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Abstract
This paper examines the effects of an anticipated foreign military threat on consumption,
the home weapons stock, and net foreign asset position in a small open economy. If the utility
function is separable between butter and guns, the economy decreases both butter and guns
when the news arrives, accumulates foreign assets prior to the foreign threat realization, and
increases guns as the foreign threat realizes. If the utility function is nonseparable between
butter and guns, the economy may have two dynamic responses. The first is similar to the
separable case, except that consumption exhibits a discrete jump when the foreign threat
realizes. The second is that the economy increases both butter and guns on impact, decumulates
foreign assets prior to the foreign threat implementation, but either increases or decreases guns
as the foreign threat realizes.
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1. Introduction
This paper examines both the long-run and short-run responses of consumption,
the home weapons stock, and net foreign asset position to an anticipated foreign
military threat in an intertemporal optimization model of a small open economy.
The study of this issue is well justified for two reasons. First, the literature of
competitive arms accumulation based on a dynamic optimization model has in recent
years received considerable attention. For example, some models highlight the strategic aspects of arms accumulation in a dynamic game (Brito, 1972; Simaan and
Cruz, 1975; Deger and Sen, 1984; Van der Ploeg and de Zeeuw, 1989, 1990), while
others examine the economic effect of consumption, military spending, and arms
accumulation in the presence of a foreign threat (Deger and Sen, 1983, 1984; Zou,
1995; Chang et al., 1996). However, these studies are restricted to the closed economy. With the increasing integration of the international economy, domestic macroeconomic performance has become more sensitive to foreign shocks, yet we still lack
a well-grounded theoretical analysis of the small open economy. This paper thus,
attempts to analyze the economic response of a small open economy to competitive
arms accumulation.
Second, in the real world a country often faces its enemy with a potential military
confrontation rather than with an immediate invasion. For example, as India and
Pakistan, respectively insist on developing their nuclear weapons, the general public
in both the countries anticipate that military tension will increase in future. The peace
talks between Israel and the Arabs have been held repeatedly and a peace agreement
has been signed step by step in recent years. This makes people in that region anticipate that a military conflict threat in the Middle East may be lessened in future.
However, existing studies on arms accumulation do not reflect these facts, whereby
they have not explicitly analyzed the effects of an anticipated foreign military threat.
To our knowledge, the issue of an anticipated foreign military threat has been the
subject of recent studies by Zou (1995) and Chang et al. (1996). However, in these
studies none of the authors have made use of the simple representative-agent infinitehorizon dynamic framework of a small open economy, as is done in this paper. As
the analysis of an anticipated foreign threat on economic performance has its practical need in the real world and theoretical interest, this paper makes a first attempt
to examine the impact of an anticipated foreign threat in the context of an open economy.
This paper extends the standard framework of Deger and Sen (1983, 1984) and
Van der Ploeg and de Zeeuw (1990) to the setting of a small open economy with
a perfect world capital market. The assumption of a perfect world capital market not
only is in accordance with the literature of international macroeconomics such as
Obstfeld (1983); Djajić (1989); Sen and Turnovsky (1989); Turnovsky and Sen
(1991) and Brock (1996), but also imparts some realism to the present approach,
since it describes the greater degree of integration, that prevails in international asset
markets. Such an integrated world capital market plays an important role in facilitating the financing need of a small open economy from abroad. This paper specifically
intends to construct an open-economy intertemporal optimization model embodying

