19

August 1990.

The Commonwealth Treasurer, Mr P. Keating, made this point when
redeeming $A815 million of foreign debt in West Berlin in 1988: 'He

said paying the Commonwealth's debt over time would strengthen
Australia's sovereignty by cutting interest payments that have
burdened the Budget for more than a decade' (Australian,2S September
1988).

Of this total, Time Magazine estimated that direct military

costs

amounted to some $US74-91 billion (Time Magazine, \9 September 1988,
p.68).
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industry at the same time as it has increased the countrS/s dependence on oil
exports to survive.2l The country, in aggregate, is the Poorer for being at
wir and its credibility as the 'policeman' of the Middle East almost
irreparably damaged.
In his book, Tlu Causa of War, historian Geoffrey Blainey listed some
of the conditions (as judged by the appropriate contemporary Power elites)
that would propel a country into war.22 This paper would emPhasise that, in

economic terms, war should be cost+ffective and efficient.23 Yet the
preparations for, and conduct of, conventional war have now reachd such
monstrous proportions of financial cost (except when compared to most
countries' oveiall borrowings), and the results are so fraught with risk
(defeat) or compromise (negotiated solution), that war has become an
activity difficult to iustify by rational economic argument. Therefore, war is
certainly a policy of last resort in specific economic terms.
K.Mclachlan and G. loffe, The Gulf War: A Sumrury of the Political lssuc5.
and Economic Consequenca (Economist Intelligence Unit, London, 1985),
p.38, cited in Ralph King,The lran-Iraq War: The Politicnl lmplications.

A war is

feasible when

it

is considered

it will

be short, popular,

victorious, inevitable and cost-effective; G. Blainey, The Causa of Wat
(Sun Books, Melbourne, 7977). He notes that the protagonists of 19Ol
and 1914 were influenced by assessments of the others' ability to finance
a war. Blainey also relates the following anecdote "When ]apanese
leaders debated in 1873 whether to invade Korea the main architect of

modernisation, Okubo Toshimichi, opposed the invasion by listing
seven arguments. Five of his seven points stressed the financial
implications of the proposed war, ... inflation ... high taxes ..' scarcity of
funds for modernising her schools and industries ... raised expenditures
... troubled to balance her budget. If the war proved to be long or
unsuccessful, bur inability to rePay our debts to England will become
England's pretext for intervention in our internal affairs'.
Indeed, the apparent poverty of military inspiration and the huge
financial costs of the war eventually determined the direction of the
course of the lran/Iraq war. After 1983-4, each side's diplomatic,
military and political war effort was concentrated on destrofng the
other's ability to finance the war - to halt the oil exports on which so
much of the revenue to pay for the war was based. Time Magazine
reckoned that oil was responsible for more than 907o of both countries'
foreign exchange earnings; seeTime,19 September 1988, p.68.
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Limited War: The Falklands War
The 1982 War for the Falklands/Malvinas Islands exemplified the
above cost trends. In May 1982 the Argentine iunta confidently estimated the

war-related costs to the country at no more than $US20 million.24
Argentina's creditors, apparently using different criteria of measurement,
estimated the cost to the country at some $US500 million.
The British also put effort into estimating the costs of that country's
operations to regain the islands.25 During the conflict several UK
stockbroking firms26 estimated that net additional costs to the country would
be between 250 million and 1500 million pounds. The war effort was then
costing some 11-12 million pounds per day so the final expenditure figure
depended on the expected duration of the war. The idea of net additional
costs was made problematic because of:

*
*
*

Estimating, and then deducting, the 'sunk' costs
planned maritime exercises for the same period.

of routine,

Estimating whether the government would replace its lost
destroyers with vessels of the same kind, cheaper or different
ones, or more modern and/or more cost-effective ones.
Estimating the revenue return to Treasury (about 20Vo of
additional war expenditure) from increased taxes and lower
unemployment benefits, both occurring as a result of extra
defence activity.

'After the battle, the accounting ...' wrote the Economisf on 19 fune
military operations. The
article split the costs aftributable to the war into four categories:
7982, five days after the Argentine decision to cease

(1)

24
25
26

Unavoidable additional operational expenses for the 1982-3
financial year; fucl (607o of total additional operating costs),
extra spare parts and supplies, requisitioning, converting and

Economist,Zg May 1982,p.1,4.
Guardian article reprinted in the Sydney Morning Herald,T May 1982.

See footnote no.23: Greenwells Stockbrokers - 250 million pounds;
Hoare Govett Stockbrokcrs - 75G1500 million pounds; fames Cepel
Stockbrokers - 11-12 million pounds per day. These were net additional
costs to run the war effort.
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running the 5Godd merchant ships: total cost 500 million
pounds.

(2)

Replacing lost equipment and ammunition (10 Harrier iumP
iets, over 20 helicopters); making up for battlefield wear and
tear: total cost about 400 million pounds.

(3)

Maior capital costs of replacing four destroyers and frigates,
and two amphibious ships: total costs about 600 million
pounds.

(4)

The ironic cost of victory - maintaining a Perrnanent garrison
in the Falklands: about 3000 soldiers, a squadron of fighter

aircraft, helicopters, anti-aircraft missile batteries and early
waming equipment; total cost: one-off set-uP, about 5G500
million pounds depending on make-up plus annual running
costs of 100 million Pounds.27

Subsequent to the actual conduct of opcrations the accrued costs of
the war rose with the UK's accumulated responsibilities: in June 1982, 1.6
billion pounds to 2.0 billion pounds; in November 1984,2.1 billion pounds;
in February 1987, 2.6billion pounds.2E

Concomitant with the estimate of the costs of the war were the
means - and problems - of paylng for it. The actual war was over before
This paper has addressed the costs of what actually happened, which is
that in 2 months British forces rcgained the islands. Of course, if the
British had acquiesced in the Argentine seizure the itemised cost of
destruction and operations would have been saved, but at a strategic
cost which cannot be mcasured by the same criteria.
Economist,lg fune 1,982:1.6 to 2.0 billion pounds for the campaign and
its aftermath. lane's Defence Weekly, 24 November 1984: 2.1 billion
pounds for total war costs ($US2688 million) or one million pounds for
each inhabitant of the islands from 2 April 1982 to end F\ 1984. lane's
Defence Weekly, 7 February 1987: 2.6 billion pounds at 1987 prices,
including: 1. replacement equipment, 2. maintenance of a garrison on
the islands, 3. air bases, 4. transport and posting costs - these costs

comprised 400 miltion pounds or 2To of the 1987 British defence budget.
Costs in the 1990s wcre estimatcd to be about 100 million pounds per
annum.
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long-term financing even became a concern. Short-term options were as
follows:

*
*

increasedefence spending to cover Falklands costs, but acqcunt
for them separately from routine defence spending;
squeeze operational/replacement costs

existing defence budget allocations;

of the Falklands from
i.e. internal Defence

reallocation of priorities;

+
*
*
*
*

do without some replacement equipment - a standard Treasury
argumen$
institute a oneoff special war tax for the next budget;
issue Talklands bonds';

provide smaller tax reductions in the next budget (assuming
these are on the agenda);

let the Falklands costs nudge up government borrowing as a
proportion of GNP (i.e., increase the public sector borrowing
rcquircment); and

+

public subscription.

There were a series of problcms associated with raising war finance.
Firstly, taxation would be unpopular politically and dcflationary; that is, it
might withdraw liquidity from other areas of the economy. Secondty, funds
especially raised were unlikely to be spent in the short term; many of the
funding requirements stemmed from capital equipment replacement which,
since it was unlikely the equipment could be replaced within a budgetary
year, would not create final billings for several years (i.e., after build or
construction). Thirdly, to launch a specially designated bond-drive
(Talklands bonds') could induce public humiliation if the required amount
was not reached.29

T\e

Economrsf recommended that:

... to ensure that thc Falklands costs do not chisel away at
Britain's security litl will be [necessary] to pay for them

29 The memory of long-unredeemed

war bonds after the Second World
War could well dissuade buyers', Econombt,l9 June 1982, p.40.
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dirertly from the overall budgct, but to account for them
separately from routine defence spending, at least until the
mairr capital costs are paid.3o
The bills should be spread over three or four years with a line item to
identify the Talklands incremcnt'. The advantages associated with this
approach were, into alia, a modest increase only in public spending and
borrowing; protection of 'basic' defence spending and hence seorrity; public
accountability; the recognition of 'tax clawback' in the national accounts
because of the extra revenue generated by capital equipment replacement.

Australia Exercise Kangaroo 89
Exercise Kangaroo 89 was designed

to test the 'strategic

and

operational conc€pts identified in the 1987 Defence White Paper/.3l It also
indicated the costs which Australia might face in providing for a 'range of
credible defence contingcncics which could arise with little or no warning in
Australia's area of interest'.

Involving more than 25,000 Australian Defence Force (ADF)
personnel, 30 naval ships and submarines,2000 vehicles and 120 aircraft the
exercise lasted some 60 days, from mid-fuly to mid-September 1989. This
'most ambitious, wide ranging and significant exercise' was costcd at some
$A200-250 million or an avcrage of some $A4 million per day.32 However,
half of this was accounted for by wages and salarics which would have bccn

paid regardless. The incremental costs, such as those for fuel, overtime,
repair, etc., were the true cost of the excrcise. Assuming the lack of live
firing cancelled out the subsumcd cost of other exercises wtrich were
incorporated into Kangaroo 89, then the figure of $4100-150 million for
about 3G40 days of fairly intensivc activity might be an approximate cost of
operations to Australia in a contingency.33

30
31
32
33

ibid.
Ministerial Statement No.202188 datcd 8 November 1988.
See The Kamarians are Coming', Australian Society, ]une 1989, pp.1820. This stated the cost at $A230 million.
The other 20-30 days were accounted for by transport movements,
setting up and winding down costs. Therefore, the standard statistical
spread of direct, additional costs over this period could mean costs
peaking at some $45-6 million pcr day. Costs also excluded
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Since 1945, Australia has not needed to develop a financial policy for
defence contingenciesi nor has it had to confront the constraints on other
public policics which the costs of war might induce. Its financial war
experience has been based on the needs of total war only and this largely
from the structural adjustments and institutional innovations of the First
World War, with improvements and modifications stemming from the
Second world war.34 In the present age of limited warfare and potential
nuclear strike, there are no strict precedents for Australia to follow. A viable
financial response to conflict must fall someway between the experience of
total war, exemplified by the writings of Robbins, and the theoretical
underpinnings set out in Keynes, where the primacy of economic policy is

retained during small wars.

u

replacement of destroyed capital equipment, compensation payments,
destruction of facilitics, etc., which were borne by the British after the
Falklands War. Also, it is not clear which contingency is being
represented or tested in the excrcise; a contingency which is supposed
to arise with little or no warning should bc low level, but the exercise
includes a lodgement on Australian territory. Therefore, it can be safely
assumed to have escalated; but if an exercise escalates so quickly and is
so quickly resolved one could be tempted to question both its realism
and the calculation of ovcrall costs, direct and indirect, to Defence, the
government and the Australian economy.
G.Long, The Six Years War (Australian War Memorial and Australian
Government Publishing Scrvice, Canberra, 1,973), p.72:'These problems
had arisen and becn grapplcd with in 1914; now the Government
mainly followed preccdent or improved on it'.

CHAPTER 4

AUSTRALIA - WAR AND
CONTINGENCY FINANCE
The Australian experience

of

financing war has largely been

confined to the two total, declared wars fought this century. There has been

no conesponding experience of Australia conducting a limited war which
has had some degree of impact on the institutional structures and
arangements of the body politic, and therefore there has bcen no necessity
for the government to have preparcd a financial policy for such a
contingenry. This deliberate oversight was specifically recognised in the
1986 Dibb Report, but excused on the grounds that tJo specific threat is
imminent or obvious that would justify undertaking detailed planning in this
area'.1

Nevertheless, the exigencies and sheer costs of war have had a mapr
impact on the nature and structure of the Commonwealth's public finances.
Firstly, in 1915, the Commonwealth won the right to levy its own income tax
along with the States. Secondly, in'1942, the States wcre excluded altogether
from raising revenue via direct income taxation.

It would be unlikely that the financial measures attending a
contemporary foreseeable dcfence contingency would have anything like the
same effect as these structural adjustments. But financial disruptions might
still be considerable, for reasons that did not apply in either of the two world
wars but which have assumed major significance in recent times (see
Chapter 5).
Most of the Commonwealth's efforts in financial policy for funding
war have been directed into two channels:

't

Firstly, to undcrwrite the nation's mobilisation of its resources
in matters such as industrial production, labour, transport and
communications, etc.

Paul Dibb, Rniru of Australh's Defnce Capabilitire, Report to the
Minister for Defence (Australian Government Publishing Service,
Canberra, 1986), p.94.
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Secondly, financial policy per se, which has involved, for
example, raising loans and controlling prices, and the impact
the chosen financial policy has had on external trade, taxation,
financial relations between the Commonwealth and the States
etc., which are notoriously affected by government financial
Poliry.

The second of these is the focus of this chapter and is more relevant to the
present age of limited wars than the first, which really applies to a nation 'at
wa/ in the traditional sense as it evolved between 1793 and 7945.

The First World War
The Ot'ficial History of Australia in the War of 1974-791.8 remarked that:

The real seriousness of the war, its duration, the huge
financial drain, with the shifts and expedients it would
entail, were all under-estimated, alike by public men and by
the people at large, ... financial derangement was part of the
terrific confusion of all things.2
The actual financial costs to Australia were wildly undcrestimated in 1914.
The Fisher Government, starting with a balance of payments deficit the
previous 1913-74 financial year (F/Y), estimated the war would cost 11.7
million pounds in F/Y 79'1.4-15, at the end of which, it was predicted, the war
would be finished. By F/Y 191.9-20 the cost to Australia was Put at377
million pounds, and still rising.3 The point was made that one year of war
Ernest Scott, Australia During the War, Vol.XI in the series Tlze Officinl
History of Australia in the War of 1.91.4-1.91.8 (Angus & Robertson, Sydney,
1,943\,p.495.

As Adam Smith could well have predicted 150 years before, the
financial costs of the war to Australia were enormous. When looking at
the figure of 377 million pounds one has to keep in mind that the total
revenue for Australia's seven governments in 1914 was only 69 million

pounds (Commonwealth, 277 million pounds, and the States, 47.1
million pounds). The costs of the war were:
(1) direct expenditure by Australia,333.6 million pounds,
(D charges by the British government on provision of services to
Australia, 43.4 million pounds.
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[F/Y 1918-19] cost Australia 81 million pounds when its population was only
5 million, whereas three years of war in the Crimea cost the LIK 78 million
pounds when its population was over 27 million.
For the duration of the war, public finance was divided into three
areas:

(1)

war expenditure;

(2)

money required for renewing obligations, i.e. converting
current loans; and

(3)

money required for new works and other services (which
continued in spite of the war - these formed a point of tension
between the Commonwealth and the States).

The key point here is that war expenditure is additional to the routine
expenditure and obligations already incurred by the Commonwealth
government. While non-defence spending can be slowed or discouraged, it
nonetheless will and must continue. To some extent then, the level of
financial commitment in place at the outbreak of war (or contingency) will
determine the amount of funding which can be devoted to the war effort
and, to some degree, the sort of war which can be fought.
Several dominant policy issues arose during the course of the war
were
constantly addressed. The first concern was how to actually pay
and
for the war.4 In 191.4, the government quickly realised that estimates of
current revenue would be hopelessly inadequate to cover the war's

Nearly 807o of the cost borne by Australia was financed by borrowing.
The costs of the war did not cease in 1919. 'Expenditure on repatriation
and pensions was a direct consequence of the war, and that continued to
be a very heavy drain upon the finances of the Commonwealth in later
years. The total cost to 30th fune, 193, had reached the figure of 831.3
million pounds, inclusive of war gratuities, interest and sinking fund',
ibid. p.496. It is worth remarking here that in 1908 Oefore absorbing the
States' public works debts) the Commonwealth had no public debt and
had seriously entertained the proposal that defence should be paid for
from the surplus of the Commonwealth's land tax.
The war saw seven war-loan and three peace-loan campaigns. These
raised some 250 million pounds from the Australian people, who
invested in the government's stock and bond issues.
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expenses.S The initial estimates of "17.7 million pounds were therefore to be
raised entirely by borrowing in the first instance, and taxes were to be raised
in the event of the war continuing. New taxes were raised progressively
throughout the war years - increase of the land tax (1914), Commonwealth

Ievy on income tax (1915), an entertainment tax (7910, war-time profits tax
(19771,6 a tax on bachelors not in uniform (1977), and finally and most
drastically, compulsory loans (1 918).7
The second key issue concerned who was to pay for the war. Unlike
present arrangements, all seven Australian governments then raised
expenditure from both direct and indirect taxation but only the Federal
goverrrrnent was entitled, and obliged, to fund the war effort (by the
Constitution and the division of responsibilities established in 1901). In the
early war years the revenue of the Federal government represented only
some EVo of the total revenue raiscd in Australia, although this rose to
nearly 407o by F/Y 1918-19. Throughout the war there remained
considerable tension as the States continued to fund public works prograrns
and borrowed for that purpose. 'No State government showed any resolute
tendency to economise',8 and in |uly 1918 the Fedcral Treasurer added a
waming to the States, l(ou cannot go on indefinitely increasing your
indebtedness'.9

'... I gave up the cherished hope of financing our war forces on sea and
land, in the Pacific and in Europc, during this financial year 17914-151,
from revenue ...', Scott, Australia During the War, p.481, quoting Fisher,

the Prime Minister (from the

8

9

Commonwealth Parliamentary Debates,

VoI.LXXV, p.1341).
The amount by which the profit in the war years from 1915 onwards
exceeded the average profits of certain years. The rate of tax for 191'5-1.6
w as SOVo; for subsequent years 75Vo.
The War loans Subscription Bill of 1918; the war finished before it could
become law. A similar prescription for palng for war was raised by
Keynes in 1939 and reicctcd by the labor government in the Second
World War.
Scott, Australia During the War, p.a83.
In 1910 the public dcbt of the Commonwealth stood at zero; in 7911, at 5
million pounds; in 1914, at 19 million pounds; in 1919, at 253 million
pounds. The latter rise was due almost entirely to the First World War.
At the same time, the aggregate debt of the Australian States grew from
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The nature of Australian federalism is such that patriotism might be
insufficient to quell the traditional and perennial financial disputes bctween
the Commonwealth and the States. In the event of military conflict, a
formula would probably have to be settled which allowed for consensus on
borrowing and spending requirements for all the Australian governments.
The Commonwealth would be unlikely to relinquish its monopoly of the
right to tax incomes directly.

The third concern involved problems with raising and competing for
loans on the money-market. In November 1915 it was decided that thc States

should be restricted to domestic borrowing and only the Commonwealth
could raise funds overseas. Furthermore, the States were not to borrow
locally until the Commonwealth's war necds [for fundsl were met.
Problems similar to these would likely arise again to plague the
financial management of a defence contingency. The Commonwealth
government would then have to address issues such as the borrowing
requirements of all the Australian governments, costs borne in the event of
hostilities, attribution of costs, thc levfng of charges to defray those costs,
special one-off grants to the States to meet emergency spending. The degree
of cooperation could even be undermined by the aPParent lack of
seriousness of the conflict and the rcluctance of both the public and the States
to accept strictures which they might tolerate in a clearly defined war.

The Second World War
As had happened in the First World War, the initial estimates of war
expenditure understated the costs of the war to Australia. The figure of 79
million pounds for F/Y 194047 (thc first financial year to tre fully occupied
with a state of declared war) rapidly Srew to 185 million pounds. This
included 43 million pounds for war expcnditure overseas.lO The raising of
finance for the domestic component of 143 million pounds is set out in the
following figures (which also serve to illustrate the ultimate accounting fate

million pounds in 1914 to 4'17 million pounds in 1919 and they did
not contribute to the costs of the war.
This was raised by government borrowing from the Commonwealth
Bank. The expenditure was paid for eventually from a continuing
favourable balance of trade, stcmming largely from wartime restrictions
on imports and a steadily increasing demand for Australian exPorts.
317
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of the practical aspects of the theories and

policies outlined

in

this

monograph):

*
*
*
*

Existing cash balances

28

million pounds

Existing taxation

34

million pounds

Publicborrowing

50

million pounds

Additional taxation measures

31

million pounds

143

million pounds

(sourced in:

a.
b.
c.
d.

income tax

company
sales

17.7

tax

5.8

tax

customs and

3.4

cxcise

4.2')

Total:

To raise these sums, the government had recourse to the two basic options of
borrowing and taxing. In Novembcr 7940, the Treasurer stated that:

Expenditure in Australia ... on war ... must come in some
way from the pockets of the people. It may come by loans,
where a rrnn willingly givcs up spending power in the
present in return for spcnding powcr in thc future. It may
come by a system of taxation designed to take from each
man according to his ability to pay. It may come by
expansion of credit whcreby spending power is taken from
the community by rising prices ...11
The Treasurer ruled out expansion of credit as inflationary. Inflation has
always been the threat which has bedevilled the funding of wars:
it imposes unjust and inequitable financial burdens upon the
wage and salary carner, it destroys public confidence, is
destructive of savings ...

11 Commonwulth Parliamentary Debata,

Vol.l65, p.83,21 November 1940.

Keynes had already warned of the inequity of this last course of action,

or inaction.
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left with two implements, borrowing the savings
of the community and taxation. Loans will depend on the
willingness and capacity of the people to save, and may be
increased by organised effort, particularly through war
savings certificates [as in the First World War]. Whatever
can be done in these ways will leave a very large gap to be
filled by additional taxation.l2
... We are

In the short run, the governmcnt showed a

reluctance

to tax for war

purposes, not wanting to discourage private investment and activity from its
pursuit of the war effort. Financial policy was to be achieved in two stages'

Firstly, an immediate program of financing the war by loans, when the
economy would be undergoing considcrable dislocation as it moved onto a
war footing; and secondly, a long-tcrm plan relying more on taxation:
... the govemment has

dccidcd that, in dishibuting the cost

of its war programme bctwcen taxation, public borrowing
and borrowing from the banking system, it will ... weight the
balance towards borrowing with the assistance of the
banking system rathcr than towards taxation ...; to increase

taxation [now] would mcrcly dclay the recovery of our
full utilisation of employable labour,

economy, retard thc

reduce

the potcntial of our national

income, and

consequently intcrfcre with the full prosecution of our war

12

Commonwealth Parliamentary Debates, Vo1.153, pp.6-7, 17 Apnl 1940,
statement by the Trcasurer. In contrast, the labour Treasurer (Chifley)
in October 1941 said, 'Crcdit expansion ... can be successfully used to
finance employment ... to cxpand production of goods and materials

[but] any increase of thc money volume must be balanced by a
corresponding incrcasc of production.' Commonwulth Parliamentary
Debatc, Vo1.169, p.21, 29 October 1947. labour also reiected
compulsory loans (although Keynes had maintained that these would
equalise the sacrifice of financing the war). Instead, money would be
raised by increascd taxation and direct control of the economy by
government regulation. Thus Robbins' criticism of Keynes' theory of
war finance, that '... it is a thcory which no government has ever had the
will to make the effcctive basis of policy ii a war of any great ilimension'
(Robbins, The Economic Problern in Peace and War,p.32), was bome out by
the Australian expcricncc of the Sccond World War.
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programme ... Whcn our resources are as fully employed as
is practicable and our 'real' national income at its peak,
borrowing should not exceed the savings of the people
available at any time. Any additional requirements should
be drawn from taxation ..., as the economic recovery ... gets
under way, the government will necessarily transfer the
emphasis in its financial policy from borrowing from the
banking system first to borrowing from the public and
secondly ... to taxation.'I3
Dominant financial issues which lcd into policy were:

*
*

control of private investment - to conserve resources for the war
efforb

low interest ratcs (set at August

1939 rates)

- to stimulate

private invcstment in selccted war-related industries;

*

the issue of war savings certificates - to promote investment in

the war effort by small investors or individuals of limited
means; and

*

treasury control of dcfence expenditure.l4

After the initial phasc of borrowing heavily for war purposes, the
Commonwealth resorted to the ncxt phase of heavy taxation. The level of
taxation increased with thc intensity of the war, especially as it approached
Commonwealth Parliarnentary Debata, Yo1.762, pp.1851-2, 30 November
1939, statement by the Treasurcr.
t4

There was also a strong link bctween financial poliry and the law.
Many of the mcasurcs undcrtaken by the Commonwealth government
between 1939 and 1945 rvcrc carricd out undcr the auspices of the
National Security Act of 1939 and the Defence Act. Long lists the
following as financial powcrs assumcd under thcrse Acts: (1) Australians
were prevented from scnding capital overseas; (2) all proceeds from
exports were directcd irrto thc banking system and thus made subiect to
government control; (3) Australians were (later) prevented from selling
securities held abroad so as to obtain foreign currency; (4) the control of
exchange was complcted by thc introduction of regulations requiring
importers to obtain pcrmission before bringing in imports from nonsterling areas. See, Long,The Six Ywrs War, p.12.

6

Finance and Financial Policy in Defence Contingarcia

Australia's geographical perimeter.l5 Nevertheless, costs were such that
borrowing still accounted for two-thirds of the payments for the war.
Borrowing comprised three forms:

(1)

public loans (from the people in the form of investment in
Government bonds, notes, or securities);

(D

war savings certificates (similar to public loans but targeted
for war purposes); and

(3)

loans from the banking s/stem.l5

The experience of Australian financial policy in the Second World
War was largely a repeat of the principles bome out in the First. Taken
together, these periods have more in corunon with each other (e.g. events,
scile, costs, involvement, etc.) than they do with the present day, which
requires the adaptation of policies to fit the possibilities of limited war in the
nuclear age.

Applicability of Total War Experience to the Present
The economic principles which undcrlay the waging of total war in
1914-18 and 1939-45 are still largely relevant now (and still form the base of
the cenhal role of the government in the nation-state (e.g. Federal
government control of monetary policy), but the financial aspects and
mechanical processes of the systems which were resPonsible for funding
them are now almost totally rcdundant.

Similarities are primary but few:

*

15

l5

The rolcs and identities of the key financial and institutional
playcrs are much the same, as are the main policy tools
available: taxing and borrowing.

Income taxes went from 16Vo of Commonwealth revenue in 1938-39 to
over 60Vo by the end of the war.
In November 1.939, the Treasurer stated that'... the financial policy of
the government is to finance the war effort by a balanced programme of
taxation, borrowing from the public and borrowing from the banking
system'. Commonwealth Parliamentary Debates, Yol. 762, pp.1851-2, 30
November 1939.
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*

The right of the government to interfere in the workings of the
economy is established by law and precedent, regardles of the
nature and scale of the conflict.

Differences are secondary but rrnny:

*

The multiplication of financial players (e.g. the international
investment community, the recent proliferation of investment
groups) who would have strong vested pecuniary interests at
times of defence contingency.

*

't
*
*
*

The drastic effect of technology and modern communications
on the policy-making environment; the compression of time has
restricted the decision-making process and made the
consequences of decisions much more immediate.
The endemic and pervasive role of the media.

The relegation of the gold standard and the once stable global
exchange rate regime; the Australian economy is now subject to
incrcasingly unstable exchange rate gyrations.

The novel scale of domcstic and forcign dcbt since 1985; this
limits the financial options and flexibility available to the
government.

The rapid change

in the definition and nature of national

security; financial and economic policies are no longer the mere

bottom-line of an otherwise politically and militarily oriented
defence policy. Finance can be a valid and efficacious tool of
dcfence and foreign poliq/u or it can be, in debt form, the
'Achilles' heel' of a nation's security posture.l8
t7

18

A good example is the fapanese penctration of the Pacific region since
1977 under the Kuranari Doctrine, a highly effective form of financial
imperialism.
Statements by commentators have become both more frequent and
more pointed: (1) Time,2a April 1989, quoting Les Aspin, Chairman of
the US House Armed Services Committee, 'What we're seeing is the
emergence of an entirely new concept of national security' and Clyde
Prestowitz, a former US trade negotiator, Trade is defence'. Q) Syilney
Morning Huald, 27 May 1989, quoting Dr. Kenichi Ohmae at the
conference organised by the Committee for Economic Development of

6
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Planning for the Next War

In the changed circumstances of the Present day, defence pllnning

for contlingencies might well be as valid as the collective
lxperience of war fiiance was before 1945. But neither planning nor
processes

experience has witnessed a viable and strategic role for finance beyond its

supportive function.
TheWar Book
The 1939 War Book was designed as the co-ordinating instrument of

policy for Australia's economic preparations for war. Not for total war,
appaientty, because it planncd '... to .ause the least possible dislocation in
the normal economic life of the Commonwealth', and '... deliberate
restriction of consumption was not envisaged, unless it could be read into
the financial arrangements'.l9 Dctails of financial policy and planning were
general and consisicd of little more than homilies for Treasury to continue to
iulfil its role and for the Commonwealth Bank (then the Cenhal Bank) to be
consulted.2O The Official History was almost dismissive of the War Book's
Australia, ,... the spread of information and of global companies meant
that the world incieasingly was bccoming a "borderlcss economy"'and
that you no longcr necdcd the military to take o_vcr_another country.
Q) Sydney Mornlng Herald,l June 1989, quoting Dr'.Robert Haupt'
""
our s'oveicignty isllready compromiscd ... our security depends, in the
now
not
is
it
position:
end, on miiniaining our rclative economic
compromised, but

".''

19 S.|. Butlin, War Economy,1939-L942 (Halstead Press, Sydney,1961),p'26'
20 Finance consistcd of two scctions: (1) voting and provision of money
(fiscal policy), and (2) suPPort of crcdit (monetary policy)'
Treasu4/s fiscal responsibilities were to:

(a)

(b)
(c)
(d)
(e)

consult departmcnts concerned as to immediate
rcquirements for war finance and obtain the necessary
Parliamentary

au thoritY;

prcpare a wur Loan Bill and considcr alrangements for
tcmporary borrowing;
rcview budget position and consider reduction of
unessential expcnditure and increase of taxation;
arrange meeting of Loan Council;
consiJer appointment of War Finance Committee; and
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financial aspects: '... there was nothing ... to suggest some idea of a financial
plan', and '... the War Book had virtually nothing to say about the economic
problems of war except where they appeared likely to be the same problems
as those of the earlier wa{.2r

The Dibb Report confirmed the above judgement. It rejected the
need for an updated 'war book' approach to defence planning.22 Instead,
Dibb suggested broad guidelines '... to provide a basis for military planning
and exercising'. The guidclines stated that:

*
*

the ADF would only respond to an overt military threat; and

normal administrative proccdures and systems would be
retained while recognising the need for some streamlined
procedures to ensure dcfence nceds were met.

However, the Rcport did not take the next step, the examination of possible
policy responscs to non-military threat, or a non-military response to a
military threat, and did not address the administrative procedures which
were not immediatcly concerned with supporting defence (or 'militarS/)
concerns. In fairness to the Dibb Report, this is not the responsibility of
defence policy as currcntly defined.

(f)

consult with Commonwcalth Bank as to finance generally.

Treasury's monetary responsibilities were to:

(g)
ft)

27
22

consult with the Commonwcalth Bank; and

asccrtain from Dominions Office action being taken by
British Treasury.
Scott, Australia During the War, p.27 .
'We need a conceptual framework rather than detailed planning of the
kind contained in the War Book.' Dibb rejected it for two reasons: (1) the
next conflict involving Australia might never be dcclared; and (2) the
conflict might not require the total commitment of the nation's
resources. See Dibb, Rniar of Australin's Defence Ctpabilitia,pp.94-95.
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D efen c e C o n tin gency Pl annin g23

Australian defence contingenry planning arose as a result of a
sequence of historical events in the early 1970s when '... the perceived threat
of iommunist or Asian expansionism receded ...', and was replaced by '.;.
potential threats to Austraian interests short of invasion or mapr assaulf .24
Contingencies are now developed, in the absence of war and historical
experience, in the absence of contemporary manifest threat and of clear
strategic guidance, to fill the gaP creatd by peace_. They are '...-to provid,e a
natioi with effective defence ... tUyt identify[ing] the range of threats that
could arise and lbyl allocat[ing] priorities for defence planning'.2S
Contingency definition and planning reached their public apotheosis
in the 1,986 Ratiew of Defence capabilitia (known commonly as the Dibb
Report) and the subsequent Dcfence Policy Information Paper_(referred to as
the White Paper) of IggZ. These rounded off nearly two dc.cades in the
evolution of i more domestically oriented shategic outlook. Prior to these
statements of poliry, three conflict levels had already been identified: low,
middle and high. Each level had a distinct set of adjectives or phrases which

gic uncertainty, contingencies have

been

introduced into the defence planning Process. But their prediction of
events is arguable and they rely on an exhapolation of current and
likely trends. The only two definite aspe'cts of contingencies are: (1)
they will happen in the future; and (2) they will certainly add to the
cosls of the economy and the government. Contingency funding is one
of the most reliable and 'knowable' tools the defence planner has, yet it
appears to be unutilised. In the 1981-82 fiscal year, the. British
gbvernment had set aside 2.4 billion pounds for contingencies (not
iecessarily for war-related emergencies; common contingencies include
pay rises, unexpcrted procuremcnt bills, etc.) and flexibility to borrow
up to 2 billion pounds as well before its economic policies for that year
were breached. These contingency funds amply covered the costs of the
Falklands'contingency'.
T. Godfrey-smittr, Low Leuel Conflict contingencire and Australi.an Defence
Policy, Canberra Papers on Strategy and Defence No.34 (Strategic and
Defence studies centre, Australian National university, canberra,
1985), p.l.
R. Babbage, Managing Australia's

Contingency Spectrum for Defence
(Strategic
and Defcnce studies centre,
Planning,working Paper No.108
Australian National University, Canberra, 1985), p'l.
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categorised it: low level was'at short notice, most likely, most credible', etc.l
the next level was 'escalated, protracted'; while the highest level was 'more
substantial, limited lodgemen! sustained', etc.25

The Dibb Report attempted

to

placate the intense semantic

controversies surrounding these horizontal bandings by choosing escalated
low level (middle) as the compromise middle-ground for force development.
The White Paper defined these levels of conflict for internal defence policy
purposes as follows:

*

[ow level - characterised by'... relatively modest milita4y effort
[on the part of the enemyl': to demonstrate Australia's
vulnerabilitS/,'force political concessions','dispersed and
unpredictable','unconventional tactics and forces ...'.

low level - '... more conventional but still limited
military operations', 'supplement or substituting
unconventional tactics and forces with military units',
Escalated

'international repercussions ...'.

+

26

More substantial -'... high levcl intcnsive military operations',
'major ground forces', 'military expansion with external
support or assistance ...'.27

A typical

example is the following: ?rimarily, there is the low level
threat to the coastal areas and off-shore waters of northern Australia.
This could arise at short notice, but would be limited in size and of a
harrassing [sic] nature. This low level conflict could escalate and
involve increased levels of harrassment [sfc] by air and sea on northern
settlements, shipping, off-shore territorics and installations, mining of
northern ports and more frequent and intensive raids by land forces.
Such an escalation implies a significant level of military commitrnent by
a hostile country and would almost certainly be preceded by a lengthy
period of unplcasant diplomatic exchanges. However, the capability to
mount such a threat with little warning exists in our region and our
force-in-being must be able to counter it.' Major4eneral J.D. Stevenson,
'Is the Defence Force Effcrtive?', Pacit'ic Defence Reporter,1989 Annual
Reference Edition, p.227.
Department of Defence, The Defence of Australin L987, a White Paper
presented to Parliament by the Minister for Defence, the Hon. Kim C.
Beazley, April 1987 (Australian Govemment Publishing Service,
Canberra, 1987), pp.24-27

.
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These contingency levels reflect the broad and public basis
current defence policy, known as'defence self-reliance'.

There are, however,

of much of

a number of limitations which need to

be

recognised and which are highlighted by the continuing absence of financial
dimensions, among others, from the planning process. Firstly, the danger for
contingenry planning is that it will remain estranged from strategic
guidance. The latter records the continued absence of military threat to
Australia (acknowledged by successive official shategic documents, all of
which have received government imprimatur), whereas the former looks at
the possible course of military conflict in the region, based on forces-intreing.
Secondly, the plethora of political issues, which will presumably give
rise to the contingenry in the first place, provide it with its rationale, Sovern
its likely course, and be instrumental in determining its conclusion, will be
absent from the contingency plan.28

Thirdly, these political, economic and social indicators should 'drive'
national security policy (they comprise the beginning and end of any war or
contingency) since they override the military factors, which tend to be the
blunt tool of a national response mechanism. If not, Defence could find itself
planning for the wrong war (e.g. a solcly 'militarS/ war as resulted from the
Casablanca Confcrence of fanuary 1943) or structuring military forces to
meet illusory scenarios.29

Godfrcy-Smith, Low Lnel Conflict Contingencie and Australinn Det'ence
Policy, p.1: '... low levcl contingencics have to date tended to focus on
the tactics that might be employed against Australia at the expense of
their possible origins, the possible motives and objectives of the
potential aggressor, and the political context in which such
contingencies might arise'.
'It is ... very probable that no dircct military threat to the Australian
mainland exists, or is ever likely to exist ... What this would seem to
imply is that the very last function that the ADF should be equipped, or
prepared, for is to fight a conventional campaign on Australian soil. It
needs to be recognised at this stage that the concept of 'perceived threaf
is in fact totally unhelpful as a foundation for a national stategy ... the
ADF is prepared to cope with contingencies which lit is] utterly unlikely
ever to have to confront in pracfice ...'. G.St. Barclay, \lew National
Stra tegy Needcd,' P acific D efenc e Rep or ter, Au gu st 7987, pp.74-17 .
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By not allowing for the direct and/or indirect financial ramifications
of contingencies, at whatever level, upon Australia, official policy suffers

from two pronounccd defects:

(1)

The'security and stability' of the region, noted by a succession
of strategic documents, White Papers, and the Dibb Report,
tends to undermine the credibility of most military-based
contingencies, at least in the short term; yet no clear nonmilitary contingencies are considered.

(2)

In the nuclear age, military activity as a means of securing
national or political advantage is unlikely to operate
independently as it so clcarly did in the Second World War.
The means, or even the eventuality, of operating against these
other forces (e.g. psychological, financial, diplomatic, etc.) are

not, however, publicly discussed and not integrated into a
single policy or document.
The Dibb Rcport pleaded for a '... clearer understanding of the levels
of threat that we could credibly face'and 'Contingency studies [which] will
identify strengths and weaknesses in our capabilities and lead to priorities
for corrective development'.30 In answer to his own rhetorical plea, Dibb
recommended:
... that a start might be made by determining the adequacy of
existing stocks to sustain military operations for periods of
three months and six months in circumstances of
intermittcnt low-level conflict in the north of the continent.3l

These studies should be conductcd as part of the defence planning
the
ADF to respond to military aggression to the north of Australia. However,
they would not provide any indication of Australia's political, economic or
diplomatic reactions to that same sequence of events. These, at the end of the
day, are equally important.
base,

30

3l

in planning for conflict. They would determine the capability of

Dibb,Rnieut of Australia's
ibid., p.100.

Det'ence

Capabilitie,p.40.

CHAPTER 5

FINANCE, FINANCIAL POTICY AND
DEFENCE CONTINGENCIES
As noted in the previous chapter, the Dibb Report drew a distinction
between levels of conflict for analytical purposes. The primary goal of this

analysis was to select the force structure most suited to meeting a
hypothetical low-level military contingenry. Defence policy had accorded
this level the most likelihood of occurrence, and hence priority. The best
force structure would also be that one best able to be expanded to rneet
conflicts which escalated to a highcr level (which partly explains the
retention of very high-capability weaponry in the Australian order-of-battle,
most significantly the F-l11s).
Defence Contingency

Following on from the Dibb Report, the White Paper of 1987 defined
low-level conflict as a '... campaign of sustained low-lcvel military Pressure
against Australia'. While the definition repeated the title without explaining
it or iustifying its origins, it added that it would entail: 'use of military force
to harass iembte setticments and other targets in northern Australia, our offshore territories and resource assets, and shipping in proximate areas ...'.1
The purpose of the activities would be overtly political.
This highly suppositional definition of an event without precedent in
Australian history is adequate to describe a range of generic occurrences
which, in a worst-case political and economic scenario, might conceivably
happer in the military or operational arena. This definition, however, does
not address or even allude to the range of financial policies or resPonses
which will be concurrent with the event, or indeed might already have taken
place.

Department o f Dcfcnce, The D ef enc e of Austr alia

1 9

87, p.24.

Finance, Financinl Policy and Defence

Financial Aspects of

a

Contingada

75

Defence Contingency

The limitation in relation to finance (that financial world which exists
independently of defence and its claim on Federal government revenue) in
the White Paper/s definition of low-level conflict is the absence of any
recognition that such conflict could be considered dangerously high by the
international financial community. Reactions to significantly increased

political tensions will already be

in train well before the outbreak

of

subsequent military incidents.

This is the case for three fundamental reasons. Firstly, a low-level
conflict involving military units may not be seen by nervous investors as
being at the 'reassuring' low end of a conflict spectrum as defined by
approved defence policy. Instead, it would be more likely compared to the
past quiescent political experience of an area which the Dibb Report
concluded to be '... one of the most stable regions in the world [where there
arel no traditional enmities or territoriai disputes with neighbouring
countries'.2 The comparison might well then be made for the worst, and
probably immediately.
Secondly, a low-level contingency is rightly predicted to be preceded
by a period of significantly increased political tensions. Such a period would
wihress some capital flight - not only of foreign capital (on which Australia is
so dependent) but also of some of domestic origin. In the event of escalation
into the lowest conccivable level of military activity (as defined by Defence's
own standards) in which the ADF has an actual role,3 16" trends will likely
be viewed as the failure of conflict resolution, and the flight of capital could
easily increase. Thcrcfore, before a lowlevel conflict had even appeared at
the bottom end of the military range, governmental financial authorities
could easily be dealing with a major crisis of confidence, as in the MX missile
crisis of 1985, with serious political and economic consequences.
2

3

Dibb, Rniew of Australia's Defence Capabilitia,p.l74.
Which hence excludes several of the notional low-level contingencies of
the 1981 foint Committee on Foreign Affairs and Defence (ICFAD)
report, such as the planned introduction of exotic diseases, threats to
our nationals in overseas countries, or support from overseas for
terrorist groups operating in and against this country. See Australian
Parliament, |oint Committee on Foreign Affairs and Defence, Threats to
Australia's Security: Their Nature and Probability (Australian Government
Publishing Service, Canberra, 1981 ).
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Thirdly, the reporting by the media, accredited or otherwise, of
Australia would be sensational and immediate' It
military activities againit
"that
overseas financial resPonses- to events would be
is to be expected
determined by the immediary of news coverage and much less so by the
official press ieleases, which would probably not only follow the 'news' by
as long as a day but would only be iommunicated to the outside world by
that sa"me newimedia. The danger from the government's viewpoint is that
its public posting of the sequence of events, no mattcr how proper or
accurate, could cJnceivably reiult in bcing an interpretation of, or a defence
of, its version of the 'newsi. The government might see the need to regulate
(control would be a drastic ste!), to some eitent, the dissemination of
information regarding the contingency, rather than pursue a role where it is
only one contrilbutor-lo the cacophony of confusion which would no doubt
surround events. In the ptutet t age's democratisation of the receipt of
information (as opposed to its oligarchical supply), wien both news and
financial transfers bccrrr a.orrnd the clock and the globe, and when the
elechonic means are available to transfer billions of dollars across
international borders in less than a day,a this delay in official confirmation of
events could be critical.
The financial rcsponse to a low-level conflict would also be twofold,

international and national. The intcrnational perspective on Australia's
predicament in a wcltcr of political and military confusion would impact
most severely on the capitai accounts and most publicly on the exchange
transfer of funds is 'real time', time also needs to be
"tectronic
alloweJ for official approval, and signature, by the appropriate financial
authorities - hence the crucial role of the Reserve Bank in the 'defence'
of Australia.
I.Potter, 'Capital Inflow and Australia's Defence Commitment' in H'

etttr""gt

Gelber (ed)', Problems of Australian Defence (Oxford University Press,
Melbourne, 1970) put iorward two aspects which relate peacetime
defence policy to clpital inflow: (1) the kind of international posture
Australii *"y hut to assume to ensure that capital is forthcoming from
"
overseas; at a (Z) the influence of capital inflow in creating an interest
on the part of the investing country in preserving the integrity of the
.o,rntry in which substantial investments are made. The security of
orrerseis investmcnt, particularly on the scale now reached in Australia,
must clearly have some important bearing in determining America's
interest in Australia's defcnce' (p.215). These investments include
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rate, this second being also a consequence of the first. Ausbalia, in its
balance of payments, normally records a capital account surplus (net capital
inllow into Australia, usually due to high real interest rates) which cancels
out its standard current account deficit, about 807o of which is caused by
balance of trade figures. However, when the current account deficit exceeds

the net capital inflow, which it would almost certainly do in a crisis of
confidence resulting from military activity against Australia, then the
consequence under a floating exchange rate regime would be a fall in the
value of the Australian dollar against the trade.weighted-index basket of
currencies. The fall would have most impact when measured against the US
dollar, for two reasons:

(1)

trade with the USA, by volume and value, still comprises a
large proportion of Australia's exports and imports; and

(2)

trade, whatever the source or destination

of the tradable

goods, is still largely conhacted in US dollars.

In a low-level contingency the international financial repercussions
would far outweigh the national financial response mechanisms generated
by the conflict; in a situation of total or declared war the reverse would
apply. The key diffcrcnce is that in the former Australia is 'on its own',
hence the policy of relative or increased defence self-reliance. ('Absolute'
defence self-reliance or militarily based 'autarky' is at odds with the entire
trend of current economics - the movement towards an integrated global
economy. In this respect, Australia will never be on its own.) The
characteristics of a financial crisis induced by a low-level conflict might
include:

*

*

A focus on monetary policy and concerns, such as stemming the
fairly prcdictable flight of capital from Aushalia via either
political statements of reassurance gr, more effectively, Reserve
Bank intcrvention in the markeplace to establish a 'floor' to
prop up the value of the $A, thereby stabilising it.
Intense focus on the value of the gA and its overall exchange
rate value. In a crisis this focus would be almost entirely
'speculative' and unrelatcd to the causes of the conflict or the
more fundamcntal and long-term effects of military operations

retained profits, direct investment (e.g. mining), portfolio investrnent
and institutional loans.
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on the Australian economy; for example, the time lag of the
contingeng/s impact on actual commodity volurne exPorts (like
wheatbr coal) could well be fairly long (in months) compared
to the immediate impact on their value on the futures
exchange.5

*

Possible

wild gyrations in the value of the $A as speculators

enter the market and the $A rises from its position as the sixth
or seventh most highly traded currency in the world to fifth or
higher.

*

In the longer term, the mix of policies the government adopts in
relation to the crisis: the politico-military Policy indicating
control of the conflict, and the financial policy designed to both
stabilise the exchange rate and calm the nervousness of the
market.

It should be emphasised again that the concomitant financial crisis
would precede the onsei of military operations in a low-level conflict and
could easily dwarf those operations in overall repercussions on the
economY.T

Australia's four big export earning commodities are wheat, wool, coal
and iron ore. Theii very bulk is one defence against trade disruption.
To make an appreciable dent in Australia's export trade (aside {rom the
psychologicat effect, or the very real consequenc€s of mining) would
iequire tfie sinking of a lot of shipping - little of which would be
Australian-owned I in which cas€ the conflict would be no longer low
level or regional.
On 6 June 1989, the Australian Financial R@ieu gave front-page coverage
to the reaction of financial markets to the domestic violence in China,
'Hong Kong financial markets reel'. Using language such as 'financial
calamity and ,sharemarket collapse" the article went on to state that
'the mood of the Hong Kong market [wasl decidedly negative [and], the
fall would continue until an end to the China crisis was in sight "'
buyers were gambling on events, with normal investment criteria
"completely out the window"'. A stockbroker was quoted as saying that
it would treate the "wrong message" world-wide for Hong Kong as an
international financial cenire'. The thrust of the article confirmed the
close link between political evenb and financial responses, the speed of
the financial response, the room for speculation, rumour and hearsay in
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Role of the Resenre Bank
The Resenre Bank of Australia (as the banker to the Commonwealth
government) is the key financial actor in a defence contingency,
predominantly at low levels of conflict. In 195O Lord Robbins maintained
that, for 'small wars', money remained the central issue.S This is still the
case. The legislative power of the cental bank to interfere in the
marketplace, or implement the government's monetary policy, remains and
is based on the Banking Act of 1959. This in turn had its origins in the
Banking Act of 1945, which was the retrospective legislation applied to the
commonwealth Bank of Australia's emergenry financial activity preceding
and during the Second world war. Many of the features and responsibilitiei
of the central bank originated in or were significantly develo@during this
total war.9 Therefore, many of the functions carried out Uy the
Commonwealth Bank during 1939-45 (for example, the mobilisation of
present and future liquid assets, price control, control of savings), would be
both irrelevant to low-level contingency and inimical to the civil liberties of
the population as a whole. But the primary function of the central bank
would remain valid: '... to regulate the amount of money available to the
community in such a way as to promote the ordered development of
economic resources'.

1o

In the Parliamentary debates of 7957 and 1959 leading up to the
formation of the Reserve Bank of Ausbalia as the new central bank (the
Commonwealth Bank could no longer lead a double life as a central and a

6
9

place of information, and the authorities' inability to exercise control in
the short term (measured in days).
L.Robbins, The Economic Problem in Pace and War, p.11,.
The Commonwealth Bank served as Ausbalia's central bank in the First
World War also, and managed all of the countr;/s overseas financial
dealings.
C.L.Mobbs, Commonwealth Bank of Australia in the Second World War
(John Sands, Sydney, "1947), p.5. One finds no reference to the 1939 War
Book in this volume; the strictures set out in that planning document

(Chapter XVII) would appear to have had little impact on the financial
authorities responsible for managing the countr5/s financial and trading
policies even in that simpler age. This could be seen by a simple glance
at the preface of contents; references to economic warfare, trade, finance
and credit are beguilingly simplistic and of little avail to the policymaker faced with the complexities of the financial world.
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hading bank, setting the rules for the banking players and then competing
with them), defence requirernents were ignored or overlooked. This is
understandable given that in normal, peacetime circumstances the
economics of defence activity are broadly a matter of government fiscal or
public spending policy. Therefore an increase in defence activities and
requirements, regardless of the c.luse, level (up to a point), or type of conflict,
would be treated simply as an increase in government expenditure and once
justified as necessary would receive no special measures of accountability.
The financial crisis might arise only in terms of the method of acquiring the
funds in the first place.
Treasurer Fadden, on 24 October 1957, stated that:

... the central bank will always have adequate caPacity to
deal with the wide and sudden fluctuationsll in basic
monetary conditions that are apt to occur in our economy.l2
The Reserve Bank was given responsibility for:

(1)

Effective control of credit (governs interest rates throughout
the economy).

(2)
(3)

Cenhalised cash reserves (including Satutory Reserve
Deposits, the compulsory savings of private trading banks
with the Reserve Bank).
Financial stability.

These three functional responsibilities contribute to an understanding of the

four basic activities that the Reserve Bank could carry out during a defence
contingency:

(1)

11

12

Reassurance of investors, domestic as well as foreign. This
could be achieved by public statements of confidence or the
more tangible raising of interest rates on Australian

For our purposes this could include financial requirements arising from
defence activity for handling a low-level contingency; however, the
focus of the debate revolved around bread-and-butter issues such as
housing and employmenq the memory of the Great Depression loomed
much larger than that of the Second World War.
Commonwulth Parliamortary Debata, Yol.77 (H.of R.), p. 1765, 24
October 1957.
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Government Securities above the level the market would be
prepared or allowed to offer (control of credit).

(2)

Open-market operations (the buying and/or selling of
currencies by the Reserve Bank) to maintain exchange rate
stability of the $A. This would facilitate, for example, the
continued smooth operation of contracts negotiations
involving exports and imports.

(3)

Sale of Treasury bills to the public, or direct lending to the
government to finance the cost of military operations resulting in an increase in the Public Sector Borrowing
Requirement (PSBR), or an increase in the public's debt to
itself in the future.

(4)

of the Statutory Reserve Deposits, or even an increase in
their ratio of about SVo of total private bank liquid assets, to
fund short-term financial necessities associated with the
defence contingency (these reserves were estimated at some
$3.6 billion in 1988).13
Use

The role of the Reserve Bank would be vital to the financial control and
management of monetary policy during a low-level conflict, especially if it
co-incided with the government's attempt to avoid making alterations to its
fiscal policies. The latter would be a clear signal to financial markets and
investors that the conflict might be more serious and/or no longer as low
level as the government was trlng to maintain. The Reserve Bank still
controls credit and centralised cash reserves; however, the 1983-84 Annual
Rqortl4 noted that '... the concurrent removal of most exchange controls
[effective on 12 December 1983] reduced official influence in foreign
exchange transactions ...'.15
The details of this centrally pooled reserve were changed at the time of
the 1988-89 Budget (see the Treasurer's speech of 23 August 1988) but
the power of the Reserve Bank to co-opt this 'cash' remains.
1A

15

Reserve Bank

of

Australia Annual Report 1983-84 (Australian

Govern men t Publishin g Service, Syd ney, 1,984), pp.\ -2.
Textbook problems with variable exchange rates include: (1) sacrifice of
convenience from not having the same unit of monetary account; (2)
added uncertainty for traders
exported/imported goods; (3)

of

speculative movement of short-term capital, which can destabilise the
currency.
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The Reserve Bank still has an explicit legal right to manage
Australia's exchange rate if required and retains a supervisory role requiring
private banks to consult it on prudential mafters (central bank policy,
worked out in close consultation with the government) determined by the
Bank and to operate within this policy. Thus, in this case, in the event of a
crash of the $A resulting from loss of investor confidence due to military
conflict involving Australia,l6 the Reserve Bank could conceivably staunch
the capital outflow within twenty-four hours. The decision to do so would,
of coursg be subiect to other economic and political considerations.
Arguments against intervention are similar to those which caution highly
indebted countries against reneging on their debt repayments.

Firstly, the falling $A would lower the value of the capital currently
invested in the country, a decline which might not be counterbalanced by an
attempted and commensurate rise in interest rates (to be engineered by the
Reserve Bank in consultation with the government). Therefore, those
investors who did not redeem their investments at the earliest opportunity

upon receipt of news of the unstable strategic environment would

be

tempted to leave their investments in the country rather than accept the large
losses which a late withdrawal of funds might entail. The motive would not
be patriotic, sinc€ finance seldom recognises abstractions beyond real rate of
return; the motive would be to ride out the crisis and await the rise of the
value of the $A. This is called 'letting the market sort itself ouf, an heroic
course of non-action by a government believing in the 'invisible hand' of

AdamSmith.
Secondly, overt intervention

in

the marketplace by legal means, such

might be interpreted by
investors as a loss of control by the government in the face of the crisis; this
loss of control could be military or political. It would be far better that the
Reserve Bank intervene on behalf of the $A, buying Australian dollars
discretely through normal open-market operations. It could even engage its
overseas counterparts, like the Federal Reserve Bank of America, to also buy
Australian dollars (the financial equivalent of invoking the ANZUS Treaty).
as rescinding the rights of currency dealers to trade,

16 A fall in the value of the $A has two very immediate

effects: (1)
rises
sharply; and (2)
Australia's foreign debt - denoted mainly in $US
(e.g.
replacement
Australia's power to purchase overseas equipment
military hardware) declines sharply.
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Thirdly, if the Reserve Bank were to intervene in the market, then it
could discourage future investors from entering the Australian market,
either through the stock exchange or through bupng Australian government
bonds or securities (the money market). Since Australia depends heavily on
capital inflow, the powers of the Reserve Bank to intervene in the market in a
low-level contingency would be used neither lightly nor immediately. Much
would depend on the movements of the $A.
Against these arguments is the telling argument that the government
might be dealing effectively with the defence of the country, particularly if
some casualties had been sustained. However, in a low-level contingency
there are certain limitations to the efficacy of military action as a tool for
resolving the problem:

*

The government is tasked to provide for the national security
of the countqy, which transcends the narrow miliary functions

of countering the obvious and transparent rnovements of the
'enemy' over a gmgraphical environment. It also has to defend
the institutional and national interests of the country (which
include the $A).

*

Despite the caution and imprecision attached to definitions of
lowlevel contingency in approved defence policy, nevertheless
it is clearly recognised that a central feahrre is its marginality to
the overall well-being of the country. It can become central at
this stage only in the psychological sense or the political sense
(the Australian government may make it central by virtue of its
reaction or over-reaction).

*

Escalation of a low-level contingency is not inevitable either in
time. Therefore the role of the military would be
confined to cautious activity, perhaps surpassed by the feverish
activity occurring in economic and diplomatic circles.
scale or over

In financial terms, the government would probably find that its best
overall financial policy for defending the position of the economy might be
monetary,l7 and sufficient fiscal adiustrnents to accommodate the increased

17

The advantages with monetary policy in a lowlevel contingency are
that it can be quick, informal and does not require legislation. At this
stage, fiscal policy must suffer the reverse: it is slow, formal, annual
and requires the involvement of the Parliament.

&
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military requirements for qcntaining the level of the contingency would of
themselves probably be so srnall - in the region of tens of millions of dollars
initially - t},at they could be absorbed through the normal administrative
channels. Monetiry policy in this sense means varying the quantity of
money in circulation oi altering the cost of credit. The means of doing so a"9
twofold: firstly, discount polit (changes in central bank's lending rate) and
open-market operations (buying/selling government notes to
increase/decrease the amount of money in circulation). The government
could also create a credit $queeze by capping the amount of available for
loans; the purpose of this resirictive rmnetary policy would be to balance the
go.r"--"trt'sbwn plans for increased spending on defence'related items. If
iot undertaken, it cbuld easily lead to a sudden and significant expansion in
the money supply and, very quickly, inflation.
Escalated Low-Level ContingencY

A lowlevel conflict could become more violent and serious (depth),
remain at the same level but become more widespread (breadth) or linger
over a protracted period of time with or without one or other of the two
developments above. In this last case, escalation could depend also on the
reactions of the Australian government as Pressures by the political
processes to 'do something'about the crisis increased. This escalated lowievel conflictl8 with '... the attacker supplementing or substituting
unconventional tactics and forces with military units prepared to confront
our forcres direct ...'19 would probably involve enlargement of a volunteer
army and an acceleration of munitions replacement and production. At this
escaiated stage, as a conflict became much more serious, the financial focus
would adjust with it. Monetary policy (e.g. increased interest rates on
Australian government securities) would still have to be closely monitored
and managed. Additionally, the fiscal theory of war conhol would now be
18

When this stage of contingenry definition was labelled as 'medium'

could still be maintained

l9

for force structure

PurPoses that

it

the

contingency could be entered into at this level. However, the white
Paper of ligZ marked a signal shift in Policy debate; a medium-level
contingency was only an eralation of a low-level one and logically
could only proceed from one. Therefore, a low-level contingency had to
happen first, whatever the consequent course of the conflict.
The Defence of Australia 1.987, pp.24-25.
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likely to come into play - how the state is to pay for the burgeoning conflict.
The choice of financial policy in an escalating conflict would be complicated
by the investment community's assessment of it as 'on-going', glven its
measure of time is in days and sometimes hours, as opposed to the indefinite
time scale alluded to in defence poliry.

At a time of low-level conflict, the Reserve Bank of Aushalia would
be the prime actor in handling day-today rnonetary policy and maintaining

Australia's financial credibility, via open-market operations, in the
international arena. The prime task would be to maintain the stability of
Australia's currency. As the conflict endured and/or escalated up the
hypothetical contingency spectrum, the primary of this task would be
replaced by the equally important one of coping with the financial demands
of the crisis. These demands would not yet be strains; if a crisis were to peter
out after some six months (the limit set by Dibb for initial military studies)
the exha operational, fuel and maintenance costs could be absorbed through

normal supplementation within existing administrative machinery and
processes.

However,

for an unresolved crisis which both escalated and

endured, the executive of the government would have to seek means to pay
for this unbudgeted expense. In Robbins' 'small wars', money remains the
central issue - as it often is in peacetime. By adopting a policy of 'business as
usual',2O the government would be seeking to downplay its concern. It
would seek at this stage to keep overall monetary, fiscal and defence policy
both under control and co-ordinated. It would be folly to interfere with the
entire basis of production and distribution in the economy solely to resolve a
conflict which, even at this stage, would likely have had very limited impact
on Australian society as a whole. Assuming a successful stabilisation of the

20

This phrase was coined by the British government in August 1914. It
began as a conscious policy but was reduced to a slogan by December
1916, when Lloyd George became Prime Minister. Its validity suffered

severely as a result of literal tusiness as usual', with the munitions
scandal of 1915 and the excess war profits made by manufacturers
throughout that war.
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currency

by the Reserve Bank, the fiscal option*I

available

to

the

goverrunent would include the following:

*
*

internal reallocation of Federal Government exPenditure from
nondefence functions to defence;
borrowing from the public (deficit consequences - but noninflationary because it absorbs purchasing Power from the
public, which otherwise might have been sPent on consumer
goods);

*

borrowing from the Reserve Bank (deficit and inflationary
cor,seqneices - consists mainly in the printing of currency and a
rise in the base nloney suPPlY);

*
*
*

increased taxation;

borrowing from overseas; and
combinations of the above.

The first is feasible in the long term only, because of heavy government
contractual obligations for social Progriuns, debt recovery _and
wages/salaries, eti., entered into years ahgad of the event in question. There
are"also legal problems associated with transferring monies from one
appropriatiJn toanother within anyone bydget year, and such action could
.6ttn.ai.t the governmenfs own policy of playing down the conflict for the
sake of investor confidence.
Increased taxation at this stage of the conflict, escalated low-level
contingency, which defence policy maintains the ADF should be able to
counter essentially from the iorce'in-being,22 would not be feasible either'
Taxation is unpopular at the best of times; increased taxation more so'
Taxation is also central to the life of civilised society, whereas the defining

22

government's own spending, which divides
into eipenditure and reven,re (in a normal budget year).- The resulting
sub-problem is when expenditure exceeds revenue, which it would
almost certainly do in the event of conllict. The three functions of fiscal
policy are : (1) to regulate the level of economic activity, the price level
ina lne balance of-payments; (2) to allocate resources between the
public and private ie"tot"; and (3) to influence the distribution of
income and wealth via taxation and social spending.
The Defence of Australia1987,p.25.

Fitunce,Firuncial Policy and Dtfme Contingncia 87
characteristics of an escalated low-level contingency kep it peripheral to the
essential functions, as opposed to the political outlook, of society. To raise
new taxes would be quite simple administratively but divisive, and an

admission
viewpoint.

of the seriousness of the conflict from the govemmen(s

The most probable solution to the goverrunen(s need for immediate
and sizeable additional funds for increased military operations would be to
borrow, either from the Reserve Bank (which prints the money and gives it
to the government to meet its bills as they fall due), or from the public (the
Reserve Bank sells Treasury bonds to the public and forwards the proceeds
to the government). In either case the deficit is increased. Adam Smith is
reported to have said that there is plenty of ruin in a nation, meaning that, if
necessary, a nation can afford to impoverish itself to ensure its own survival,
its impoverished survival being its legacy to posterity. But in the case of an
escalated low-level contingency, the margin of conflict does not encroach on
the existence of the nation per se. Therefore, the financial responses should

be discrete, effective and indiscriminate in the sharing of the sacrifice.
Borrowing is the best means to accomplish this end, at least in the short term.

Because escalation, as defined here, assumes the form of a limited
war ('military units prepared to confront our forces direc() but falls short of
extremes involving the 'ruin of a nation',8 the level of additional tolerable
debt raised to sustain its conduct would depend on such economic factors as
the current level of overseas debt,24 the Federal Covernmenfs portion of the

Dr H. Kissinger defined limited war as one '... fought for specific
political obiectives which, by their very existence, tend to establish a
relationship between the force employed and the goal to be attained. It
reflects an attempt to affect the opponent's will, not to crush it, to make
the conditions to be imposed seem more attractive than continued
resistance, to strive for specific goals and not for complete annihilation'.
from H.A.Kissinger, Nuclear Weapons and Foreign Policy (Harper for
Council on Foreign Relations, New York, 1957), p.108.
Gross foreign or extemal debt was reported in the Australian of E
November 1988 as being $4115.1 billion. This was comprised of: (1)
Federal Government - 922.9 billion; (2) State governments - $8.5 billion;
(3) Public sector - $22.4 billion; (4)Private sector - $6,1.3 billion. On 6
February 1989, Argentina's foreign debt was reported inTime Magazine
as $US57 billion. This simple comparison ignores several other factors
taken into account by bankers: Australia's overseas assets amounted to
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public sector bonowing requirement 05BR) at that time, management of the
exchange rate and possibly, and most importantly, a foreseeable end to the
conflict. A protracted low-level conflict or one that threatened to burst out
unexpeddly or randomly, even for quite short periods of time, has the
potential to cause a haemorrhaging of Australia's financial position.

Role of the Treasury

The functions

of the Treasury are normally

devoted

to

the

presentation of the annual budget (and recently the April/May Ecpnomic
statements) and economic analysis of trends in the Australian economy. In
would continue to advise the
the event of a defence contingency
goverrunent by advocating those economic policies best suited to the
prevailing politico-military situation.

it

In the event of a contingenry of any sort, Treasury would expect the
following to occur (but not necessarily in this order):25

*
*

*

The $A and investment would fall almost immediately.
This very fast market reaction would be tempered by the public
utterances of Australia's key investors and trading parbrers,
especially the USA and |apan.

Perceptions of the course of the contingency would depend
heavily on strong political leadership; both media and financial
interests would respond to this leadership.

*

Leadership would be taken over by a 'war cabinef which
would determine overall national security Policy (as adopted in
the UK during the Falklands conflict).

some $25-30 billion, whereas Argentina's were minurule at only some
$2 billion. In Argentina, the government was largely responsible for the
entire deb$ in Australia, the Federal Government was responsible for

25

some 207o. Australia has always been considered a safe haven for
investment (which would be reconsidered in the light of any
contingency), as opposed to Argentina, which must glean loans from
the IMF.
The following is based on an interview, on 9 December 1988, with Mr
D.Moore, ex-Deputy Secretary of the Treasury and now with the
Australian Institute of Public Affairs.
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Borrowing from over€e.F for the contingency would in fact be
done in the name of funding general expenditure; lending is not
normally provided specifically for underwriting wars, unless
the vested interests of the lender are clearly involved - which
would be unlikely in a contingency.
Despite the financial policies pursued by the government, gfeat
stock would be placed on the ability of the ADF to control, if not
resol ve, the contingency.

The advice of Treasury would be advocated rnost strongly in a 'war
cabinef; it would be a third sourc€ of economic advice, along with the
Deparbnent of Finance (fiscal policy) and the Reserve Bank (rrnnetary
policy). The role of the Treasury would also be to co-ordinate, or mediate
between, these respective policies.

More Substantial Confl ict
The Dibb Report's definition of more substantial conflict26 requires
'... defined military obpctives ... specific targets of military value ... and ...
intense conflict of limited duration ...'. As in the White Paper of 1987,
invasion is ruled out, but limited lodgement or major assault is entertained
as a distinct possibility at this level. (It is not specified why this course of
action is embarked upon: possibly the ADF has contained the aggressor at a
lower level of conflict and now the enemy must escalate, perhaps through
desperation. Possibly the enemy has succeeded at a lower level and is now
capitalising on that success.) The features which differentiate this level from
lower levels are: firstly, the focus of conflict is moved from the sea/air gap
to continental Australia; and secondly, regular ground troops are involved.
But as yet there is not a state of declared war and certainly no attempt at
subjugation.

The movement from escalated low-level contingency to more
substantial conflict entails a quantum leap from 'confrontation'27 into an

26 Dibb, Ratieu of Australia's Defarce Capabilitia,p.S4.
27 f.A.C.Mackie drew six lessons or defining characteristics

from the
'Confrontation' episode: (1) The guerilla forces were very small in
numbers but tied down large numbers of regular defenders; (2) military
pressure served as background 'noise' to the upfront high profile
political and diplomatic negotiations; (3) seizure of territory was not the
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outright limited war scenario. Because of the generalised nature of these
horizontal levels of conflict, it is difficult to predict the financial responses of
the govemment. More substantial conflict' (still short of declared war)
implies a very serious military situation but one still largely confind to the
northern fringes of the continent and not directly and physically affecting
Australian society as a whole, as opposed to its interests. However, it would
be a deeply traumatic group experience and would rattle the expectations of
the future well-being of most Australians (Keynes''animal spirits', on which
patterns of future investment were largely based). The renario implies that
no favourable outcome or short-tenn political settlement is in sight.
The government would have two ways of handling such a turn of
events:

*

by remaining a liberal society engaged in a limited war

(as

advocated by Keynes and adopted by the USA in Vietnam); or

*

by reversion to war-time direct controls (as happened in the
Second World War, and subsequently was suPPortd by
Robbins).

The financial and social differences between these opposing policies are: in
the first, the price system and the mechanism of the market remain central to
the continued system of distribution in society (see section on Keynes,
Chapter 1); in the second, this system is suspended and replaced by such
centrally controlled features as rationing and price fixing (see section on
Robbini, Chapter 1). This latter approach has some of the elements of

mobilisation, where the cenhal authority controls the workings of supply
and demand to channel production into selective areas useful to defence. A
by-product is that a suciessful, short-term brake is put on inflation, the bAte
roir of most governments.
As an escalated conflict developed symptoms of a more substantial
one (such as limited lodgement, mining of ports, direct conventional military
force confrontation), the government might be compelled to levy a form of
issue; (4) guerilla trooPs were slowly replaced by regular trooPs; (5)
surprise, improvisation and unorthodox tactics were the norm; (5) overt
vioience was avoided, e.g. assassination. See, I.A.C.Mackie,Inw lasel
Mititary Incursions: Itssons of the lndonaian-Malaysia'confrontation'
Episode, 1963-56, Working Paper No.105 (Strategic and Defence Studies
Centre, Australian Na tional University, Canberra, 7986), pp.24-25 -
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war taxation, in the context of two issues. Firstly, it could be presumed that
'... strike and other offensive measures against the adversar5/s military bases
and infrastructure ...' had either failed or not been countenanced.2S Secondly,
the additional taxation would probably serve the expansion base rather than
the incremental costs attached to the extra activity of the regular ADF. The
two options set out in the previous paragraph illustrate the importance of
financial policy, not only to the sucressful conduct of a military crisis (which

may have produced the particular 'wartime' financial policy in the first
place), but to the state of the economy as a whole. As a more substantial
conflict (as set out in the White Paper of 1987) began to adopt the features of
a maior military venture against Australia, then the government would be
compelled to introduce (and iustify the introduction with an appropriate
description like Defence Contingency Tax') some form of temporary
additional taxation - if, and only if:

*

in the assessment of the Treasury loans raised with or via the.
Reserve Bank were inadequate to cover the costs of the
emergency;

*

military advice could not foresee

a military solution or

conclusion to the conflict on terms which appeared to favour
Australia;

*

Australian foreign intelligence services indicated that there was
international
intervention to resolve the conflict to suit Australian national

little or no likelihood of allied or other
interests;

*

with the raising of loans to date, along with a

probable
substantial balance of payments deficit, the Reserve Bank were
to advise that investor confidence in the Australian economy

had begun to slump, resulting

in adverse

effects

on

the

exchange rate;

28

The retention of offensive strike assets in the ADF order of battle
implies a belief that the future contingency could be resolved quickly,
victoriously and almost without cost if only the political masters would
be as bold; this, despite the obvious lessons of Vietnam. War taxation is
the admission of a long-term, serious conflict. The military forces
during the Viebram era wete expanded without recourse to other
financial policies.
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*

economic indicators began to show an increase in inflatiory
and/or strains, or adverse trends in the economy - general
economic trends seen by everyone.

Even more substantial conflict is still only a limited war, although of the
most serious kind.

In limited war, nations do not bring all of their power to
bear, so that their productive volume is not decisive. What
is important economically is the rapidity with which the
economy can adiust to the new demands arising out of the
specific situation of the limited war.29

Financial policy remains the means by which the range of defence
conflicts are managed in economic terms up to the highest level, including
the outbreak of declared war. Keynes had argued this, and stated that it
should remain paramount and central to war organisation even in a situation
of total war. However, Robbins added from experience that once the
threshold of taxation and borrowing for war PurPoses is broached, the
existing financial policy options are exhausted. They become subsumed in a
policy of national mobilisation.

Mobilisation
current defence policy considers mobilisation to be implausible and
thus an inappropriate basis for defence planning. Mobilisation, understood
in traditionli terms, would be a quantum leap above the requirements of
even the highest pitched defence scenario which is currently hypothesised.3O
The White Paper of '1987 did not consider a state of declared conventional
war involving Australia to be a feasible option outside the scenario of global
nuclear war. Only at this level would mobilisation of Australia's resources,

29
30

f.R.ftNesinger, The Political Economy of National Security (Stevens and
Sons, London, 79 60), p.72.
'... it would seem reasonable to assume that [low-level contingencyl
would not require resources initially beyond those already contained
within Australia's regular forces ...', G.L.Cheeseman, 'Army Force
Development' in D.Ball and f.O.Iangtry (eds), Probletns of Mobilisationin
Defarce of Australia (Phoenix Defence Publications, Canberra, 1980),p.29.
It is interesting to note that the financial considerations surrounding
mobilisation are totally ignored.
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relevant. Nevertheless, the concept cannot
be dismissed totally because, as has been pointed out '... the strains on the
as opposed to force expansion, be

economy implicit in limited war, are not negligible'.3l If the concept of
mobilisation was therefore changed from one of numerical increase to one of
qualitative adjustment of the institutions and mechanisms of society and the
economy (with some increase in production), then its relevance to moderry
limited war would be reestablished. The White Paper committed itself to a
wartime administration plan only, involving force expansion (an inherent
military concept), war reserves and stockholding.32 These particular tasks do
not of themselves require special financial considerations (poliry sea<hanges
of a fundamental kind) beyond mere increases in spending.
Even in contingencies pitched at the highest level, mobilisation of
capital would not occur. Instead, finance would be raised in a similar
manner to its peacetime equivalent, except with a possibly heightened sense
of urgency and higher interest rates. f.Schlesinger, later a US Secretary for
Defence, divided the economic responses of the US Government to
hypothetical threat into three phases or levels;

(1)

Retention of free market principles, for the duration
conflict, as in peacetime:

(a)

of

the

increased preparedness - balanced budget, special taxes

(normality);

b)

limited war - mildly unbalanced budget as increased
spending outpaced revenue raising (defence economy);

(c)

31
32
33

total war33

-

serious budgetary disequilibrium and

considerable additions to the deficit as (b) above is
exacerbated (war economv).

ibid., p.74.

pincipally chapters 2 and 6; this is aside
from other instruments of poliry, such as 'industry involvement'.
Schlesinger includes nuclear war in this category, but it is difficult to
envisage the same economic and financial responses to it, given the
speed with which it would be conducted and the level of destruction
which would be visited on the country's economic base. Still, he wrote
in 1959, when the 'unthinkable' was thought about with serious
quantifiable logic and rationality.
The Defence of Australia 1987,
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(D

Institution of price and monetary controls:

(a)
(b)

increased Preparedness - no direct controls (these
would not be instituted at such an early stage), so (1a)
would apply (normality);
limited war - voluntary controls leading to selectively
imposed controls, e.g. wage/price freezes or fixing
(defence economy);

(c)
(3)

total war - general price controls and credit rationing,
interest rate fixing (war economy).

Allocation of supply:

(a)

increased preparedness - market mechanism applies as
for (2a) above (normality);

(b)

limited war - voluntary controls (formal or informal),
including consumer rationing, and probably including
priorities in resource

(c)

:H":ilfffi;X'""'i:H#,Te

total war - general allocations set by the government,
requisitioning, Personnel direction (total war).

While Schlesinger's comments are not specifically devoted to
finance, it is clear from the above that finance is more central to the lower
levels of hypothetical conflict than at higher levels, when the role of war
finance slides into a solely supportive role for the war economy. This point
had already been made by Robbins. Schlesinger describes this adiustment as
mobilisation:
The reorientation of the economy that is required may be so
severe that the price system becomes an inadequate
instrument to achieve the necessary production shifts, and it

may be necessary to utilize a supplementary system of
controls to achieve the desired transformation.34

However, mobilisation is not considered inevitable.
The point of discussing mobilisation here, even though mobilisation
is not countenanced by either experience or defence Policy, is to indicate the
features which differentiate it from other lower contingenry levels, at least

34

Schlesinger, The Political Economy of National Security, p.74.
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from the financial point of view, and to highlight the seriousness of
situation in which mobilisation,

as an

a

option, could be entertained.

Role of Defence and Government

The role of the Defence Department

in the various

levels of

contingency would concentrate on two aspects: the conduct of operations,
and the procurement of supplies, spare parts and replacement or additional
equipment. Both tasks would require substantial and on-going justification
to the several groups of decision makers involved. Defence's contribution to
financial policy-making would be meagre. It would perform a role limited to
resource consumption. The request for resources, which would in no small
way set the financial policies to be adopted, would depend on the actual
conduct of the contingency, and here military advice would weigh heavily.
Section 7 of the Defence Act of 1903 specifically precludes financial
provisions. The Audit Act of 1901 is the basis for the expenditure power and
authority of the Commonwealth governmen| financial policy both stems
from and is legally bound by the provisions of this act. Since the Audit Act is
the responsibility of the Department of Finance, that department would be
the first tier of government to oversight the impact of any defencc
contingency on the public's fiscal purse. The Reserve Bank would be
responsible for the government's monetary policies. The Department of the
Treasury might onlybecome involved at a later and more serious stage, and
then to provide co-ordination and advice of a fiscal nature (whether to
borrow, tax, cut other non-defence spending, etc.). Appeals to ANZUS
would be the responsibility of the Department of Foreign Affairs and Trade.
Oversighting all, probably for each and every level of contingency, would be
anad hoc committee of the Cabinet (Prime Minister and Cabinet).

An Indication of Costs

Financial policy

in the variously

conceived levels

of

defence

contingency would not change solely as a consequence of the abstract and
orderly notions of financial policies and options set out in this thesis. The
response would include these, but would likely be driven also by an
instinctive awareness of the most rational course of action possible under the
circumstances - that at a certain intensity of military conflict, or at the
breaching of a tolerable cost limit, or under pressure of public opinion, the
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government would be forced to'do something'. Under these circumstances,
monetary policy, for example, may not necessarily always be the principal
instrument of the financial policy adopted.

Implementation of new, or alteration of existing, financial policy
would be likely to bebased on two fundamental premises:

(1)

the immediate financial costs, based on the level of conflict
and resulting defence requirements, and the response of the
markets; and

(D

the expected financial costs, based on the anticipated duration,
scale and outcome of the conflict.

Both these premises would be heavily dependent on Defence advice.
Decisions to change current financial poliry would rely to a certain extent on
extrapolations of likely spending patterns.

To set an order of magnitude on the possible direct costs of conflict
levels to the Australian community, the following sets out an ascending scale
of indicative militarv costs:

*

million per
day on the administration, maintenance and operation of its
Peacetime - Australia currently spends about $US16

defence forces Oased on $US1{.80c Australian).

*

- Kangaroo 89 can be costed at some $U52.7 million
per day, although this excludes the cost of live ammunition. It
Exercises

could not be considered additional

to normal

peacetime

expenditure and is included for indicative purposes only. If it
were additional it would be only some 2-3Vo above normal
expenditure.

+

Low level - Australian expenditure on defence averaged about
of GNP /GOp from 1953-54 to 198G87 (therefore excluding
the Korean War); peak expenditure in 1967-8 during Vietnam
reached 4.4Vo of CDP or MVo above its average experience in the
nuclear age. No special financial provisions were introduced to
take account of this increased expenditure; in other words, if
defence spending jumped to $US23 million per day to handle a
contingency this, of itself, would not be enough to induce
authorities to alter peacetime economic policy.
37o
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*

Escalated low level - at its height in 1968, the USA was spending

some $US5G'60 million per day on the war (current $US) or
about 25Vo above its normally high peacetime rate of defence

expenditure. This was largely covered by borrowed money,
rather than additional taxes, to allay the unpopularity of the
war.

'i
*

Limited war - the UK spent about $US28 million per day on the
Falkland Islands war, all of which was covered through normal
administrative accounting mechanisms.

More substantial conflict

-

Iraq/Iran spent in the region of

$US100-135 million per day on regular hostilities involving
large-scale conventional operations by military forces. These
countries had to resort to borrowing, austerity measures and
modifications to their original financial, defence and domestic
policies to sustain the conflict.
The Dibb Report recommended the study of the adequary of existing
stocks of materiel to sustain military operations for periods of three and six
months, in circumstances of intermittent low-level conflict to the north of the
continent. In the context of the above, Australia could expect to spend
several hundreds of millions of dollars over this time frame, over and above

normal defence function expenditure, and would need to do so without
upsetting the overall economic policies of the government.

In short, the financial policy ultimately adopted will depend: firstly,
on the provision of advice regarding the choice of monetary or fiscal policies
and their utility in relation to containing economic pressures arising from the
military situation; and secondly, on some combination of the financial costs
outlined above, multiplied by the expected duration of operations.
While the future is unknown and subject to chance, for institutional
it remains reasonably predictable, and planning must proceed on
that basis. Finance and defence policies, as instruments of government,
should likewise proceed from a basis of reasonable predictability, and
contingencies should be credible exercises in testing their efficacy. Financial
policy is exercised, iudged and refined daily as a matter of course. Defence
policy is not.
purposes

CHAPTER

5

CONCLUSION
Financial policy is one of the key common denominators (and
certainly not the least important) underpinning the defence of Australia
against aggression and other less defined hostile activities. But it is not
a constant variable and cannot be presumed.

The priority given to financial policy during the conduct of
conflict would depend on the government's perception of all facets of
the national interest, military and economic dimensions figuring
particularly. Military security and cconomic wcll-being are both
central dimensions of the national intercst, but the relationship
between the two, the hierarchy of significance at any givcn point, and
the nature and degree of the tradc-offs required bctween thcm, are not
fixed or clear cut. Nor, as noted earlicr, is the fiscal or monetary
response to a particular military contingency decreed in policy. Quite
the opposite. Almost no attention has been given to developing a
financial policy to deal with differcnt lcvels or kinds of threat; nor has
Defence adequately incorporated, or bcen expected to incorporate, the
financial dimension into contingency planning. Its policy remains one
of militarily-oriented defcnce rather than broad-based national
security.
Some general comments can, nonethcless, be made about the
financial dimension of contingencies. It should be crucial for the
financial, defence and security communitics to explore the poliry
implications in this area.

In the context of a lowlevel contingency, the fiscal thcory of
war control will prevail. At some level higher than this (much higher,
since this second approach is bascd on the cxpericnce of the
democracies leading into total war), this theory will break down and
will be replaced by state intcrvention or even control.
The fiscal theory of war control sees '... the essential problem as

one

of public finance'.l This includes taxation and non-inflationary

borrowing on the part of the govcrnment. The purchasing power of
L.Robbins, The Economic Problem in

Peace

and War,p.31.
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consumers should be reduced (to control demand), the stimulus of
profit should be the overriding incentive for the private sector to

contribute to the national security policies of the government (by
maintaining supply), and the primacy of the price mechanism might
then be assured of performing its allocatory functions. This policy is
suitable for the conduct of 'small wars' by a liberal democracy. In
short:
... a courageous use of the tax instrument [is] the main
desideratum of economic policy [and there is] no need

transform the whole basis of production and
distribution in order to muster resources ...2

to

The market and the price mechanism remain central to the economy.

A defence contingency Breater than a 'small war' might create
demands for personnel and finance, generate scarcities, and prompt a
loss of business/investor confidence which would cause this poliry to'
break down. Some of the symptoms of this policy disintegration might
include the necessities of immediate supply, abnormal conditions of
risk (affecting investment by business, which will not know the
duration of the conflict, and the physical security of assets, where
destruction by an enemy is a possibility), the unreliability of the market
price as an allocative mechanism when government credit is unlimited
and, as a consequence, the institution of a policy of price fixing. In
short, the market and the price mechanism would be suspended.
The origins and definition of low-level conflict lie between
two extremes of governmental economic and financial resPonse,
between peace and war (or more substantial conflict). Whether it is
closer to peacetime experience, and hence a discrete, market-oriented
financial response can be conducted, or whether it is likely to develop
the characteristics of a war, and hence the necessity for state control is
paramount, only time, the circumstances of the contingency and the
these

policies of the government can determine.

Again, financial policy is not a constant variable and cannot be
presumed. A national defence strategy is sought on the basis of the
enduring fundamentals of the countr5/s geographic environment; but
the financial underpinnings of such a strategy continue to evolve at a
ibid., p.33.
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dizzying pace (for exampte tcchnologically, the introduction of
computirs to transfcr investmcnt funds around the globe in near real
time, or policy-wise, the changcd rulcs govcrning Statutory Reserve
Deposits in the context of thc 1988-89 Fcdcral Budget).

Financial policy is subjctt to sevcral maior influences and
conbtraints, of which dcfcnce policy is but one. The principal
influences on financial policy, even during significant military conflict,
are likely to remain largcly economic and political. Clausewitz is
famous for his description of the 'fog of war' in relation to military
operations. This book argues that financial policy is equally subiect to
strains, to institutional pressures and to lack of reliable information for
rational decision-making. It argucs also that in most cases it is as
important a component of the cffectivc management of war or conflict
as is defence policy.

plea has been madc for undcrstanding of the legal
complexitiei of low-level military threat.3 This paper argues that the
economic complexities and financial implications should also be

A

recognised.

A.Bergin, 'Legal Complcxities in Low Level Threats',
Defence Reporto, April 1988, pp.'l(>-'17.
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control and application of military force, but also the peaceful settlement
of disputes which could cause violence.
This is the only academic body in Australia which specialises in
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Services Staff College and the Navy, A"-y and RAAF Staff Colleges, are
heavily dependent upon SDSC assistance with the strategic studies
sections of their courses.
Since its inception in 79ff., the Centre has supported a number of
Visiting and Research Fellows, who have undertaken a wide variety of
investigations. Recently the emphasis of the Centre's work has been on
problems posed for the peace and stability of Australia's neighbourhood;
the defence of Australia; arrns proliferation and arms control; decision
making processes of the higher levels of the Australian Defence
Departrnent; management studies and the role of the Minister in
Australia's defence policy making; and the strategic implications of
developments in South+ast Asia, the Indian Ocean and the South West
Pacific Area.

The Centre contributes to the work of the Department of
Intemational Relations through its graduate studies prognmme; and the
Deparhnent reciprocates by assisting the Centre in its research. A
comprehensive collection of reference materials on strategic issues,
particularly from the press, learned iournals and government publications,
is maintained by the Centre. The Centre also conducts seminars and
conferences which have led to several volumes of published proceedings.
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This book is concerned with the financial policy instruments and
institutional mechanisms that are involved in Australian defence policy or
readily available to the government to enable it to rneet its security
objectives. In addition, the book addresses the nature of financial
responses when Australian defence Policy is disturbed by events of a
military, strategic or national security nature. It argues that financial
policy is one of the key common denominators underpinning the defence
of Australia against threat, aggression and other less defined hostile
activities and concludes that, in most cases, finance is as important a
component of the effective management of war or conflict as is defence
poliiy, and that this should be recognised in an Australian national
security policy.

