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Defense Spending

Howmuch defense spending should we provide, and how should we finance it? How
much political support among citizens for defense spending should we expect? These
are pressing questions to address as defense spending is set to go up substantively in
the coming years with the goal of achieving self-sufficiency and EU sovereignty.
National defense is the textbook example of a pure public good. We review insights
from the theory of pure public goods to identify challenges for an efficient provi-
sion and financing of national defense. Key insights are: (i) The citizens’ willingness
to pay taxes for national defense depends on the design of distributive policies (ii)
Pareto efficiency requires responsiveness to the preferences of citizens who pay for
public goods via the tax system, (iii) An increase of national defense spending may
go hand-in-hand with additional redistribution and (iv) uncertainty about the citizens’
willingness to pay for increased defense spending implies uncertainty about the po-
litical feasibility of reform packages.

� A long term increase of defense spending requires large support among citizens.

� National defense is a pure public good and we draw insights for a large literature studying
these goods.

� Political support among citizens of the additional provision of defense spending and the
financing of it cannot be taken for granted: Conflicts between efficiency and equity are
inherent to the financing of national defense.

� The availability of information on preferences for defense spending is important for the
efficient provision and financing of defense spending,

� An increase of national defense spending may go hand-to-hand with with additional re-
distribution.

www.ipp.eu
http://crest.science
www.parisschoolofeconomics.eu


Note IPP n◦116
A Public Finance Perspective on Defense Spending

The theory of pure public goods
National defense is the traditional textbook pure pub-
lic good example. In economic theory, a pure public
good is defined by two properties: non-rivalry and non-
excludability. The relevance of this theory has often been
challenged on the ground that there are few empirical
examples of pure public goods, with one notable excep-
tion, national defense, understood as the protection of
a country’s borders against external threats. Non-rivalry
holds because the country’s citizens are all protected to
the same degree, the protection of one citizen does not
come at the expense of other citizens’ protection. Non-
excludability holds because any person inside the country
is protected, irrespective also of whether or not the per-
son wants to be protected. Political priorities in the EU
have shifted. Defense spending will go up substantively in
the coming years with the goal to achieve self-sufficiency
and EU sovereignty.
We review insights from the theory of pure public goods
to identify challenges for the efficient provision and fi-
nancing of national defense. As we show below, the po-
litical support for such an increase cannot be taken for
granted: Conflicts between efficiency and equity are in-
herent in the financing of national defense. Limits on de-
fense spending and its financing depend on citizens’ will-
ingness to pay for it. Making sure that the planned in-
crease is aligned with citizens’ preferences is crucial to a
sustainable effort in military spending.

Efficiency conditions
Efficiency conditions for a pure public good have in com-
mon that they construct a measure of the citizens’ collec-
tive willingness to pay for increased public goods provision
and relate it to the cost of paying for that increase. If, in a
given situation, the collective willingness to pay exceeds
the cost, this indicates that there is an underprovision of
public goods. If the cost exceeds the collectivewillingness
to pay, there is an overprovision of public goods. Thus, ef-
ficient public goods provision requires that the collective
willingness to pay is equal to the cost. There are different
versions of this efficiency condition. Specifically, they dif-
fer in what is assumed about individual preferences and
also about the available tools of public finance. We re-
visit results from this literature below with the objective
to substantiate one important observation: The determi-
nation of an efficient public goods provision level requires to
take a stance on issues of distribution. It is not possible
to give an answer to the question “how much should we
spend on national defense?” that is consistent with the
above efficiency conditions, without being specific about
the desirability of redistribution between “the rich”, “the

poor” and “the middle class.” We will then use this insight
to comment on whether or not an increase of defense
spending requires a roll-back of the welfare state. This
idea is frequently articulated in the public discourse, in
particular by those who have reservations against an ex-
cessive use of public debt. According to this view, there
should be a change of priorities on the expenditure side
of the public budget. If expenditures on national defense
go up, other expenditures need to come down. Thus, ac-
cording to this view, the size of government should not in-
crease one-by-one with military expenditures. This view
builds on the historical evolution of social spending ver-
sus defense spending (Figure 1). There has been a decline
in military spending, accompanied by an increase in social
spending, with a notable shift at the end of the Cold War.
This trend illustrates the “peace dividend,” where defense
spending has been replaced by social spending.1

First-best public goods provision. Consider an increase
of spending on national defense by, say, 500 million eu-
ros. An individual’s willingness to pay for this expansion
of public spending equals x if the individual is indifferent
between the status quo and a hypothetical new situation
in which public spending increased by 500 million euros
and the own disposable income decreased by x euro. An
increase of public spending by 500 million euros is first-
best efficient if the sum of all individuals’ willingness to
pay for this increase exactly equals 500 million euros.2

This criterion for first-best public goods provision is ob-
tained by solving an optimization problem that is known
as a Pareto-problem:3 Find the allocation that maximizes
the payoffs of individuals in a subset of the population
subject to the constraints that the allocation is physically
feasible and that all other individuals reach a predeter-
mined target payoff. To derive the efficiency condition, it
does not matter whether we maximize the payoff of “the
poor” subject to the requirement that “the rich” and “the
middle class” reach predetermined payoffs, or whether
we maximize the payoff of “the rich” with analogous con-
straints, it does not matter whether these predetermined
payoffs are set at high or at low values, in any case, effi-
ciency requires that the collective willingness to pay for
a public good such as national defense equals the overall

1Ilzetzki (2025) shows that this peace dividend was not accompanied
by an increase in GDP, but as rightly pointed out, the welfare of a nation
does not merely consist of maximizing the size of its output.

2For simplicity, we describe a situation where the 500 million euros
do not generate additional benefits on top of defense spending. This is
an overly pessimistic outlook regarding the economic consequences of
additional defense spending. We return to this point in the Conclusion.

3Economic outcomes are called Pareto-efficient if it is not possible to
deviate from them in such a way that no one is worse off and some are
better off. Pareto-efficiency is defined relative to a set of allocations. For
first-best Pareto-efficiency, the relevant allocations are those that are
physically feasible. We discuss alternative notions of Pareto-efficiency
below. An example of a characterization of the Pareto-frontier in a sim-
ple optimal income taxation and public good setup is found in Bierbrauer
and Boyer (2014).
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Figure 1: The “Peace Dividend”: Defense Spending and
Social Spending

(a) France

(b) Germany

(c) OECD countries

Notes : This figure plots the evolution over time of social expenditure (blue
line) and military spending (orange line) as a percentage of GDP.
Sources: OECD (2025) and World Bank (2025).

resource requirement associatedwith an expansion of the
provision level.
While the optimality condition “collective willingness to
pay equal to cost of provision” holds for every Pareto-
efficient allocation, the provision level does typically
change as one moves from one Pareto-efficient allocation
to another one.4 Suppose that an individual’s willingness
to pay for a given increase in public defense is lower if
the person’s disposable income is lower, simply because
giving up disposable income is more painful if one has lit-
tle disposable income to begin with. As a consequence,
“the poor’s” willingness to pay for national defense de-
pends on the ability of “the poor” to buy private goods.
A Pareto-efficient allocation that treats “the poor” very
well, therefore, goes together with a relatively high will-

4In a special case without income effects, all efficient allocations give
rise to the same public goods provision level.

ingness of “the poor” to pay for public goods. By contrast,
“the poor’s” willingness to pay will be lower at a Pareto-
efficient allocation that treats “the middle class” very well,
whereas the willingness to pay of middle class individuals
will be higher at such an allocation. Thus, if, for political or
normative reasons, one wants the support of individuals
from the bottom half of the income distribution for in-
creased public goods provision, one must make sure that
these individuals have sufficient disposable income.

Public finance and public goods provision. First-best
criteria for public goods provision are derived under an
assumption which does not hold in political practice: Pub-
lic good provision can be accompanied by individualized
transfers. Thus, as onemoves from a Pareto-efficient allo-
cation that gives a highweight to “themiddle class” to one
that gives a higher weight to “the rich” while leaving “the
poor” unaffected, one transfers disposable income from
one group to the other by means of individualized trans-
fers. While such transfers affect disposable income, they
do no affect the economy’s incentive structure: the return
on productive activities is not affected.5

In practice, the tools of public finance (e.g., income and
capital taxes, VAT, property taxes) are used to pay for pub-
lic goods and they all have the property that they change
incentives. If an income tax schedule is reformed so that
marginal tax rates move up, people get less disposable in-
come out of their income-generating activities. If capital
incomes are taxed at a higher rate, people get less future
income for their savings. If value added taxes go up, peo-
ple get less consumption out of their disposable income. If
public debt goes up, the effects are the same, except that
they are shifted into the future when taxes are needed to
pay the interest. If that’s the case, how does it affect the
efficiency condition for public goods provision?
The answer depends on whether or not preferences for
private goods and preferences for public goods satisfy a
condition of separability. If separability holds, then the in-
dividuals’ incentives to generate income do not depend
on how much of a public good is made available. The
condition is subtle. It does not require that public goods
are unproductive (e.g., pyramids). Possibly, the provision
of the public goods improves the earnings incentives of
all individuals, say, because better infrastructure reduces
the cost of commuting. What is crucial for the separa-
bility condition to hold, is that the ranking of available op-
tions does not change. If an individual prefers, say, a high-
paying job that requires a lot of effort over one that yields

5If people have a high disposable income, they may no longer be will-
ing to incur effort costs and choose to work less. This is an income effect
in the jargon ofmicroeconomics. Such income effects are no impediment
for reaching first-best efficiency. To maintain efficiency, it is crucial that
the additional income that people can realize when exerting effort does
not change; i.e. theremust not be a substitution effect that pushes people
away from productive activities.
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more work-life-balance, then this ranking must not be re-
versed when the quality of the infrastructure changes.
Whether a public good is separable or not is, at least in
principle, an empirical question. Plausibly, the availabil-
ity of high-speed internet is more valuable in some occu-
pations than in others. The economy’s digital infrastruc-
ture therefore is a public good for which the separabil-
ity assumption does not seem to hold. For national de-
fense, separability looks more plausible. For a vast major-
ity of the population, the size and the equipment of the
army, should not make a difference for the ranking of the
income-generating activities that are available to them.
Now, suppose that individualized transfers are not avail-
able and that disposable incomes can be altered only
through the tools of public finance. This changes the set
of allocations that can be reached. It is no longer the first-
best set. It is a set that is second-best. If one seeks to
increase the disposable incomes of “the middle class” at
the expense of “the rich” one has to adjust the tax sys-
tem and this will be accompanied by efficiency losses, by
tax distortions of productive activities. These efficiency
losses do not arise in a hypothetical first-best world. As
a consequence, the second-best frontier is interior to the
first-best frontier. The payoffs available to individuals are
smaller.
If the separability assumption holds, then the condition
“collective willingness to pay equal to cost of provision”
also holds for every allocation that is Pareto-efficient in
this second-best set.6 If the separability assumption does
not hold, then the condition has to be modified to take
account of the welfare implications that come from the
change of the economy’s incentive structure. This said,
and given our interest in national defense, we note this
in passing and impose the separability condition in what
follows.
To reiterate, even though the condition “collective willing-
ness to pay equal to cost of provision” holds at every point
on the second-best frontier, whether the condition stipu-
lates spending 500 million or 750 million euros depends
on where one is or wants to be at that frontier. Moves
along the frontier are associated with changes of dispos-
able incomes for the different groups of society. If an indi-
vidual’s willingness to pay for a public good changes with
disposable income, then the efficient public goods provi-
sion level also changes as one moves from one second-
best allocation to the next.

6See Boadway and Keen (1993). This separability result is similar to
those by Diamond and Mirrlees (1971) and Atkinson and Stiglitz (1976)
which, respectively, provide conditions under which differential taxes
on factors of production or on consumption goods are not part of an
optimal policy mix. All these separability results have in common that
they provide conditions under which first-best principles of policy design
apply event though policy choices are only second-best as they invoke
distortionary taxes, and hence are only second-best.

Challenges of preference aggregation. Differences in
disposable income are not the only source of heterogene-
ity in the willingness to pay for public goods. Even among
people with the same position in the income distribution,
there may be diverse political preferences. Some may re-
gard additional defense spending as urgent, while others
are more skeptical, or even oppose it (see Figure 2 be-
low). If one seeks to reach an efficient level of defense
spending, then all these individual preferences have to be
aggregated to see what the “collective willingness to pay”
actually is.

Figure 2: Support for defense Spending in France and
Germany

(a) France - Should Europe strengthen its own military
capabilities to reduce its dependence on the United

States? - breakdown by income.

Notes: This figure presents a breakdown of preferences on strengthening
military capabilities by income in France. The survey was conducted
between February 25th and 28th 2025 with 1 518 respondents.
Source: Cluster 17 (2025).

(b) Germany - Should defense spending be increased in
the future, should it be reduced or should it remain the

same? - breakdown by income.

Notes: This figure presents a breakdown of preferences on increasing
defense spending by income in Germany. The survey was conducted
between May 18th and June 23rd 2024 with 1 956 respondents.
Source: ZMSBw-Bevölkerungsbefragung 2024, Graf (2024).

Instruments: Debt, VAT, capital and in-
come taxes
If this is taken literally, one has to come up with a mecha-
nism for preference aggregation that takes as an input all
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the individual willingnesses to pay and outputs a public
goods provision level. This mechanism has to be designed
in such a way that individuals have no incentive to make
exaggerations or understatements to make sure that the
mechanism gets the correct input.
There is a rich literature on this problem, approaching it
from a mechanism design perspective and under the as-
sumption that the utility loss from paying extra taxes is
identical across individuals.7 Here, we seek to emphasize
a complication that can arise when individuals not only
have different political views, but also different positions
in the income distribution: Suppose one has settled on a
point on the second-best frontier. There is now a shock,
e.g., the risk of a war in Europe intensifies. To address
this, there is a proposal to set aside additional public funds
for national defense. Suppose that extracting these public
funds is more painful for individuals further down in the
income distribution: Tax revenue can either be spent on
national defense or on various transfer programs. Hence,
if the proposal is enacted, then either transfers need to
come down or taxes need to go up. In any case, this is
more painful for people at the bottom of the distribution
who have a harder time generating market income and
paying taxes andwho are alsomore frequently dependent
on transfers.8

In this situation people from the bottom may be inclined
to understate their willingness to pay for national de-
fense because they fear that the adjustment of the tax
and transfer system will be too painful for them. Anal-
ogously, people at the top who are not facing these ad-
verse consequences may be inclined to exaggerate when
communicating their willingness to pay for public goods.
Learning the true willingness to paymay therefore require
a correction, a departure from second-best public good
provision and financing. This departure makes spending
on national defense and additional benefits for “the poor”
more complementary than they would otherwise be. If
enacting the proposals comes with higher transfers, then
“the rich” are less inclined to exaggerate their willingness
to pay and “the poor” are less inclined to understate theirs.

Mid-term summary. Efficiency conditions for public
goods provision and financing are derived from solv-
ing different classes of Pareto-problems. The discussion
above transited from first-best public goods provision to
second-best public goods provision and finally to a no-
tion of third-best public goods provision. In the first best,
the set of allocations is only constrained by available re-
sources and technologies, so that individualized transfers
are possible. In the second-best, the tools of public fi-
nance have to be used to pay for the cost of provision

7Important references include Clarke (1971), Groves (1973), Green
and Laffont (1977), d’Aspremont and Gérard-Varet (1979), Mailath and
Postlewaite (1990), and Hellwig (2003).

8This argument is formally developed in Bierbrauer (2014).

and for transfers. Finally, in the third-best, willingnesses
to pay for a public good are taken to be private informa-
tion of individuals. An additional requirement of incen-
tive compatibility is then needed to make sure that the
aggregation of public goods preferences works and that
the “collective willingness to pay” can actually be deter-
mined.
In any case, an individual’s willingness to pay for a pub-
lic good such as national defense has two drivers: The
political preferences of individuals are one driver, their
views on the international order, the Russian invasion of
Ukraine, the future of NATO, or the goal to build up Eu-
ropean defense capabilities. These views are outside the
domain of the economic analysis sketched above. They
are taken as given. What we emphasize here is that the
willingness to pay for increased defense spending is also an
endogenous object. It depends on how individuals are po-
sitioned in the income distribution and on how the way of
financing the extra spending is going to affect them.
Even if the status quo is a fair tax system, one that bal-
ances distributive gains and efficiency costs of taxation
according to the principles of optimal tax theory, an in-
crease of defense spending may transmit through that
system in such a way that “the poor” are more burdened
than “the rich” by the need to generate additional re-
sources for defense spending. This leads to the presump-
tion that the willingness to pay for national defense is
negatively correlated with an individual’s position in the
income distribution. As we discuss in the subsequent
section, this may have consequences in political practice,
i.e. for the challenge to generate sufficient public support
for an expansion of defense spending.

Political economy of public goods pro-
vision and financing
Public support. We now set aside the admittedly aca-
demic discussion of Pareto-frontiers and become practi-
cal. Put yourself in the position of a politician with the
power to set the agenda. Suppose you propose a reform
that involves an increase of defense spending alongside
an adjustment of the tax and transfer system to pay for
this extra cost. What public reaction can you expect? Will
this be supported by a majority of the population?
A median voter theorem can provide an answer.9 Order
individuals according to their willingness pay for the in-
crease in spending – where the measure of willingness to
pay takes account of how individuals are affected by the
reform via the changes in the tax and transfer system. Go
to the median position in that order. If people with a will-
ingness to pay close to the median like the reform, there

9Arguments developed in this section are formally derived in Bier-
brauer, Boyer, and Peichl (2021).
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will be majority support. Otherwise, there will be majority
support for letting the reform package fail.
Now, the median willingness to pay will depend on the
reform of the tax and transfer system that is part of the
overall package. If that package involves a cut of transfers
(say, to avoid curtailing “the economy” with tax increases),
there is one; and if the package involves a shift towards
higher andmore progressive taxes (say, to avoid trade offs
between the welfare of “the poor” and national security),
there is another one. In any case, majority support will
be achieved only if a sufficiently large part of the popula-
tion does not regard the tax increases or spending cuts as
excessive.
More concretely, when additional defense spending is fi-
nanced by value added taxes, then this affects everybody
since everybody has consumption expenditures. In a styl-
ized scenario, where all people have similar views on the
desirability of defense spending, the person who needs to
be convinced to achieve majority support in the popula-
tion at large is the person with median disposable income.
Since income distributions are right-skewed (see Table 1),
this means that one needs the approval of a person with
a disposable income that is below average.

Table 1: Mean and median disposable and taxable
income in Germany and France

Germany France

Disposable income Mean 3,841.5 3,544.3
Median 3,209.9 2,807.7

Taxable income Mean 4,150.9 3,295.2
Median 2,888.8 2,076.7

Notes: This table shows mean and median disposable and taxable income in
Germany and France in 2023. Source: Euromod Statistics 2023, based on
EU-SILC data.

By contrast, when additional defense spending is financed
with higher taxes on income, then most pensioners, stu-
dents, and more generally people with taxable incomes
below the exemption threshold have no reason to oppose
the reform, at least not for tax reasons. The person piv-
otal for majority support is now the person with a median
level of taxable income. Again, this is a person with an
income significantly below the average income.
Is the financing via public debt an “easier” alternative,
i.e. one that provokes less opposition? The answer is yes
if citizens are present biased relative to a Ricardian bench-
mark under which opposition or support for reform pack-
ages depends on the present value of future tax obliga-
tions. Present-biased agents, by contrast, are more sup-
portive if tax payments are back-loaded. This observation
does not upset the basic logic of the median voter theo-
rem. The median voter may be more supportive if value
added taxes or income taxes go up tomorrow rather than
today, but it is still the median voter who counts when the
objective is to secure majority support in the population

at large.
Above, the endogeneity of the willingness to pay for na-
tional defense was discussed in the context of efficiency
conditions for public goods provision. Here, we do not
have efficiency conditions, we only want to get things
done politically, i.e. political feasibility only is required.
The endogeneity matters nevertheless. Irrespective of
the desirability on normative grounds, it may be necessary
to accept an increase of the size of government – i.e. extra
taxes rather than expenditure cuts – for political reasons.

Party politics. Sufficient public support is a necessary
condition for a shift towards higher defense spending. Vi-
ability under the conditions of party competition is an-
other one. In many countries, parties opposing the mili-
tary buildup have gained strength in recent elections. In
the long run, additional defense spending will remain po-
litically feasible only if it is possible to form governments
that do not rely on the support of these parties.
The financing package therefore should not be designed
in such a way that it spurs support for these parties even
further. The support for populist parties tends to be larger
among people with lower income, among people with less
formal education, or among people who live in areas that
have been scarred by structural transformations of the
economy. Citizens who might swing their vote to pop-
ulist parties should not end up with the impression that
they pay the price for the reform package while there
is business-as-usual for the more privileged parts of the
population.10

Systems of party competition face the risk that efficient
policies are crowded out by unfettered special interest
politics, referred to as pork-barrel-spending in research on
political economy (Bierbrauer and Boyer, 2016). Populist
parties live off the narrative that “the system” is run by
“elites” and against the interests of “the people”. Thus, in
this narrative, “the system” itself is just a vehicle for a spe-
cial interest, the special interests of “the elite.” The more
prevalent these narratives become in public discourse, the
less support we can expect for the provision of public
goods at the national or European level.

Findings. The way in which public goods are financed
is important for a normative reason, to have a fair sys-
tem of taxation. It is also important for political reasons.
Support and opposition to reforms such as an increase in
defense spending depend on how the financial burden is
distributed amongst citizens. We have reviewed some of
the normative and the political economy literature on the
provision and financing of public goods. Based on this

10Seminal references for party competition with swing voting are
Coughlin and Nitzan (1981) and Lindbeck and Weibull (1987), see Bier-
brauer, Tsyvinski, and Werquin (2022) for an extension that includes
voter turnout.
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review, we conjecture that people at the bottom of the
income distribution will show more opposition to an in-
crease of defense spending. A tentative look at some data
confirms this conjecture for France, but not for Germany,
see Figure 2. We have argued that, for political reasons, it
may therefore be necessary to increase the size of govern-
ment – as opposed to having drastic spending cuts – if the
goal is to move forward with a substantial increase of de-
fense spending, irrespectively of whether or not such an
increase is considered desirable from a normative view-
point.
In the discussion above, we did not specify which instru-
ment of the tax and transfer system should be used to
finance an increase of defense spending. In addition, real-
world increase of defense spending often have revenue
implications that are not felt in the same period in which
spending occurs. For instance, extra defense spending
may yield budget deficits that necessitate an adjustment
of public spending or tax increases in later periods.11 If the
benefits from the defense spending affect all taxpayers
similarly whereas the future change of the tax schedule or
spending cuts affects people depending on their incomes,
median voter theorem for tax reforms presented above
holds. In this case, it is enough to look at the individual
with median income and measure the gains/losses from
the tax change proposed for any instruments possible. If
this individual supports the extra defense spending and
associated tax change, a majority of the population is also
in favor. A scenario where defense spending affect some
taxpayers more than other correspond to an extension in
which additional tax revenues are spent on public goods
and preferences for public goods are heterogeneous. As
shown in Bierbrauer, Boyer, and Peichl (2021), our me-
dian voter result extends to this case with an important
caveat: it is not the individual with median income who
is decisive, but the individual with the median willingness
to pay higher taxes for increased public spending in the
status quo. Again, higher taxes can come from income
taxation, indirect taxes, or taxes on capital income. What
is important is the ability to compute the gains and losses
from these tax changes. Microsimulation models, regu-
larly used during annual parliamentary discussions of the
budget to provide ex ante evaluations of the winners and
losers of certain tax reforms, are able to do these com-
putations. However, they need to be augmented: They
should account for preferences regarding defense spend-
ing to deliver political support for tax and spending reform
packages.
A complication arises when there is uncertainty about
preferences for defense spending. In such cases, there
will be uncertainty regarding the political feasibility of re-

11Another rationale for using debt to finance an efficient defense
spending is to provide incentives for political candidates in electoral
campaigns to provide this public good, see Boyer, Roberson, and
Esslinger (2024).

form packages. A decision-maker who wants to be on the
safe side and ensure political support for any realization of
the preferences will have to build a reform package that
requires larger support than a strict majority. The impor-
tant insight is that an input needed to determine the sup-
port for a reform package is the computation of the me-
dian willingness to pay higher taxes for increased defense
spending.

Supra-national defense capacities
Should extra defense spending be provided at the national
or supra-national level? This question relates to a large lit-
erature on fiscal federalism examines which functions and
instruments are best centralized and which are best man-
aged at decentralized levels of government (Oates, 1972;
Oates, 1999). Current debates in the EU on common de-
fense spending can be reformulated along these lines.
Decentralized levels of government have an advantage
by tailoring the provision of public goods to the spe-
cific preferences and circumstances of their constituen-
cies. A centralized entity typically is less responsive to
local preferences, but can reap benefits from economies
of scale by sharing the cost of provision among a larger
population. The trade-off between realizing economies of
scale, one the one hand, and the satisfaction of heteroge-
neous preferences, on the other, shapes the “size of a na-
tion” (Alesina and Spolaore, 2005). Heterogeneous pref-
erences don’t pose problems in the allocation of private
good, but pose a challenge for the collective actions that
are required in the provision of non-rival goods and non-
excludable goods. Consequently, diverse preferences for
types of governments and public goods present a signifi-
cant challenge for supra-national institutions. In the con-
text of the EU, these arguments have been brought for-
ward to justify why there is a European single market, but
not a common defense or foreign policy (Spolaore, 2015).
However, this does notmean that public good provision at
the EU level is doomed to fail: in the EU the level of pref-
erence heterogeneity is comparable to the US, and Eu-
ropeans seem ready to accept a transfer of sovereignty to
the center in the provision of some global public goods like
security and defense (Alesina, Tabellini, and Trebbi, 2017).
Against this background, suppose that the European
Commission takes the lead and proposes a mechanism
that raises some contributions from theMember States, in
exchange of some EU defense capacities, a transnational
public good. This mechanism determines the countries’
contributions and the use of these resources. Is it desir-
able that the European Commission simply coordinates
these activities or should have its own powers of taxa-
tion, for the purpose of financing defense expenditures?
Mechanism design approaches to public goods provision
have shown that approaches relying on voluntary contri-
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bution may be less efficient than approaches which assign
taxation rights to a central authority (Mailath and Postle-
waite, 1990; Laffont and Martimort, 2005). Approaches
relying on voluntary contributions generate problems of
free-riding that even the “best” mechanism will not be
able to overcome. In the given context, this means the full
potential of a European defense strategy will not be ex-
hausted if it just relies on a coordination of national poli-
cies. To really exhaust that potential, there has to be a
delegation of power to a supra-national institution.
Supra-national institutions, however, do not always act in
the interests of all their participants and may even follow
an own agenda, i.e. there is an agency problem. This may
lead to a demand in Member States “to take back con-
trol.” Taking back control has two effects: On the one
hand, it implies that the potential gains from collective,
supra-national actions are not exhausted. On the other
hand, one can ensure that one gets “a larger piece of a
smaller cake.” If, from the perspective of Member States,
the potential benefits are not realized anyway — because
they are unevenly distributed, or because of agency con-
flicts between the supra-national institution and its Mem-
ber States — then the coordination of national polices is
the more attractive option.12

What is clearly an impediment to a European defense
strategy is that — even in the absence of agency prob-
lems — attitudes towards the Russian invasion are very
different in the different EU Member States. One seems
to be amore viable strategy is that countrieswho aremore
aligned in their political preferences move forward. This
would require the build-up of a new supra-national insti-
tutions, a core European defense union.

Conclusion
There are important aspects of defense spending that are
not covered in our discussion. These include the effi-
ciency of defense spending,13 financing tools,14 themulti-
plier effects at local and national levels of an extra euro of
defense spending,15 and the crowding-in of private R&D
spending.16

This note highlights that the current debate should not
overlook the fact that long-term, sustained financing of

12On these issues, see Bierbrauer (2011) and Bierbrauer (2009).
13See Foucault (2003) and Boyer (2025) on this point.
14SeeWolff, Steinbach, and Zettelmeyer (2025) for a proposal and dis-

cussion of European financing instruments.
15Additional government spending on defense might lead to extra

GDP (see Ilzetzki (2025) for a comprehensive recent survey of the short-
run and long-run implications of military buildups).

16Moretti, Steinwender, and Van Reenen (2025) find that defense
funding provides a major subsidy for innovation in many OECD coun-
tries. Other spillovers have been found in military applications. For
example, Thornton and Thompson (2001) find that learning spillovers
in World War II shipbuilding were a significant source of productivity
growth.

defense spendingmust align with citizens’ preferences for
such provision.
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