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China’s Economic
Slowdown: what are the
Strategic Implications?

In July 2015, the Shanghai and Shenzhen Composite Indices fell 32 and

40 percent, respectively, in a matter of weeks. Almost half of all listed companies

requested a trading halt while the government scrambled to introduce measures

designed to temporarily place a floor on share prices.1 News stories and articles

about Chinese overinvestment, excess capacity, and a property bubble are now

commonplace. Official numbers suggesting growth of 7 percent in the second

quarter of this year are almost universally questioned and even openly derided.2

A growing number of independent analysts and financial houses are even

issuing their own growth figures for Asia’s largest economy, which are far more

pessimistic (ranging from 1.7 to 4.4 percent, for example).3

Statistical debates aside, there is a consensus that the days of Chinese double-

digit growth are gone.4 While analysts have feverishly studied the economic, com-

mercial, and fiscal ramifications of a slowing China, they have nevertheless so far

tended to ignore the impacts of a slowdown on China’s capacity to sustain rapid

increases in its military budget. This may be due to a belief that China has

defied economic doomsayers for a number of decades, and may continue to do

so. The national security community might also chime in that the rapid increases

in the budget for the People’s Liberation Army (PLA) has exceeded economic

growth for the best part of two decades, and further military increases may not

depend on fluctuation in the Chinese economy.

It is also true that an economic slowdown is not necessarily a precursor to sig-

nificant decline in a country’s capacity to extend its material power and influence.
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After all, growth of, say, 5 percent in a ten trillion dollar economy is still an enor-

mous expansion in absolute terms, compared to double-digit growth when the

economy is several times smaller. And as GDP is little more than a crude measure-

ment of final economic activity in any given year—without reference to whether

such activity is actually productive or wasteful—a slowing GDP rate might well

signal a transition toward a more innovative and resilient system.

Yet, the separation of economic matters from strategic and military planning is

both surprising and illogical. It is surprising because the growth in Chinese military

power and strategic weight has occurred on the back of its expanding economy,

and a slowdown would presumably have significant deleterious effects on

China’s capacity to expand its power and influence. It is illogical because the

Chinese Communist Party (CCP) and its government is no more immune to

economic and fiscal realities than other powers—past, present, or future.

If material assessment of one’s own economic

capacity to enhance one’s power, and that of a

potential competitor, is essential to formulate

good strategy and policy, then a deeper under-

standing of a slowing Chinese economy and

what that might mean for the accumulation

and exercise of Chinese power and influence

is surely important.

This article does not seek to assess what

China’s true growth rate might be, much less

predict what it is likely to be in the future. Rather, it looks at the nature and

extent of the country’s current economic challenges. In doing so, it makes a con-

temporaneous assessment about the nature and consequences of existing economic

problems, what they mean for government finances specifically, and concludes

that, just like its economic performance, the capacity of Beijing to allocate ever

more national treasure to building its military power is diminishing much faster

than is commonly appreciated.

A Chinese Slowdown—So What?

A common response in discussions about a Chinese economic slowdown is… so

what? Any other government would do anything to grow at even 4 or 5

percent, and China’s economy is already the second-largest in the world. This

misses the point of why Beijing is apprehensive about the slowdown. The

serious concern for China is not the slowing economy per se, which is only the

symptom of profound problems, but the cost to the government of managing

the consequences of an economy that has poured far too much national wealth

What does a
slowing Chinese
economy mean for
Chinese power and
influence?
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into fixed investment; and which has seen debt rise to dangerous levels and at pre-

carious speed. This section will focus on the foreseeable costs and challenges for

the government, rather than for private Chinese citizens.

The risks emanating from the enormous credit expansion pertain to three

specific problems: a real estate bubble, the growth of the shadow banking

system, and a highly leveraged local government sector. As we will see, all these

problems are intrinsically linked and will absorb a significant and growing share

of public resources (and national wealth) to manage successfully.

Real Estate
Real estate has made a growing contribution to

China’s GDP since liberalization of that sector

began in 1990. From contributing about 4 percent

of GDP in 1997, it rose to about 9 percent in 2008.

After the stimulus measures from that year onwards,

the sector now accounts for almost 16 percent of

GDP.5 Indeed, it is estimated that more than one-

quarter, and perhaps a third, of all fixed investment

went into real estate from 2008 onward.6 Nearly

half of all total national debt is linked to the real estate sector.7

It is often assumed that urbanization is driving this dynamic. But with real8 urban-

ization advancing at a steady rate of only 1–1.5 percent each year, the massive

recent increases in real estate construction have little to do with urbanization

needs. Instead, rural land appropriation by local governments to re-zone the

land for industrial or residential construction and use has long been used to

raise revenue. Up to 2005, an estimated 40–70 million farmers were forcibly

evicted from their land over the previous decade for this reason, often with

inadequate or no compensation offered.9

The recent record makes clear that re-zoning from rural to urban has little to do

with the demand from urbanization. From 2001–2008, proceeds from land-use

rights (for both industrial and real estate projects) represented 40.5 percent of

local government income averaged across all localities. Within two years of the

fiscal and monetary stimulus ordered by the government from 2008 onward, pro-

ceeds from re-zoning land from rural to urban dramatically increased to 61 percent

of local government income, and possibly 70 percent by 2014. Such reliance on

land sales was enhanced by local governments creating an estimated 155,000

Local Government Financing Vehicles (LGVFs) to get around restrictions on

local governments taking on debt. LGVFs became major recipients of the credit

binge ordered by the central government, and many of these entities (which are

effectively local state-owned enterprises, or SOEs) forged commercial partnerships

with property developers to gain a share of real-estate sales built on re-zoned land.

Nearly half of all
total Chinese
national debt is
linked to the real
estate sector.
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The extent of debt racked up by local governments and their LGFVs is not

widely appreciated outside China. In two years, from the beginning of 2008 to

end of 2009, the local government loan balance had increased to approximately

$1.19 trillion USD, an increase of 70 percent in that short period.10 By mid-

2013, local-government debt had reached an estimated $2.89 trillion USD.11

Most current estimates place such outstanding debt to be at least $4 trillion

USD currently, or around 40 percent of GDP and one-fifth of all provincial

GDP.12 The French banking firm Societe Generale believes local government

debt is closer to $4.83 trillion USD.13 Conservatively, we can say that local gov-

ernment debt has increased from around $700 billion USD at the end of 2007 to

$4 trillion currently—with much of the debt used for construction or for repaying

interest and/or principal of existing debt.

If the pure size of local government debt is not worrying enough, one must also

understand the link between local government debt and the so-called shadow

banking system, which is beyond the regulatory sight and reach of the government.

This refers to all credit extended outside the formal and regulated banking system,

even as state-owned banks are generally the starting point for much ‘shadow bank

lending’ and reap the ultimate rewards and risks of such loans.14

Shadow Banking
Shadow banking grew exponentially since around 2010 for a number of reasons. It

was one way for banks to circumvent regulatory scrutiny and prudential restric-

tions in the rush to maximize profits by ramping up lending in a loose credit

environment, while still charging high and even exorbitant interest rates well

above ceilings imposed by authorities for formal bank loans.

This also allowed banks to create off-balance-sheet Wealth Management Pro-

ducts (WMPs) and Trust products sold to individual and groups of investors.

These offered short-term investment returns five to fifteen times bank deposit

rates, while the bank-owned entities selling these WMPs and Trust products

could charge a high interest rate to borrowers unable to secure sufficient credit

from commercial banks. For private firms starved of formal capital, it was one

way of gaining a line of credit to tap into a booming economy. And for SOEs

and LGFVs, it was an easy way of acquiring finance and doubling- or tripling-

down on rapid gains from the property market in particular.

Growing at above 30 percent each year since 2008, shadow-banking loans had

more than tripled by early 2014, accounting for about half the increase in overall

credit in the economy since 2008 and approaching 55 percent of GDP.15 The

China Banking Regulatory Commission estimated WMP assets alone to be

worth around $2.08 trillion as of September 2014, with Trust products worth

roughly the same again (even though there is some double counting).16 Bear in
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mind that a large proportion of these WMPs and Trust products are used as collat-

eral to lend to developers, including local governments (LGVFs), to fund further

property and infrastructure projects, while shadow banking institutions are creat-

ing new WMPs just to pay their obligations to retail investors.

Of such unregulated lending, it was estimated in 2013 that 30–40 percent

was extended to property developers and 20–30 percent to LGFVs.17 Those

engaged in real estate were the major beneficiaries of shadow banking loans,

a fact reaffirmed by figures showing that debt-to-equity ratios for real estate

and construction firms has increased to 250 percent by 2013, up from about

150 percent in 2008. For SOEs (including LGFVs) engaged in the property

sector, leverage has increased similarly to about 250 percent, from under 200

percent in 2008.18

To be sure, experts disagree on whether local government debt is manageable

(and whether the shadow banking sector presents a systemic risk in itself to the

entire financial system).19 But it is undeniable that evidence of fragility is

growing. For example, in 2014, lending institutions were instructed by central

authorities to ‘roll-over’ up to $600 billion worth of maturing local-government

debt for a further three years, meaning that an estimated $800 billion worth of

debt will mature in 2018. In that same year, investors in the $500 million

China Credit Trust Co., a shadow bank Trust fund, were bailed out after govern-

ment intervention, indicating that Beijing acted to avert the possibility of a con-

tagion-effect from failure of an off-balance-sheet scheme.20

What is certain is that when credit slows, and the cost of capital goes up mark-

edly, a high number of LGFVs (and property developers) will be unable to meet

their debt obligations and face the real risk of insolvency. The whole local govern-

ment financing and fiscal system would then be vulnerable to break down and

grind to a halt. Simultaneously, credit-issuing institutions, including those in

the formal banking sector and the informal shadow-banking sector, would suffer

a growing number of defaults by borrowers, which in turn will affect their capacity

to issue new loans.

Similarly, eventual cooling of the real estate market, leading to a slowing of

land sales and construction, will cause liquidity problems for all real estate inves-

tors including LGVFs. There are ample reports of ‘ghost cities’ and empty houses,

as well as studies of poor housing affordability, to indicate that a downturn is immi-

nent. For example, official figures reveal that the ratio of unsold property to annual

sales reached 51.5 percent in 2014, up from 24.7 percent in 2011. Housing prices

began to fall for the first time in September 2014, and have continued to decline or

remain stagnant up to now.21 This will also create significant fiscal problems for

local governments, and liquidity problems for financial institutions dependent

on a robust property market and cheap borrowings for interest obligations to be

met, and principal from maturing loans to be repaid.22
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Local-Central Government Fiscal Imbalances
The previous analysis does not predict whether or not a property bubble will

trigger a serious financial and fiscal crisis for China, as interesting and important

this question is in itself. Instead, it explains how China has managed to achieve

rapid economic growth, especially since 2008, through the systematic underpricing

of capital, land, and labor—pursuing a supercharged fixed-investment-led model

where SOEs have been major players and the

primary beneficiaries. Slowing growth is unmis-

takable evidence that such a model is nearing

exhaustion, and that more and more resources

(i.e., credit) are required just to stabilize the

model (e.g., pay back interest and principal

obligations) rather than drive productive econ-

omic expansion. The next stage of even moder-

ate growth will prove difficult to attain.

Moreover, and as argued earlier, the challenge facing Beijing is not slowing

growth per se but managing the imbalances created by its stuttering growth

model. A serious financial and fiscal crisis is by no means inevitable. But doing

nothing will only mean a harder reckoning in the future,23 as the government

already knows.24 Recent examples serve as a warning: prolonged loose monetary

policy in North America and Europe led to the global financial crisis for these

advanced economies from 2007 onward; while Japanese tardiness to properly

recognize bad debts and recapitalize its banks as financial institutions—with

regulators waiting in vain for a return to stratospheric asset prices—plunged

the country into economic stagnation in the early 1990s, from which it is

only now recovering. But successfully preventing a similar downturn in

China will involve significant actual and

opportunity costs for the central government.

There are early signs that credit growth is

declining and growth in fixed-asset investment

is being wound back from the heady years of

2009–2013.25 In addition to declining capital-

output ratios, these are obvious reasons why

growth is slowing. These developments, part of

President Xi Jinping’s ‘new normal’ of slower

growth,26 are widely applauded by economists.

It is arguable whether this ‘new normal’ was

engineered by the central government or if it is

an automatic effect of the laws of economic gravity. Either way, the ‘new normal’

will bring with it risks and costs that are directly relevant to the resources Beijing

can deploy to continue the ‘rejuvenation’ of China in external affairs.27

The Chinese fixed-
investment-led
model is nearing
exhaustion.

At the heart of the
problem is the
increasingly unsus-
tainable central-
local government
fiscal set-up.
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At the heart of the problem is the increasingly brittle and unsustainable

central-local government fiscal set-up—the driving motivation behind the see-

mingly irresponsible economic profligacy and recklessness committed by local

governments. To understand this point, one must go back to the dramatic

fiscal recentralization which took place from 1994 onward as part of the Tax

Sharing Reform initiatives. Prior to 1994, approximately 78 percent of fiscal

revenues went to, and 72 percent of fiscal expenditure was incurred by, local

government.28 After the reforms, an increasing amount of fiscal revenue

instantly went to the central government. The initial idea was for the central

government to collect 60 percent of tax revenues and make 40 percent of

expenditures, with a 20 percent surplus to be deployed to less developed

regions.29

But it was not to be. In the year the reforms were enacted, local government

share of revenue went down from 78 percent to 44 percent within a year, even

as its expenditure rose slightly. By 2008, and using figures released by the National

Bureau of Statistics, 55 percent of fiscal revenue went to the central government

even though it was only responsible for around one-quarter of all national expen-

diture. In other words, local governments were responsible for 75 percent of fiscal

expenditure, but received only 45 percent of all fiscal revenue. By 2013, local gov-

ernments received 53 percent of all fiscal revenue but were responsible for 85

percent of all government expenditure.

This is the setting for what occurred from 2008 onward when the central gov-

ernment instructed banks to flood the economy with credit. As mentioned earlier,

proceeds from land rights (which includes land sales revenue and real estate con-

struction) represented some 40.5 percent of local government income from 2001–

2008, before jumping to over 70 percent by 2014. Whereas local government

expenditure constituted between 65–70 percent of all government expenditure

from 2008–2013, local government share of all government revenue went up

from 45 percent to over 55 percent by 2013, driven by the doubling-down on

land transfers and the property market. From the central government’s point of

view, this killed two birds with one stone: allowing local governments to take

the lead hastened the stimulus effect, while offering local governments some

fiscal relief from their burdens.

Even then, it was never going to offer an adequate or sustainable solution. By

the time the central government decided to gently cool the property market in

2013, the gap between what local governments needed to spend and what share

of fiscal revenues they received was still well into the double digits. The fact

that growth in revenues from selling land leases to developers alone declined—

from about 50 percent at the beginning of 2013 to about 15 percent towards

the end of 2014—demonstrates that this model of rapid local government

revenue growth is nearing its end.30
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As the property market cools, and as the debt burden of LGFVs rise, the gap

between expenditure commitments and available revenues will only widen.

Ratings firm Moody’s and Nomura Securities estimated that half of all local

Chinese governments had insufficient cash flows to cover debt repayments in

2013, a reason why the central government eventually demanded that financial

institutions roll over $600 billion worth of local government debts the following

year.31 The point is that the supercharged credit boom since 2008 could never be a

lasting solution to the central-local fiscal imbalance, and reforms reversing the

centralization of fiscal revenues are inevitable.

The Looming Fiscal Crisis

The Xi Jinping government is well aware of the central-local fiscal problems. In

the 2013 Third Plenary Session of the 18th Central Committee meeting, where

the announcement of big-ticket reforms was expected, pride of place was given

to addressing the misalignment between central and local fiscal budgets. This

included the central government taking on some spending on social services cur-

rently overseen by local governments.32 But these were not substantial reforms,

and will make little difference to the capacity of local governments to meet short-

falls. And as the slowdown takes hold, it will result in both worsening revenue pro-

blems and rising expenditure obligations for Beijing.

Declining Growth in Revenues
China’s government debt as a proportion of GDP by the end of 2014 reached a still

comfortable 55 percent.33 The question is what a credit- and property-led slow-

down—which is already occurring—will do to total government revenues. At

the beginning of 2015, even factoring in these projected slowdowns, the Ministry

of Finance forecast revenue growth of 7.3 percent in central revenues and 3

percent growth in local revenues. Independent financial institutions such as

Deutsche Bank were far more pessimistic, forecasting only a 4.5 percent growth

in central revenues and a 4.9 percent decline in local revenues. Who was right?

When the January–February 2015 figures were released, they revealed a 1.7

percent decline in central revenue and a 9.1 percent decline in local revenues.34

The decline in land and property market-based revenue growth was expected;

the decline in government revenue was not. Based on trends in the credit and

property markets, and assuming no major new round of monetary easing (which

would worsen structural imbalances) the same Deutsche Bank authors predict a

“severe fiscal challenge” since total government revenue will decline by around

2 percent in 2015, the first decline since 1981.35
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One year, let alone two months, does not constitute a trend. But longer-term

trends are not promising: the current slowdown in revenues appears to be amplify-

ing. In the 1990s from 1993 onward (after the ‘Tiananmen Interlude’ from 1989–

1992), growth in total government revenues averaged almost 19 percent per year

with expenditure increasing almost 20 percent per annum, according to official

figures from the National Bureau of Statistics.36 From 2001–2006, before the mon-

etary stimulus, revenue growth remained close at 19.5 percent and expenditure

growth still averaged 17 percent. From the 2007–2012 period of profligacy,

revenue growth still averaged 20.5 percent… before falling precipitously to 10.2

percent in 2013. Expenditure growth similarly averaged 17.5 percent… before

falling to 11.3 percent in that same year. In 2014, revenue growth increased a

mere 8 percent, while expenditure growth was about the same. For the first six

months of 2015, total government revenue increased 6.6 percent even as govern-

ment expenditure from April–July jumped 24.1 percent on the back of attempts by

the government to stimulate the economy.37

When offered in this context, it should be clear why the January–February pre-

liminary revenue figures shocked government. Even the seemingly over-optimistic

official forecast of about a 5.5 percent increase in total revenues in 2015 is a three-

decade low and unfathomable until just two years ago. With expenditure having

been increasing at double-digit percentage rates for all but one of the last 24 years,

the fiscal shock resulting from the current economic slowdown will not be trivial

—especially since the central government remains committed to a conservatively

estimated 10.6 percent increase in spending in 2015.

Additionally, while local governments have extremely limited revenue-raising

avenues outside sales of land and property, the revenue and tax base of the central

government means that the slowdown will amplify the hit to the coffers. If we take

the 2013 central government budget as the example, over 34 percent of the

revenue comes from a domestic value added tax, or VAT (in which producers

pay at every stage of production), and 24 percent comes from corporate taxes.

In contrast, only about 24 million people, or less than 1.8 percent of the popu-

lation, pay income taxes, meaning only 6.5 percent of revenue came from

income tax.

This heavily unbalanced tax base has several implications specifically relevant

to a Chinese economic slowdown. One is that the heavy reliance on corporate per-

formance for tax revenue makes the budget exceptionally vulnerable to corporate

downturns, which will likely worsen. This is the case since tax receipts are tied

heavily to the performance and profits of corporate firms and these firms’ activities

rather than to household or personal income. Another pertains to China’s extre-

mely unbalanced reliance on fixed investment to generate growth: a dramatic

slowdown in fixed investment growth will disproportionately impact corporate

performance, and therefore corporate tax revenues. This problem is exacerbated
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by the country’s SOE-dominated political economy, in which SOEs have been the

primary commercial beneficiaries of growth and opportunity. As the downturn

bites, and heavily indebted SOEs use more capital to fund debt obligations,

their declining profitability will minimize the dividends the government can

extract from its SOEs.

Already, just ten firms account for about 70 percent of all profits made by

central SOEs, while up to half of all SOEs do not make any profits. By any com-

mercial measurement (such as return-on-investment, return-on-assets, or total

factor productivity), SOEs tend to be 30–50 percent less efficient than private

sector firms—and this includes all the capital, land, regulatory, and taxation

advantages offered to SOEs.38 Add in an estimate that some 70 percent of

central SOEs have dipped their fingers in the real-estate pie.39 The bottom line

is that the nature of China’s fixed-investment slowdown, let alone a meltdown,

will do great damage to Beijing’s corporate tax receipts.

There is also no realistic prospect that proceeds from VAT can pick up the

slack. Since the VAT is leveled at every stage of production (even if it ultimately

is passed on to the final consumer), collections depend heavily on industrial pro-

duction growth, which is slowing. Neither can VAT collections from a boom in

domestic consumption allow a ‘business as usual’ approach. The main reason is

China’s low level of domestic consumption, which at about 35 percent of GDP

is comfortably the lowest of any major economy in the world. (According to

World Bank figures, only Equatorial Guinea, Kuwait, and Saudi Arabia have

lower levels as a percentage of GDP.) Over the reform period from 1979

onward, the figure has steadily fallen from over fifty percent in the 1980s, to

over forty percent in the 1990s, to the current figure over the past decade. It is

not conceivable that any increase in consumption would be sufficient to offset

declining fiscal revenues from the corporate sector.40

Rising Demands by the Chinese People
Declining revenue growth, if not contraction, for the total government budget is a

virtual certainty. Some estimates are that revenue intakes will actual decline by 5–

10 percent by the end of 2015 from last year.41 This is a problem because the

funding gap (between fiscal revenues received by local government and what

they spend) has vacillated between 8–10 percent of GDP (approximately $800

billion to $1 trillion in current terms) since 2007—with most of the shortfall

being made up with land and property sales. With revenues from land sales

alone likely to fall from a high of just under $700 billion at the end of 2013 to

about $400 billion towards the end of 2015,42 local governments will increasingly

demand a greater share of total government revenue as the economic slowdown

continues and property markets subside.
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So far, Beijing has resisted significant fiscal reform. In fact, even as local govern-

ment spending has increased from 70 percent to 85 percent of all government

expenditure (1994–2013), central government expenditure has been increasing

at a significantly faster rate than fiscal revenue receipts since the 1994 reforms.

Rather than genuine fiscal decentralization, Beijing has chosen to implement

some Band-Aid solutions to relieve the local government’s plight. One has

already been mentioned (involving forcing lenders to roll-over maturing loans);

another involves measures allowing local governments to issue bonds in their

own right.43 Even then, there has been adequate demand for such bonds

because they are implicitly guaranteed by the central government, meaning a

large proportion will become a central government liability upon maturity given

the indebtedness of local governments.

The problem for the central government is that the local government shortfalls

cannot be quarantined or ignored. While the central government assumed primary

responsibility for national external as well as internal defense, external diplomacy,

and national infrastructure projects, local governments continue to take the lead

in local construction and infrastructure, education, healthcare, and most

other social and public goods. Any fiscal crunch at the

local government level would therefore impact house-

holds immediately and severely and inevitably lead to

spikes in discontentment against the government at

the grassroots level. Worsening such a situation is

that recent well-received social schemes have been

announced with little serious thought given to

funding. For example, the current government

announced in August that it will extend minimal

public health insurance to almost 95 percent of the

population by the end of the year, with local govern-

ments expected to pick up much of the expense.

Public Chinese demands on local governments are only going to get bigger.

Demographics is a compelling indicator for this. Despite the well-known inevit-

ability of China’s aging population,44 only around one-third of all urban residents

and less than 5 percent of rural residents have some form of central, provincial, or

local pension fund.45 Although the current pension scheme covers a minority of

citizens, the consensus among researchers is that the state’s pension liability still

amounted to about $2.9 trillion in 2013.46 Other reports estimate that the

state’s pension liability could grow to $10.8 trillion over the next two decades

(or almost 40 percent of GDP based on a generous assumption of 6 percent

GDP growth each year).47

More generally, China spends just over 25 percent (one quarter) of its total gov-

ernmental expenditure on social goods such as welfare safety nets, health care, and

Any local fiscal
crunch will inevita-
bly lead to spikes in
discontentment
against the
government.
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education, with local governments responsible for about 95 percent of spending in

these areas.48 This compares to an average among lower-middle income countries

of around 36 percent of their budgets spent on these public and social goods. The

figure is 33 percent for upper-middle income countries and 42 percent for OECD

countries.49

The major problem is the funding gap for local governments between revenues

from their limited taxation powers as well as transfers from Beijing, and their

expenditure. Estimated at between $800 billion—$1 trillion, the gap has been

addressed mainly through proceeds from land and property sales over the past

decade. But with local government revenues from land related sales likely to

drop 20–50 percent by most estimations over the next couple of years, this

could mean an additional $500 billion local government fiscal gap, which has

to be somehow filled as reducing local government services is not an option for

China.

Added to local government’s debt burden is the need to stave off insolvency for

its LGFVs, and prevent a contagion risk to the whole financial and banking

system. Estimated to be around one-third of all local government borrowings,

this is many hundreds of billions of dollars that need to be found each year just

to tread water and contain the problem. If the government takes the bull by the

horns and chooses to formally recognize what may be more than a trillion

dollars worth of distressed and non-performing loans, it will require hundreds of

billions of dollars to rescue and recapitalize the balance sheets of state-owned

lending institutions.

Then one must consider the expanding demand for social and public goods

that Chinese citizens, especially those in urban areas, will demand. For China

to reach a similar level to other low-middle income countries (in terms of

proportion of government spending on social and public goods as a percentage

of GDP), the government will need to

find an additional $1 trillion dollars per year.

Throw in liabilities from existing but unfunded

pension schemes in an aging society, and we

already possibly have fiscal pressures unprece-

dented for any recent major economy.

For a government receiving $2.26 trillion in

revenue in 2014, these actual and deferred

liabilities are not trivial amounts. For the

moment, the projected $180 billion deficit for

2015 by the Ministry of Finance either grossly underestimates the enormity of

China’s fiscal woes, or shows a government choosing to ignore the problem

staring it in the face by refusing to recognize and prepare for existing and future

liabilities. More generally, simply relying on growth as a cure-all—as was

China could face
fiscal pressures
unprecedented for
any recent major
economy.
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China’s approach from the 1990s onward—is no longer possible. Indeed, high

growth, which can only be driven by even higher credit growth, lies at the

heart of the imbalances and will make the government’s fiscal position even

worse in the medium-term. So, now what is Beijing going to do?

PLA Sequestration with Chinese Characteristics?
Beijing may well come up with some excellent policy responses to many of these

problems and shortfalls, such as deepening government and corporate bond

markets to fund shortfalls; implementing reforms that widen the tax base to

help government revenue become more immune to business cycles; or implement-

ing institutional reforms that dramatically reduce corruption in the use of public

monies in order to gain a greater bang for one’s fiscal buck, etc.50 Even then,

none of these and other imaginable possibilities can alter the final conclusion:

enhancing national power and security cannot continue to anywhere near the

same pace as the previous fifteen years.

Bear in mind that 41 percent of central govern-

ment expenditure (after transfers to local govern-

ment) is currently spent on the PLA and the

People’s Armed Police (PAP), the latter a military-

trained force whose primary purpose is to control

domestic unrest and serve as a fighting force within

its own territory in times of war. Local governments

spent 5.6 percent of their budget on the PLA and

PAP. The bottom line is that the total Chinese gov-

ernment spending on the PLA and PAP is over 11

percent of the entire budget. If one accepts outside

estimates, such as those by SIPRI, that the true PLA budget is 55 percent

higher than the official one,51 then more than 60 percent of central government

expenditure (not including transfers to local government) is on external and

internal security, which equates to around 14 percent of total Chinese government

spending.

This brings us back to the central-local government issues. These will increase

pressure on the capacity of Beijing to continually grant the PLA rapid increases in

its budget each year. The PLA’s budget has been increasing at double-digit rates

that significantly exceed GDP growth per annum for the majority of the past

fifteen years. Beijing has essentially prioritized supercharging national power and

security at the expense of transfers to local governments, who are in charge of pro-

viding the vast majority of social and public goods. But the conditions for an

immensely destructive fiscal storm already exist, meaning that the local govern-

ment will come calling, and Beijing cannot afford to ignore it.

Enhancing national
power and security
cannot continue at
near the pace of the
past fifteen years.
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Just as other countries (such as Japan, the United States, and Australia to a

lesser extent) have been forced to eventually accept fiscal reality and wind back

growth in military spending, Beijing will soon have to confront its own economic

reality and fiscal mortality. The solvency of local governments who are overwhel-

mingly responsible for providing social and public goods, and the stability as well as

solvency of the entire financial system, are presumably higher priorities than even

rejuvenating the Chinese nation through the rapid advancement of military

power.52

The “long-standing task for China to safeguard its maritime rights and interests”

is a main theme in China’s 2015 Defense White Paper, which notes that “the

[United States] carries on its ‘rebalancing’ strategy and enhances its military pres-

ence and its military alliances in the region [while] Japan is sparing no effort to…

overhauling its military and security policies.”53 This amplified the slightly softer

line in the 2013 Defense White Paper that “China is a major maritime as well as

land country…”
54 If the transition from land-based to maritime-based great

power continues, then the CCP will be breaking with an 80-year tradition for

the PLA.

In times of fiscal well-being and plenty, a rising tide tends to lift all boats

(pun intended). Opportunity costs are minimal, and strategic and operational

ambition is easily articulated and accepted.

With difficult fiscal times ahead, deciding stra-

tegic and military priorities for the CCP and

PLA becomes far more fraught and contested.

In particular, continual largesse granted to

enhancing the capacities of the PLA Navy

(PLAN) might not prove as forthcoming for a

couple of major reasons.

The first is the certainty of intensifying com-

petition for resources between the PLA and

PAP. As the 2015 Defense White Paper and countless other documents and

speeches confirm, preventing East Turkistan (Xinjiang) and Tibetan indepen-

dence is firmly entrenched as two of the top three priorities, along with deterring

Taiwanese moves toward independence—all second only to preserving the politi-

cal power of the CCP.55 Xinjiang and Tibet are regions actually controlled and

administered by Beijing and together constitute about one-third of its current con-

tinental territory. Xinjiang also has significant oil and gas resources,56 while Tibet

has become a critical site for the Chinese strategic nuclear arsenal vis-à-vis Eurasia

and South Asia.57

While Beijing has little direct control over what happens in Taiwan, it has no

tolerance for any adverse developments in its western regions, over which Beijing

has formal sovereignty and control. In these areas, the PAP is the usual entity

With difficult fiscal
times ahead, enhan-
cing the capacities
of the PLA Navy
might suffer.
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responding first to any ongoing problems. Indeed, a lion’s share of the enormous

resources allocated to the PAP is deployed in the country’s western inland

region, with problems in Xinjiang only worsening.58 Repression of Uighurs has

intensified alongside alleged acts of terrorism by Uighurs. As recent examples,

an attack in March 2014 by eight knife-wielding Uighurs in Kunming left 29

dead and at least 130 wounded. In April, Uighurs armed with knives and explo-

sives killed three and injured 79 at the railway station in Xinjiang’s capital of

Urumqi. The following month, attackers crashed two cars into a Urumqi

market, killing 31 and injuring more than 90 people.

Add to this the growing official instances of ‘mass unrest’ in China (defined as

50 or more people protesting against government officials), which have increased

from 8,700 instances in 1993 to estimates as high as 230,000 by 2010.59 Respond-

ing to these remains the responsibility of the PAP. By all estimations, the number

now is regularly well over 100,000 instances each year. This all equates to a guar-

antee of rapidly increased funding for the PAP no matter the economic or fiscal

circumstances.

Second, and unlike its competitors with tight budgets, the PLA has not had to

negotiate difficult and zero-sum funding decisions. But dormant inter-service riv-

alries within the PLA will intensify as budgetary belts tighten.60 This is particularly

as significant and potentially fatal weaknesses exist (vis-à-vis America and even

Japan) in almost all aspects of the PLA’s organizational, human capital and train-

ing, capabilities, and logistical and integrative capacities across all the services.61

Furthermore, competing priorities between what Beijing coins its ‘core mis-

sions’ will increasingly undercut each other in a tighter fiscal environment. For

example, ‘containing separatist forces’ will require different spending priorities,

as will ‘resisting aggression’ from its land-border neighbors such as Russia and

India. Finally, core missions such as ‘safeguarding border, coastal, and territorial

air security’ (which is of most interest and concern to the United States)

require enormous and ongoing investment in not just the PLA Navy but also

cyber and space assets. This is part of its ‘winning local wars under informatized

conditions’ concept, which drives China’s anti-access/area-denial (A2/AD)

capabilities designed primarily to counter the U.S. Seventh Fleet.62 Development

of these capabilities will prove less relevant to the PLA Army and land-based

threats in many circumstances.

Strategic Implications

Hard work lies ahead for China to achieve its strategic and military objectives. Its

strategic environment is already deteriorating, while the hedging and/or balancing

activities of countries against it intensifies.63 China has already made the move

China’s Economic Slowdown

THE WASHINGTON QUARTERLY ▪ FALL 2015 137



from low-income to middle-income country, and fiscal difficulties mean that

putting sufficient dollars (or more precisely Renminbi) to strategy will become

increasingly tricky.

In light of these realities, Chinese fiscal vulnerabilities will offer significant

advantages and opportunities to other major powers and their allies to seriously

complicate things for Beijing should security competition deepen with China.

Despite common wisdom to the contrary, China’s ‘window of opportunity’ may

not be widening. Instead, the window is shrinking for China to get its economic

and fiscal house in order.
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