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The economic effects of a reduction of 

military expenditure and arms production. 
Evidence from the EU 

 
 

Abstract 

The aim of this paper is twofold: 1) to evaluate the economic effects of a military expenditure 

reduction in the European Union; 2) to examine the economic and financial profile of the defence 

industry, with a specific focus on the European market of Defence and Aerospace (D&A) 

companies.  

Defining the perimeter of the military expenditure which might be reduced requires both qualitative 

and quantitative assumptions. The basic constraint we follow to this regard is the minimisation of 

the negative impact on personnel and on R&D with civil-side spillovers. We have evaluated the 

effects on GDP in the EU and, for the seven countries with the highest defence expenditure, we 

have also assessed the increase in unemployment as well as the decrease in fiscal revenues and 

R&D associated to a cut in the military expenditure.  

We have carried a similar test also at companies’ level. We have started examining the economic 

and financial performance of the 10 biggest European players. We have then considered the 

possible effects of arms spending reduction on these companies. 

Results show that the impact of a 5% reduction of arms spending could release substantial resources 

without penalising too much the financial soundness of arms producers.   
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1. The economic effects of a reduction of military expenditure in the EU 

 

This section is dedicated to the forecasting of military expenditure, by using SIPRI data and the 

IMF estimates on GDP. The proposal of a military expenditure contraction requires a definition of 

the perimeter, and therefore the size, of this governmental function. After a survey of the most 

important dataset, we suggest a definition of military expenditure which, after a five percent 

reduction, minimises negative impact on personnel and on R&D with likely civil-side spillovers. 

We have decided to limit our analysis to the EU, in order to increase its political and legal 

feasibility. International cooperation is getting more and more idiosyncratic to current issues (e.g. 

environment, health, financial market regulation) thus the EU could more easily manage a cut in 

military expenditure for its 27 Member States and be the leading supranational institution in this 

direction. 

The military expenditure cut unsurprisingly determine a diminishing production sold in the EU 

internal market especially by European enterprises (see Section 2 infra for the microeconomic 

analysis). Without an alternative re-allocation of the savings arising after the proposed cut in 

military expenditure, the impact on the GDP is thus negative, but with some differences among the 

seven EU countries we choose for deepening the economic analysis. France, Germany, Italy, 

Netherlands, Spain, Sweden and the United Kingdom weight the 80 percent of military expenditure 

in the EU-27. For this sample we then assess the increase in unemployment in the entire national 

economy as well as the decrease in fiscal revenues and R&D activity.  

 

 

1.1. World Military expenditure 

 

According to SIPRI (2009), World military expenditure is estimated to have been USD 1,464 (EUR 

1,040) billions in 2008, a real-terms increase of 4 per cent compared to 2007, but well below the 6 

per cent raise between 2006 and 2007. This estimate corresponds to 2.4 per cent of world Gross 

Domestic Product (GDP) with the USA still being the biggest military spender in 2008 (41.5 per 

cent of the world total in 2008), followed by China (5.8%), France and the UK (both with 4.5%) 

and Russia (4%). 



 6

The top fifteen spending countries accounted in 2008 for 81% of the world military expenditure. As 

shown in Table 1, there is evidence of a decreasing trend in the budget of these countries (measured 

as a percentage of the GDP) except for China and the United States: the former, following its aim of 

strengthening its role, not only economic, in the Far East; the latter, because of its military 

operations in Iraq and Afghanistan. 

 

Table 1 – Average military expenditure in the 15 most spending countries (% of the GDP) 

 1988-1991 1992-2001 2002-2008 
Australia 2.05 1.92 1.87 
Brazil 2.40 1.69 1.54 
Canada 1.95 1.44 1.16 
China 2.53 1.85 2.03 
France 3.48 2.91 2.46 
Germany 2.68 1.63 1.37 
India 3.33 2.85 2.67 
Italy 2.20 1.93 1.90 
Japan 0.93 0.99 0.96 
Russia 12.80 4.42 3.81 
Saudi Arabia 13.78 11.10 8.83 
South Korea 3.88 2.81 2.53 
Spain 1.88 1.37 1.14 
United Kingdom 4.03 2.91 2.44 
United States 5.30 3.63 3.89 

Source: SIPRI 

 

As far as the military expenditure in absolute terms is concerned, starting from 2001 till 2008, the 

average annual increase was: 11.7% in the United States, 31.4% in the BRIC countries (Brazil, 

Russia, India and China) and 16% in the other ten countries. As pictured in figure 1, the financial 

and economic crisis, deteriorated by the second semester of 2008, had a visible negative impact. 

However, according to the IMF forecasts about GDP, the recovery expected in 2010 might drive 

these States again along the previous trend. 

 



 7

 

Figure 1 – The military expenditure in the 15 most spending countries (current prices, US Dollars Billions) 
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1.2. The military expenditure in the EU 

 

Notwithstanding the effects of the 2008-2009 crisis, the military expenditure in the European Union 

(EU) remained fairly flat since 2007; a similar trend is expected also for 2010. This is mainly the 

result of the lack of a serious military threat, modest economic growth and the requirement of 

keeping low budget deficits, especially for the sixteen member States of the euro-area. 

According to an estimate based on SIPRI military expenditure and the forecasted GDP by Eurostat, 

the EU-27 expenditure in 2010 could be 215 billions euro, the 80 per cent of which is spent by 

seven countries: France, Germany, Italy, Netherlands, Spain, Sweden and the United Kingdom 

(Figure 2).  

Those countries, the “Big Seven”, constitute our relevant sample which we focus our analysis on as 

far as the effect of a reduction of military expenditure is concerned.  

 

Figure 2 – The military expenditure in the EU-27 and its seven most spending countries 
(current prices, Euro millions) 
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1.3. Reducing military expenditure 

 

Governments aim at reducing costs of conflicts while keeping their sovereignty within national 

borders. An effective military capability, and thus the required expenditure, seems to be the best 

option to deter countries inclined to resolve disputes by resorting to war1. 

After a meeting in July 2009, the Presidents of USA and Russia, Barak Obama and Dmitry 

Medvedev, launched negotiations for a new treaty with the aim of reducing their strategic warheads 

to a range of 1,500-1,675, and their strategic delivery vehicles to a range of 500-1,100 within seven 

years to come2. This recent decision found ground in the forthcoming deadline (December 2009) of 

the first Strategic Arms Reductions Treaty (START 1) signed in 1991, which obliged Russia and 

the United States to halve nuclear warheads to 6,000 and the delivery vehicles to 1,600. The launch 

of new negotiations has been motivated by the achievement of the START 1 goal, originally set to 

be reached by December 2012. 

A reduction of military expenditure seems therefore feasible, as in the aforementioned USA-Russia 

case, when agreements are multilateral and enforced by binding rules and sanctionable behaviours. 

A multilateral approach is a prerequisite for military expenditure reductions, not only from a 

political commitment standpoint, but also for the increasing internationalisation of the defence 

industry.  

Defence industry is opened up to cross-country flows of products and services that go beyond the 

traditional State-to-State arms transfer to become a multinational development of joint projects. 

This phenomenon is the effect of the increasing complexity and costs of weapons and military 

systems, as well as the declining defence budgets (Table 1 supra). If NATO projects are lead 

mainly by USA, European countries have established various forms of collaboration - Organisation 

Conjointe de Coopération en matière d’ARmement3, European Security and Defence Policy4, 

                                                 
1 According to the NATO Secretary General, Jaap de Hoop Scheffer, member countries should increase their military 
spending to 2 percent of the GDP (Speech at the Parliamentary Assembly’s Annual Session, 9 October 2007). 
2 Today USA and Russia control the 95% of nuclear weapons in the world and the Bulletin of the Atomic Scientists 
estimated that at the start of 2009 they had respectively 2,200 and 2,790. 
3 OCCAR was established in 1996 by the Defence Ministers of France, Germany, Italy and the UK. Its aim is to provide 
more effective and efficient arrangements for the management of certain existing and future collaborative armament 
programmes such as A400M (Airlifter), Boxer (armoured vehicle), Cobra (Weapon Locating System), Essor (European 
Secure Software defined Radio), Fremm (fregate), Fsaf and munitions for the Paams (surface-to-air anti-missile 
systems), and Tiger (helicopter). 
4 In 1999 the EU set a military target known as the Helsinki Headline Goal. The Member States agreed to put at the EU 
disposal, on a voluntary basis, forces capable of carrying out the in operations up to army corps level with the necessary 
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European Defence Agency5 - notwithstanding the sovereignity of Member States in this field, 

almost untouched by the unification process of the EU.    

For this reason we have focused our analysis of military expenditure reduction in the framework of 

European Union. EU is an international institution which has both enough internal cohesion to find 

an effective agreement by national governments and external negotiating power to lead a 

multilateral commitment. 

 

 

1.4. Definitions of military expenditure  
 

Military expenditure might be broadly defined and the confidentiality of some relevant information 

turn official databases either incomplete or ineffective; this requires strong assumptions when it 

comes to international comparison and analysis. Though SIPRI is the most cited source in this field 

covering 172 countries, its definition for military expenditure seems too wide since it includes6 all 

current and capital expenditure on: the armed forces, including peace keeping forces; defence 

ministries and other government agencies engaged in defence projects; paramilitary forces when 

judged to be trained, equipped and available for military operations; military space activities; 

personnel; operations and maintenance; procurement; military research and development; military 

construction; military aid (in the military expenditures of the donor country). 

Eurostat uses COFOG7 classification and for “defence” it includes: military defence, civil defence, 

foreign military aid, R&D defence and defence not elsewhere classified (n.e.c.). Total general 

government expenditure for “defence” in 2007 was 183,8 billions euro in the EU-27. However 

detailed data for expenditure in the five categories listed above are not available for the aggregate 

EU-27 and for some countries of our relevant sample (i.e. France and Netherlands). 

NATO classifies defence expenditure by four categories: personnel, equipment, infrastructure and 

other. But NATO member States are not only European and not all EU member States are part of 

                                                                                                                                                                  
command, control and intelligence capabilities, logistics, other combat support services and additionally, as appropriate, 
air and naval elements. 
5 EDA was established in 2004 “to support the Member States and the Council in their effort to improve European 
defence capabilities in the field of crisis management and to sustain the European Security and Defence Policy as it 
stands now and develops in the future”. 
6 See http://www.sipri.org/research/armaments/milex/resultoutput/sources_methods/definitions 
7 Classification of functions of government - SEC/95 developed by OECD. 
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the NATO: this leads to inconsistencies due to heterogeneous databases for economic data other 

than defence expenditure when it comes to deeper statistical analysis.  

European Defence Agency (EDA) explodes total defence expenditure, defined as total ministry of 

defence expenditure and defence related expenditure from other sources (other ministries special 

budgetary lines), in four categories: personnel expenditure, operations and maintenance, investment, 

other. For many of the countries belonging to EDA, the database8 offers detailed data which might 

help in restricting the perimeter of military defence for which we propose a slight reduction. 

In particular, we propose the following “military expenditure” which results from the sum of:   

 

Procurement + O&M + (R&D - R&T) 

Where: 

• Procurement: defence equipment procurement expenditure includes expenditure for all 

major equipment categories. 

• Operations & Maintenance: spare parts and supplies of major equipment; other equipment 

and supplies; and costs related to maintaining utilities and infrastructure. 

• Research & Development: any R&D programme up to the point where expenditure for 

production of equipment starts to be incurred. 

• Research & Technology (R&T) is a subset of R&D: expenditure for basic research, applied 

research and technology demonstration for defence purposes. We do not consider R&T a 

category of expenditure to reduce since it is that part of R&D which is more likely to 

produce civil spillovers. 

 

By applying the former equation to the 26 member States of EDA and extending the analysis also to 

Denmark9, we can determine military expenditures according to our definition and it amounts to 

85.9 billions in 2007 (Table 2).   

 

                                                 
8 See http//www.eda.europa.eu/defencefacts/ 
9 Denmark is not part of EDA since it opted out of European security and defence co-operation. The estimates for 
Denmark make use of similar (according to other databases info on military expenditure) countries’ figures. 
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Table 2 – Military expenditure in 2007 (billions euro) 
 

 Procurement O&M R&D R&T 
Military 

expenditure 
France 6.4480 8.4070 3.2310 0.8140 17.2720 
Germany 3.5926 6.0300 1.2134 0.4555 10.3805 
Italy 2.5949 2.0180 0.3411 : 4.9540 
Netherlands 1.5220 2.1180 0.1070 0.1070 3.6400 
Spain 2.3673 2.1110 0.2767 0.1078 4.6472 
Sweden 1.2897 1.7680 0.2994 0.1291 3.2279 
United Kingdom 8.7615 16.8640 4.0115 0.8958 28.7412 

UE-27 32.6668 46.1374 9.6433 2.5556 85.8919 

Source: EDA 

 

 

 

1.5. The effects of a five percent reduction in the EU-27 military expenditure 

 

Following the recent economic crisis and the smoother trend for 2010 of military expenditures, the 

forecasted EU-27 military expenditure for 2010 is 81.073 billions, 5.6% lower than 2007.  

 

Table 3 – Military expenditure in 2010 (billions euro) 
 

 Military expenditure 
France 17.778 
Germany 7.3476 
Italy 5.0967 
Netherlands 3.7214 
Spain 4.8069 
Sweden 2.6407 
United Kingdom 22.752 

UE-27 81.073 

Source: Our estimate based on EDA data 

 

If we cut this forecasted 2010 expenditure by 5%, the saving equals to 4.054 billions euro. We are 

aware that the proposed reduction of the military expenditure is mainly a theoretical investigation 

due to the characteristics of the purchases here considered. Expenditure for armaments is only 
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slightly elastic and by nature discrete in size due to international commitments and long-term 

contracts. A new warship, for example, might be developed, produced and sold at a “reasonable” 

price only if a certain amount of procurement is assured (by governments) ex-ante; a 5% cut in 

procurement might prevent the development of the entire project. 

In what follows, we calculate the (negative) impact of the aforesaid reduction on the GDP at EU 

level. This is a mere partial analysis, since we do not consider any (positive) impact of the 

alternative investment of the proposed saving. 

 

 

1.5.1. The impact on Gross Domestic Product 

 

In order to estimate how a 5% reduction in public expenditure affects the EU economy, we need to 

depict the linkage between the demand (left side) and the supply (right side): 

 

Public + Private Military expenditure UE = 
Production sold UE 

- Export extra-UE 
+ Import extra-UE 

 

As far as the supply is concerned we consider the available data in Eurostat databases namely 

Prodcom (for Production sold) and Comext (for Export and Import) for the relevant products10 

belonging to the three NACE rev. 1.1 industries:  

• 2960 Manufacture of weapons and ammunition 

• 3511 Building and repairing of ships 

• 3530 Manufacture of aircraft and spacecraft 

 

According to Eurostat Prodcom, we can outline how the three NACE sectors involved in military 

production contribute to the global production. In the following graph we consider a country-based 

average of figures available between 1999 and 2007. This calculation tries to solve a twofold 

problem: lack of a complete and consistent dataset for the seven countries analysed, and the 

volatility of selling, mainly based on procurement purchases which show large year-to-year 

differences.  

                                                 
10 We exclude products for civil purposes (e.g. sporting and hunting), and we weigh data referring to products with both 
civil and military aim (weights reflect the incidence of similar product with explicit military purposes relative to the 
sum of both categories). 
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However Prodcom data show some questionable results which emphasise the weight of “3530 

Manufacture of aircraft and spacecraft” compared to the other two NACE sectors. In particular we 

tried to verify the size of 2960 Production sold for the Netherlands by reading the last official 

report11 and we found a significant figure (almost the 70 per cent of the entire production sold) 

nonetheless totally missing in Eurostat database. 

 

Figure 3 – Composition of production sold (percentage) 

0

20

40

60

80

100

Germany Spain France United
Kingdom

Italy Netherlands Sweden

2960 3511 3530

 
Source: Our estimate based on Eurostat data 

 

Therefore we estimate a more realistic figure for military production sold by using Public Military 

Expenditure and Eurostat Comext data on Export and Import which show more reliability.  

The nature of products involved (e.g. motorized tanks and other armoured fighting vehicles, bombs, 

missiles, turbo-jets, warships and submarines) suggest us to assume no (lawful) private military 

expenditure in the EU-27. Thanks to this assumption we can use the following equation: 

 

Production Sold UE = Public Military Expenditure UE + Export extra-UE - Import extra-UE 

 

Since only the production sold inside the EU is going to be affected by a 5% reduction of military 

expenditure, we “clean” overall sales from export extra-UE (third countries are supposed not to cut 

their military expenditure and therefore they keep on purchasing the forecasted amount of EU 

production).  

                                                 
11 See the “Annual report on The Netherlands arms export policy 2007” published by the Ministry of Economic Affairs 
and the Ministry of Foreign Affairs. 
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Assuming that production sold is just for final products, a 5% reduction in military expenditure 

determines a reduction of the GDP by 3.27 billions euro (4.26%) at EU-level. 

 

Table 4 - Military expenditure in 2010 in EU-27 (billions euro) 
 
 2010 2010 reduced Gap 
Military expenditure  81.073 77.019 -4.053 
Production sold 76.679 73.409 -3.270 

   intra UE 65.405 62.135  

   extra UE 11.274 11.274  

Import extra UE 15.668 14.884  

Source: Our estimate based on EDA and Eurostat data 

 

The 4.26 per cent reduction in production sold by the EU industry has a negligible effect on the EU-

27 GDP since 3.27 billions is just the 0.027% of 12 114.2 billions euro.  

Nevertheless, if we consider the seven countries of our sample, it is worth to note that effects in 

France and Sweden are more the three times higher than in Germany and Italy (Table 5). 

 

Table 5 - GDP in 2010 (billions euro) and the effects of a 5% military expenditure reduction 

 

 GDP  GDP reduced % reduction 
France 1 937.96 1 937.07 -0.0457% 
Germany 2 413.51 2 413.19 -0.0130% 
Italy 1 558.31 1 558.11 -0.0132% 
Netherlands 588.268 588.103 -0.0279% 
Spain 1 081.87 1 081.64 -0.0211% 
Sweden 306.239 306.113 -0.0411% 
United Kingdom 1 651.48 1 650.89 -0.0353% 

UE-27 12 114.199 12 110.929 -0.0270% 

Source: Our estimate on Eurostat data  

 

By employing the input-output framework provided by Eurostat12, we can understand which sectors 

might be affected by the reduction in GDP due to a decrease in military production sold within the 

three NACE sectors considered (2960, 3511 and 3530). 

                                                 
12 Supply and use tables, that define the symmetric input-output matrix, provide a detailed picture of the supply and of 
goods and services by domestic production and imports and the use of goods and services for intermediate 
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The tables show how the component of value added is generated by industries in the domestic 

economy. Thus, supply and use tables give detailed information on the production process, the 

interdependencies in production, the use of goods and services (the structure of the cost of 

production), and the generation of income generated in production.  

To understand which economic activity would experience a reduction in its production level we 

should look at the cost structure of our industries of interest to determine which inputs are more 

important, thus we have to look at the use tables. The “use table” is a product by industry based 

table with products and component of value added in the rows and industries in the columns. The 

columns of activities in the “use table” reflect the cost structure of each specific industry; the 

“intermediate consumption table” thus identifies goods and services that are necessary to produce 

the primary and secondary outputs of industries.  

Thus we list those economic activities that represent a significant purchased input by industries 29 

(Table 6) and industries 35 (Table 7) for each country of our sample: 

X: the product weights more than 5% of total input purchased  

X: the product weights more than 15% of total input purchased 

 
 

Table 6 – Economic activities affected by the reduction of military production in sector 29 
“Manufacture of machinery and equipment n.e.c.”  

 
NACE Rev 1.1  Activities  France Germany Italy Netherlands Spain Sweden UK 

25- Rubber and plastic product     x   

27- Basic metals  X x  x x X 

28- Fabricated metal products, except machinery and 
equipment 

 X x x x x X 

29- Machinery and equipment n.e.c. x X x x x x X 

31- Electrical machinery and apparatus n.e.c      x  

32- Radio, television and communication equipment 
and apparatus 

   x    

33- Medical, precision and optical instruments, 
watches and clocks 

x       

35- other transport equipment x X x x x  X 

73- Research and development services      x  

74- Other business services x X x x x  X 

93- Other services    x    

                                                                                                                                                                  
consumption, i.e. the part we are interested in, and final use (consumption, gross capital formation, exports). After 
balancing supply and use table also form the basis for deriving symmetric input-output tables by applying certain 
assumptions to the relationships between inputs (use) and output (supply). 

See http://epp.eurostat.ec.europa.eu/portal/page/portal/esa95_supply_use_input_tables/introduction 
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Source: Our estimate on Eurostat data 

 
 
 

Table 7 – Economic activities affected by the reduction of military production in sector 35 
“Manufacture of other transport equipment” 

 
NACE Rev 1.1  Activities:  France Germany Italy Netherlands Spain Sweden UK 
24- Chemicals, chemical products and man-
made fibres 

   x    

25- Rubber and plastic product  x  x    

27- Basic metals      x  

28- Fabricated metal products, except 
machinery and equipment 

 x  x  x  

31- Electrical machinery and apparatus n.e.c  x    x  

34- Motor vehicles, trailers and semi-trailers x x x x x  X 

50-Trade, maintenance and repair services of 
motor vehicles and motorcycles; retail sale of 
automotive fuel 

   x    

51- Wholesale trade and commission trade 
services, except of motor vehicles and 
motorcycles 

  x     

60- Land transport; transport via pipeline 
services 

      X 

63- Supporting and auxiliary transport 
services; travel agency services 

      X 

65- Financial and intermediation services, 
except insurance and pension funding services 

 x      

70- Real estate services  x x x x   

71- Renting services of machinery and 
equipment without operator and of personal 
and household goods 

  x     

72- Computer and related services       X 

73- Research and development services      x  

74- Other business services x x x x x  X 

Source: Our estimate on Eurostat data 
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1.5.2. The impact on unemployment 

 

It is possible to estimate the overall impact on the unemployment level of a country by applying the 

well-known relation existing between GDP growth and unemployment, also known as the “Okun’s 

law”.  

Part of the enduring success of the Okun’s law is its simplicity, following the fact that it only 

involves two macroeconomic variables: GDP and unemployment. Moreover, so far the relationship 

appears to find empirical support. Okun’s law is indeed a statistical relationship rather than a 

structural feature of the economy. The evidence suggests that estimated coefficient varied 

considerably over time and over business cycle; nevertheless it can still be useful as forecasting 

tool, provided that one takes its instability into account. 

Our sample consists of 28 years data for the seven European big spenders. To correct for main 

problems arising from the above mentioned simple Okun’s equation, we have performed the so-

called “dynamic version” by introducing two-period lagged variables for both GDP and 

unemployment data13 and by running both longitudinal data regression (using fixed-effect for each 

country) and OLS country-specific regression. More specifically we have used the following 

formula: 

 

Change in unemployment rate (t) = β0 + β1 GDP growth (t) + 

β2 GDP growth (t-1) + 

β3 change in unemployment rate (t-1) +  

β4 change in unemployment rate (t-2) + ε 

 

Our results are in line with those presented by Schnabel (2002) where the Author provides a 

comprehensive revision of main results of Okun’s coefficient estimates. Our coefficients range from 

-0.10 (Italy) to -0.89 (Spain) depending on how responsive is the labour market to the business 

cycle. 

 
 
 
 

                                                 
13 Following E.S. Knotek’s approach proposed in “How useful is Okun's Law”, Economic Review,. Federal Reserve 
Bank of Kansas City, fourth quarter 2007, pp. 75–103. 
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Table 8 – Unemployment rate in 2010 and the effects of a 5% military expenditure reduction 

 

 Unemployment  
Unemployment  

reduced 
Gap 

Unemployed persons due 
to the GDP reduction 

France 10.344 10.358 0.014 3 975 
Germany 10.779 10.782 0.003 1 344 
Italy 10.5 10.501 0.001 332 
Netherlands 5.031 5.036 0.005 450 
Spain 19.3 19.319 0.019 4 463 
Sweden 9.567 9.584 0.017 836 
United Kingdom 9.182 9.193 0.011 3 431 

Source: Our estimate on IMF and Eurostat data 

 
 

Along with a reduction in GDP, a 5% cut in military expenditure would generate unemployment in 

the short-run, and it ranges from 332 persons in Italy to 4 463 in Spain (Table 8). These results, 

estimated through a macroeconomic approach, are nevertheless consistent with the differences in 

national labour markets highlighted by the recent economic crisis.   

 

 

1.5.3. The impact on Research & Development 

 

The 5% reduction in military expenditure affects R&D activity according to its weight relative to 

the other elements of the expenditure to cut. By assessing the share of military expenditure devoted 

to R&D - and excluding R&T (according to the formula in par. 3 supra) among the seven countries 

of our sample - France, United Kingdom and Germany would be affected most. 

The forecasted reduction in R&D is emphasised in France and United Kingdom by the significant 

share of government appropriations or outlays on R&D14 (GBAORD) for defence, respectively 

26.8% and 28.3% (Table 9). That means that a reduction in R&D which excludes R&T (the 

component of R&D which is more likely to produce civil spillovers) would be irrelevant in 

Germany, where only 6.2% of GBAORD is for defence R&D and 93.8% is for civil R&D: the 

                                                 
14 Data on government appropriations or outlays on R&D (GBAORD) refer to budget provisions, not to actual 
expenditure, i.e. GBAORD measures government support for R&D using data collected from budgets. GBAORD are a 
way of measuring government support to R&D activities. GBAORD is broken down into 13 main socioeconomic 
objectives according to the purpose of the R&D programme or project, one of these objectives is defence.  
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overall German R&D would therefore be substantially unaffected by the reduction in military 

expenditure proposed. 

 
 

Table 9 – Percentage of Military expenditure devoted to R&D-R&T and percentage of 
GBAORD for defence (weighted average 2005-2007) 

 
 R&D - R&T GBAORD 
France 15.91 26.8 
Germany 10.30 6.2 
Italy 5.48 2.1 
Netherlands 0.32 2.1 
Spain 3.00 14.8 
Sweden 4.81 16.7 
United Kingdom 11.48 28.3 

Sources: Our estimate on EDA data, Eurostat  

 

 

1.5.4. The impact on fiscal revenues 

 

A reduction of the GDP after a 5% cut in military expenditure means lower amount of fiscal 

revenues for Member States. By applying a tax rate estimated according to a weighted average for 

three years between 2005 and 2007, we forecast the reduction of fiscal revenues in 2010 after the 

cut in military expenditure. French and British governments are going to forgo respectively 244 and 

176 millions euro in 2010 fiscal year.  

 
 

Table 10 – Total tax receipts (percentage of GDP) and forecasted reduction of 2010 fiscal 
revenues (millions euro) 

 

 Tax receipt Fiscal revenues after reduction 

France 27.40 -243.9 
Germany 23.67 -75.7 
Italy 29.48 -59.0 
Netherlands 25.13 -41.5 
Spain 24.98 -57.5 
Sweden 36.43 -45.9 
United Kingdom 29.80 -175.8 

Source: Eurostat, our estimate on EDA and Eurostat data  
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2. The microeconomic analysis 

 

This section follows a top-down methodology. The first part in fact introduces the strategic profile 

of Defence & Aerospace (D&A), to which the military expenditure – as described in Section 1 – 

belongs. We start by defining the industry and examining its growth opportunities. We then expose 

the methodology used to select the companies operating in D&A, and the reasons for which we 

have chosen the European market as our major research focus.  

We also explain the rationale of the sample selection and the criteria adopted in the sample 

composition. The financial analysis will be carried out with a four stage-plan; its main purpose is to 

qualify and quantify the economic and financial performance of defence companies. The third and 

final part will simulate the impact of the reduction of military expenditures on key performance 

measures of European defence companies. 

 

 

2.1. D&A: definitional aspects 

 

The global D&A market is composed of companies that develop, manufacture, and sell on a global 

basis both civil and military aircrafts, satellites, jet engines and military weapons and others 

components for the military industry. Companies belonging to this sector provide specialized 

services to defence departments and ministries. The industry covers the whole supply chain, from 

small parts producers to the largest aerospace and defence manufacturers and systems integrators. 

But the identification of D&A market boundaries requires a level of detail that makes defence 

definition difficult to limit. Problems in defining defence industry include the ownership and the 

location of firms, other non-weapon items supplied to the armed forces and whether national 

defence ministries are the only customers for arms industry. Therefore the defence industry is not a 

homogeneous single unit and different definitions could be adopted. In Section 2.4 a possible 

definition of European D&A market. 
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2.2. D&A: global industry trends 

 

The global defence industry has been experiencing substantial growth over the last few years. 

Therefore, it is gradually becoming a key player of the economic structure of the most powerful 

nations in the world. The defence industry differs from other industries essentially for the nature of 

its products and its implications for national security. It has traditionally been a nationally based 

industry in which the role of the State as client, guarantor and regulator is very common. After the 

Second World War and the end of Cold War the demand decline for military equipment, linked to 

the constantly growing research costs and development requirements of major weapon systems, 

have reinforced economic pressure to concentrate and internationalize arms production activities. 

Today defence industries are de facto obliged to follow the logic of the free market economy. 

An important characteristic of D&A market is that it is furthermore dominated by large 

multinationals that are highly diversified in terms of products manufacture and geographical 

presence. If, on the one hand, the rising perceived threat of global terrorism has made the defence 

segment the most lucrative one, with a steadily increasing market growth, on the other hand, the 

procurement strategies based on few big contracts won after public bidding, make competition 

intense and usually force companies to use innovation and new technology to differentiate their 

services. This behaviour can also lower the price competition among firms. 

 

 

2.2.1. Trend factors in the D&A Industry 

 

BUDGET AVAILABILITY – Arms demand is a function of security preferences, national income, 

and price of arms as well as price of complementary and substitute goods15. Besides, recent studies 

show that there is a positive significant correlation between the perception of the risk of terrorism in 

a country and arms spending, as it happens in action-reaction models: the more the terroristic threat 

is perceived, the more the country invests in defence systems protecting from that specific risk, and 

thus the more important the role of the defence industry in the development of products able to cope 

with those risks becomes. 

                                                 
15 Brauer, 2007 
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The trend of the defence spending allocation becomes not only a benchmark but also the main 

element to which the overall D&A industry has to pay attention. US military expenditure has been 

high after September 200116, even more than in World War II. This extraordinary growth rate is 

expected to smooth out in the coming years, stabilizing at 4-6% per year globally17. Outside US, 

defence spending has not grown considerably. However, some analysts expect that spending on new 

weapons platforms and systems will increase, particularly in the Middle East and South and 

Southeast Asia. 

MILITARY OUTSOURCING – The influencing role of governmental institutions might decrease in 

the future if the recent trend of military outsourcing keeps expanding. Military outsourcing involves 

private firms bidding for work previously undertaken “in-house” by the Departments of Defence. 

Hartley expects that “traditional armed forces monopolies [will be] subjected to competition allowing 

procurement agencies to improve technical and allocative efficiency through re-contracting for different 

levels of service” 18. In addition, it is important to observe that, on the one hand, private firms offer 

high-powered incentives, benefits of cost savings, risk transfer from public to private sectors, and 

incentives to be innovative, but they do have to pay larger transactional costs. On the other hand, 

long-term contracts, once awarded by private contractors, who lack of that trust, commitment, and 

partnership between buyer and supplier, may encourage them to economize or even default on those 

parts of the contract that are difficult to specify. This explains why this trend is much more 

controversial nowadays. 

MERGER AND ACQUISITION ACTIVITY – The need of competing on a global basis forces 

companies to integrate and become big conglomerate players. Furthermore, the attractiveness of the 

US market strongly pushes companies to expand their business in that country, through mergers or 

acquisitions. In fact, the consistent US military expenditure and the resulting increase in military 

contracts from the US Government justify this trend. However, a strict regulation has prevented 

many enterprises from entering that market successfully, hence allowing only UK companies, 

because of their long-term military-industrial relationship with USA, to sign multibillion 

transatlantic contracts and acquire US national players19. Conversely, acquisitions within the US 

                                                 
16 Since 2001 US military expenditure has increased by 59% in real terms, principally because of massive spending on 
military operations in Afghanistan and Iraq, but also because of increases in the “base” defence budget. By 2007, US 
spending were higher than at any time since World War II (SIPRI, 2008). 

17 Moody's, 2007. 

18 Hartley, 2007, p. 1169. 

19 The biggest consolidation activity of 2007, with a deal value of $4.800 million, was related to the acquisition of 
Smiths Aerospace (UK) by General Electric (US). The second most valuable acquisition (deal value $4.532 million) 



 24 

occur in those expanding sectors, “where the large bulk of new contracts are to be won. Such targets 

include companies specializing in communications and IT20” 

Questioned about what to expect, Richard Tortoriello, S&P analyst, answers that M&A may 

increase in the next two-three years. “With the recent decline in the stock market – as he puts it – a large 

number of commercial aerospace and defence companies were selling at single-digit multiples of EBITDA 

(earnings before interest, taxes, depreciation, and amortization) as of December 2008. Some of the more 

conservative companies in these industries seek to acquire targets at 5X to 8X EBITDA (or sometimes of 

EBIT, which includes depreciation and amortization). A recent screen of aerospace and defence companies 

revealed that a large number of them are selling below 8X EBITDA. Companies with a lot of cash and 

financial flexibility should be in a good position to buy less well-capitalized peers. The decline in price 

among public companies, especially if it is prolonged, should also bring down private company market 

values21”  

 

 

2.2.2. Global market overview 

 

The D&A industry is a multibillion dollar business, whose market has grown 9.8% in 2008 reaching 

a total value of $674.6 billion22. Its compound annual growth rate (CAGR) for the period 2004-

2008 has been 5.4%. More specifically, US and European CAGR rate were respectively 2% and 

9%. Growth is expected to run off the past fluctuating rates and, thus, to become slightly steadier.  

In 2008, the defence Exemplary Performance Medal (EPM) segment was the most profitable one 

with revenues equivalent to the 69.5% of the market’s overall value. In fact, it generated about 

$469.2 billion. The civil aerospace itself generated the remaining 30.5%. Segmenting by regions, 

we can easily understand the reasons underlying the considerable interest in the US market of the 

main corporations, since this market accounted for the 49.8% of the total revenues in 2008.  

The arms spending of U.S. government in 2007 was $572 billion. The level of military spending has 

risen dramatically since 2001, with the increases beginning even before the dramatic events of 

September 2001. Military spending has risen at an annual average rate of 10 percent from 2000 to 

                                                                                                                                                                  
was the one of BAE Systems (UK) that acquired Armor Holdings (US). Besides, the Meggitt (UK) acquired the US 
publicly listed K&F Industries for $1.300 million. 

20 SIPRI, 2008 

21 Tortoriello, 2009 

22 Datamonitor, Global Aerospace & Defence, 2008. 
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2006, basically the years of the Bush presidency. By contrast, the overall U.S. economy grew at an 

average annual rate of 2.7 percent. As a share of GDP, the military budget thus rose from 3.0 to 4.4 

percent of GDP during this period. At the current size of the economy, a difference between a 

military budget at 4.4 rather than 3.0 percent of GDP amounts to roughly $134 billion. 

Based on statistics provided by Defence News, a weekly publication covering the global military 

sector, the 100 largest global defence contractors generated defence-related revenues of $347 billion 

in 2007, up from $314 billion in 2006. Although the business comprises more than 100 investor- 

and government-owned military contractors and suppliers worldwide, it is dominated by few 

companies.  

Market concentration has increased following the consolidation trend of the defence industry in the 

United States in the early to mid-1990s and in Europe in the late 1990s. As shown in Table 11, the 

world’s largest defence contractors in 2007 are Lockheed Martin (defence revenues of $38.5 

billion), Boeing ($32.1 billion), Britain’s BAE Systems ($29.8 billion), Northrop Grumman ($24.6 

billion), General Dynamics ($21.5 billion), and Raytheon ($19.8 billion). 
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Table 11 - Leading Global Defence Contractors 

(ranked by Defence Revenues, in millions of dollars) 

 

   2007 REVENUES  

Rank           Company Nation Defence  Total  
Defence as % 

of Total 
1 Lockheed Martin US $ 38.513 ml. $ 41.862 ml. 92.0 % 

2 Boeing US $ 32.080 ml. $ 66.387 ml. 48.3 % 

3 BAE Systems UK $ 29.800 ml. $ 31.400 ml. 94.9 % 

4 Northrop Grumman US $ 24.597 ml. $ 32.018 ml. 76.8 % 

5 General Dynamics US $ 21.520 ml. $ 27.240 ml. 79.0 % 

6 Raytheon US $ 19.800 ml. $ 21.300 ml. 93.0 % 

7 EADS Neth-Ger-Fr-Sp $ 12.239 ml. $ 57.600 ml. 21.2 % 

8 L-3 Communications US $ 11.240 ml. $ 13.961 ml. 80.5 % 

9 Finmeccanica Italy $ 10.602 ml. $ 19.779 ml. 53.6 % 

10 United Technologies US $ 8.761 ml. $ 54.759 ml. 16.0 % 

11 Thales France $ 7.246 ml. $ 18.116 ml. 40.0 % 

12 SAIC US $ 6.511 ml. $ 8.935 ml. 72.9 % 

13 KBR US $ 5.967 ml. $ 8.745 ml. 68.2 % 

14 Honeywell US $ 5.000 ml. $ 34.600 ml. 14.5 % 

15 General Electric US $ 4.500 ml. $ 16.800 ml. 26.8 % 

16 Rolls-Royce UK $ 4.393 ml. $ 14.840 ml. 29.6 % 

17 ITT US $ 4.200 ml. $ 9.000 ml. 46.7 % 

18 DCNS France $ 4.155 ml. $ 4.155 ml. 100.0 % 

19 Computer Sciences US $ 3.600 ml. $ 14.855 ml. 24.2 % 

20 Saab Sweden $ 3.235 ml. $ 3.594 ml. 90.0 % 

 

Source: Defence News 

 

 

2.2.3. European market overview 
 
 

The European D&A market has experienced volatile growth rate throughout the 2004-2008 period. 

According to various analysts, the market is expected to reach a steady growth rate toward 2013. It 
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has generated total revenues of around 190-200 billion € in 2008, with the biggest ten companies 

accounting for about 60%.  

From 2004 to 2008, the compound annual growth rate (CAGR) has been between 9 and 10%. The 

defence segment has been the most important in 2008, with total revenues of € 130 billion, 

equivalent to 63% of the market's overall value.  

The current military expenditure in Europe in 2007 amounted to € 400 billion. In real-term (net of 

inflation) the increase over the previous period is 3%23. The market performance is expected to 

decelerate, and the forecasts CAGR for the five-year period 2008-2013 is 5.6%, which should drive 

the market to a value of € 260 billion by the end of 201324.  

Competition inside defence sector has increased considerably during the last 10 years, in all the 

segments of the industry25. The D&A market has showed a concentration tendency, and an 

increasing trend toward cross-border integration of national arms companies.  

M&A activity has also increased robustly. European defence market has indeed completely changed 

its structure since 2001. This is essentially due to: 

1. the creation of new companies whose core business was the defence itself; 

2. the mergers among different companies or single business units, mainly through joint 

ventures (Agusta Westland, Astrium, MBDA); 

3. the mergers among companies located in different countries. 

As a combined result of these trends, the European industry in 2007 showed good growth 

opportunities, led by significant technologies, programs, and products portfolio. 

 

2.3. D&A: key strategic and financial elements 

 

The market of D&A is characterized by a series of distinctive elements: 

1. GLOBAL SCOPE – Companies in the defence market today compete globally. Both in the 

civilian aerospace and in the defence segment, only few equipment providers serve 

                                                 
23 SIPRI, 2008 

24 DATAMONITOR, December 2008. 

25 In the helicopter division, the American companies like Boeing and Honeywell are increasing their market share 
quickly. The defense segment faces strong competition primarily from Lockheed Martin, Northrop Grumman and 
Raytheon. The European companies such as BAE Systems and EADS continue to increase their market by 
strengthening their North American operations and partnering with US defense companies. Additionally, consolidation 
among the US aerospace companies has reduced the number of principal contractors for the Department of Defence and 
NASA. As a result, competition has intensified, which may affect the EU companies’ business in the near future 
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exclusively the domestic market. Indeed, it is known that physical infrastructure of the 

production process is global by nature. On the defence perspective, competitiveness is 

measured on national basis as well as on a worldwide one.  

2. KEY ROLE OF TECHNOLOGY – The need of high technology for the defence industry is 

reflected on technology-centric processes and products, which are multiple, differentiated, 

not standardized, and produced on demand. The focus on R&D reflects a distinctive aspect 

of this sector. If R&D globally increases, it probably means that the nation is improving its 

national security through using technology and quality rather than increasing the quantity of 

arms.  

3. HIGHLY CYCLICAL DEMAND – Specific conflicts or broader perceived needs, such as in 

the case of the War on Terror, drive the increase of the defence spending. On the other hand, 

long production cycles interesting, for instance, the commercial aircrafts make orders more 

volatile than deliveries. Over the last 40 years, large commercial aircrafts orders and 

deliveries have shown a dramatic cyclical pattern of about ten years, driven by the global 

economy, the price of air travel, and event risk26.  

4. LONG BUSINESS CYCLE – Two elements increase the average length the process and the 

products of this industry. First, the complexity of the outputs makes them usually require 

long years to be produced. This means that each firm has to focus its production on few big 

contracts at a time, as well as its investments in R&D require a long time in order to be 

successfully completed. In addition to that, most A&D products can be used for 25-40 years 

or even longer. Second, the complexity of the contracting process with the suppliers, 

together with the intricate certification fulfilment required by the governments, make uneasy 

and risky to switch from one supplier to another. These two factors increase cash flow 

“annuity” for most D&A products, which in turn strongly contributes to the increase of 

competition in the industry.  

 

 

 

 

 

                                                 
26 Moody's, 2007 
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Figure 4 - Unit costs and time-trends 

 
Source: K. Hartley 

  

5. LONG CASH FLOW CYCLE27 – Defence contractors' cash needs are generally funded by 

the government. More specifically, R&D funding for all major defence programs is provided 

by government purchasers. Capital investments undertaken by defence contractors are 

usually limited, with major production facilities often owned by the government or leased. 

Products with long production processes are funded through progress payments, which help 

mitigating working capital investment needs. The demand of cash is for financing short term 

working capital needs, which sometimes can be rather remarkable given the size of 

contractors. 

6. WORKING CAPITAL FLUCTUATIONS – Working capital in D&A companies is frequently 

negative either because of the pre-delivery deposits and progress payments required from 

purchasers or because of the complete prepayments due in case of public bidding. Only 

smaller companies are subject to higher working capital needs because of delayed payments 

from major clients and/or increases in raw materials and work in progress due to sudden 

large changes in the production schedules. 

 

                                                 
27 Analyzing the Global Aerospace and Defence Industry,  Aruvian Research, August  2008. 
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2.4. Research sample and methodology 

 
The analysis made in this paper uses the annual reports of defence companies as the major 

information source. This choice has affected the sample composition because we have experienced 

insurmountable difficulties in collecting the data for companies located in major arm producing 

countries, like Russia and China. We have thus decided to focus our attention exclusively on 

Western Europe and, more specifically, on producers operating in the European Union. We have 

not considered United States, because of the high number of studies already available for this area 

and the growing need of increasing the knowledge regarding Europe, the second most important 

geographical area in terms of arms production.  

The research sample construction has been initially led by the analysis of the concentration ratios. 

As it can be observed in Table 12, almost 81% of total sales (74% of arm sales) are represented by 

the first 20 largest companies globally operating in the defence market. Assuming the European 

market’s features quite representative of the global one, we then focused our study on the first 20 

companies working in Western Europe, due to the fact that they can adequately represent the 

defence market for this geographical area.  

 

 

Table 12 - Global market concentration ratios 
 

 Arm sales Total sales 

 1990 1995 2000 2005 1990 1995 2000 2005 

5 largest companies 22 28 41 43 33 34 43 45 

10 largest companies 37 42 57 62 51 52 61 62 

15 largest companies 48 53 65 69 61 64 71 73 

20 largest companies 57 61 70 74 69 72 79 81 

 
Source: SIPRI 
 
 

Within this group, the analysis was first performed examining the values of their turnover, and 

subsequently the degree of their market capitalization. In order to homogenize the analysis, we have 

not considered the first step, having decided to focus the analysis exclusively on listed companies. 

Even considering these assumptions, our sample covers at least 62% of the defence market.  

The research covers a period of 5 years from 2004 to 2008 (there are only two exceptions, Safran 

and QinetiQ, for which the annual reports of 2004 is not available on their website). 
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Our first sample therefore comprised the first 20 European defence companies, as shown in Table 

13, ranked by the total turnover.  

 

 

Table 13 - First 20 companies in the EU market, ranked by turnover 2008 
 
 

Rank                    
(by Turnover) Company Nation Market Cap (June 2008) Turnover (2008) 

1 ThyssenKrupp Germany € 10.300 ml. € 53.426 ml. 

2 EADS Neth-Ger-Fr-Sp € 9.440 ml. € 43.265 ml. 

3 BAE Systems UK € 12.152 ml. € 17.124 ml. 

4 Finmeccanica Italy € 5.760 ml. € 15.037 ml. 

5 Thales France € 6.470 ml. € 12.664 ml. 

6 SAFRAN France € 3.740 ml. € 10.281 ml. 

7 Rolls-Royce UK € 6.132 ml. € 9.329 ml. 

8 DCNS France Non listed € 8.300 ml. 

9 Eurocopter France Parent Company (PC): EADS € 4.500 ml. 

10 Rheinmetall Germany € 1.070 ml. € 3.869 ml. 

11 Dassault Aviation France € 3.890 ml. € 3.756 ml. 

12 CEA* France Non listed € 3.100 ml. 

13 Agusta Westland Italy PC: Finmeccanica. € 3.035 ml. 

14 MBDA Fr-UK-Ita-Ger BAE, EADS, Finm. ° € 2.700 ml. 

15 Smiths Group UK € 2.897 ml. € 2.437 ml. 

16 Alenia Aeronautica Italy PC: Finmeccanica. € 2.300 ml. 

17 Saab Sweden € 597 ml. € 2.169 ml. 

18 Selex Sensors Italy PC: Finmeccanica. € 1.755 ml. 

19 QinetiQ UK € 1.019 ml. € 1.403 ml. 

20 MBDA France France PC: MBDA € 1.000 ml. 

Note:  * referred to financial year 2007  

° BAE (37,5%), EADS (37,5%), Finmeccanica (25%) 

Market capitalization: as of June, 10th 2009   

             

 

Our final sample includes the first 10 listed companies ranked by market capitalization, as of June 

10th 2009. The list of companies can be found in Table 14. As it can be observed from Table 13, 

two companies are not listed on a stock exchange: DCNS and CEA. Additional 8 companies have 

been excluded from the list of the “First 10 companies in the EU market” because: 
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1. six companies are subsidiaries of bigger industrial groups. Their financial statements are 

thus included in the consolidated balance sheet of the holding companies (Finmeccanica 

includes in its consolidated balance sheet Agusta Westland, Alenia Aeronautica, Selex 

Sensors and a 25% stake in MBDA; BAE Systems includes an interest of 37,5% in 

MBDA; EADS, instead, is parent company of Eurocopter and has a participation of  37,5 

% in MBDA). Considering the subsidiary and the holding company would have been 

double-counting; 

2. two companies have a relatively small proportion of the annual turnover represented by 

arm's production. We have decided to exclude companies for which this percentage is less 

than 5% (e.g. ThyssenKrupp). Similarly, Smiths Group has sold Smith Aerospace (the 

D&A division) to General Electric in 2007. As a consequence, its relative weight – within 

the GE group – has become lower than 5%.  

The final result is shown in Table 14, reported below. 

 

 
Table 14 - First 10 companies in the EU market, ranked by market cap (June, 10th 2009) 

 

Rank                    
(by Market Cap) Company Nation Market Cap (June 2008) Turnover (2008) 

1 BAE Systems UK € 12.152 ml. € 17.124 ml. 

2 EADS Neth-Ger-Fr-Sp € 9.440 ml. € 43.265 ml. 

3 Thales France € 6.470 ml. € 12.664 ml. 

4 Rolls-Royce UK € 6.132 ml. € 9.329 ml. 

5 Finmeccanica Italy € 5.760 ml. € 15.037 ml. 

6 Dassault Aviation France € 3.890 ml. € 3.756 ml. 

7 SAFRAN France € 3.740 ml. € 10.281 ml. 

8 Rheinmetall Germany € 1.070 ml. € 3.869 ml. 

9 QinetiQ UK € 1.019 ml. € 1.403 ml. 

10 Saab Sweden € 597 ml. € 2.169 ml. 
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2.5. Descriptive Statistics 

Focusing on the European market, according to the reasons exposed in the previous paragraphs, it 

can be easily observed in Table 14 that countries represented by the first 10 largest companies 

operating in the EU are: UK and France (with 3 companies each), Italy, Germany, Spain, 

Netherlands and Sweden (each with 1 company). This means that just few countries play the 

leading role in the domestic market, as single company. 

 

2.5.1. Market capitalization and total turnover 

The average market capitalization as of June 10th 2009 is around €50.2 bn. BAE Systems is the 

biggest company, with €12.1 bn. of market value, while Saab is the smallest one, with only €597 

ml. Making a comparison between the biggest company operating in the European Market in terms 

of the percentage of defence revenues (BAE Systems28) with the largest company on a global level 

(Lockheed Martin Corporation29, the American Defence contractor) it is possible to highlight the 

following difference: Lockheed Martin capitalization and the total turnover are almost twice that of 

BAE Systems in 2008.  

 

Table 15 - Comparison between BAE Systems and Lockheed Martin  

 BAE Systems Lockheed Martin 

Market Cap 
(as of June 10th 2009) € 12.152 ml. ° € 22.940 ml. *  

Total Turnover 
(fiscal year 2008) 

€ 17.124 ml.°° € 30.317 ml.**  

Note: 

° using Exchange rate £/€ (as of June 10th 2009) 1.157 

* using Exchange rate $/€ (as of June 10th 2009) 0.716 

°° using Exchange rate £/€ (end of year) 1.027 

** using Exchange rate $/€ (end of year) 0.709 

             

 

                                                 
28 BAE Systems is a global contractor and systems integrator for the A&D market. The company designs, manufactures 
and supports military aircrafts, surface ships, submarines, space systems, radars, avionics, C4ISR (command, control, 
communications, computers, intelligence, surveillance and reconnaissance) systems, electronic systems and guided 
weapon systems. 
29 Lockheed Martin Corporation is a leading global security company located in Maryland, mainly engaged in the 
research, design, development, manufacture, integration, and sustainment of advanced technology systems and products 
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In order to give a complete overview about the size of the European defence market, it can be 

important to compare the market cap of the 10 largest companies (Table 14) and the GDP of the 

European Union (considering the 15 Euro countries). This analysis is particularly relevant if 

compared to other geographical areas, as for example the United States of America. Table 16 and 

17 show the results. 

 

Table 16 - Market Capitalization, Total turnover and GDP of EU and US defence companies 

 First 10 EU companies First 10 US companies30 

(A) Market Cap  (as of June 10th 2009) € 50.270 ml € 218.451 ml. 

(B) Total Turnover  (fiscal year 2008) € 118.898 ml. € 341.226 ml. 

(C) EU-15 GDP (at market prices) € 11.521.329 ml. € 9.698.531ml. 

(A) / (C) 0.4% 2.2% 

(A) / (B) 42.3% 64.0% 

 

 

Table 17 – Market capitalization as a % of the GDP of EU-15 

 

                                                 
30 The selection of first 10 U.S. companies for market capitalization is the following: 

- Lockheed Martin    - Boeing 
- Northrop Grumman    - Raytheon  
- L-3 Communications   - United Technologies  
- General Electric   -KBR 
- Honeywell     - Computer Sciences  

Company  Nation Market Cap (ml. €) 
EU-15 GDP 2008 

(€ 11.521.329 ml ) 
BAE Systems UK € 12.152 0.11% 

EADS Netherlands € 9.440 0.08% 

Thales France € 6.470 0.06% 

Rolls-Royce UK € 6.132 0.05% 

Finmeccanica Italy € 5.760 0.05% 

Dassault Aviation France € 3.890 0.03% 

SAFRAN France € 3.740 0.03% 

Rheinmetall Germany € 1.070 0.01% 

QinetiQ UK € 1.019 0.01% 

Saab Sweden € 597 0.01% 

TOTAL  € 50.270 0.44% 
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The weight of European companies on EU15 GDP is only 0.44%, five times smaller than the 

equivalent calculation for U.S. companies (2.2% - see Table 16). This result provides additional 

support to the hypothesis that American defence market is definitely much bigger than the 

European. The strong market importance of American companies is clear by noting that General 

Electric is eight times bigger than BAE Systems (the first European company). A similar result is 

obtained with the comparison of General Electric with EADS. 

  

 

Table 18 – GE, BAE and EADS – Market capitalization and turnover 
 

 Market Cap Turnover 

USA 
General Electric  

€ 94.268 ml. * 

General Electric  

€ 130.677 ml. * 

EUROPE 
BAE System   

€ 12.152 ml. ° 

EADS  

€ 43.265 ml. 

% 8:1 3:1 

 

NOTE 

* using Exchange rate $/€ (as of June 10th 2009) 0,716 

° using Exchange rate £/€ (as of June 10th 2009) 1,157 

             

 

Shifting the attention on the turnover of European companies, we observe that the average value31 is 

around 11.9 bn € in 2008, up from 11.1 bn. € in 2006 and 10 bn. € in 2004.  

In order to verify the importance of the defence industry in Europe, it can be useful to compare the 

total values of the first 10 companies with the total EU-15 countries GDP, over the entire period of 

the analysis (2004-2008).  

 

 

 

 

 

 

 

                                                 
31 With some assumption for fiscal year 2004, for Safran and QinetiQ 
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Table 19 - Comparative Analysis: Turnover/GDP 
 

 Europe – Turnover (first 10) EU-15 GDP32 Turnover/GDP 
2008 € 118.898 ml. € 11.521.329 ml. 1.03% 

2007 € 116.793 ml. € 11.488.225 ml. 1.02% 

2006 € 111.532 ml. € 10.928.697 ml. 1.02% 

2005 € 99.911 ml. € 10.397.478 ml. 0.96% 

2004 € 80.614 ml. € 10.029.707 ml. 0.80% 

 USA – Turnover (first 10) US GDP33 Turnover/GDP 

2008 € 341.226 ml. € 9.698.531ml. 3.51% 

 

The weight of these 10 companies accounts on average for almost 0.96%34 of EU-15 GDP. The 

equivalent calculation for the American market gives a 3.51% result (in 2008). This evidence 

further reinforces some the previous conclusion, according to which in USA the defence market is 

much bigger – and it is worth more – than in Europe. 

 

2.6. Financial Analysis 
 
The financial analysis we have carried out in this part of the paper is based on a 4 stage plan, 

articulated as follows: 

 

  

 

                                                 
32  European Central Bank  
33 European Central Bank 
34 Average value for the period 2004-2008 

STEP1)  Sales trend and margin analysis 

STEP 2) Investment policy: Working capital, fixed assets and R&D 

STEP 3)       Financing activity 

STEP 4)  Return on capital employed and value creation 
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Step 1) Sales trend and margin analysis 

 

The first step involves the analysis of sales and EBITDA (Earnings Before Interest Taxes 

Depreciation and Amortization). Sales trend is represented by the turnover growth: the total 

division’s financial performance during 2004-2008 has worsened over time. As it can be observed 

in Table 20, the aggregate value of the turnover growth is around 23.9% for 2005, compared to 

1.80% in 2008. The CAGR (Compounded Annual Growth Rate) is 10.20%.  

The EBITDA growth analysis also shows a controversial trend.  From  a value of 12.69% for 2005 

we move to a negative 16.55% in 2006, wihile turning positive again in 2007 and 2008. Table 20 

provides the aggregate evidence of the sample while Table 21 reports the corresponding average 

values. 

EBITDA margin= 
 

 EBITDA 
 Turnover 

   

ROS (operating profit margin)=   
 

 EBIT 
 Turnover 

 
 

Table 20 - Turnover and EBITDA - Aggregate Values 
 
 Turnover (ml. €) Turnover growth CAGR 2004-2008 (%) 

2008 € 118.898 1.80% 10.20% 

2007 € 116.793 4.72%  

2006 € 111.532 11.63%  

2005 € 99.911 23.94%  

2004 € 80.614 -  

 EBITDA (ml €) EBITDA growth (%) EBITDA margin 

2008 € 13.573 28.14% 11.42% 

2007 € 10.592 10.64% 9.07% 

2006 € 9.574 -16.55% 8.58% 

2005 € 11.472 12.69% 11.48% 

2004 € 10.180 - 12.63% 

 EBIT (ml. €) EBIT growth (%) ROS 

2008 € 8.777 56.60% 7.38% 

2007 € 5.605 9.03% 4.80% 

2006 € 5.141 -28.98% 4.61% 

2005 € 7.238 20.11% 7.24% 

2004 € 6.026 - 7.48% 
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 Net Income (ml. €) Net Income growth Net Income / Sales 

2008 € 3.496 -9.84% 2.94% 

2007 € 3.878 -36.08% 3.32% 

2006 € 6.067 49.05% 5.44% 

2005 € 4.071 33.65% 4.07% 

2004 € 3.046 - 3.78% 

 
We have excluded Safran and QinetiQ in 2004, due to financial data not updated with the IAS-IFRS standards  

 
 

Table 21 - Turnover and EBITDA, Average values 
 

 Turnover (ml. €) Turnover growth CAGR 2004-2008 (%) 

2008 € 11.890 1.80% 4.22% 

2007 € 11.679 4.72%  

2006 € 11.153 11.63%  

2005 € 9.991 -0.85%  

2004 € 10.077 -  

 EBITDA (ml €) EBITDA growth (%) EBITDA margin 

2008 € 1.357 28.14% 11.42% 

2007 € 1.059 10.64% 9.07% 

2006 € 957 -16.55% 8.58% 

2005 € 1.147 -9.84% 11.48% 

2004 € 1.272 - 12.63% 

 EBIT (ml. €) EBIT growth (%) ROS 

2008 € 878 56.60% 7.38% 

2007 € 560 9.03% 4.80% 

2006 € 514 -28.98% 4.61% 

2005 € 724 -3.91% 7.24% 

2004 € 753 - 7.48% 

 Net Income (ml. €) Net Income growth Net Income / Sales 

2008 € 350 -9.84% 2.94% 

2007 € 388 -36.08% 3.32% 

2006 € 607 49.05% 5.44% 

2005 € 407 6.92% 4.07% 

2004 € 381 - 3.78% 

 
For 2004 we excluded Safran and QinetiQ, due to financial data not updated with the standards IAS-IFRS 
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The data of Table 20 and 21 are particularly useful when compared with similar data regarding 

other industries, as reported below (Table 22 and 23). 

 

 
Table 22 - EBITDA margin (% of sales) of leading European companies 

 
 

Sector 2004 2005 2006 2007 2008 
Oil & Gas 15% 17% 15% 15% 18% 

Chemical 13% 13% 12% 13% 13% 

Automobiles 11% 11% 10% 12% 11% 

Food & Beverage 11% 12% 12% 11% 12% 

Health Care 7% 10% 10% 11% 13% 

Retail 8% 8% 8% 7% 8% 

Media 16% 16% 15% 16% 17% 

Defence & Aerospace 11% 9% 9% 12% 13% 

Telecommunications 29% 26% 26% 30% 32% 

Utilities 22% 20% 22% 24% 22% 

Technology 9% 9% 10% 10% 12% 

Source: Infinancials 

 
Table 23 - Operating profit margin (% of sales) of leading European companies 

 
 

Sector 2004 2005 2006 2007 2008 
Oil & Gas 8% 11% 10% 8% 11% 

Chemical 7% 8% 7% 9% 9% 

Automobiles 6% 6% 6% 7% 7% 

Food & Beverage 6% 8% 7% 7% 8% 

Health Care 4% 5% 5% 5% 7% 

Retail 5% 5% 5% 5% 6% 

Media 8% 10% 10% 11% 12% 

Defence & Aerospace 7% 5% 5% 7% 8% 

Telecommunications 14% 13% 12% 16% 17% 

Utilities 12% 12% 17% 15% 13% 

Technology 4% 5% 6% 7% 8% 

Source: Infinancials 

 

The results show that the industry is characterized by average margins, and some cyclicality (as 

shown by the lower values of 2005 and 2006). 
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Step 2) Investment policy: working capital, fixed assets and R&D 

As already described in Section 1, R&D represents an important management issue for D&A. Table 

24 reports some evidence on the comparison between R&D and total sales, a well known ratio that 

provides useful information on the relative importance of research for a company. 

 
Table 24 - R&D expenses 

 

 TOTAL 
 R&D expenses R&D/Sales CAGR 2004-2008 R&D  / Sales (average) 

2008 € 8.524 ml. 7.17% 5.06% 8.09% 

2007 € 9.814 ml. 8.40%   

2006 € 8.730 ml. 7.83%   

2005 € 8.384 ml. 8.39%   

2004 € 6.997 ml. 8.68%   

 

For 2005, 2005 and 2006, Safran values have been excluded from the calculation since the data is 

not available. Also QinetiQ has been exlcuded in 2004, due to inconsistencies between the 

information of different years (due to the first application of International Financial Reporting 

Standards).  

As it can be observed from Table 24, the amount of R&D expenses annually invested is around 8%. 

This value, well above the average of other industries, is mainly driven by the intensive need of 

high technology processes and products, which are: multiple, differentiated, non-standardized and 

produced on demand. The investments in R&D differ substantially among the various companies 

included in the sample. Finmeccanica, whose core business is essentially the military industry, 

shows the bigger percentage of R&D (15%) of the sample. Conversely, other companies show a 

much lower attitude toward R&D investments (3 or 4%).  

Another interesting variable explaining the research efforts of defence companies is the number of 

patents and intellectual property registered annually. We have been able to obtain the data only for 

3 companies: BAE Systems, Thales and Safran. The average annual value of patents provided by 

these companies is around 270, a remarkable number. Moreover, the total amount of intellectual 

property as of June 2009 is 27.500 (for details, see Table 25). 
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Table 25 - Intellectual property 
 

 Intellectual property Cumulative Average for company Sector average 

2008* 1.000 27.505 333.33 about 273 

2007* 862 26.905  287.33  

2006* 772 26.043  257.33  

2005° 571 23.975 285.50  

2004°° 204 about 23.000 204.00  

Note:  * only for BAE, Thales & Safran   

° only for Thales & Safran    

°° only for Thales 

             

 

 

Concerning the investments in the operating working capital35, the starting point – already 

highlighted in the previous pages – is that defence companies generally have a negative working 

capital. This is essentially the result of pre-delivery deposits and progress payments required from 

purchasers, as well as of the complete prepayments due in case of public bidding. The average value 

for the first 10 companies is negative (€ 3.8 bn in 2008), representing an incidence on total sales 

between 22 and 35%. Table 26 shows some information concerning total and average value for the 

entire market (while additional information regarding single companies can be found in the 

appendix to this paper). 

 
 

Table 26 – Operating working capital 
   
 AVERAGE TOTAL Working Capital / Sales 

2008 -€ 3.896 ml. -€ 38.965 ml. -32.7% 

2007 -€ 4.121 ml. -€ 41.205 ml. -35.2% 

2006 -€ 2.988 ml. -€ 29.882 ml. -26.7% 

2005 -€ 2.974 ml. -€ 29.738 ml. -29.7% 

2004° -€ 2.169 ml. -€ 17.356 ml. -21.5% 

° excluded Safran and QinetiQ 
 

 

 

 

Finally, an important role is also played by the analysis of the capital employed, i.e. the sum of 

fixed asses and operating working capital, because it represents an important element for the 

calculation of the global profitability of a company (as represented by the Return on Capital 

                                                 
35 Operating working capital is given by: Account receivables + Inventories – Accounts payables and other operating 
liabilities. 
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Employed, ROCE, see infra). The results show that the average capital employed has increased 

from €4.4 to 5.2 bn, thus showing the relevant investment of the companies operating in the defence 

industry (and it represents an important entry barrier for the industry). 

 

 

Table 27 - Capital Employed 
 

   

 AVERAGE TOTAL ROCE 
2008 € 4.842 ml. € 48.421 ml. 13% 

2007 € 4.405 ml. € 44.052 ml. 9% 

2006 € 4.766 ml. € 47.664 ml. 8% 

2005 € 4.606 ml. € 46.055 ml. 11% 

2004° € 5.223 ml. € 41.786 ml. 10% 

° excluded Safran and QinetiQ 

 

Step 3) Financing activity 

The third step of the financial analysis plan consists in understanding how companies finance their 

growth: if using new equity capital or new financial debt, reinvesting cash flows generated 

internally from operating activities, and so on.  

The starting point is the analysis of the relative importance of financial debt (as compared to the 

equity and/or income items). To this regard, Table 28 provides the information regarding (1) the 

amount of total financial debt and net financial debt in absolute values and (2) their ratio with 

EBITDA and sales. 

 
Table 28 – Leverage ratios 

 

 TOTAL  Ratios 
 Financial Debt Net Debt  Net Debt/EBITDA Financial Debt/Sales 

2008 € 35.384 ml. € 6.669 ml.  49.1% 29.8% 

2007 € 26.590 ml. -€ 2.543 ml.  -24.0% 22.8% 

2006 € 33.384 ml. € 6.041 ml.  63.1% 29.9% 

2005 € 36.277 ml. € 9.628 ml.  83.9% 36.3% 

2004° € 30.904 ml. € 10.565 ml.  103.8% 38.3% 

° excluded Safran and QinetiQ 
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The Net Debt to EBITDA ratio (Net Debt being a company's interest-bearing liabilities minus cash 

or cash equivalents) is a very popular ratio used for measuring the real indebtness of a company. 

The data reported in the table show a volatile trend of this ratio which decreased from 103% in 2004 

to 49% in 2008, with a negative value in 2007 (-24%).  

 

Figure 5 - Net Debt/ EBITDA 
 

 

 

Firms leverage is also highly industry specific. Thus, it can be useful to compare the ratio of net 

debt to EBITDA to other industries (see Table 29). We can observe that – albeit the overall growth 

– the leverage of the D&A industry does not rank among the highest values of the table.   

 

Table 29 - Net Debt/EBITDA ratio for leading listed European companies 
 

Sector 2004 2005 2006 2007 2008 
Oil & Gas 70% 47% 56% 76% n.a. 

Chemical 108% 108% 126% 106% n.a. 

Automobiles 135% 133% 103% 154% n.a. 

Food & Beverage 162% 181% 189% 181% n.a. 

Health Care 77% 114% 94% 108% n.a. 

Retail 56% 105% 73% 117% n.a. 

Media 20% 48% 44% 125% n.a. 

Defence & Aerospace 103.7% 83.9% 63.1% -24.0% 49.1% 

Telecommunications 85% 104% 102% 64% n.a. 

Utilities 218% 216% 175% 185% n.a. 

Technology -72% -71% -63% -27% n.a. 

Source: Infinancials 
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Step 4) Return on capital employed and value creation 

The fourth (and final) step of the analysis includes the investigation of the profitability of 

companies, both in terms of profitability for creditors and shareholders (as measured by the ROCE) 

and the the profitability exclusively for shareholders (ROE). Return on Capital Employed (ROCE) 

is used as a measure of the returns that a company is realising from its capital employed (calculated 

as fixed asset + working capital). It is commonly considered a useful measure for comparing the 

performance between businesses and for assessing whether a business generates enough returns to 

pay for its cost of capital. The return on Equity (ROE) measures the rate of return on the ownership 

interest (shareholders' equity) of the common stock owners. It measures a firm's efficiency at 

generating profits from every unit of shareholders' equity. ROE shows how well a company uses 

investment funds to generate earnings growth. 

The ROE and ROCE of the sample companies has thus been computed as follows: 

 

 ROE= 
 

 Net income 
 Shareholders equity 

   

ROCE= 
 

 Operating profit after taxes 
 Capital employed 

 
 
 

Table 30 shows the average profitability of companies included in our sample. ROE and ROCE 

have been calculated on an average way: using the total net income of the sector (supposed to be € 

3.496 ml. in 2008) and the D&A shareholders equity for the same year (€ 41.192 ml.), the resulted 

value has been divided by the number of company included in the sample, so that the obtained 

result can be approximatively used as average value for each company.  

 

 

Table 30 - ROE and ROCE 
 

 

 
         ° excluded Safran and QinetiQ 

 ROE ROCE 
2008 3% 11% 

2007 12% 11% 

2006 17% 12% 

2005 14% 14% 

2004° 13% 15% 
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A useful comparison can be carried out comparing the data of the industry here examined with other 

industries. Table 31 reports the detailed ROCE of the European companies over the period 2004-

2008. 

 
 

Table 31- ROCE for leading listed European companies 
 

Sector 2004 2005 2006 2007 2008 
Oil & Gas 12% 14% 12% 13% n.a. 

Chemical 9% 12% 13% 16% n.a. 

Automobiles 12% 13% 12% 14% n.a. 

Food & Beverage 11% 13% 12% 14% n.a. 

Health Care 5% 4% 3% 2% n.a. 

Retail 14% 15% 15% 17% n.a. 

Media 10% 15% 13% 13% n.a. 

Defence & Aerospace 15% 14% 12% 11% 11% 

Telecommunications 14% 13% 15% 17% n.a. 

Utilities 9% 12% 14% 14% n.a. 

Technology 7% 11% 11% 11% n.a. 

Source: Infinancials 

 

 

It can be observed that the ROCE of D&A ranks in the middle, and its performance is quite 

decreasing (as it can be seen from the lower 2007 and 2008 values). 

 

Another important aspect to be considered is the so called “Equity Spread”, i.e. the difference 

between the ROE and the cost of equity, where the latter is the remuneration expected by 

shareholders from their investment in shares (normally named with the acronym Ke). A company in 

fact generates value for its shareholders when the difference between the return actually generated 

(ROCE) is higher than the minimum required by investors (as represented by Ke). When the ROE is 

lower than the cost of equity, the company is not able to generate value for the shareholders, thus 

leaving them at least partially dissatisfied. The following table shows the average equity spread of 

the sample companies over the period covered in the analysis. 
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Table 32- Equity Spread 
 

 

 

 

 

 

 

 

Generally speaking, companies seem able to create value for the shareholders, given the positive 

value registered by the equity spread. There is only one exception – 2008 – but we believe that the 

result for this year is mainly due to the exceptional economic crisis started in the second semester of 

2007. 

How much value were the companies able to generate for the shareholders? A possible answer to 

this question can be obtained by multiplying the annual equity spread for the corresponding value of 

shareholder equity. The result that we get (Table 33) is called Economic Value Added (EVA); it 

represents a good measure of the ability of companies to add value to the benefit of shareholders. 

 

EVA   = (ROE – Ke) × Shareholders equity 

 
Table 33 – EVA  

 

 
 
 
 
 
 
 
 
 
 

As we can observe, defence companies have been able to generate economic value added almost 

constantly (if we exclude the crisis year 2008). This is important evidence that companies are well 

managed and that the expectation of shareholders are adequately satisfied. It also provides evidence 

of an industry that does not need external support from third economies for the immediate future.   

 

 Spread ROE- Ke 
2008 -5.08% 

2007 3.62% 

2006 8.21% 

2005 5.29% 

2004° 5.12% 

     ° excluded Safran and QinetiQ 

 EVA 
2008 - € 209 ml. 

2007 € 167 ml. 

2006 € 337 ml. 

2005 € 189 ml. 

2004° € 198 ml. 

     ° excluded Safran and QinetiQ 
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2.7. The effects of a reduction of military expenditure on the economic and financial 

performance of arms producers 

Let’s now examine the effects of a generalised reduction of arm spending on the economic and 

financial performance of the companies included in our sample. Let’s assume that the reduction of 

the arm spending produces proportional effects on the economic and financial performance of 

companies. We are perfectly aware that this is a simplistic assumption. In fact, not necessarily a 

reduction of say 5% of arm spending will mechanically translate in a 5% reduction of arms 

producers (although in the first part of this paper we have seen that a 5% reduction of arm spending 

in EU may determine around -4,2% revenues for arms producers). Moreover, we also know that the 

arms reduction cannot be examined with a “continuous” rationale. Arms are costly and generally 

involve sales which can be carried out in several years. Thus the arm reduction may reasonably 

resemble to a “grid” more than a line.  

Our only purpose is to give a very simple view of the possible effects of a reduction on the 

economics of companies. We start with the simplistic assumption that a reduction of 5% of arm 

spending is mechanically translated into a 5% reduction of total turnover for the D&A sector. 

Subsequently, using the concept of operating leverage, we analyse how this 5% reduction on total 

revenues can affect the operating profit (EBIT). Table 34 shows how the operating leverage works: 

we use the ∆% EBIT/ ∆%Sales to this regard. This ratio this show how the EBIT changes in line 

with the turnover. 

.  

Table 34 - Operating Leverage 
 

 ∆%EBIT / ∆%Sales 
2008 31.40 

2007 1.91 

2006 -2.49 

2005 0.84 

Average value 7.92 

 

We can now use these findings to find out how a 5% reduction on total turnover can increase or 

decrease the operating profit and the total net income of defence companies, knowing that a 

decrease of the turnover of 1 euro produces a reduction of 7.92 euro of the operating profit. Table 
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35 provide a sensitivity analysis with a range of possible arm spending reduction of 5%, -10%, -

15% of total turnover and the consequences on the operating profit (considering the operating 

leverage effect of  7.92), the market capitalization and the total employees.  

Table 35 - Sensitivity Analysis 
 

 

° excluded Safran and QinetiQ  * excluded Safran (data n.a.)  °° as of June 10th 2009 

 

3. Conclusions 

This paper has examined the effects that the reduction of arm’s public spending could produce both 

at the macroeconomic and companies level. At the same time, however, we have deliberately not 

considered possible alternative uses of these savings in other economic and social fields.  

According to our analysis, the effect of a 5% reduction in military expenditure in 2010 could 

determine a reduction of the GDP by 3.27 billions euro at EU-level. The resulting 4.26% reduction 

in production sold by the EU industry has a negligible effect on the EU-27 GDP since 3.27 billions 

is just the 0.027% of 12 114.2 billions euro.  

However the effects differ among the seven countries of our sample as far as GDP itself, 

unemployment, R&D and fiscal revenues are concerned. For each of the four variables, we 

introduce an index that gives a score to the seven countries from 0 (minimum negative effect) to 1 

  ORIGINAL  % OF ARM REDUCTION 
  VALUES  - 5% on sales - 10% on sales - 15% on sales 

T
O

T
A

L 
T

U
R

N
O

V
E

R
 2008  € 118.898 ml € 112.953 ml € 107.008 ml € 101.063 ml 

2007  € 116.793 ml € 110.953 ml € 105.114 ml € 99.274 ml 

2006  € 111.532 ml € 105.955 ml € 100.379 ml € 94.802 ml 

2005  € 99.911 ml € 94.916 ml € 89.920 ml € 84.924 ml 

2004°  € 80.614 ml € 76.584 ml € 72.553 ml € 68.522 ml 

T
O

T
A

L 
   

E
B

IT
 

2008  € 8.777 ml € 5.301 ml € 1.826 ml -€ 1.650 ml 
2007  € 5.605 ml € 3.385 ml € 1.166 ml -€ 1.054 ml 
2006  € 5.141 ml € 3.105 ml € 1.069 ml -€ 967 ml 
2005  € 7.238 ml € 4.372 ml € 1.506 ml -€ 1.361 ml 
2004°  € 6.026 ml € 3.640 ml € 1.253 ml -€ 1.133 ml 

MARKET CAP 2009°°  € 50.270 ml € 47.757 ml € 45.243 ml € 42.730 ml 

EMPLOYEES 2008  376.663 357.829 338.996 320.163 
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(maximum negative effect)36. This index gives a score x to each country i = 1,..,7 for each of the 

four variables j = 1,..,4 such that: 

min( )

max( ) min( )

ij ij
i

j
ij ij

ii

x x
x

x x

−
=

−
 

Differences, as pictured in figure 6, reflect: the size of the domestic defence industry, the allocation 

of national military expenditure (and in particular the role of governments in supporting defence 

R&D), and the rules of each national labour market. France, United Kingdom and Sweden are the 

countries of our significant sample (Spain just for the laid-offs) which might be seriously affected 

by a cut, though minimal, of the military expenditure considered. 

 
Figure 6 – The macroeconomic effects of a reduction in public military expenditure 
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We have also examined the economic and financial performance of the 10 biggest Europen 

producers. We have then considered the possible effects of arms spending reduction on these 

companies. Results show that a reduction of arms spending – and thus the turnover of companies – 

can produce substantial effects on the operating performance of firms, due to their relatively high 

operating leverage.  

                                                 
36 For assess the impact on research and development we multiple (R&D - R&T) times GBAORD, while for the impact 
on fiscal revenues, we divide the latter by forecasted GDP in 2010. 
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