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Term: Winter 2007

Course: Economics 611.05 [STST 651.50]
[Defence Economics and Policy]

Section: 01 

Time: TR 14:00 ? 15:15
R 12:30 ? 13:30

Place: SS 423

Instructor: Mike McKee    

Office: SS 434 Telephone: 220-5291

Office Hours: TBA E-Mail: mmckee@ucalgary.ca 

 

Textbook(s):

Todd Sandler and Keith Hartley, The Economics of Defense, Cambridge University Press, 1995. (Required)

Book(s) on Reserve:

Hartley, K. and T. Sandler, Handbook of Defense Economics, Vol 1 and Vol 2, 2006 and 1995, Cambridge University 
Press and Elsevier Publishers (Handbook)

Course Outline:

This course introduces Defence Economics and Policy as applications of several areas of applied microeconomics. There is 
a general text that will serve as background and some suggested supplementary books.

In this course we will apply economic analysis to such issues as the valuation of the military services as a non-market 
good, procurement and R&D, personnel recruitment and retention, and decision-making under uncertainty. Tools to be 
developed and applied include: public choice (voting and bureau behaviour), basic game theory, individual and group 
decision-making under uncertainty, and benefit-cost analysis. 

For students taking this course for Economics graduate credit we will have an additional meeting each week (time and 



place to be arranged) where we will spend some time on presentation of the material with a bit more technical expositions. 
All students are invited to attend these sessions of course but they are required if you are taking this for economics credit.

Readings indicated by (E) are intended for students taking the course for economics credit. Those indicated by (S) are 
intended for students taking the course under the STST credit. Readings without a designation will be required of all 
students. The midterm test and the short writing assignments will be based on the course number you have signed up under.

Students are expected to read the core material. We will have some lectures and some discussion. I?ll announce some 
discussion topics for following class periods. I will announce some additional readings beyond what is in the current 
syllabus.

Introduction and Background

What is Defence Economics? Why do we have National Defence?

Sandler and Hartley, Chapter 1

Stone, C. and B. Solomon, (2005), "Canadian Defence Policy and Spending,"  Defence and Peace Economics, vol 16, pp 
145-169.

Some Tools for Defence Economics and Policy

a) Public goods, externalities, club goods ? market failures

Mueller Chapter 2

Cornes, R. and T. Sandler, The Theory of Externalities, Public Goods and Club Goods (2nd ed), Cambridge University 
Press, Chapters 2 (Cornes and Sandler)

Hirshleifer, J., 1983, "From Weakest-Link to Best-Shot," Public Choice, vol 41, 371-86. 

(E) Cornes and Sandler, Chapters 6, 8, 9

b) Decision-making under uncertainty

Zerbe and Dively, Chapter 15.

Thaler, R., "Illusions and Mirages in Public Policy," The National Interest, 1983, vol 73, pp 60-74.

c) Public choice ? politicians, bureaucrats, voters

Mueller (chapter references to PCIII) Chapters 9, 10, 12, 13 and 14

Hirschman, A., 1970, Exit, Voice, and Loyalty, Harvard University Press

Becker, G., 1983, "A Theory of the Competition Among Pressure Groups for Political Influence," Quarterly Journal of 
Economics, 98, pp 371-400.

d) Benefit-Cost AnalysisRichard Layard and Stephen Glaister, "Introduction, " Cost-Benefit 
Analysis, second edition, Cambridge University Press.Zerbe and Dively, Chapters 1 and 2Is There an Optimal Defence Budget (Size)?Defining the mission and balancing the mission and the resourcesWho decides? The public choice paradigm and defence resource allocation 
choices.Brzoska, M., "World Military Expenditures," chapter 3 in Handbooka) Base closing and realignment, resource allocationPoppert, P. and H. Herzog, "Force Reduction, Base Closure, and the Indirect 
Effects of Military Installations on Local Employment Growth," Journal of 
Regional Science, 2003, vol 43, pp 459-481.Sandler and Hartley, Chapter 3Braddon, D. "Regional Impact of Defense Expenditure," Chapter 17 in Handbookb) Valuing national defence services ? non-market goods valuationZerbe and Dively, chapter 5Carson, R., "Constructed Markets," chapter V in Braden, J. and C. Kolstad, 
Measuring the Demand for Environmental Quality, North-Holland, 1991. Chapter in Champ et alThrosby, D. and G. Withers, (2001), "Individual Preferences and the Demand 
for Military Expenditure," Defence and Peace Economics, vol 12, pp 87 ? 
102.c) Multiple attribute decision makingEdwards, W. and R. Newman, 1982, Multiattribute Evaluation, pp 7 ? 32, 
Sage Publ., Beverley Hills, CAd) Costs of ramping up quicklyAlchian, A., "Costs and Outputs," reprinted in several places including 
Economic Forces at Work, A.A. Alchian collected works, Liberty Press. e) Some tradeoffsMcKee, M. and R. Berrens, "Balancing Army and Endangered Species Concerns: 
Green vs. Green," Environmental Management, 2000, vol 27, no 1, pp 
123-134.Jeffrey Smith and Michael McKee, "People vs. Prairie Chickens Revisited: 
Stated Preferences with Explicit Non-Market Tradeoffs," forthcoming, Peace 
and Defence Economics.f) Alliances and agreementsIntroduction provided here but later in some detail.Buchanan, J. "An Economic Theory of Clubs," Economica, 1965, pp 1-14.g) New Classes of ConflictsWintrobe, R., "The Tinpot and the Totalitarian: An Economic Theory of 
Dictatorship," American Political Science Review, 1990, 84, pp 849-872.
Grossman, H.I., "Insurrections," Chapter 8 in HandbookEnders, W. and T. Sandler, "Terrorism: Theory and Applications," Chapter 9 in 
HandbookEquipment ProcurementOptimal procurement design ? auctions, incentive contracts, R&D, tournaments, 
sole sourcing, domestic production versus importsSandler and Hartley, Chapters 5, 7 and 8Hartley, K. "Industrial Policies in the Defense Sector," Chapter 16 in 
HandbookDunne, J.P., "The Defense Industrial Base," Chapter 14 in Handbooka) Auction theory and behaviorMilgrom, P, (1989), Auctions and Bidding: A Primer," J. of Economic 
Perspectives, vol 3, pp 3-22.Vickrey, W. 1961, "Counterspeculation, Auctions, and Competitive Sealed 
Tenders," J. of Finance, vol 16, pp 8 ? 37.(E) McAfee, R.P. and J. McMillan, 1987, "Auctions and Bidding," J. of 
Economic Literature, vol 25, pp 699-738.b) Yardstick competition(E) Shleifer, A. "A Theory of Yardstick Competition," RAND J. of Economics, 
1985, pp 319-327.c) TournamentsBull, C., A. Schotter, and K. Weigelt, 1987, "Tournaments and Piece Rates: An 
Experimental Study," Journal of Political Economy, vol 95, no 1, pp 1-33.Lazear, E. and S. Rosen, 1981, "Rank-Order Tournaments as Optimum Labor 
Contracts," J. of Political Economy, vol 89, pp 841-864.(E) Richard Fullerton, Bruce Linster, Michael McKee, and Stephen Slate "An 
Experimental Investigation of Research Tournaments," Economic Inquiry, 
vol 37, October 1999, pp 624-636(E) _____________, "Using Auctions to Reward Tournament Winners: Theory and 
Experimental Investigations," RAND Journal of Economics, vol 33, no 1, pp 
62-84, 2002._________________, "Acquisition Reform: Theory and Experimental Evidence for 
Tournament Sponsors," Acquisition Review Quarterly, vol 6, no 2, Spring 
1999, pp 169-178.d) Overview of IncentivesRogerson, W. "Incentive Models of the Defense Procurement Process," Chapter 
12 in HandbookPersonnel Issues ? Recruiting, Retention, TrainingIs there an ideal personnel structure?Sandler and Hartley, (text) Chapter 6a) Personnel economics ? promotion ladders, efficiency wages, benefits, 
recruitment and retentionWarner, J.T. and B. Asch, "The Economics of Military Manpower," Chapter 13 in 
HandbookRoss, T., (1994), "Raising and Army: A Positive Theory of Military 
Recruitment," J. of Law and Economics," vol 37, pp 109-131.Fullerton, R, (2003), "An Empirical Assessment of US Air Force Pilot 
Attrition," Defence and Peace Economics, vol 14, pp 343-355.Warner, J. and B. Asch, (2001), "The Record and Prospects of the 
All-Volunteer Military in the United States," J. of Economic Perspectives, 
vol 15, pp 169-192.(E) Daula, T. and R. Moffitt, (1995), "Estimating Dynamic Models of Quit 
Behavior: The case of military reenlistment," J. of Labor Economics, vol 
13, pp 499-523. "Benefit Packages and Individual Behavior: Choices Over Discrete Goods with 
Multiple Attributes," 2006, Managerial and Decision Economics, 
(Mark Van Boening, Tanja Blackstone, Michael McKee, Elisabet Rutstrom), vol 27, 
pp 511-526.Sailor 21: A Research Vision to Attract, Retain, and Utilize the 21st 
Century Sailor," NPRST, October 1998.Auditor General Report for Canada, 2006b) Bureaucratic considerations or efficient organization?Michael McKee and Ronald Wintrobe, "The Decline of Organizations and the Rise 
of Administrators: Parkinson?s Law in Theory and Practice," Journal of Public 
Economics, vol 51, 1993, pp 309-327, Internal Organization ? Department of National DefenceHere we cover decision-making within the organization. a) Internal organization and behaviorBreton, A., and R. Wintrobe, The Logic of Bureaucratic Conduct, 
Cambridge University PressBreton and Wintrobe, (1986) "The Bureaucracy of Murder Revisited," Journal 
of Political Economy, vol 94(5), pp 905-926.McKee, M., "The Internal Organization of Intelligence Failures," working 
paper, University of Calgaryb) Incentives in teamsKeser, C. and C. Montmarquette, "Voluntary Teaming and Effort," working paper 
2004s-49, CIRANO, Montreal, PQ. (E) Holmstrom, B., 1982, Moral Hazard in Teams, Bell Journal of Economics 
(now RAND Journal of Economics), vol 13, pp 324-340c) Rank Order Tournaments ? personnel applicationsBull, C., A. Schotter, and K. Weigelt, 1987, "Tournaments and Piece Rates: An 
Experimental Study," Journal of Political Economy, vol 95, no 1, pp 1-33.Lazear, E. and S. Rosen, 1981, "Rank-Order Tournaments as Optimum Labor 
Contracts," J. of Political Economy, vol 89, pp 841-864.Lecture notes on malfeasance in rank order tournamentsAlliancesa) External obligationsWhy form alliances? How large? Who to invite?Sandler and Hartley, (Text) Chapter 2Sandler, T., and K. Hartley, The Political Economy of NATO: Past, Present 
and into the 21st Century, Cambridge University PressHirshleifer, J. (1983) "weakest link vs best shot" again (again)(E) Richard Fullerton, Bruce Linster, Michael McKee, and Stephen Slate, 
"Rent-Seeking Models of International Competition: Experimental Results," 
Journal of Peace and Defence Economics, vol 12, pp 285-302, 2001.b) Coordination issuesNetwork externalities and the return to adopting a standard ? applications to 
defence include alliance formation, equipment selection, training, and mission 
planningSchelling, T. C., 1960. The Strategy of Conflict (Cambridge, MA: 
Harvard University Press).Cooper, R. W., DeJong, D. V., Forsythe, R., Ross, T. W., 1990. "Selection 
Criteria in Coordination Games: Some Experimental Results," The American 
Economic Review, 80, 218-33.____________________________________, 1992. "Communication in Coordination 
Games," Quarterly Journal of Economics, 53, 739-771.Van Huyck, J. B., Battalio, R. C., and R. Beil, "Tacit Coordination Games, 
Strategic Uncertainty and Coordination Failure," American Economic Review, 
1990, vol 1, pp 234-248.Van Huyck, J. B., Battalio, R. C., Rankin, F. W., 1997. "On 
the Origin of Convention: Evidence from Coordination Games," Economic Journal, 
107, 576-596.Some Behavioral Issues for Defence Economics and PolicyRisk and decision-making, Information assessment and decision outcomes, 
Information and timing of decisions, Value of strategic informationa) Timing of decisionsDixit, A., 1992, "Investment and Hysteresis," Journal of Economic 
Perspectives, vol 6, pp 107-132.Dixit and Pindyck, 1994, Investment Under Uncertainty, Princeton 
University Press, Chapters 1 and 2 .../8Alchian on Costs and Outputs (again)b) Risk and decision making(E) Machina, M., "Choice Under Uncertainty: Problems Solved and Unsolved," 
Journal ofEconomic Perspectives, 1987, Vol 1, No 1, pp 121-154. Grade Determination and Final Examination Details:Short Writing Assignments25%Term Paper50%Midterm Examination25%Tests and final exams are marked on a numerical (percentage) basis, then 
converted to letter grades. The official grading system will be used.Non-programmable calculators will be allowed during the writing of tests. There will be a no final examination.Tests and exams will not involve multiple choice questions.Notes:Students seeking reappraisal of a piece of graded term work (term paper, 
  etc.) should discuss their work with the Instructor within fifteen days 
  of the work being returned to the class. It is the student's responsibility to request academic accommodations. If 
  you are a student with a documented disability who may require academic 
  accommodation and have not registered with the Disability Resource Centre, 
  please contact their office at 220-8237. Students who have not registered with 
  the Disability Resource Centre are not eligible for formal academic 
  accommodation. You are also required to discuss your needs with your 
  instructor no later than fourteen (14) days after the start of this course.Safewalk / Campus Security: 220-5333* * * * *MM:mi
2006-12-18


