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It is now an open secret that the official defense budget is just a part
of the resources used to support the military establishnment of China. Most
anal ysts believe that China's published budget substantially understates its
actual spending on national defense, though there is no consensus with regard
to where China's "hidden sources" of military financing lie and how | arge
China's actual defense spending reaIIE]is. Estimates of China's real ME vary
wi dely, ranging from $20-140 billion."

A major problemwi th any analysis of China's ME is the veil of secrecy
shrouding nmilitary allocations. O course, the difficulty of gathering
statistical datf of sufficient reliability in this area is not peculiar to the
case of China.’ But Chinese |eaders' traditional preoccupation with secrecy
makes them extrenmely reluctant to publish details of the country's ME even in
the crudest aggregated form Until China published its first defense Wite
Paper in 1995, the outside world had only known a single-line entry for
defense in the annual state budget.EFven the White Paper did not tell us nuch
about the country's real ME either.® For instance, defense spending outside
the official mlitary budget was not nentioned at all

The absence of systematic data on defense spendi ng, however, does not
mean it inmpossible to generate estimtes of an acceptabl e accuracy. One needs
only to look a little further to find a surprisingly |arge anmount of naterials
publ i shed in China on defense econonics. Exanples include professiona
newspaper s, joEHnals, books, and national and provincial statistics books of
various kinds.® Al though one often has to search through dozens of such
publications in order to find a few useful references, these sources
nevert hel ess represent a gold-mne fromwhich we nay find many mni ssing pieces
of China's ME puzzle.

This chapter attenpts to tap these Chinese sources in the hope of

clarifying certain key issues about Chinese ME and, wherever possible, using



concrete figures to replace inpressionistic guesstinates. The follow ng three
sections examine in turn items in each of the three major conmponents of
Chinese ME: (1) the officially published defense budget; (2) defense-rel ated
spending that is inmputed to other governnent mnistries; and (3) the various
sources of extrabudgetary earnings of the People's Liberation Army (PLA). The
final section uses the findings of these three sections to construct estinates

of China's defense spending for the period of 1989-1998.
China's Oficial Mlitary Budget

Bef ore making any estinmate, we nust first clearly define what exactly
constitutes defense expenditure. Wthout a uniformaccounting structure for
ME, different analysts would cone up with very divergent estimates. In this
paper, the term"mlitary expenditure" is defined as total resources avail able
for national defense purposes regardl ess of the source of funding. To make the
definition operationable, the follow ng categorizationE?f ME suggested by the

St ockhol m Peace Research Institute (SIPRI) is adopted:”®

1. Pay and all owances of nilitary personne
2. Cvilian pay

3. Operations and nai nt enance (O&M)

4. Pr ocur ement

5. Research and Devel oprment ( R&D)

6. Construction

7. Pensions to retired mlitary personne
8. Mlitary aid

9. Cvil defense

10. Paramilitary forces

11. Mlitary aspects of atom c energy, space

Wth the SIPR classification serving as a framework of reference for
checking all kinds of defense spending, the sources of each group of
expenditure can be identified, starting with the categories in the official
mlitary budget and then adding the conponents of defense spending that are
not included in the official figure.

China's Public Finance Yearbook, however, divides the official defense

budget into two parts: central and local (Table 1). The local portion

apparently covers the costs of maintaining the nmlitia, because it is also



O
referred to as "militia operation funds" (m nbing shiyefei).® Al though the

central portion gives no breakdown by categories of expenditure, Chinese O
publications suggest that it covers the follow ng major spending categories:’

Per sonnel (Shenghuo fei)--pay and fringe benefits for PLA personnel

food, unifornms and other living expenses; pensions for retired seniorIEI

officers; settlement allowances for denobilized officers and soldiers.?®

Mai nt enance (Gongwu fei)--power and other utilities; allowances for

business trips; special allowances; other running expenses.

Operations (Shiye fei)--intelligence; neteorol ogi cal observation

t opographi ¢ survey; the provision and managenent of housi ng, medica

care, and other services for PLA personnel; comrunications and

transportation; fuels and other basic materials; political work.

Educati on and Training (Jiaoyu xunlian fei)--mlitary academ es, training

equi prent and installations, the operational costs of the mlitary

traini ng establishnent.

Procurenent (Zhuangbei gouzhi fei)--weapons and equi pnment from donestic

and foreign suppliers.

Mai nt enance of Weapons and Equi pnent (zhuangbei weichi guanli fei)--spare

parts, tools and auxiliary materials; repair and mai ntenance of weapons

and equi prent .

Construction (Jiben jianshe fei)--mlitary buildings, facilities, civi

air defense and other national defense works.

MIlitary Scientific Research (kexue yanjiu fei)--research in mlitary

science; mlitary nmedical research; testing and eval uati ng weapons and

equi prrent .

Stockpiling Strategi c Defense Materials (Zhanlue wuzi chubei fei).

Combat Costs (Zuozhan fei).

M scel | aneous Costs (Qta jingfei)--foreign affairs; noney awards for

surrendered nilitary personnel of eneny; others.

The heading of "Personnel” covers all those serving in the PLA including
all its defense forces, nmilitary service nobilization organs, administrative
organ of military-run agricultural and sideline production, citjlian enpl oyees
of the PLA and active service personnel in the reserve forces.’

In China, forner officers and soldiers normally receive no noney fromthe
government after being denobilized, except a one-off paynent of a

denmpbi |l i zati on al |l owance. While fornmer officers do maintain their salaries,



such rmoney comes fromtheir new enpl oyers rather than fromthe governnent
budget, as do their health and hospital expenses. Only a very small percentage
of senior officers who have already passed retirenment age when denobilized
recei ve pensions, housing all owances, and perhaps ot her kinds of benefit. The
of ficial defense budget bears all of thesE:fxpenses as well as the

af orement i oned denobi | i zation al |l owances.

"Procurerment" is an inportant category in the official defense budget.
According to Chi nese sources, the defense budget covers the followi ng three
cat egori es of weapons and equi pnent: space equi pnent, aircraft, mssiles,
nucl ear war heads and bonbs, ships and boats, tanks, and arnored vehicles;
artillery, other ordnance and ground force arms, and anmunition; electronics
and connunicationE:]transportation vehi cl es, reconnai ssance equi pment, and
| ogi stic support.™ Incidentally, this list includes all the itens Iistff under
t he headi ng of "procurenent” of the United Nations' definition of M ™

Whereas there is little doubt that the official defense budget pays for
ordnance procurenment from donestic suppliers, it is not clear how the Chinese
mlitary account for arns purchases fromforeign suppliers. In order not to
underestimate China's real Mg, we assune that nmajor foreign weapon purchases
are funded through special appropriations outside the defense budget.

The headi ng of "construction" covers ground force bases, naval bases,
ai rbases, missile projects (erpao gongcheng), comrunication centers,
scientific research centers, warehouses and depots, trainiEE]bases, barracks,
quarters for fanmilies of military personnel, and shelters.®

The official defense budget does not cover the costs of research and
devel opnent (R&D) on new weapons and equi prent. There is a distinction in
Chi nese usage between "mlitary research” (junshi kexue yanjiu) and "defense
research" (guofang kexue yanjiu). The former means primarily research in
mlitary science, but probably also includes nmedical research for nmilitary
pur poses, the testing and eval uati on of weapons and equi pnent, and research
for the mnor inprovenment of weapons and equi prent currently used by the PLA.
In any case, "military research" is done exclusively by PLA research
institutes. "Defense research" refers to all kinds of defense-related research
carried out by research institutes that belong to Effer gover nnent agenci es.
The official defense budget funds only the former.* The next section will

di scuss the latter.



MIlitary Expenditures Listed in O her Budgetary Categories

It is clear fromthe above section that, except a small portion spent on
mlitia Efintenance, the official defense budget is essentially the budget for
the PLA. " Some inportant defense-related outlays are actually excluded fromit
and instead |isted under other headings in the central and |ocal governnent
budgets. According to a recent internal publication, key defense-related itens
funded from ot her national and |ocal governnent sources include: the
param litary PAP; sone research, devel oprment, testinE:fnd eval uati on ( RDT&E)
costs; and capital construction of defense projects.” To this list should be
added sone denpobilization and mlitary pension costs and subsidies to defense
i ndustries that help | ower the cost of indigenous arns procurenent for the
armed forces. In addition, arnms acquisitions fromabroad may al so be financed

by funds listed under other budget categories.

People's Arned Police (PAP)
Establ i shed in mid-1983, the PAP's main fun%fﬂon is to maintain domestic
order as well as protect the country's frontier.” It has a separate budget,

which is published in China Public Finance Yearbook, though npost outside

observers seemto be unaware of this. As Table 1 shows, the PAP had been
financed solely by the central governnent before 1995. Since 1996, however

the provi nces have al so been asked to bear sone of its expenses.

Def ense RDT&E

In much of the 1980s, governnent funding for defense RDT&E was decli ni ng.
By 1990, governnment spending in this cateEffy was only equivalent to |less than
one-tenth of the official defense budget.® The falling trend was probably
reversed after the 1990-91 CGulf War. The hi gh-tech weapons used in the war
served as a wake-up call to the Chinese military |eadership, reninding them
how far China was behind in its armanents. Since then, defense RDT&E mi ght
have received nore attention than before. Efyever, anal ysts cannot agree on
how nuch China is devoting to this sector.™

In order to nake an estimate realistic, one has to know where defense
RDT&E funds come from According to well-informed Chinese nmilitary econoni sts,

defense RDT&E is financeE:iron1tmo sources: the general R&D fund and the "new

n 20 n

product pronotion fund. The former is defined as "all actual expenditure



made for R&D (tEfluding basi ¢ research, applied research and experinmenta
devel opment)."* It pays for both direct and indirect expenditure on R&D

(i ncludi ng nanagenment expenses, administrative expenses and capital
construction investrment relating to R&D). The latter refers to "the expenses
appropriated fromthe governnent budget for the scientific and technol ogica
expendi ture, including new product devel opment expenditure, expenditurE:jor
internmediate trial and subsidies for inportant scientific researches."? Both
i nclude allocations for defense purpose, but the bulk of themis devoted to
civilian prograns. The defense portion of the general R& fund is called "the
expenditure on research" (yanzhi jingfei) and its counterpart in the new

pr oduct develoanEE]fund "the expenditure on test, evaluation and prototypes"
(shizhi jingfei).?”

Based on the assunption that 10 percent of the general R&D fund was spent
on national defense for the period of 1989-91 and 15 percent for the period of
1992-98, both of which are unlikely high estimates, the Columm 1 of Table 2
cal cul ates China's defense-related R&D expenditure from 1989 to 1998. The
def ense-rel ated T&E figures shown in the Colum 2 are estimated by a sinilar
nmet hod, though it is assuned that the defense portion of the new product
devel opnent fund was higher, 30 and 35 percent for the pre- and post-Gulf War
subperiods, respectively, again unlikely high estimtes. Wiy is the defense
portion of the latter believed to be so high? Because, ranging fromtwo-thirds
to three-quarters, the central share in this government outlay is nuch higher
than in alnost all budgetary categories except national defense, the PAP and
few others. There is no reason for the central governnent to nonopolize the
devel opnent of new "products" unless a significant proportion of "products" to
be devel oped are defense-related. China's space and atonic projects are
probably covered under this category.

The figures presented in Table 2 seemto confirmthe estimates made by
Arnett and GIIl & Kim Chinatilspending on defense-related RDT&E is in the
vicinity of $1-$1.5 billion.* It is very unlikely for the actual spending to

be higher than this |evel

Construction of Defense Projects
As pointed out in the preceding section, the official defense budget
covers nost, if not all, construction costs of nilitary facilities directly

controlled by the PLA. However, expenditure on other types of defense



projects, including research facilities and nmilitary production |ines operated
by civilian institutions, is |listed under the budget category of "capita
construction."

In the first 30 years of the People's Republic, the dﬁfﬁnse-related
portion of capital construction averaged around 5 percent.®” After 1980, the
governnent:fubstantially reduced its budgetary allocations to defense
projects.® Thus, it is reasonable to assume that the portion of capita
construction expenditure allocated to defense projects was bel ow 4 percent for
the period of 1989-91. Even if China has decided to devote nore resources to
def ense project after the Gulf War, the share is probably still no higher than
5 percent. The Columm 3 of Table 2 reports our estimates of China's spending

on the construction of defense projects.

Subsidies to Denpbilized Mlitary Personnel and Their Dependents

The official defense budget pays for part of expenses on pensions to
retired mlitary personnel and denobilization allowances, but not all. The
Mnistry of Cvil Affairs (MCA) al so bears the responsibility of supporting
former servicenen and their dependents. Wthin the MCA's budget, there is an
itemcall the "conpensation expenditure" (fuxu zhichu), mhicEzis designated to
hel p mai nly but not exclusively veterans and their famlies.” In 1998, for
i nstance, 490,000 revolutionary martyrs' dependents, 890, 000 di sabl ed arnmy nen
and 2.54 ”1||tff veterans living in the countryside received regul ar subsidies
fromthe MCA.* A small part of the "conpensation expenditure" under the MCA is
al so used to assist denpbilized servicenen to resettle. The Columm 4 of Table
2 reports the data on the "conpensation expenditure" for the period of 1989-
98, assuming that it is spent entirely on former mlitary personnel and their

famli es.

Subsidies to MIlitary Production

It is essential to distinguish two distinct categories of enterprises:
(1) jungong enterprises or those managed by mnistries and corporatioEE]under
the State Council; and 2) jundui enterprises or those run by the PLA * Wile
jungong enterprises are frequently portrayed as being controlled by the PLA
this, in fact, is not the case. Each systemhas its own budget. The focus here
is on jungong enterprises. Jundui enterprises are discussed in detail in the

next section.



In the early-1980s, China's defense industry (aerospace, aeronautics,
el ectroni cs, ordnance, nucl ear and shipbuilding) conprised roughly 1,000
| arge- and nedium sized firns and over 200 research institutes, which
al together enpl oyed nearly 3 nmillion staff andtffrkers, i ncl udi ng about
300, 000 scientists, engineers and technicians.® Since then, due to a
substantial drop of military procurenment fromthe PLA this part of the state
sector has been in serious decline. Now China's defense sector is at best a
smal |l player in the context of the national econony. ItE:fsset val ue accounts
for only about 4 percent of the state industrial totﬂ.3lln terms of output
val ue and enpl oyment, its shares were even snaller.®

To cope with difficulties arising fromdeclining procurenent orders,
China‘E:fefense i ndustry has been undergoi ng conversion since the early
1980s. * By the mid-1990s, civilian production had constituted 80 percent of
total output value of the defense industries. In sone sectors such as -
el ectronics, the civilian share of total production is nearly 100 percent.™
Overall, nore than 40 percent of defense producers have converted conpletely
to civilian production, no |onger producing any defense goods and anot her 40
percent are engaged in both nmlitary and civiIiEE]production. Only around 10
percent produce solely for the military market.®

Conversion, however, is a very painful process. Chrren&iﬁ, only a handfu
of defense enterprises are profitable. Moyst are in trouble.® The ordnance
industry is the biggest noney-loser, while the sitﬁfﬁion in the aeronautics
and astronautics industry is only slightly better.® Overall, profits generated
fromcivilian production by China's defense indEfjries fall far short of
covering losses fromtheir nmilitary operations.*® Thus, governnent subsidies
are necessary to keep the defense sector afloat.

The data on state subsidies for |oss-making productive enterprises in
general are available. It is highly unlikely for nmore than one-third of such
subsidies to go to the defense sector alone. Even if one-third do go to the
def ense sector, a large portion of these funds (say 60 percent) nust have been
all ocated to either keeping defense producer idle or facilitating mlitary
conversion. Such costs of demilitarization should not be considered as
defense-rel ated expenditure. Based on these two assunptions, the Colum 5 of
Table 2 provides the estimates of state subsidies used to underwite the
production of weaponry. Wiy is it assumed that the share of state subsidies to

mlitary production did not increase after the Gulf War in 19917 Because since



the earlier 1980s, China has adopted a guideline for its donestic arms
production, that is, "nDretffsearch and devel oprment but | ess production”

(duokai fa, shaoshengchan).*

In other words, even if spending on RDT&E has
i ncreased, new weapon systens are not necessarily built and depl oyed. "Very
little evidence exists that the Chinese goEfjnnent will invest heavily in
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noder ni zi ng the defense industrial plant.

Speci al Appropriations for Arnms Acquisitions from Abroad

China neets nost of its weapon requirenents from donestic production
"Dependence on foreign arns suppliers is considered a political handicap,"
because the Chinese have |learned fromtheir experience in dealing with the
former Soviet Union (in the 1950s) and the USA (in the 1980s) that "in the
eventuality of a crisiE:]China coul d becone subject to foreign politica
i nfl uence or embargo."*

Despite its desire for self-reliance, however, China is clearly aware of
the necessity of inporting arns from abroad. OQtherwise, it would not be
possi ble to accel erate the pace of military nodernization. Since the md-
1970s, China has shown a great interest in purchasi ng weapons and weapons
technol ogi es fromthe advanced countries. But, before the 1990s, while the
Chi nese did a good deal of "w ndow shopping,"” the country's actual arns -
i nports were nodest even conmpared with some of its much smaller neighbors, *
whi ch coul d probably be attributed to cutbacks in China's overall defense
spending in the period. Aﬁffr the @ulf War, China speeded up its arns
acqui sitions fromRussia.® The total costs of China's purchases of Russian
weapons and equi prent since 1990 are estimated to be equivalent to
approxi mately $10 billion. However, according to sone anal ysts, "the actua
cash outlay is perhaps one third to one half less as early purchaseﬁzyere
covered in part by barter, and some deal s have not been conpleted."*

Where does the PLA get funds to pay for arns inports? One Chinese source
clains that the noney istfiready i ncluded in the "procurenment expenses" of the
of ficial defense budget.® But nost Chinese publications are silent on this
i ssue, while Western anal ysts generally suspect that China's foreign weapon
procurenent is funded through special appropriations. Assuning that spending
on foreign purchases lies outside the defense budget, it is possible for sucE]
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additional allocations to come fromthe budget category "other expenditures.

But because details of this category are not specified, there is no way for us



to specul ate how |l arge a proportion of it is devoted to arns inports. For this
reason, rather than relying on Chinese sources, the estinmted val ues of
China's arns acquisitions fromabroad in this study are derived fromthe tine
series data provi ded by theEE]S. Arms Control and Di sarmament Agency (ACDA),

whi ch are shown in Table 3.
MIlitary Expenditures Deriving from Extrabudgetary Sources

"The overriding financial fact in the dEfflopnent of the PLA throughout

n 48

t he Deng period has been inadequate funding. Most of the expenditures

di scussed in the above section, however, are beyond the direct control of the
PLA. Whet her these expenditures go up or down, they cannot help alleviate the
PLA's financial difficulties. To conpensate for the PLA' s budgetary
shortfalls, beginning from 1985, the central |eadership gave the PLA a go-
ahead to engage itself in various kinds of business activities. Revenues
generated by such activities are generally referred to in China as
"extrabEEPetary ear ni ngs" of the PLA, which do not appear in the state budget

at all.* The PLA has two main sources of extrabudgetary revenue.

Ear ni ngs from Domestic Business Activities

The PLA has a long tradition of participation in self-supporting economic
activities. But it was not until 1985 that the PLA was given the pernission to
conduct for-profit comercial activities. The nmlitary's expanded invol venent
in economc activities soon bore fruit. By 1987, the total turnover and
profits of PLA-affiliated enterprises had reached 9.59 billion and 2.41
billion yuan ﬁfﬂuivalent to 11.5% of the country's published defense budget),
respectively.* Wile such extrabudgetary inconmes certainly hel ped i nprove the
army's financial situation, the negative effects of being involved in conmerce
al so becane evident before long. In 1989, the central government was conpell ed
to take nmeasures curtailing the nilitary's business activities. The PLA then
began to withdraw fromthe conmrercial front.

However, the retreating process was disrupted by Deng's trip to southern
China in the beginning of 1992, which was followed by two yearscfﬁ " hi gh-
speed, free-wheeling growth for the nilitary-business conplex."™ Total profits
frommlitary business operations reportedly reached 5 billion yuan -

(equivalent to 13.3% of the country's published defense budget) in 1992* and 6
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billion Effn (equivalent to 14.2% of the country's published defense budget)
in 1993.% The nilitary's enthusiasmfor noney-nmaking again quickly gave rise
to serious problens, including rising corruption, worsening civil-nilitary
relations, |ax discipline, ebbing norale, falling | evels of professionalism
wi deni ng gaps between coastal and inland units and etc. Al arned by these
dangerous trends, the central |eadership [aunched another rectification
canpai gn at the end of 1993. Conbat units were banned from runni ng busi ness
except farming and sideline production. Their enterprises were either closed,
transferred to higher level nmilitary units, or handed over to |oca
governments. This tine, the order was nore rigorously enforced. By the

begi nni ng of 1995, according to a Chi”Eff report, 40 percent of PLA business
entities had already been closed down, * which led to leveling off of PLA's
conmer ci al earnings. The PLA's profits fromecononmc activities in 1997, for
i nstance, was reportedly around 4-6 biIIiontffan (at nmost equivalent to 7.4%
of the country's published defense budget).*

In July 1998, China's President Jianqzﬁenin i ssued an order to renpve the
PLA and the PAP from business altogether.® By the early Decenber of 1998, the
PLA and PAP units in 7 provinces (Beijing, Shanghai, Jiangsu, Guangdong,
Guangxi, Hai nan and Jiangxi) had conpletely w thdrawn fromthe comerci al
world. Atotal of 580 enterprises with the Effss asset value of 8-9 billion
yuan were handed over to local governments.® Since, anong China's 31
provi nces, those provinces except Jiangxi were where nilitary enterprises had
been nmost flourishing, the total value of military business assets in the
country was estimated at around 50 billion yuan, or around 1-1.5 percent of
the total asset value of the state sector. The central governnent has prom sed
to conpensate the military in the defense budget for its |ost business
revenues.

Based on the above discussion, we assunme that the total earnings fromthe
PLA's donestic commercial activities were equivalent to 10 percent of the
country's published defense budget from 1989 to 1991, 15 percent for the two
years of 1992 and 1993, and 12 percent in the period of 1994-98. These
assunptions allow us to obtain the figures in Colum 6 of Table 2. It is
hi ghly unlikely that such inconmes have contributed to the PLA's coffers by
anyt hing nore than 15 percent of official budgetary allocations to the PLA. In
fact, i”tfj”al Chi nese publications insist that it has rarely exceeded 10

percent . *
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Regardl ess of how nuch profit the PLA makes fromits comrercia
activities, it is debatable whether such revenue should be included in
calculations of China's real ME at all. There is abundant evidence that the

PLA's deep involvenment in econony greatly "weakened its professionalismandE:I
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cohesi on, undernining rather than enhancing China's nmilitary capabilities,
whi ch expl ai ns why the Chinese | eadership has incentive to force the nilitary
out of business. For this reason, it does not seem appropriate to count the

PLA's earnings from business activities as part of the country's ME

Arms Sal es

Earni ngs from overseas arnms sal es have been said to be another main
source of extra-budgetary revenue for the PLA. However, the role of arns sal es
as a source of the PLA' s inconme should not be exaggerated for three reasons.

First, China's total gross revenue fromarns sal es has suffered
substanti al declines since 1988, the peak year of arnms exports for China.
According to the ACDA's estimates, the total gross inconetfjon1arns exports
fell from$3.75 billion in 1988 to $0.58 billion in 1996.% In 1997, China arns
exports di pped 75 percent again andEEPe year 1998 expects to see another big
drop (see the Colum 3 of Table 3).%

Second, the arms sales figures were sinply gross inconme, which did not
di scount the cost of production. Since the cost foj unknown, it was

i npossible to calculate the net earnings realized.*

Nevert hel ess, the profit
was unlikely to exceed 20% of the gross incone (see the Columm 4 of Table 3).
Third, it is inportant to distinguish PLA's arns sales fromthose

conducted by the defense industrial mnistries. Myst of the Chinese arns sal es
agents are affiliated with the defense industrial ministries rather than with
the PLA. Only arns sal es made by PLA conpani es woul d benefit the PLAE:Put such
sales are unlikely to account for nmore than a half of China's total.® If this
assunption was correct, then the earnings fromarns sale added little to the
mlitary coffers, so little that they were al nost negligible (see the Col ums

4 and 5 of Table 3).
China's Real MIlitary Expenditure

Table 4 provides figures on China's official defense budget and real M

the latter of which are calculated fromthe data presented in Table 1, 2 and
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3. Conmparing the two tinme series, it appears that the real ME has consistently
been about 1.7-1.8 tinmes the official defense budget. Measured in current
prices, the real ME seens to have undergone double-digit increases all along
ever since 1989. However, nominal figures could be nisleading, and even

usel ess when inflation is high, for inflation might significantly discount the
effects of the expenditure increases. China experienced relatively high
inflation between 1992 and 1995. Wiile the real ME rose by 51.8 percent in
these three years, comodity prices went up 66.6 percent during the same
period. As inflation nore than consuned the increase in defense spending,
China's real ME actually decreased rather than increased in val ue.

Since nominal figures give no proper indication of the real trend, we
need to deflate nominal time series data by a suitable price index to make
themreflect intertenporal variations in China' s real defense expenditure. In
principle, the best nethod for price deflation would be to derive a series of
mlitary price deflators which could then be used to show the real change in
terms of the expenditure mix of the arned forces. Unfortunately, no such
deflator series is available in China. This study, therefore, uses the overal
consumer price index as a deflator to convert the nomi nal defense expenditure
series into real terms. Measured in 1989 constant prices, China's real M
i ncreased by 73.1 percent for the whole period of 1989-98. The increases
occurred mainly in two subperiods, nanmely, 1989-92 and 1996-98, while the
subperiod of 1992-95 witnessed downslides rather than upsurges.

This study makes no attenpt to provide estinmates of Chinese ME in U S
dol lars. The usual practice of making international conparison has been to use
the of ficial exchange rate for conversion. However, the exchange rate sel dom
reflects the ratio of aggregate or "average" price |evels between the two
countries concerned and thus could | ead to enornmous distortions in conparing
defense efforts. To devise a nore reliable nmeasure of conEffison, t he
"Purchase Power Parity" (PPP) concept has been devel oped.® However, it is
easier to talk about the PPP nethod than to actually apply it. One of the
principal requirements of PPP is to have as wi de a representative sanpl e of
products for the expenditure categories as can be obtained, with due
consi deration being given to conmon and conparabl e characteristics. Thus, to
construct a PPP explicitly for the defense sector, one needs detail ed
i nformati on about nilitary expenditure data at a sufficiently disaggregated

| evel and about the quality and price of each conmponent of this expenditure in
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both countries concerned. For instance, any attenpt to apply the PPP
conversion to the study of the Chinese ME has to take into consideration the
fact that the PLA increasingly relies upon the inportation of weapon systens
or military technol ogy that nust be paid for in hard currency. Internationa
differentials thus nmust be relatively lowin the mlitary sector as conpared
to the econony as a mhotﬁ Failing to take this factor into account could | ead

65

to serious distortions.” Putting it differently, the estinate of Chinese ME in
dollar terms would be somewhat | ower were a PPP rate specific to ME used
Clearly, the PPP nethod is very information intensive. But, in the study
of China's Mg, it is information that is in short supply. In the absence of
explicit mlitary PPP, one of course could use "short-cut" nethods instead,
nanely, converting military expenditure by gross domestic product (GDP) parity
or governnent expenditure PPP. But no tine series on either is available in
the case of China. At best there are only some rough estimates of the $PPP
yuan value for few specific years. And these estinmated $PPP val ue of the yuan
vary considerably, ranging from3 to 9 tinmes the exchange-rate conversion
There is no consensus anong econoni sts on which one of themis nost realistic.
Thus, the PPP-adj usted estinatEE]of Chi nese ME woul d be extrenely sensitive to
66

the choice of PPP yuan/$ rate.
Chinese ME in the West is indeed attributable to differing PPPs.*

In fact, much of the variance inEEftinating of

G ven the difficulty in nmaking judgnment about which $PPP val ue of the
yuan is nost appropriate, this study nakes no estimte of Chinese ME in dollar
terms. Neverthel ess such estinmate can be derived fromthe basic data provided
here, as long as one is sure that s/he has better idea about how to make PPP
yuan/dol l ar conversion. But if what is at issue is international conparison of
def ense burden, no conversion seens to be necessary. The share of ME in GDP
can serve as a very good indication of the nmilitary burden. Wether converting
ME at the GDP-wi de PPP, by exchange rates or naking no conversion at all, the
ME/ GDP ratio would stay the sane.

In the period of 1989-98, China's econony was boom ng with GDP grow ng at
an average annual rate of 9.4 percent. Certainly, the country could have
af forded a defense expenditure that kept pace with the general economny, had it
chosen to do so. But that did not happen. Rather, the ratio of the real ME to
GDP was falling from1992 to 1995, while it renained nore or |ess unchanged
for the other two subperiods of 1989-92 and 1995-98. By 1998, the ratio was

0.6 percent lower than it had been in 1989. China currently spends less than 2

14



percent of GDP on national defense as conpared with 3.7 percent in Taiwan, 2.5
percent in India, 3.2 percentEEP Sout h Korea. 3.7 percent in Russia and 3.6

percent in the United States.®
Concl usi on

1. China's real ME has consistently been about 1.7-1.8 tines its officia
def ense budget (comparing the Colum 1 and 3 of Table 4).

2. The resources available to the Chinese mlitary have been on the rise
since 1989 (see the Colum 4 of Table 4).

3. The growt h rates of Chinese ME are nuch | ower when neasured in
constant prices than when neasured in current prices (comparing the Colums 1
and 2, and 3 and 4 of Table 4).

4. Measured as a share of GDP, Chinese nilitary spending has steadily
declined (see Colum 6 of Table 4).

5. China's defense burden is nodest, with the ME/CDP ratio | ower than

those of all major powers and its neighboring countries except Japan
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