CHAPTER 2

CHINA’S GLOBAL AND REGIONAL ACTIVITIES
AND OTHER GEOSTRATEGIC DEVELOPMENTS

SECTION 1: CHINA’S REGIONAL ACTIVITIES

The Commission shall investigate and report on “REGIONAL
ECONOMIC AND SECURITY IMPACTS—The triangular eco-
nomic and security relationship among the United States, [Tai-
wan] and the People’s Republic of China (including the mili-
tary modernization and force deployments of the People’s Re-
public of China aimed at [Taiwan]), the national budget of the
People’s Republic of China, and the fiscal strength of the Peo-
ple’s Republic of China in relation to internal instability in the
People’s Republic of China and the likelihood of the external-
ization of problems arising from such internal instability.”

Key Findings

e China’s stated diplomacy promotes friendly relations with other
countries, regional peace and stability, and development of com-
plementary economic cooperation.! However, some of China’s
international relationships, namely those with totalitarian, re-
pressive governments, conflict with U.S. values.

¢ China’s regional activities in Latin America, Africa, and the Mid-
dle East and around East Asia are beginning to assume the char-
acter of a counterbalancing strategy vis-a-vis the United States.
That is, China’s support for rogue regimes and anti-American
governments and groups in vital regions serves an international
purpose: to balance American power, create an alternative model
of governance, and frustrate the ability of the international com-
munity to uphold its norms.

e China’s economic development policies can exacerbate instability
in volatile regions. Beijing’s export-led growth has magnified
trade imbalances, and complicated and inhibited local economic
development strategies, in some instances undermining the abil-
ity of governments in those regions to prevent or respond to the
rise of terrorist groups.

e China’s strategy to isolate Taiwan is manifest in its foreign pol-
icy actions around the world, including encouraging other nations
to switch their recognition to the People’s Republic of China, and
preventing Taiwan from participating in international organiza-
tions.

(65)
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Overview

During the past decade, China has energetically expanded its
outreach to the world. Dr. Ariel Cohen, Senior Research Fellow at
The Heritage Foundation, testified to the Commission that “China
has departed from its traditional isolationist philosophy and is
seeking to project its influence abroad. China is, at present, a re-
gional power with global aspirations, and if it continues on the
path of economic growth and projection of influence, its aspirations
may be realized.” 2

China’s foreign policy goals include creating opportunities for
continued domestic growth, isolating Taiwan internationally and
encouraging other nations that recognize Taiwan to change their
recognition, and ensuring continued rule by the Chinese Com-
munist Party. China views peace and stability at home as nec-
essary ingredients for economic growth.3 Economic growth, in turn,
legitimizes and perpetuates Communist Party control. The result of
this focus is China’s increased integration in world markets, the
development of global economic interests, and the emergence of
mechanisms designed to protect these interests. Deputy Assistant
Secretary of State for East Asian and Pacific Affairs Thomas
Christensen expressed to the Commission the hope that as China’s
involvement around the globe increases, China will join the United
States “in actions that will strengthen and support the global sys-
tem that has provided peace, security, and prosperity to America,
China, and the rest of the world.”4 Today, however, China’s inter-
national activities fall far short of this measure.

China’s Global Activities
Africa

China’s strategy for African relations is in great part driven by
its need to obtain resources for its economy, strengthen its own in-
fluence and leadership in developing countries, and create a mar-
ket for Chinese goods. Its presence in Africa is expanding, but
China is still learning how to translate that presence into influence
from which it can reliably benefit. Dr. Ernest Wilson, professor at
the University of Maryland, told the Commission that “China is on
a new glide path, and [a] new strategic direction, in experimenting
with a variety of ways to use the tools of statecraft to open the
doors to get privileged access to energy and resources in Africa and
elsewhere.”5 China relies upon a combination of trade, military as-
sistance, development assistance, corruption, and diplomacy to fos-
ter long-term partnerships with rulers and governments in African
countries that possess resources it wants to obtain, especially pe-
troleum.

African countries, namely Angola, Nigeria, the Republic of
Congo, and Sudan, provide China with 20 to 30 percent of its cur-
rent petroleum needs.® One facet of China’s strategy is to diversify
its sources of energy. For example, it will take risks in countries
such as Sudan that are bypassed by Western oil companies. Dr.
Wilson observed, “We should expect ... that as Chinese companies
strive to become more globally competitive they will engage in more
aggressive sales and marketing in Africa ... within but also beyond
the natural resources sectors.””
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While in theory this trade could complement the activities in Af-
rica of the United States and other Western nations, in practice it
often contradicts multilateral efforts to improve democracy, human
rights, and governmental accountability and transparency. China
professes a policy of non-interference “with the internal political,
institutional, and policy arrangements of its partners.”® When
President Hu Jintao visited Africa in April 2006, he “reiterated
China’s policy of making business deals without any expectation
that governments will improve democracy, respect human rights, or
fight corruption.”® However, in reality China facilitates situations
that other countries will not accept. For example, in September
2006 in Zambia, after opposition candidate Michal Chilufya Sata
threatened to break off diplomatic relations with China in the run-
up to Zambia’s presidential elections, China actively supported the
incumbent Levy Mwanawasa and offered new foreign aid programs
to the country.l9 Also, in 2005, China obstructed efforts by the
United Nations to investigate President Robert Mugabe of
Zimbabwe for his “clean-up campaign” that entailed police destroy-
ing slums and markets and depriving 700,000 Zimbabwean citizens
of their homes or jobs.l! In addition, China donated blue-glazed
roof tiles for the President’s $13 million presidential palace. It ap-
pears that Chinese contracts for providing hydroelectric generators
to Zimbabwe correlate to these actions.l2 Such actions make the
prospect of a relationship with China more appealing to the recipi-
ents than a relationship with the United States. Senator James
Inhofe told the Commission that “the saying in Africa is, ‘the
United States tells us what we need and China gives us what we
want.’” 13

China’s trade and investment activities are often linked with de-
livery of humanitarian and economic aid packages. According to Dr.
Wilson, China is “getting creative” in places like Nigeria with agri-
culture, health care, water, and education/training projects.14 In
addition to providing aid there, China has forgiven roughly $1 bil-
lion in bilateral debt of African nations.1®

China’s aid packages and projects typically focus on infrastruc-
ture development, such as constructing (or paying for the construc-
tion of) highways, railroads, and improved power supply systems;
these efforts not only serve the interests of the recipient nation, but
have a secondary purpose of supporting Chinese business invest-
ments in the area.l® Further, China’s foreign aid promotes China’s
reputation as an international power and significant actor. China
is seeking, and not infrequently obtains, diplomatic support as a re-
sult of its international activities—as illustrated in early August
2006 when Chad switched its diplomatic recognition from Taiwan
to the People’s Republic of China.l?

To further expand the appeal of China as an international part-
ner, China has been willing to sell military equipment and arms
(primarily small arms) to both African governments and, in some
cases, rebel groups seeking to overthrow governments—for exam-
ple, in Liberia.1® Between 2004 and 2005, Zimbabwe negotiated
with China to acquire 12 jet fighters, six other jet aircraft, 100
military vehicles, and a radar intruder-detection system for Presi-
dent Mugabe’s home.1® Prior to Zimbabwe’s 2005 election, Chinese
businesses provided radio wave jamming devices to be used against
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anti-Mugabe radio stations.20 China provided this support despite
the fact that the United States and the European Union have sanc-
tioned Zimbabwe for its abysmal human rights record.

Equally troubling is China’s sales of small arms and equipment
to the Sudanese government, and the role those arms play in the
continuing conflict in the Darfur region. (See the case study on Chi-
na’s relationship with Sudan for more information—below.)

China’s investments in Africa primarily support capital-intensive
resource production industries including mining and oil refining,
but typically do not foster the development of nascent African in-
dustries such as manufacturing. In essence, China is displacing in-
dustries considered a foundation for long-term economic growth.
The South African Textiles Union estimates a loss of 60,000 jobs
from a “tsunami” of imports from China,2! which has prompted
South African leaders to negotiate with China in an attempt to re-
duce the negative effects on South Africa’s labor force.22

Moreover, China often imports Chinese workers to carry out its
investment projects rather than hiring local African labor.23 The
failure to employ African workers means the nations where China’s
investment projects are being pursued will not benefit from trans-
fer of skills, widely considered to be an important element of in-
vesting in developing countries. The Chinese approach means that
there will be little if any increase in the personal income of the
host nations’ workers.

In sum, Dr. Wilson maintained, “To the degree that ... African
industry is undercut, then the U.S. and other nations need to be
concerned about the higher risk of economic stagnation, further po-
litical instability, humanitarian crises, and providing fertile ground
for the growth of terrorist groups.” 24

CASE STUDY: SUDAN

“There is in all of Africa no more destructive bilateral relation-
ship than that between China and Sudan ... Beijing’s relentless
military, commercial, and diplomatic support of Khartoum’s
National Islamic Front regime has done much to ensure that
Sudan remains controlled by a vicious cabal of unelected
genocidaires,” 2> Dr. Eric Reeves, a professor at Smith College,
told the Commission. The motivation behind this relationship is
China’s overwhelming desire to tap Sudan’s oil reserves. Unlike
many other nations, China is willing to work in such a risky and
objectionable environment.

The China National Petroleum Company (CNPC) has been the
primary actor in developing Sudanese oil production and its
partnership with the government extends as far back as the mid-
1990s. Because of the safety risks of operating in such an unsta-
ble area, China has hired militias to protect its oil operations
and reserves and has cooperated with the Sudanese army to im-
prove Sudan’s infrastructure to extract and transport 0il.26 Ac-
cording to Dr. Reeves, highways and airstrips built jointly by the
Chinese and Sudanese serve a dual purpose: they facilitate pe-
troleum operations and also movement of Sudanese military
forces around the country.2?
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CASE STUDY: SUDAN—Continued

In addition, China continues to sell arms and military equip-
ment to Khartoum, including “helicopter gunships, tanks, ar-
mored personnel carriers, heavy artillery, mortars, combat air-
craft, and light weapons.”28 U.N. investigators in the Darfur re-
gion have found that most of the small arms used in the conflict
are of Chinese origin, stating “China has been, and continues to
be, a major supplier of light weapons to the government of
Sudan and many of the neighboring states.” 29 Moreover, an Am-
nesty International report on Chinese arms sales noted that
China had shipped more than 200 military trucks to Sudan,
which could be used to transport the Sudanese army and its al-
lied militia, the Janjaweed.39 China has also assisted Sudan in
developing its own arms manufacturing capacity, including the
facilities to build Chinese-model tanks.3!

Of greatest international consequence is the impact of
China’s non-interference policy on the genocide occurring in the
Darfur region of Sudan. China has refused to allow progress on a
U.N. Security Council resolution aimed at stopping the conflict
in Darfur with the deployment of international peacekeeping
forces or imposition of sanctions on the Khartoum government.32
Dr. Reeves stated in testimony, “The National Islamic Front
[National People’s Congress], which controls all oil concession
and operating contracts, counts on Chinese protection at the
Security Council.” China abstained from the latest resolu-
tion considered in August 2006 to create a U.N. peacekeep-
ing force and has played no role in encouraging the Suda-
nese government to accept U.N. peacekeepers.33 According to
Dr. Reeves, China has a “clear interest in sustained conflict in
Sudan, at least at levels that do not threaten operations,”34 and
at levels that prevent Western countries from entering Sudan’s
oil market.

Both Dr. Reeves and Deputy Assistant Secretary of State for
East Asian and Pacific Affairs Thomas Christensen emphasized
the importance of active U.S.-China cooperation on this issue
and the necessity of public encouragement for China to act as a
“responsible stakeholder” in this respect. Dr. Christensen said,
“... China should participate with the United States in trying to
create more transparent, accountable and ultimately stable gov-
ernments in the areas were it gets its resources, both oil and
otherwise.”35 Essentially, the cessation of genocide in the Darfur
region should be an objective in creating a responsible relation-
ship between China and Sudan rather than focusing on main-
taining energy access.

Latin America

In her testimony to the Commission, Dr. Cynthia Watson, pro-
fessor at the National Defense University, characterized China’s
behavior in Latin America as that of a state that perceives itself
as an emerging power and “seeks to portray itself as a benevolent,
welcome ‘newcomer.’” 36 China’s strategy is “calibrated and meas-
ured” to engage the region in ways and in places where the United
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States is not involved,37 and its activities are intended to raise Chi-
na’s visibility in the region.3® Dr. William Ratliff, a Research Fel-
low at the Hoover Institution, explained in his testimony that
many Latin American leaders have welcomed China’s involvement
in the region primarily because they believe the United States has
not followed through on its promises for expanded relations and in-
vestment. He noted that President Hu Jintao of China spent more
time in Latin America in November 2004 than President Bush has
spent during his entire presidency.3°

Although China’s trade with Latin America is comparatively
smaller than its trade with other regions, China’s imports from
Latin America have increased by 600 percent in the past five
years.40 China focuses on accessing resources, including iron, soy-
beans, copper, and oil.41 Moreover, China’s trade in Latin America
appears designed to secure the entire supply chain in various key
industrial sectors such as mining, a strategy termed vertical inte-
gration.42

Among China’s relationships with nations in the region, its rela-
tionship with Brazil arguably is the most important. Brazil’s ex-
ports of non-genetically modified soybeans meet a major need in
China. Supplying another and quite different facet of the relation-
ship, China’s and Brazil’s space programs are working coopera-
tively and sharing information.43 China also is developing a rela-
tionship with Venezuela because it wishes to tap that nation’s oil
resources. There is concern in some Latin America countries, how-
ever, that China is merely buying up resources and is not investing
in the development of indigenous industries.44

In addition to trade, China has participated in military ex-
changes and high-level visits with several Latin American nations.
Latin American military officers have traveled to China for edu-
cation and training at the People’s Liberation Army National De-
fense University.4> Dr. Watson concludes, however, that these and
other high-level exchanges “appear to have limited effect and are
certainly not a guarantee of weapons transfers or intelligence co-
operation.” 46

The diplomatic battle with Taiwan for formal recognition is an
important feature of China’s relations in Latin America, where Chi-
nese officials continue to press countries to recognize China and to
revoke their recognition of Taiwan.%?7 Of the 24 nations that still
recognize the Republic of China, 12 lie in Central and South Amer-
ica and the Caribbean. According to Dr. Watson, these states “.
retain their ... recognition of Taiwan because Beijing has not yet
offered them a better deal. While there are some trade reasons for
Taiwan’s ties with these states ... these ties are not likely to ap-
pear compelling to these states’ governments over the long term if
Beijing offers significant assistance and trade incentives.”4® For
the most part, China’s activities focused on recognition have been
restrained, but it has taken limited steps to use trade and aid
packages as incentives.4?

Dr. Watson concluded that China’s activities in Latin America do
not currently pose a threat to U.S. strategic interests.5° Yet its en-
gagement with leaders such as President Hugo Chavez of Ven-
ezuela who openly denounces the American government has the po-
tential to undermine U.S. interests in the region. In particular,
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China’s support of Venezuela, Cuba, and Bolivia undermines the
progress of democratic reforms in Latin America and harms efforts
designed to improve transparency in Latin American governments
and businesses. Dr. Watson advised the Commission that the
United States could achieve greater security by improving bilateral
relations within the region.5?

CASE STUDY: VENEZUELA

China’s relationship with Venezuela serves as an opportunity
for China both to access Venezuela’s oil resources and to estab-
lish a presence in the Western Hemisphere—notably in a loca-
tion of substantial interest to the United States. In turn, for
Venezuela, as Dr. Ratliff told the Commission, “[President Hugo]
Chavez sees China as a country that is both critical ... of the
United States and a major market for Venezuelan oil, and that
market seems an ideal way to both reduce or end Venezuela’s de-
pendence on the United States and at the same time ... to drive
Washington crazy.” 52

Although Venezuela cannot supply the amounts of petroleum
to China that China obtains from other countries, this relation-
ship allows China to diversify its energy supply. In August 2006,
President Chavez traveled to Beijing, where China agreed to em-
bark upon oil exploration and production projects valued at $5
billion. In addition, President Chavez announced plans to mul-
tiply by more than a factor of six Venezuela’s oil sales to China—
from 155,000 barrels a day to 1 million barrels per day by
2012.53 This increase has been accompanied by a decrease in
sales to the United States. From January to June 2006, Ven-
ezuela’s exports to the United States fell by 18 percent, and in
July, Citgo Petroleum Corporation, a distribution and marketing
subsidiary of Venezuela’s state-owned oil company Petréleos de
Venezuela S.A., announced that it would reduce its U.S. network
of gas stations by 14 percent.5¢

China’s inability to refine Venezuela’s heavy oil and the costs
of transporting this oil back to China create two economic obsta-
cles. In response, China has pursued building a refinery as an
alternative, but transportation costs are a significant impedi-
ment because Venezuela lacks a Pacific port and the Panama
Canal cannot accommodate supertankers.5> As a result, the time
needed to ship the oil to China around either the Cape of Good
Hope or Cape Horn is so great, and thus the cost becomes so
high, that the exchange is unaffordable. Dr. Ratliff estimated in
his testimony that transportation of Venezuelan oil to China
could take up to five to ten times longer than it takes to ship the
oil to the United States.>®¢ Moreover, in a time of crisis, China
would have difficulties protecting the shipments.>? Together
these factors likely will prevent Venezuela from becoming a dom-
inant supplier of oil to China.

Nonetheless, China has been investing in the relationship
with Venezuela. It has supported Venezuela’s military by sell-
ing mobile air defense systems to the armed forces. China also is
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CASE STUDY: VENEZUELA—Continued

assisting with the design, production, and launching of
Venezeula’s VENESAT-1 telecommunications satellite; the
China Great Wall Industry Corporation contracted to launch this
satellite in 2008.58 However, China has limited its interactions
with Venezuela primarily to oil and related industries,5° appar-
ently as a hedge, because of the risks of Venezuelan political in-
stability; its desire to avoid badly poisoning relations with the
United States (with which China has far and away its most valu-
ftble ggestern Hemisphere relationship); and public image prob-
ems.

While China’s activities and presence in Venezuela do not
threaten Latin America or U.S. security interests yet, Chinese
support of President Chavez and his anti-American rhetoric do
not promote positive reform in Venezuela or elsewhere in the
hemisphere. As is the case with so many of China’s international
relationships, its interactions with Venezuela cannot be charac-
terized as the actions expected of a “responsible stakeholder” in
the global community.

Middle East

China aspires to expand diplomatic influence in the Middle East,
broaden its trade relationships there (primarily increasing markets
for its exports), and gain access to a secure supply of petroleum.
Dr. John Calabrese, Scholar-In-Residence at the Middle East Insti-
tute, noted in his testimony before the Commission that China’s
Middle Eastern diplomacy, largely based on commercial diplomacy,
increasingly is more professionalized and institutionalized.5 Its re-
lations are multifaceted and China employs a combination of high
profile visits, long-term economic agreements, and cultural ex-
changes®? to solidify its position in the region as a strong economic
partner. A number of Middle Eastern countries including Saudi
Arabia, Iran, and Oman reciprocate China’s desire to establish
long-term partnerships in order to leverage China’s presence in the
region against the United States.®3

China’s economic activities primarily focus on obtaining petro-
leum and opening the Middle Eastern market to exploration and
production activities of Chinese oil companies.6* Indeed, China’s
energy security is inextricably linked to the stability and prosperity
of this region including the Persian Gulf. In 2005, approximately
half its petroleum imports came from the Middle East.65 It is pro-
jected that as much as 70 to 80 percent of China’s future oil im-
ports will have to come from the Middle East and North Africa.66
China is well aware of this fact and is arranging its activities ac-
cordingly. As Dr. Calabrese told the Commission, “Chinese energy
entities have shown a greater patience in overcoming the political
and bureaucratic obstacles to doing business in the Middle East, as
well as greater flexibility and higher tolerance for risk than many
of their foreign competitors.”¢7 Saudi Arabia supplies China with
the majority of its oil imports; Iran is China’s second largest petro-
leum supplier.
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Although petroleum considerations dominate China’s relation-
ships with the Middle East, those relationships do have other fac-
ets. Some analysts believe that China’s approach is designed to
prevent the spread of Islamic fundamentalism to China’s predomi-
nantly Muslim Xinjiang province. The testimony of Dr. Ehsan
Ahrari of the Strategic Paradigms Consultancy specifically men-
tioned that China’s pursuit of a relationship with Iran intensified
because of the willingness of both countries to ignore issues of do-
mestic concern. For example, Iran did not interfere with the
Uighur Muslim population in China, and China did not interfere
with Iran’s persecution of the communist-leaning Tudeh party in
Iran.68

In 2005, Chinese trade with the Middle East totaled approxi-
mately $51.3 billion.6® China is pursuing bilateral free trade agree-
ments and sub-regional free trade agreements there, including an
agreement with the Gulf Cooperation Council (GCC)7° with which
a third round of negotiations concluded in January 2006.71 Some
of this trade, as well as other Chinese commercial and aid activity,
is conceived as an incentive to facilitate China’s access to the petro-
leum it so greatly desires. For example, Sinopec, one of China’s na-
tional oil companies, has pledged to finance the modernization of
an Iranian cement factory, as well as invest in electricity and tele-
communications infrastructure 72 Dr. Calabrese noted that this and
other similar pledges to Iran by China have not yet resulted in ac-
tual investment in that nation.”® Dr. Calabrese noted that China’s
Middle Eastern partners have expressed frustration because invest-
ment projects have not been implemented as promised and that
these projects are largely capital-intensive.”* Middle Eastern oil
producing countries need to create jobs for a growing youth popu-
lation, and China’s investments do not alleviate this problem. As
in Africa and Latin America, Chinese consumer products have
flooded Middle Eastern markets, especially in Iran, and have
crowded out local producers, thus compounding labor problems.?5

China has a long history of selling arms, proliferating missiles,
and providing militarily-useful technology to countries in the Mid-
dle East, including Saudi Arabia and Iran. Dr. Calabrese testified
that not all these sales necessarily will destabilize the strategic
balance in the region, but the transfer of dual-use items and tech-
nologies that enhance indigenous capabilities for missile prolifera-
tion could be more dangerous. He argued that “... the proliferation
of missiles and missile-related technology—mainly to Iran—re-
mains the most persistent and arguably the most dangerous aspect
of Sino-Middle Eastern relations.” 76

China’s active diplomatic efforts to secure Middle Eastern energy
supplies increase competition for American energy interests, and
also weaken the impact of U.S. sanctions on Iran. However, the ef-
fects of China’s activities in the Middle East on international peace
and security go well beyond these two considerations. A major cur-
rent example is that China has not supported U.S.-led efforts to
implement U.N. sanctions against Iran in response to Iran’s refusal
to halt its nuclear weapons program and allow International Atom-
ic Energy Agency (IAEA) inspections.

In addition, China’s arms sales may affect regional stability
through secondary proliferation. In July 2006, Hezbollah militants
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launched anti-ship cruise missiles from the coast of Lebanon to-
ward an Israeli anti-aircraft warfare ship. Reports identified the
missile design by its electronic signature as a Chinese-designed C-
802 “Silkworm” missile;77 an estimated 150 such missiles were
sold by China to Iran in the late 1990s.78 China has not been ac-
cused of directly transferring missiles to Hezbollah, but this exam-
ple illustrates that missile proliferation has consequences, espe-
cially when proliferating to countries that disregard international
nonproliferation norms or that support terrorist organizations.

Central Asia

Internal and regional stability, access to petroleum, and competi-
tion with the United States for influence in the region constitute
the focus of China’s diplomacy in Central Asia, and China ap-
proaches each issue with different strategic goals. Dr. Martha Brill
Olcott, Senior Associate at the Carnegie Endowment for Inter-
national Peace, stated in testimony before the Commission, “The
Chinese leadership and its quasi-state business community have
been very pragmatic in establishing and strengthening their rela-
tionship within Central Asia, making careful calculation of China’s
short-, medium-, and long-term interests in the region.” 79

Internal security in part motivates China’s relationships with its
Central Asian neighbors. In Xinjiang province, a very small ele-
ment of China’s Muslim Uighur population has for some time ex-
pressed separatist sentiments. Observers generally do not believe
these indicate an embrace of radical Islam but rather that they
stem from a desire for sovereignty, land rights, and fair treatment
by the Chinese government.89 Given the similar ethnic and reli-
gious backgrounds of the populations of bordering Central Asian
states, China fears the possibility that some of these states might
decide to support Uighur aspirations for independence from China
or greater autonomy. A major reason China engages the countries
on its Western border—Kazakhstan, Kyrgyzstan, and Tajikistan—
is to reduce the likelihood these countries will support the Uighur
separatist movement®! and to obtain cooperation in ensuring bor-
der integrity and security.

China was instrumental in establishing the Shanghai Coopera-
tion Organization (SCO), a regional agreement between China,
Russia, Kazakhstan, Uzbekistan, Tajikistan, and Kyrgyzstan, as a
vehicle for engaging Central Asia on issues of regional security and
political and economic development. Four observer nations—Mon-
golia, India, Pakistan, and Iran—also attended its most recent
meeting in June 2006. The SCO identifies “terrorism, separatism,
and extremism” as principal security concerns. It also encourages
cooperation on issues of border control and narcotics.82 Despite its
appearance as a multilateral organization, Dr. Dru Gladney, pro-
fessor at the University of Hawaii, argued to the Commission that
the SCO “... has no other role than bringing the member countries
together to discuss issues that are only and ever addressed bilat-
erally and resolved bilaterally.”83 For example, although it was
hailed as an example of SCO cooperation, the August 2005 Peace
Mission military exercise involved only Russia and China.8* The
chief beneficiary of the SCO is China,35 which uses it to promote
its reputation as a leader in regional security affairs and a reliable
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international partner. China also has used the SCO as an instru-
ment for increasing its access to petroleum resources in the region.

China, indeed, has focused considerable attention on acquiring
petroleum from Central Asia. In October 2005, one of China’s na-
tional oil companies, China National Petroleum Corporation, pur-
chased PetroKazakhstan, a Canadian-owned oil company in
Kazakhstan, for approximately $4.5 billion. In December 2005,
China and Kazakhstan opened a 998-kilometer-long pipeline, ex-
pected to deliver 200,000 barrels per day to China by 2007.86 China
is also pursuing the development of a gas pipeline from Uzbekistan
to connect with the Kazakhstan-China pipeline, and another pipe-
line linking it with Turkmenistan.87

For the United States, China’s involvement in Central Asia
raises several questions. China and the United States have enun-
ciated similar goals of opposing radical Islamic terrorism, and the
two nations reportedly have cooperated on some anti-terror initia-
tives. Dr. Gladney, however, expressed doubts regarding China’s
sincerity in these efforts, primarily because the United States has
not received cooperation from China in combating terrorism in
Southeast Asia or in the Middle East, but also because he views
Chinese anti-terror efforts as an excuse to expand control over
Xinjiang Muslims in a political move serving the interests of Chi-
na’s government and the Chinese Communist Party that controls
it.88

Experts differ regarding China’s perception and acceptance of the
United States in Central Asia. Dr. Cohen argues that China began
to feel strategically threatened by the United States’ increased
presence in that region following the September 11 attacks and
subsequent invasion of Afghanistan, evidenced by China’s support
of public statements opposing U.S. democracy initiatives8? and
U.S. bases in Uzbekistan and Kyrgyzstan.?© Chinese pressure coin-
cided with other factors in Uzbekistan, and the U.S. base was
closed.?1 Also, in Kyrgyzstan, the rent for U.S. military bases was
raised significantly.?2 China is trying to use the SCO to reduce
U.S. influence in the region and even contacted Kyrgyz officials to
initiate discussions of placing Chinese military bases in
Kyrgyzstan.?3 Conversely, Dr. Olcott contends that China has no
immediate interest in pushing the United States out of Central
Asia because China views the U.S. presence as a stabilizer in the
region; however, she believes China would not endorse an extended
U.S. presence in the region over the long term. With regard to Chi-
na’s statements against U.S. bases, she pointed out that these
statements did not suggest a deadline for the departure of U.S.
troops and that the statements originated from Uzbekistan, al-
though both China and Russia supported them.94

In Central Asia, China is encouraging regional economic integra-
tion, political dialogue, security cooperation, and development of
Central Asia’s petroleum market as a driver of economic growth.
However, China has little interest in some of America’s goals, such
as promoting human rights, freedom of the press, and development
of post-Soviet democratic political systems. Dr. Cohen told the
Commission this sends the wrong message to Central Asian lead-
ers.?> He also indicated that China’s actions may be an effort to
resurrect or create a modern form of the tributary system that ex-
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isted during the era of Imperial China.?¢ China’s relationships with
Central Asian states do not support governmental and economic re-
forms toward democracy, human rights, and free market econo-
mies.

Northeast and Southeast Asia

China is expanding trade with the nations of Northeast and
Southeast Asia. As is the case with its relationships with Central
Asia, one of its primary objectives in its relationships with North-
east and Southeast Asian states is to ensure stability and security,
often at the expense of values the United States thinks are impor-
tant, such as democracy and peace. China desires not to dissipate
its attention and resources in contending with conflict or disorder
at or near its borders. Rear Admiral Michael McDevitt (USN-Ret.),
Director of the Center for Strategic Studies at the Center for Naval
Analyses, told the Commission, “There is no question that China
is the dominant economic and military power on the continent of
Asia. Despite being dominant in terms of power, Beijing’s relations
with its neighbors are dictated by its grand strategic objective of
preserving peace and stability in its “near abroad” so that economic
development can proceed.” 97 Additional objectives include gaining
economic advantage, reassuring Asian countries of China’s peaceful
rise, isolating Taiwan, and increasing international influence.%8

RADM McDevitt characterized China’s relations with Northeast
Asian countries as promising, with the exception of Japan. China’s
diplomacy toward Japan has been marked by “latent tensions” con-
cerning unresolved issues of history. More recently, China’s govern-
ment focused on former Japanese Prime Minister Junichiro
Koizumi’s visits to the Yasukuni shrine to highlight those historical
issues.?? In addition, both countries currently compete for energy
supplies in the East China Sea and, fueled by growing nationalism,
have not resolved territorial disputes.190 With new Prime Minister
Shinzo Abe’s visit to China in October 2006, the two nations report-
edly are trying to ease existing tensions and reestablish bilateral
dialogue.101

China’s bilateral relations with the Republic of Korea, or South
Korea, are generally positive. China and South Korea share inter-
ests in stability on the Korean peninsula.192 China’s soft power and
cultural attraction have increased; Chinese has replaced English as
the most popular language studied by liberal arts majors in South
Korea.103

Despite China’s stated peaceful objectives, Asian nations have
expressed concerns about China’s intentions in the region.104¢ A
number of Asian countries are hedging against the dangers they
perceive in a more powerful China by strengthening bilateral rela-
tionships, including with the United States, and multilateral rela-
tionships to “preserve their independence and freedom of ac-
tion.” 105 Japan, South Korea, Thailand, and Taiwan have main-
tained close relationships with the United States and each has in-
volved itself in a number of economic, security-related, and political
multilateral organizations.

The nations of Southeast Asia have achieved a notable degree of
cooperation through the Association of Southeast Asian Nations
(ASEAN). In his testimony to the Commission, Dr. Karl D. Jack-
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son, professor at the School for Advanced International Studies at
Johns Hopkins University, identified three specific emphases of the
ASEAN organization related to the member nations’ desire to
hedge against China’s rise: expanding its membership to include a
total of ten nations; signing an ASEAN-China Treaty of Amity and
Concord; and insisting that the United States remain engaged in
the region.106

China’s commercial activities are the most evident conduit for
China’s influence in Asia, and they have benefited China’s reputa-
tion.197 In Southeast Asia, however, the United States remains the
most important economic partner, primarily for two reasons. South-
east Asian economies have been affected by China’s currency peg,
making Southeast Asian exports less competitive with Chinese ex-
ports and shifting foreign direct investment toward China.l98 In
addition, Chinese investment in the region remains small, so man-
ufacturers are receiving little help in contending with the competi-
tion of low-priced goods from China’s expanding processing indus-
tries.109

Dr. Robert Sutter, professor at the Walsh School for Foreign
Service at Georgetown University, argues that China’s growth and
diplomatic expansion reinforce the desire for U.S. leadership in the
region as a “security guarantor and vital economic partner.” 110 His
view was echoed by Rear Admiral McDevitt: Asian governments
seek interaction with the United States to increase their confidence
and comfort in engaging with China.l1l Without the U.S. presence,
Asian countries would be more concerned about China.

The consequences of more aggressive attitudes toward China by
other Asian nations could fuel conflict, especially in the case of
Japan. RADM McDevitt argued that the United States should pro-
mote trilateral cooperation among the United States, Japan, and
China and to encourage both Japan and China to take on the re-
sponsibilities and role of a “responsible stakeholder” regionally and
globally. Increased stability in the Japan-China relationship could
lower regional concerns about China’s military modernization, and
Dr. Sutter asserts that U.S. involvement toward this end could pro-
vide both countries with a way to adjust their antagonistic policies
and open the door to a more positive diplomacy.112
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CASE STUDY: BURMA

China’s relations with Burma bolster the capability of the mili-
tary junta to rule the country by keeping the Burmese econ-
omy afloat in the face of international sanctions. China is the
largest investor in Burma, and provides low-interest loans to
the Burmese government—most recently a June 2006 pledge
of a $200 million loan to five unspecified government min-
istries. China also supplies 90 percent of Burma’s military’s ar-
maments and has granted $1.6 billion in military assistance
and modernization funding.113 In return, China will receive ac-
cess to Burma’s natural resources—including timber, oil, and
natural gas. Moreover, this relationship with Burma poten-
tially could enhance China’s power projection capability by ex-
tending its presence into the Bay of Bengal and the Andaman
Sea, two areas vital to the transportation of China’s oil im-
ports from the Persian Gulf.114

Although they will not be able to compete with the volume of
natural gas China imports from Iran, Burma’s natural gas re-
serves are of importance to China’s energy security because
this natural gas can be transported overland by a proposed
pipeline directly linking the two countries. This has prompted
China to invest heavily in Burma’s natural gas sector; in No-
vember 2005, PetroChina signed a 30-year contract with
Burma for 6.5 trillion cubic feet of natural gas, and in Feb-
ruary 2006 China loaned Burma $85 million to purchase two
new oil rigs.115 Jared Genser, a fellow for the National Endow-
ment for Democracy and lead author of the Havel-Tutu Report
calling for U.N. action in Burma, stated in testimony that he
feared PetroChina’s activities would benefit from Burmese forced
labor and would be indirectly responsible for human rights viola-
tions.116

Despite the positive economic relations between China and
Burma, this relationship has had negative consequences both
domestically and internationally for China. Burma’s trade in
opium, heroin, and methamphetamine is responsible for in-
creased drug addiction in southern China, and a significant
number of HIV/AIDS cases can be traced to China’s provinces
that border Burma.ll?” These negative impacts have induced
public statements from the Chinese government against Bur-
ma’s illegal drug trade and its inability or unwillingness to
control the situation. Internationally, China’s support for
Burma has drawn criticism. In December 2005 and May 2006,
the U.N. Security Council held private briefings on the situa-
tion in Burma, to which China agreed in order to prevent a
public discussion from reaching the formal agenda.l1® Most re-
cently, in September 2006 the U.N. Security Council placed
Burma on its formal agenda, which will allow it to examine
the situation there. China opposed this decision.119
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Hong Kong and Taiwan

Both Hong Kong and Taiwan, as ingredients in the U.S.-China
relationship, are of great importance. Each in its own way acts as
a bellwether for determining whether China’s rise will collide with
fundamental U.S. interests or whether it will avoid conflict. Hong
Kong and Taiwan, also, offer arguably the easiest and most conven-
ient opportunities for China to demonstrate that it is ready, will-
ing, and able to accept the role of responsible stakeholder in the
community of nations and use its growing power, economic clout,
and influence for global benefit in a “win-win” manner, rather than
in a way that benefits China at the expense of other nations.

Hong Kong

Hong Kong’s “one country—two systems” structure was originally
codified in the agreement between China and the United Kingdom
that resulted in the return of the former British territory to Chi-
nese control in 1997. The conditions of the return purported to
guarantee a continuation of the greater degree of autonomy, democ-
racy, human rights, and a free market economic system that ex-
isted in Hong Kong than exist in China—and to offer the promise
of further democratization. It is of great significance to the United
States whether China honors its commitments.

Because of the importance of the status of Hong Kong, each time
in the past several years that a delegation of Commissioners has
visited China, a stop in Hong Kong has been included to enable
Commissioners to talk with Hong Kong citizens and officials, as
well as with American diplomats and businessmen, to assess
whether the commitments are being honored, and whether Hong
Kong is progressing, retreating, or just maintaining the status quo
in these important respects.

Based on the observations of the Commissioners who visited
Hong Kong in June 2006, it appears that many of the political and
economic guarantees assured in the Sino-British agreement of 1997
have been retained, such as preservation of the legal system and
economic autonomy. However, there are areas of concern.

Hong Kong’s citizens are guaranteed a free press—which per-
forms a crucial function in any democratic state as a “watchdog”
of the political process and government on behalf of the people. Un-
fortunately, whether or not the effort is orchestrated by Beijing, the
independent and outspoken news media in Hong Kong have been
disappearing. The great majority of news organizations now belong
to larger business organizations that seek a cooperative relation-
ship with the Chinese government in order to enable and facilitate
their commercial activities. They seek to ensure their media sub-
sidiaries do not antagonize the government. There is widespread
agreement that only one widely available newspaper remains inde-
pendent and vocal in its assessment of the Hong Kong govern-
ment’s and Chinese government’s actions and intentions, and there
are fears that its owner may be unable to resist delivering it to the
same fate as all the others. Moreover, China’s arrest of journalists
has prompted fears even among employees of foreign newspapers,
especially as China’s treatment of the arrested journalists and de-
nial of basic legal rights during trial indicate political motivations
for the government’s actions.120 If this vital means of criticism and
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introspection is lost to Hong Kong, there are questions about
whether or not Hong Kong’s democratic features can be preserved
and expanded.

The Hong Kong Basic Law suggests that Hong Kong will move
toward further democratization of its electoral process—in the form
of “universal suffrage”—for its legislative body, the Legislative
Council, and its Chief Executive.l?2! The current process has a
strong “constituency-based” element. Many Hong Kong citizens—
and the United States and other democratic nations—had hoped for
early progress in this direction. However, late in 2005 Hong Kong
Chief Executive Donald Tsang, recently appointed by the Chinese
government, announced that movement toward universal suffrage
would not occur in the immediate future.l22 In his October 2006
annual policy address, he indicated that progress on this issue
again would be delayed.123

The Commission reiterates its belief that the Hong Kong system
is a crucial one, and that it is very important for the United States
and other democracies to maintain a close watch on developments
there, and to sound the alarm should there be any significant ero-
sion of those democratic, human rights, and economic differences
that set it apart from China. To this end, the Commission expects
to continue to visit Hong Kong as it visits mainland China to up-
date its knowledge and understanding of occurrences there so that
it can convey those to the Congress for its evaluation and action.

Taiwan

U.S. support for Taiwan has grown as the island has democra-
tized, and as it has developed a free market economy that offers
an important economic partnership to the United States and other
trading nations. This support is underpinned by the Taiwan Rela-
tions Act and by other statutes and Executive Orders. Despite the
fact that the United States switched its formal recognition from
Taiwan to China during the late 1970s, the United States main-
tains close ties to Taiwan. It has made important defensive weap-
ons systems available for Taiwan to purchase in order to deter Chi-
nese aggression. And it has encouraged development of bilateral
trade and commercial relationships. The Commission supports Tai-
wan’s democratic system; it believes it is in the U.S. interest for
Taiwan’s democracy and free market system to flourish and for
both sides of the Taiwan Strait to work out their differences in a
peaceful manner free of threats and coercion.

A Commission delegation visited Taipei in the summer of 2006
for discussions with Taiwan government officials, policy analysts,
academics, and business people, and with American diplomats and
business people concerning Taiwan’s relationship with the United
States, Taiwan’s relationship with China, and Taiwan’s internal
political situation.

Among the topics the delegation discussed was the increasingly
complicated relationship that has developed between Taiwan and
China, largely as a result of the heavy investments Taiwan busi-
nesses have made in China’s economy, and establishment by many
of those businesses of manufacturing plants and other activities
and facilities there. Taiwan is the largest source of foreign invest-
ment in China today. Recognizing this situation poses some signifi-
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cant risks to Taiwan, government officials told the Commission del-
egation that mechanisms are in place to limit investments in the
mainland, but they acknowledge that many Taiwan businesses
evade those restrictions by establishing companies in economically
free-wheeling locations such as the Cayman Islands and Bermuda
and using those companies as conduits for their investments.

Complicating this situation are China’s persistent efforts to eco-
nomically, militarily, and diplomatically isolate Taiwan and pre-
vent it from integrating in the regional economy and from playing
a role in the international community.124 A number of those to
whom the Commission delegation spoke, both in and outside gov-
ernment, during its visit to Taipei emphasized this concern. In Au-
gust, Dr. Sutter testified to the Commission that Chinese officials
have been effective in these efforts to isolate Taiwan, especially by
preventing Taiwan’s entrance into regional economic organiza-
tions.125 Moreover, he stated, “Over time, Chinese pressure, backed
by China’s increasing importance to Southeast Asian countries, has
made visits of Taiwan officials [to those Southeast Asian nations]
at the ministerial level difficult while visits of top-level Taiwan offi-
cials are very rare.” 126

Taiwan is particularly concerned about U.S. free-trade agree-
ments with other Asian nations, notably including South Korea,
fearing that these may result, even if inadvertently, in a deflection
of some trade activity from Taiwan to the nations with which the
special arrangements exist. Government officials, policy analysts,
and business people all expressed a strong hope to the Commis-
sion’s delegation that the United States would agree to vigorous ne-
gotiations intended to produce a Taiwan-United States free-trade
agreement at the earliest possible date, and assured the delegation
that Taiwan is prepared to make agricultural and other trade con-
cessions that will be necessary in order to produce an agreement.
Taiwan leaders believe that achieving a free-trade agreement with
the United States is an economic necessity, but that it is, in fact,
even more than that: it is a strategic necessity without which Tai-
wan fears its ability to survive and prosper in the Western Pacific/
East Asian region, and the world at large, will begin to erode.

Another consistent topic of discussion with the Commission dele-
gation to Taiwan was the concerted efforts by the Chinese to “di-
vide and conquer” the Taiwan political system by pitting one Tai-
wan political party against another. Political struggles in Taiwan
over the issue of independence and the relationship with the main-
land, combined with rising domestic political tensions and allega-
tions of corruption, have distracted Taiwan’s democracy from fur-
ther development and from making policy choices important for its
own security—including, for example, the long-stalled purchase of
items in the U.S.-approved defensive arms package.

[NOTE: Issues related to the defense of Taiwan and the military
balance between China and Taiwan are addressed in Section 3—
“The Military Balance Across the Taiwan Strait”—of Chapter 3.]
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SECTION 2: CHINA’S PROLIFERATION AND
INVOLVEMENT IN NORTH KOREA’S AND TRAN’S
NUCLEARIZATION ACTIVITIES

The Commission shall investigate and report on “PROLIFERA-
TION—The role of the People’s Republic of China in the pro-
liferation of weapons of mass destruction and other weapons
(including dual use technologies), including actions the United
States might take to encourage the People’s Republic of China
to cease such practices.”

Key Findings

Chinese companies and government organizations continue to
proliferate weapons, weapons components, and weapons tech-
nology. Some of these transfers violate China’s international non-
proliferation agreements, harm regional security in East Asia
and the Middle East, and are a measure of China’s failure to
meet the threshold test of international responsibility in the area
of nonproliferation. Given strong U.S. interests in both regions,
Chinese proliferation threatens U.S. security and potentially
could place at risk U.S. troops operating in those regions.

China possesses the unique ability to influence North Korea’s ac-
tions, partly because of the great extent to which North Korea
depends on it for consistent supplies of food and fuel. Notwith-
standing its commendable efforts to persuade North Korea to re-
main involved in the Six-Party Talks seeking to obtain North Ko-
rean agreement to end its nuclear program, China has refused
to use its leverage effectively to pressure North Korea to cease
its nuclear and missile development activities and, in particular,
not to conduct the nuclear test it conducted in October.

Chinese companies and government organizations continue to as-
sist Iran’s missile development program, and have aided Iran’s
nuclear program. China also has refused to cooperate in the ef-
forts by a number of nations to persuade or force Iran to halt its
military nuclear program and instead has offered political and
moral support for Iran and obstructionism in the United Nations.
China’s continued frustration of nonproliferation efforts may pre-
cipitate additional nuclear proliferation, including nuclear weap-
ons development and transfer of nuclear weapons to non-nuclear
nations and terrorists, proliferation of other weapons of mass de-
struction, and conventional arms races.

China’s Proliferation Record

In testimony before the Commission, Assistant Secretary of State

for Compliance, Verification, and Implementation Paula DeSutter
acknowledged that the U.S. government has repeatedly engaged
the Chinese government at its highest levels “to reinforce our mes-
sage that the proliferation of WMD [weapons of mass destruction]
and missile technology is a threat to our mutual security.” 127 Despite
this effort and additional dialogues on missile modernization and
nuclear policy,128 the United States “remain[s] disappointed in the
continuing proliferant behavior of certain Chinese entities, and ...
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about the Chinese government’s commitment towards its non-
proliferation obligations.” 129

The following chart lists current multilateral nonproliferation
treaties and regimes and describes China’s status and level of par-
ticipation with respect to them:

International Nonproliferation Agreements and China’s

Participation

Nonproliferation Regime

Description

China’s Response

Biological Weapons Con-
vention (BWC)

Outlaws the production, devel-
opment, storage, and use of bio-
logical weapons

China acceded to the BWC in
1984 130

Chemical Weapons Con-
vention (CWC)

Outlaws the production, stor-
age, and use of chemical weap-
ons

China signed the CWC in 1993.
In 1997, China ratified the con-
vention 131

Nuclear Nonproliferation
Treaty (NPT)

The five original nuclear states
(France, China, USSR (now
Russia), United Kingdom, and
United States) agree not to use
nuclear weapons against non-
nuclear states except in re-
sponse to a nuclear attack, and
to prevent the transfer of nu-
clear weapons to non-nuclear
states; and affirm the right of
states that do not possess nu-
clear weapons to use peaceful
nuclear technology

China acceded to the NPT in
March 1992 132

Zangger Committee

Maintains a list of equipment
that may be exported only to
facilities that have nuclear
safeguards in place, and fosters
coordination among states for
controlling the export of nu-
clear materials

China joined the Zangger Com-
mittee in 1997 133

Nuclear Suppliers Group
(NSG)

Controls the export of materials
that may be used for nuclear
weapons development

China joined in May 2004 134

Comprehensive Test Ban
Treaty (CTBT)

Each party agrees to prohibit
“... any nuclear weapon test
explosion or any other nuclear
explosion, and to prohibit and
prevent any such nuclear explo-
sion at any place under its ju-
risdiction or control,” and to
“... refrain from causing, en-
couraging, or in any way par-
ticipating in the carrying out of
any nuclear weapon test explo-
sion or any other nuclear explo-
sion.” 135

China signed in September
1996, but has not ratified the
treaty. (The United States is a
signatory, but also has not rati-
fied the treaty)
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International Nonproliferation Agreements and China’s
Participation—Continued

Nonproliferation Regime

Description

China’s Response

Missile Technology Con-
trol Regime (MCTR)

A “set of voluntary guidelines
that seeks to control the trans-
fer of ballistic and cruise mis-
siles that are inherently capa-
ble of delivering at least a 500
kg (1,100 1b) payload a distance
of at least 300 km (186 mi),
called “Category I” or “MTCR-

class” missiles” 136

China is not a member. How-
ever, it has made qualified
commitments to “abide by var-
ious missile nonproliferation
commitments.” 137 Under these
commitments, China exempted
certain missiles and grand-
fathered early transfers. Its
most recent commitment in
2000 stated that it would not
assist “in any way, any country
in the development of ballistic
missiles that can be used to de-
liver nuclear weapons (i.e. mis-
siles capable of delivering a
payload of at least 500 kilo-
grams to a distance of at least
300 kilometers).” 138 China has
not committed to restrictions
pertaining to other missiles.139

Proliferation Security
Initiative (PSI)

An effort led by President Bush
to prohibit and prevent the
transfer of banned weapons

China has not joined, voicing
concerns about the legality of
the PSI

and technology applicable to
nuclear, chemical, and biologi-
cal weapons

International Code of
Conduct Against Bal-
listic Missile Prolifera-
tion

Intended to curb the prolifera-
tion of ballistic missiles and to
support the implementation of
the MTCR

China has not joined

China has not even fulfilled the nonproliferation obligations it
has agreed to accept.!40 Evidence of recurring transfers of mili-
tarily-sensitive materials, products, and technologies by Chinese
companies and government organizations suggests that some of
these organizations are serial proliferators and have no fear of gov-
ernment controls or punishments.14! As Assistant Secretary of De-
fense for International Security Affairs Peter Rodman noted in his
September testimony, these organizations, including state-owned
enterprises (SOEs), continue to supply items and technology useful
for developing WMD and delivery systems.142 Some of these missile
technologies can be used in a variety of missile programs.143 Addi-
tionally, the United States remains concerned that China is cur-
rently conducting biological and chemical weapons research in vio-
lation of its obligations under the Biological Weapons Convention
and the Chemical Weapons Convention; 144 that it continues to ex-
pand its missile modernization program;145 and that proliferating
companies and government organizations in China could transfer
the products of these efforts to North Korea, Iran, and other na-
tions or to terrorist organizations engaged in various proliferation
activities.

The United States has attempted to persuade China to step up
its enforcement of its domestic nonproliferation laws and regula-
tions, and to comply with its international nonproliferation commit-
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ments.146 Also, the United States has worked to deter Chinese
companies and government organizations from proliferating by al-
tering the incentive structure,!4? increasing the political and eco-
nomic costs of proliferation. Sanctions are the primary vehicle for
this effort. Below is a chart listing sanctions imposed on Chinese

companies and organizations since the issuance of this Commis-
sion’s 2005 Annual Report:

List of Sanctions Imposed on Chinese Entities Since
November 2005

Date Entity/Person Controlling Statute
December e China Aero-Technology Import/Ex- | Iran Nonproliferation Act: regarding
2005 port Corp. (CATIC) missile and chemical weapons pro-

e North China Industries Corpora- liferation

tion (NORINCO)

o LIMMT Metallurgy and Minerals
Company Ltd.

e Ouinion (Asia) International Eco-
nomic and Technical Cooperation
Ltd.

e Zibo Chemet Equipment Company

June 2006 ¢ Beijing Alite Technologies Com- Executive Order 13382: regarding
pany Ltd. (ALCO) missile proliferation
o LIMMT Economic and Trade Com-
pany Ltd.

e China Great Wall Industry Cor-
poration (CGWIC)

e China Precision Machinery Import-
Export Corp. (CPMIEC)

o G.W. Aerospace (a U.S. office of
CGWIC)

August 2006 e Great Wall Airlines Company Ltd. | Executive Order 13382: regarding
missile proliferation and dual-use
components.

In June 2006, as the chart indicates, the United States imposed
sanctions on four Chinese companies plus the U.S. subsidiary of
one of them, under Executive Order 13382 148 because the U.S. gov-
ernment determined that they provided, or attempted to provide,
support for Iran’s Aerospace Industries Organization (AIO), a key
actor in developing Iran’s missile program.14® All of the firms sub-
jected to sanctions in this round had been sanctioned previously
under other U.S. laws.150 Assistant Secretary Rodman’s testimony
indicated that one of these companies, China Precision Machinery
Import-Export Corporation (CPMIEC), had transferred items con-
trolled under the Missile Technology Control Regime (MTCR) and
thus in violation of China’s obligations and commitments to pre-
vent missile transfers and technology.15! In August 2006, the Great
Wall Airlines Company was designated as a proliferator; its parent
company, China Great Wall Industry Corporation (CGWIC), was
sanctioned in June. Great Wall Airlines had to suspend its oper-
ations after the designation because the Boeing Company, an
American corporation, thereafter was prohibited from supplying to
{;he f1'15r2m technical assistance, parts, and aeronautical charts for pi-
ots.
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Although China has domestic legal mechanisms in place to sup-
port nonproliferation efforts, particularly an export control system,
to date Chinese action against proliferating companies and govern-
ment organizations has been “uneven” and “irregular.” 153 Thus, the
question is whether China’s failure to cease proliferation results
from the government’s inability to control actors within the country
or from China’s unwillingness to enforce its own laws. It appears
that China’s proliferation activities are facilitated by a “general
willingness to transfer a wide variety of technologies to customers
around the world, including to states of concern, not only Iran and
North Korea, but [also] Sudan, Burma, Zimbabwe, Cuba, and Ven-
ezuela.” 15¢ These transfers may alter the balance of power in the
regions in which these countries are located, or may be retrans-
ferred to non-state actors including terrorists. Assistant Secretary
Rodman stated that Chinese leaders now acknowledge the danger
of secondary proliferation and the potential for nuclear terrorism,155
but China’s weapons transfers often occur in concert with Chinese
attempts to improve economic and trade relations with certain
countries, especially those with significant natural resources. In
this respect, China permits its economic objectives and their polit-
ical implications to trump its nonproliferation commitments.

China’s transfers of militarily-sensitive items, whether conven-
tional arms or related to weapons of mass destruction, may spark
regional instability and also harm U.S.-China bilateral relations 156
as the United States responds to proliferation threats around the
globe. The propensity of China’s proliferation partners to retransfer
items received from China could produce grave repercussions for
China—for example, if it were established that a North Korean nu-
clear bomb traveled through China (as a result of lax customs con-
trols and poor inspection policies) to a rogue nation or terrorist
group 157 that detonated it on U.S. territory or that of a U.S. ally,
or used the bomb to help it acquire its own nuclear capability.

Also among the consequences of North Korea’s nuclear capability
and the possibility Iran also will acquire such capability is the pos-
sibility other nations in Asia and the Middle East will initiate ef-
forts to obtain nuclear capability.

This section further examines China’s proliferation record in the
context of its proliferation to North Korea and Iran. A more de-
tailed understanding of the political and economic motivations be-
hind the proliferation of weapons and technology can be gained
from these two cases, as well as a deeper appreciation for the sec-
ondary consequences of such actions. Moreover, these cases will ex-
amine the extent to which China can be considered a responsible
stakeholder with respect to nonproliferation.

China’s Proliferation to North Korea and Its Role in North
Korea’s Nuclear Weapons Development

China has a history of assisting the North Korean regime in the
development of weapons programs. As early as 1998, the United
States publicly confirmed reports of China’s assistance to North
Korea in developing missile capabilities and in supporting the
transfer of missile components.158 As recently as 2004, the Director
of Central Intelligence reported that North Korea acquired missile-
related assistance from China.159
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China has contributed at least indirectly to North Korea’s nu-
clear weapons program. China was the “principal supplier” to Paki-
stan’s nuclear weapons program, and several links have been iden-
tified between North Korea and Pakistan and its nuclear labora-
tories headed by A.Q. Khan.160 The Washington Post reported in
February 2004 that A.Q. Khan sold a nuclear bomb design to Libya
that he obtained from China, and this raises concerns that Khan
may have sold other Chinese-designed nuclear weapons technology
to North Korea.161 In 2003, the Central Intelligence Agency esti-
mated “that North Korea has produced one or two simple fission-
type nuclear weapons and has validated the designs without con-
ducting yield-producing nuclear tests.”162 In October 2006, The
Washington Post cited U.S. intelligence officials who estimated that
North Korea might have as many as six nuclear devices, or more.163

Since 1994, China has facilitated negotiations involving North
Korea, the United States, and other nations concerning North Ko-
rea’s nuclear program.164 Princeton University Professor Aaron
Friedberg testified that in 2002 China engaged more actively in
this process due to the concern that the United States might use
force against North Korea.165 Between August 2003 and September
2005, China hosted four rounds of the Six-Party Talks that have
included China, North Korea, South Korea, Japan, Russia, and the
United States. During the last round, the parties agreed to a Joint
Statement of Principles in which “[t]he [Democratic People’s Re-
public of Korea—or North Korea] committed to abandoning all nu-
clear weapons and existing nuclear programs and returning, at an
early date, to the Treaty on the Non-Proliferation of Nuclear Weap-
ons and International Atomic Energy Agency (IAEA) safe-
guards.” 166 Although the statement did not discuss a concrete
timeline for dismantling North Korea’s nuclear program and any
weapons it had produced, it was widely recognized as a positive
step forward in the negotiations, and China was credited with
brokering the agreement.167

Unfortunately, since that last round in September 2005, no
progress has occurred with the Six-Party process. The Joint State-
ment had announced another round of talks to occur in November
2005, but North Korea boycotted the meeting. The reason North
Korea gave was that it was protesting the United States freezing
North Korean accounts worth $24 million at the Banco Delta Asia
in Macau.168 The United States froze those accounts after obtaining
evidence the bank was involved in laundering money from North
Korean illicit trading activities and placing into circulation counter-
feit U.S. currency made by North Korea.16® North Korea refused to
resume talks until the United States terminated its action against
Banco Delta Asia and the stalemate has continued to the present.

In July 2006, North Korea test-fired seven missiles, including the
long-range Taepodong-2 missile with a range estimated to reach
the continental United States. After these tests, China and Russia
urged the United States and Japan to respond cautiously and, in
particular, not to rush to seek sanctions. North Korea threatened
“all-out countermeasures” if the U.N. Security Council imposed
sanctions.17? On July 15, 2006, the Security Council passed Resolu-
tion 1695 condemning the missile launches; demanding that North
Korea suspend all activities related to its ballistic missile program,;
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and urging North Korea to return to the Six-Party Talks without
preconditions.1”! The resolution imposed what are considered tar-
geted, punitive sanctions against North Korea, requiring U.N.
member states, consistent with their own laws, “to exercise vigi-
lance and prevent missile and missile-related items, materials,
goods and technology being transferred to DPRK’s missile or WMD
programmes,” and to prevent “the procurement of missiles or mis-
sile-related items, materials, goods and technology from the DPRK,
and the transfer of any financial resources in relation to DPRK’s
missile or WMD programmes.” 172 China voted for the resolution,
but only after language imposing the sanctions under the authority
of the U.N. Charter 173—which can be used to require U.N. member
nations to institute sanctions and take other steps without regard
to their national laws—was deleted from the text.174

In early October 2006, Pyongyang announced that it had con-
ducted a nuclear test, which was later confirmed by the United
States. China has strongly criticized North Korea for conducting
the test, and announced that it will support “carefully targeted”
sanctions in the United Nations. However, as the Security Council
crafted a resolution, China objected to sanction measures proposed
by the United States and Japan.l75 After a series of negotiations,
Beijing agreed to Resolution 1718, which then was adopted by the
Security Council. Among other things, the resolution, under Chap-
ter VII authority (removing discretion for member nations under
their own laws), requires U.N. member nations to do the following:

“prevent the direct or indirect supply, sale or transfer to the

DPRK, through their territories or by their nationals, or

using their flag vessels or aircraft, and whether or not orig-

inating in their territories, of:

(i) Any battle tanks, armoured combat vehicles, large cal-
tber artillery systems, combat aircraft, attack heli-
copters, warships, missiles or missile systems as defined
for the purpose of the United Nations Register on Con-
ventional Arms, or related material including spare
parts, or items as determined by the Security Council or
the Committee established by paragraph 12 below (the
Committee);

(it) All items, materials, equipment, goods and technology
as set out in the lists in documents S/2006/814 and
S/2006/815 ... as well as other items, materials,
equipment, goods and technology, determined by the
Security Council or the Committee, which could con-
tribute to DPRK’s nuclear-related, ballistic missile-re-
lated or other weapons of mass destruction-related pro-
grammes;

(iii) Luxury goods.”

In addition, all Member States shall “freeze immediately

the funds, other financial assets and economic resources

which are on their territories at the date of the adoption of
this resolution or at any time thereafter, that are owned or
controlled, directly or indirectly, by the persons or entities
designated by the Committee or by the Security Council as
being engaged in or providing support for, including
through other illicit means, DPRK’s nuclear-related, other
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weapons of mass destruction-related and ballistic missile-
related programs—and ensure that any funds, financial as-
sets or economic resources are prevented from being made
available by their nationals or by any persons or entities
within their territories ...”; and to prevent “illicit traf-
ficking in nuclear, chemical, or biological weapons, their
means of delivery and related materials” by taking “cooper-
ative action including through inspection of cargo to and
from the DPRK as necessary.” 176

Despite China’s vote for the resolution (that had been somewhat
diluted at its insistence), the United States has concerns about Chi-
na’s willingness to fully support it and implement all its provisions,
particularly the provision for inspection of cargo moving to and
from North Korea. China has indicated it will not be involved in
interdicting North Korean ships on the open sea, but did agree to
inspect cargo passing through its territory.177 The U.S. Department
of State has acknowledged that China has begun inspecting trucks
traveling across China’s border to North Korea.178

In his testimony to the Commission, Deputy Assistant Secretary
of State for East Asian and Pacific Affairs Thomas Christensen
stated that China’s cooperation with the United States, including
China’s hosting of the Six-Party Talks, its brokering of the Sep-
tember 2005 Joint Statements, and its vote in support of Resolu-
tion 1695, are positive examples of China becoming a responsible
stakeholder.17® These actions produced a “qualitative and quan-
titative improvement” in U.S.-China dialogue and collaboration re-
lated to North Korea.'80 Yet, Christensen and others agree that
China can and should do much more,181 especially as the nuclear
crisis continues to unfold. For example, China could suspend its
economic aid to North Korea, restrict trade, limit cross-border
interactions, and stop illicit activities by North Korea that are con-
ducted through or from China—not to mention it could threaten to
cease relations with North Korea.182

Of key importance to resolving the North Korean nuclear crisis
is an understanding of the different objectives and strategies of
each party involved. This analysis will only address the United
States and China. In the view of Commission witness Dr.
Friedberg, within the Six-Party Talks, the United States has fo-
cused on the process of the talks and on China’s participation in
the process.183 Sitting down at the negotiating table was perceived
as an accomplishment. On the other hand, China deflected U.S. at-
tention from the question of whether the process produced re-
sults.184

China’s approach to the Six-Party Talks reflects concerns about
the effects of economic and political instability on its border if the
North Korean regime falls. Dr. Friedberg testified that since the
United States confronted North Korea in October 2002 about its
nuclearization activities, China has refused to exert economic pres-
sure on North Korea; instead, it has actually increased its assist-
ance and trade.185 Beijing has encouraged North Korea to adopt
economic reforms modeled on China’s policy of liberalization, in an
attempt to integrate North Korea into the regional economy and to
promote growth.18¢ Thus, as noted by Dr. David Asher, Adjunct
Scholar at the Institute for Defense Analyses and former senior ad-
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visor to the U.S. State Department for East Asian affairs,
China apparently believes that it can live with a nuclear-armed
North Korea as long as the DPRK maintains its stability and is in-
tegrated gradually both economically and politically into the inter-
national community.” 187 Its priority is to ensure that North Korea
remains intact and is governed by a friendly regime.188

China has improved its relationship with South Korea as a coun-
terbalance to U.S. influence of South Korea’s diplomacy and ap-
proach to the nuclear crisis.’8® As both China and South Korea
place high value on stability on the Korean peninsula, they appear
determined to cooperate on a similar approach of “inducements” for
North Korea, instead of “punishments.” 190

Experts agree that China’s primary contribution to the Six-Party
Talks has been bringing North Korea to the multilateral negoti-
ating table, rather than producing any concrete movement by
North Korea toward halting its nuclear development.191 China re-
mains reluctant to exert any pressure on North Korea that would
challenge the stability of the regime. Ultimately, this establishes a
contradictory set of objectives to those of the Six-Party Talks and
supports maintenance of the status quo.

It has been more than a year since the last session of the Six-
Party Talks. Dr. Friedberg warned, “If the present standoff con-
tinues, and Pyongyang begins to accumulate a substantial stockpile
of fissile material, the danger that it will be tempted to sell or
transfer some of it to terrorists or other rogue states is likely to
grow.” 192 Greatly complicating this picture, and threatening the
continuation of efforts to rejuvenate the Six-Party Talks, is the low-
yield nuclear test North Korea conducted in early October. As the
figurative shock waves are fully felt in the power centers of Asia,
one possible result is that other nations will conclude they now
must obtain nuclear capability.193

In light of these developments, Dr. Asher urged the U.S. govern-
ment to rethink its strategy for addressing North Korea’s
nuclearization 194 and the roles it, the other nations that have par-
ticipated in the Six-Party Talks, and the United Nations can play
to mitigate the damage that has been caused already.

China’s Proliferation to Iran and Its Role in Iran’s Nuclear
Weapons Development

China and Iran have had a long relationship. More recently, dur-
ing the 1990s, in order to meet its domestic reconstruction needs
after the Iran-Iraq war and to offset a deficiency in domestic in-
vestment, Iran increased oil production to generate export revenues
and increase its holdings of foreign reserves. At the same time,
China’s requirement for imported petroleum was growing substan-
tially (it became a net oil importer in 1993), and China began to
explore relationships in the Middle East to enhance its energy se-
curity.195 Dr. Calabrese, of the Middle East Institute claims that
the U.S. arms embargo and economic sanctions on Iran following
the U.S. Embassy hostage crisis of the late 1970’s opened the door
for greater Chinese involvement in Iran, because they forced Iran
to seek alternative economic partners.196

A significant aspect of China’s current relationship with Iran is
its continued support for developing Iran’s weapons programs and
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capabilities. Ilan Berman, Vice President for Policy at the Amer-
ican Foreign Policy Council, testified before the Commission that
the trends in Sino-Iranian relations are toward a growing prolifera-
tion partnership and increasing security cooperation.197

Chinese companies and government organizations continue to as-
sist Iran in creating self-sufficient ballistic missile capabilities. In
August 2006, the U.S. Department of the Treasury sanctioned the
Great Wall Airlines Company Limited, a cargo airline jointly
owned by Chinese and Singaporean firms, for transporting missile-
related and dual-use components to Iran’s military.198 Assistant
Secretary Rodman also mentioned that “a Chinese firm continued
to supply probably MTCR-controlled items and dual-use items to
an Iranian missile production organization in late 2005 and 2006
and has prepared other raw materials for shipment to Iran,” and
that a Chinese “serial proliferator” located in Beijing has supplied
materials to Iran’s missile industry since at least 2004.199 China
also has delivered missile guidance systems and solid-fuel missile
technology to Iran.200

Additionally, China has allowed the transfer of weapons and
technology across its territory from North Korea to Iran (and other
locations). A Congressional Research Service report on China’s pro-
liferation record states that, “[flrom April to July 2003, China re-
portedly gave overflight rights to Iranian I1-76 cargo planes that
flew to North Korea at least six times to pick up wooden crates
suspected of containing cruise missiles.”201 After U.S. protest in
June 2005, China denied over-flight rights for an Iranian plane de-
parting from North Korea.202

Furthermore, China has supported Iran’s development of chem-
ical weapons. On December 23, 2005, the Administration imposed
sanctions on the North China Industries Corporation (NORINCO)
and five other Chinese companies for missile and chemical weapons
proliferation.203 Despite the sanctions, Mr. Berman testified that
Chinese firms remain actively engaged in transferring dual-use
items that could be used to develop a chemical weapons stockpile.204

A primary concern for U.S. security is that these transferred
items and technology will in turn be transferred outside Iran to its
proxy groups or to other rogue nations. Even if it desired to assert
such control, it would be very difficult for China to control such
third party transfers. The consequences of such transfers could se-
riously damage Chinese and American interests in the Middle East
by threatening regional security. For example, Assistant Secretary
Rodman confirmed that during July 2006, Hezbollah used Chinese-
designed C-802 “SILKWORM” anti-ship cruise missiles,205 which
Mr. Berman testified the Israeli government had no knowledge
Hezbollah possessed,296 to attack an Israeli naval vessel. In this
way, China’s transfer of these missiles to Iran played a role in the
conflict between Israel and Hezbollah.

Although China’s missile sale was a conventional weapons trans-
fer, the willingness of Iran to retransfer these items to a terrorist
organization heightens U.S. concerns over China’s willingness to
provide arms to Iran. Not only could terrorist organizations use
Chinese arms obtained from Iran to disrupt the region, but Iran
itself could use Chinese arms against U.S. troops or our allies in
the region.
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Additionally, Dr. Ehsan Ahrari of Strategic Paradigms
Consultancy testified that China’s transfer of military items and
technologies to Iran may affect U.S. relations with Taiwan. He ar-
gued that Beijing uses its transfers as leverage in negotiating with
the United States concerning U.S. military transfers to and other
support for Taiwan.207

While China suspended the sale of nuclear reactors to Iran and
in 1997 secretly promised not to aid Iran’s nuclear program, Direc-
tor of Central Intelligence George Tenet said in 2003 testimony to
Congress that Chinese firms might be involved with Iran’s nuclear
program; this statement was reaffirmed in 2004 by the Director of
the Defense Intelligence Agency.208 Although China’s missile pro-
liferation to Iran has flourished, Assistant Secretary DeSutter
noted in 2006 that China’s nuclear activities with Iran have waned
in response to the international attention paid to Iran’s nuclear
program.20°® Despite the lack of evidence of direct transfers, some
experts believe that China continues to support Iran’s technological
advancements and training of nuclear physicists.210

In 2004, the International Atomic Energy Agency (IAEA) re-
ported that Iran failed to disclose its nuclear programs and also
failed to meet its obligations under its safeguards agreement.21!
China wanted to resolve this issue within the IAEA and resisted
referring the Iran case to the U.N. Security Council. It maintained
this position even after it voted in February 2006 to support a reso-
lution reporting Iran to the Security Council. In May, after China
and Russia blocked a Security Council resolution under Chapter
VII of the U.N. Charter, which could have authorized U.N. eco-
nomic sanctions against Iran, the United States agreed to support
a new diplomatic effort.212 This resulted in a presentation to Iran
in June by the United States, the other permanent members of the
Security Council, and Germany of a package of incentives to end
its uranium enrichment program and allow IAEA inspections.213
Iran announced that it would review the offer and respond in late
August.

On August 1, with China voting in favor, the U.N. Security
Council passed Resolution 1696,214 demanding that Iran suspend
enrichment activities and implement TAEA transparency measures;
endorsing proposals by China and others for a “long-term com-
prehensive arrangement” intended to restore confidence in Iran’s
peaceful nuclear program; and expressing the intent of the Security
Council to take additional measures if Iran does not comply with
the resolution.215 Although, on first impression, China’s vote in
favor of this resolution may seem inconsistent with its past posi-
tions concerning nuclear activity by both Iran and North Korea, in
fact it is very much in character: typically China will endorse, or
at least will not impede approval of, multilateral statements con-
demning internal actions of another country, but will not support
the imposition of sanctions on the country. China has worked con-
sistently to prevent multilateral sanctions against Iran because of
its belief that sanctions violate state sovereignty.216

Prior to the August 31 deadline set by the Security Council, Iran
denounced the demands to abandon its nuclear work. China re-
sponded by reiterating both its desire for Iran to halt its program
and its opposition to sanctions, saying, “China has always believed
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that seeking a peaceful resolution to the Iranian nuclear issue
through diplomatic talks is the best choice and in the interests of
all parties concerned.”21?7 Regardless of China’s support for Secu-
rity Council Resolution 1696, Assistant Secretary Rodman con-
cluded that China and Russia both have failed to “back up this vote
with action.” 218

Mr. Berman testified that China’s obstructionism and moral sup-
port for the Iranian nuclear program have created “international
deadlock” and allowed Iran to continue development of its nuclear
capability.219 Also China’s willingness to provide materials and
technical assistance without political constraints and pre-
conditions 220 strengthens relations between the two countries and
lends support to the argument that another significant motivation
for Iran’s relationship with China is to diminish U.S. primacy in
the Middle East and elsewhere.

On the other hand, China’s relations with Iran primarily are
driven by its need for oil,221 and concern that Iran could deny
China access to oil there. (See this Report’s section on China’s en-
ergy activities [Chapter 2, Section 3] for more information on Sino-
Iranian energy cooperation.) China does not perceive the possible
development of Iranian hegemony in the Middle East as a signifi-
cant threat as long as its ability to obtain petroleum from Iran re-
mains stable.222 Moreover, Mr. Berman testified that Iran’s
nuclearization likely will instigate a new arms race in the region.
China stands to benefit materially from purveying arms to the na-
tions caught in such a race, especially if Saudi Arabia modernizes
its ballistic missile arsenal; this may further impede efforts to en-
list effective Chinese participation in multilateral efforts to slow or
stop Iran’s nuclear development.223

As a result of the link between China’s economic diplomacy to-
ward Iran and its political opposition to international efforts to
limit Iran’s nuclear weapons development, the United States can-
not rely on China to play a constructive role in the resolution of
this crisis, especially if that resolution involves imposing sanctions
on Iran.224

Mr. Berman concluded that China’s support of Iran is logical.225
He believes that China’s objectives in supporting Iran parallel U.S.
objectives in supporting Saudi Arabia,226 in that the vital role Iran
plays in helping to meet China’s energy needs takes precedence
over China’s concerns and considerations in other areas.

Assistant Secretary DeSutter concluded that sanctions applied to
Iran with the support of China and Russia are likely to produce the
most desirable outcome to the Iran nuclear crisis.227 Moreover, Mr.
Berman maintained that if the United States wants China to co-
operate in approving and implementing multilateral sanctions, U.S.
policy should “be aimed at providing the Chinese government with
the proper information about the scope and maturity of the Iranian
threat.” 228 The United States should be demonstrating how Chi-
nese interests will be severely damaged if China is not involved ac-
tively in sculpting a peaceful resolution to this crisis,229 and spell-
ing out to Chinese officials how other options for pressuring Iran
to stop its nuclearization would be more invasive and destructive
to Iran’s economy,230 and potentially to China’s investments in
Iran.
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Becoming a Responsible Stakeholder in Nonproliferation

China has a history of proliferation, but since 1991 has made nu-
merous nonproliferation commitments both in the form of multilat-
eral agreements and in the form of domestic policies and laws.231
Yet, despite China’s enactment of export control laws and other do-
mestic nonproliferation laws and requirements, and its accession to
several multilateral nonproliferation treaties and regimes, China’s
proliferation activities continue to raise concerns, especially when
they violate China’s international agreements. China’s laxity in
this respect does not adequately support international peace and
stability, diplomatic resolutions to proliferation challenges, or the
improvement of U.S.-China relations.

The Commission believes that responsible stakeholders effec-
tively participate in international efforts to prevent proliferation;
ensure they are not themselves proliferation sources or being used
as proliferation conduits; and honor the commitments they have
made to multilateral nonproliferation treaties and regimes, agen-
cies, and efforts.

The Commission believes that for a nation to combat prolifera-
tion activities effectively, it must establish strong export control
and transit control laws and regulations; 232 ensure that manufac-
turers and merchants know and understand those laws and regula-
tions; and impartially and consistently enforce those laws and reg-
ulations. China’s record in this respect reveals many gaps and
lapses, and these need to be called more forcefully to China’s atten-
tion. Some of these are attributable to weak or ambiguous laws or
regulations; some are attributable to weak support by the central
government, sending the signal that violations may not be seen as
serious infractions; some are attributable to insufficient penalties
for violations, which proliferators simply accept as “a cost of doing
business;” and some are attributable to inadequate commitment to
enforce laws and regulations, including insufficient dedication of re-
sources to border control and other enforcement efforts.

Assistant Secretary of State DeSutter stated that the role of the
United States and its friends and allies is to monitor “the will of
the Chinese government to take the concrete steps necessary to im-
plement [its] regulations clearly and fully, with vigor and trans-
parency.” 233 Deputy Assistant Secretary of State Christensen
noted in his testimony that the United States needs to refer to Chi-
na’s own legal requirements to identify enforcement lapses.23¢ Ad-
ditionally, Assistant Secretary of Defense Rodman asserted that
China’s domestic nonproliferation efforts should focus on tightening
export control regulations to eliminate ambiguities, addressing defi-
ciencies in criteria for licensing, improving mechanisms for identi-
fying potential export control violators, and developing procedures
for enforcing border controls.235 In this regard, China needs com-
petent technical assistance in establishing and operating an export
control system that meets international standards.

In addition to adhering to internationally-accepted rules and
standards, responsible leading nations also must act to enforce
those rules and norms when other states fail to comply.236 If it is
to secure recognition as a responsible stakeholder, China not only
must demonstrate its adherence to its international nonprolifera-
tion agreements and its own laws and regulations, it also must
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align its interests with those of the international community and
work constructively as a member of that community to obtain com-
pliance with the community’s standards and objectives rather than
pursuing only China’s unilateral advantage.23? China’s actions to
date with regard to the North Korean and Iranian nuclear crises
suggest that it has not reoriented its policies or objectives in this
way.

China has taken some favorable steps. In 2004 China joined the
Nuclear Suppliers Group (NSG),238 a multilateral nonproliferation/
export control regime. China also has supported U.N. Security
Council Resolutions 1540, 1695, and 1696,239 all of which affirm
the necessity of international cooperation to curb proliferation.
However, China has continued to resist imposing sanctions on ei-
ther Iran or North Korea for their nuclear proliferation activities
(although after North Korea’s October 2006 nuclear test China sup-
ported “carefully targeted” sanctions on North Korea). But to date,
China has not effectively leveraged its position of power and influ-
ence with either nation to obtain a suitable resolution to those two
crises. Further, China so far has been unwilling to join or partici-
pate in the multilateral Proliferation Security Initiative240 in-
tended to strengthen efforts to prohibit and prevent the inter-
national transfer of banned weapons and technology.

SECTION 3: CHINA’S ENERGY NEEDS AND STRATEGIES

The Commission shall investigate and report on “ENERGY—The
effect of the large and growing economy of the People’s Repub-
lic of China on world energy supplies and the role the United
States can play (including through joint research and develop-
ment efforts and technological assistance) in influencing the
energy policy of the People’s Republic of China.”

Key Findings

e China’s strategy of securing ownership and control of oil and nat-
ural gas assets abroad could substantially affect U.S. energy se-
curity—reducing the ability of the global petroleum market to
ameliorate temporary and limited petroleum supply disruptions
in the United States and elsewhere.

e In 2005, China became the second largest international oil con-
sumer after the United States, with a daily demand of 5.5 mil-
lion barrels per day.241 In 2006, China will account for 38 per-
cent of the total growth in world oil demand.242 The continuation
of China’s dramatic year-over-year increases of nearly half a mil-
lion barrels per day (an increase of approximately 16 percent in
2005 and 14 percent in 2006)243 in petroleum consumption will
place growing stress on the world’s energy resources and dis-
tribution systems, which will affect the supply available to the
United States and the cost of that supply.

¢ China’s energy policies, taken as a whole, are not consistent with
the economic or geopolitical behavior of a responsible stake-
holder; they distort markets and destabilize volatile regions. As
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China’s energy needs and consumption grow, its failure to ob-
serve these international norms becomes increasingly problem-
atic.

e The air pollution resulting from China’s energy use policies and
practices not only is exacting a toll on the health of China’s pop-
ulation and ecology but also is detrimentally affecting the air
quality of the western United States.

e In recent years, China has made progress in instituting, codi-
fying, and enforcing environmental standards and controls relat-
ing to fuel consumption and has pursued cleaner coal-burning
technologies, but still faces a daunting air and water pollution
crisis. If China does not address these problems aggressively, it
will exacerbate what is already an environmental catastrophe.

e Some U.S. cooperative efforts with China on energy efficiency
and environmental friendliness have realized success, offering
limited encouragement that the rate of growth of China’s energy
consumption can be slowed and the environmental consequences
of its energy use mitigated. Such results are profoundly in the
interest of the United States as well as China.

China’s Energy Security Policy

China’s energy security policy has three main objectives: to se-
cure an adequate energy supply to meet industrial, residential, and
transportation needs; to keep prices low for domestic consumption;
and to ensure secure delivery.244 The government’s determination
to continue strong economic growth, intensified by its fear of do-
mestic instability if growth slows, is of key importance in the for-
mulation of Beijing’s energy policies.

Because of this sector’s importance, the government has been re-
luctant to relinquish control of the energy sector to private or
quasi-private organizations. Similarly, the government has been
unwilling to trust the world’s free market dependably to meet Chi-
na’s petroleum needs; it views state ownership of energy assets, i.e.
production of its own reserves and purchasing oil at the wellhead,
as more secure than reliance on the world market for trade oil.245
This concept is fundamentally at variance with the concept of en-
ergy security to which the United States adheres: participation in
and dependence on the international market and diversification of
resources. This constitutes a significant difference in approach be-
tween the United States and China. That difference was raised in
mid-2005 when the Chinese National Offshore Oil Corporation
(CNOOC) sought to purchase the American oil company Unocal in
order to acquire and control its reserves located in various portions
of the globe.

China has enunciated and demonstrated a commitment to diver-
sify geographically its sources of petroleum. Deng Zhenghong, En-
terprise Manager for Chinese national oil company Sinopec, em-
phasized the need for petroleum imports and the strategy of Chi-
nese overseas oil activities when he stated that China’s overseas oil
investments follow a “sixteen character guideline”: “Consolidate the
Middle East, develop the surrounding regions [border states includ-
ing those in Central and Southeast Asia and Russial, expand in Af-
rica, and explore the Americas.”246 This principle emphasizes di-
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rectly connecting with resources abroad, without relying upon mul-
tinational companies.247

China’s preference for equity oil investments abroad (of pur-
chasing oil at the wellhead) is officially termed the “go-out strat-
egy,”248 and China is pursuing this strategy vigorously. From the
1990s to 2005, China’s cumulative overseas investment in oil and
gas was $7 billion; 249 from June 2005 to June 2006, the value of
China’s acquisitions was $11.97 billion.259 This represents a dra-
matic upswing in China’s equity oil investments, and although Chi-
na’s holdings and current production do not represent a significant
proportion of global oil reserves, they document an assertive policy
to secure oil at the wellhead.

China relies upon its national oil companies to implement this
“go-out” policy. As expressed in 2004 by Tan Zhuzhou, President of
the China Petroleum and Chemical Industry Association, “This in-
volves Chinese firms proactively going out to other parts of the
world such as Africa and South America and applying their tech-
nical expertise and financial resources to the exploitation of oil re-
sources there. This will enable us to secure multiple sources, avoid
the risks of over-dependency on any one source and reduce the ef-
fects of price fluctuations.”251 China seeks geostrategic opportuni-
ties through its energy acquisitions, and its companies display
more willingness to assume risks above those normally accepted by
Western oil companies. Chinese national oil companies prefer to in-
vest where countries have energy resources; where Chinese compa-
nies face limited competition due to the absence of U.S. oil compa-
nies; 252 or where the United States or other countries will not in-
vest for moral reasons.

Although there have been public offerings of the stock of some
of China’s oil companies, the central government remains the sole
or majority shareholder in most of those companies.253 A report on
China’s overseas oil investments commissioned by this Commission
concluded, “China’s three major state oil firms, which the govern-
ment has sought to nurture, giving them pride of place among the
country’s state-owned enterprises, have also acquired considerable
influence over energy policy.”254 It is not surprising that this di-
rectly affects how they prioritize and strategize their invest-
ments.255 These oil companies operate partially according to com-
mercial principles, but in essence they also act as quasi-govern-
ment organizations looking to shape and to fulfill a national secu-
rity strategy.256

Their ownership and control also significantly affect the financial
strength and flexibility the national oil companies can employ in
pursuit of their objectives. Their deep-pocket financing was raised
as an issue during the CNOOC bid for Unocal last year. Another
concern is that Chinese firms do not face the same reporting obli-
gations to their government or investors, which complicates the
ability to track their transactions with foreign governments.257 As
Dr. Erica Downs, a China Energy Fellow at The Brookings Institu-
tion, explained in testimony before the Commission, “... China’s
national oil companies are employing a number of tactics that are
unavailable to the international oil companies because ultimately
it comes down to different shareholder values ... the government
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is willing to accept a lower rate of return than that which inter-
national oil companies accept.” 258

Underlying the “go-out strategy” is China’s hope that, in a time
of a global petroleum supply crisis, the direct production of oil in
various overseas locations by Chinese oil companies can ensure
China will continue to receive the supply of oil it needs.25° How-
ever, Dr. Downs pointed out in her testimony that this concept is
complicated by several vulnerabilities China currently faces, name-
ly the price of oil, and its transportation.

Given that such a high proportion—43 percent in 2004 260—of the
petroleum China consumes is acquired externally through imports
(and that this proportion is anticipated to increase as demand in-
creases in accord with projections), China’s energy security relies to
a considerable extent on the ocean tankers that transport oil and
natural gas to China from abroad. The 2006 Department of De-
fense report on the Military Power of the People’s Republic of China
noted that more than 80 percent of China’s oil imports passed
through the Strait of Malacca.261 As a result, “China believes that
it is vulnerable to disruptions of sea lines of communication
(SLOCs) due to U.S. naval dominance, and to potential security
problems in the Straits [sic] of Malacca.” 262

In November 2003, this perceived vulnerability was enunciated
by President Hu Jintao when he discussed the “Malacca dilemma”
at an economic conference in Beijing. President Hu expressed con-
cern about “certain powers” that have “encroached on and tried to
control the navigation route through the strait,” and he urged
China to develop a new oil security strategy.263 Cortez Cooper, Di-
rector of East Asian Studies at Hicks and Associates, Inc., de-
scribed one likely strategy in his testimony to the Commission
when he noted that because of China’s increasing reliance upon pe-
troleum imports and international trade, Beijing hopes to con-
centrate on the Strait of Malacca, the Indian Ocean, and the Per-
sian Gulf, including developing blue water naval capabilities that
can operate at such a distance from China.264 Additionally, China
has pursued “acquisition of naval port-call rights along the sea
lanes of the Indian Ocean and Arabian Sea, [and] arms sales to
countries with which Chinese oil companies have contracts ...” 265
in an attempt to improve oil transportation security.

Further, in 2005 only nine percent of Chinese oil imports were
transported to China using Chinese-owned ships;266 it must rely
substantially on other countries’ vessels for the majority of its oil
and gas imports. This situation undoubtedly is a source of discom-
fort and concern to the Chinese leadership, and has prompted Chi-
nese leaders to recognize the importance of a “strategic transport
system” and call for an expanded supertanker fleet to increase Chi-
na’s oil transport capacity.267

Another way China is responding to these transportation
vulnerabilities is to try to construct or acquire pipelines that can
be used to transport oil and gas directly from oilfields to China. Re-
cently China has worked aggressively to obtain or construct pipe-
lines to or through Central Asia, 268 including lines from Iran and
Kazakhstan. As Dr. Downs noted, China perceives “overland im-
ports” as more secure than “seaborne imports” 269 because “overland
imports” do not traverse sea lines of communication that China
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cannot protect. Moreover, construction and use of direct pipelines
between Central Asia and China are not dependent on Russia’s
agreement.270 Notwithstanding its concerns about Russia, China
also has sought construction of a pipeline that would carry petro-
leum directly from Russia.2’! In these ways, China is attempting
to minimize the risk of significant supply disruptions. U.S. con-
cerns about pipelines with a Chinese terminus stem from the fact
already described: Wherever it can do so, China is developing pe-
troleum fields so it fully controls the oil and gas they produce, and
pipelines facilitate its actualization of this strategy.

Historically, China’s energy policy has emphasized “supply ex-
pansion over demand moderation,” 272 and this has produced a dra-
matic rise in energy consumption over the past 15 years. Energy
efficiency and conservation have not been major objectives. Accord-
ing to the National Development and Reform Commission, one of
China’s energy policy-making bodies, China’s energy efficiency falls
10 percentage points below that of the aggregate of developed na-
tions, indicating a significant waste of the energy resources China
currently has and is using.273

China’s energy situation and policies are greatly complicated by
the severe environmental pollution of the air, water, and soil re-
sources that results from the emissions from burning fossil fuels.
This is having calamitous effects on the health of the Chinese peo-
ple and producing acid rain, polluting the water and soil, and pro-
ducing carbon dioxide. Among the consequences for China are in-
creased health problems and consequent demands for medical care,
environmental degradation, and social unrest that threatens the
stability and order so valued by China’s leadership. This unrest is
illustrated by a December 2005 incident near the border with Hong
Kong that occurred when villagers who feared construction of a
coal-fired energy plant would increase pollution confronted police
and reportedly were fired upon.274

The evidence suggests that China’s leadership is awakening to a
number of these problems and is taking steps to try to mitigate
them. The government has begun to encourage energy consumers
to moderate their energy demands rather than reflexively to as-
sume the only acceptable response to increased demand is to find
a way to increase the energy supply.2?5 This has included some
“aggressive energy initiatives” aimed at simultaneously improving
energy efficiency while increasing domestic energy production.276
Principal Deputy Assistant Secretary of Energy Katharine Ann
Fredriksen described these to the Commission, including large-
scale coal liquefaction projects, new power plants fueled by natural
gas, energy efficiency improvements in large buildings, and use of
alternative and renewable energy resources.2?7 In addition, China
has adopted aggressive automobile gasoline mileage standards and
has instituted a new tax structure on passenger cars designed to
reward owners of economical vehicles.278 While new laws have
been enacted to address environmental and efficiency concerns,
problems with implementation and enforcement persist.
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China’s Energy Supply
Coal

Reflecting the significance of coal in China’s energy picture, Dr.
Downs testified that “Coal is king in China.” Coal provides approxi-
mately two-thirds of China’s total energy needs, and demand con-
tinues to increase, spurred by urban growth and industrializa-
tion.279 China consumes more coal than the United States, the Eu-
ropean Union, and Japan combined.280 China’s large domestic re-
serves enable it to be essentially self-sufficient in coal production,
and the government monitors coal prices to keep them artificially
low for the public.281

Environmental pollution and risks to public health are promi-
nent results of China’s high coal consumption. As a comparison,
China’s fossil fuel combustion released 22.5 million tons of sulfur
in 2004, more than twice the amount released by the United
States.282 It produces acid rain and contributes to 400,000 pre-
mature deaths a year in China.283 Dr. Downs testified that China
recognizes the significant environmental and political costs of burn-
ing coal.284 The Chinese government has been working with the
U.S. Department of Energy’s Fossil Energy Office to develop and
implement pollution controls, 285 but the objective of lowered emis-
sions can only be achieved if major investments are made in clean
coal technologies, and to date China has been unable or unwilling
to make sufficient investments of this kind.

Coal has a very low cost relative to the cost of other energy re-
sources in China, partly due to government pricing policies. Those
who use it are either unable or unwilling to afford the cost of more
expensive cleaner fuels. Continued dependence on coal, in turn, cre-
ates a disincentive for increased investment in developing fuel
processes that are cleaner but also affordable. Nonetheless, there
are some glimmers of hope. As Principal Deputy Assistant Sec-
retary Fredriksen noted in her testimony, China has participated
in the U.S. Department of Energy’s FutureGen initiative, which
“seeks to realize the world’s first near-zero emissions power plant
that will produce electricity and hydrogen from coal while cap-
turing and storing carbon dioxide.” 286 China also has been consid-
ering investing approximately $24 billion in large-scale coal lique-
faction projects which, if completed, could replace up to one million
barrels of oil per day.287

Oil and Natural Gas

Oil accounts for approximately 23 percent of China’s energy con-
sumption. In 2005, China became the second largest global oil con-
sumer after the United States, with a daily demand of 6.5 million
barrels per day.288 By 2030, the Department of Energy predicts
that China’s oil needs will equal 13 percent of global demand.28°
Facing a decline in domestic production,2?0 China has increased off-
shore production and is attempting to enhance residual oil recovery
in existing fields. China hopes that offshore production eventually
will become its largest source of domestic 0il.291 To bridge the gap
between domestic demand and supply, China relies upon oil im-
ports, which have risen in recent years. Overall, China imports at
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least 43 percent of the oil it needs.292 Until 2006, Saudi Arabia had
been China’s largest source for crude oil imports, but in February,
Angola moved into first place.293

To secure sufficient petroleum imports, China has focused on eq-
uity investments, and has been looking beyond its traditional prin-
cipal suppliers in the Middle East. China made new petroleum in-
vestments from June 2005 to June 2006 in thirteen countries, in-
cluding Angola, Nigeria, Equatorial Guinea, Venezuela, Canada,
Peru, and Syria.2%¢ However, these investments do not necessarily
represent immediate increases in production; rather, they indicate
potential production and an expansion and diversification of Chi-
na’s oil investments.

Below is a chart representing China’s equity investments from
June 2005 to June 2006:

China—Upstream Investment and Reserve Holdings 295
June 1, 2005-June 1, 2006
(bbl = barrels)

Invest- Value of Date of
Contract Proven
Country Interest | ment Cat- Details Invest- Reserves Trans-
egory ment action
Angola Block 15 0Oil Joint ven- $982 mil- 700 million | May-06
ture (20% lion bbl
stake,
Sinopec)
Angola Block 17 0Oil Joint ven- $1.1 billion | 255 million | May-06
ture
(25.5%
stake,
Sinopec)
Angola Block 18 0Oil Concession | $1.1 billion | 280 million | May-06
(40%
stake,
Sinopec)
Canada Northern 0il sands 40% $84 million | 596 million | Jun-05
Lights Sinopec bbl (bitu-
(Atha- stake in men)
basca) Synenco
project oil sands
project
Ecuador Block 15 0Oil PSA (40% $1.42 bil- 36.4 million | Sep-05
stake, lion bbl
CNPC
and
Sinopec)
Ecuador Tarapoa 0Oil Concessions | Value In- 125.6 mil- Sep-05
and (100% of cluded in lion bbl
Shiripuno Tarapoa the line
fields, and above
block 14, Shiripun- ($1.42
block 17 0, 75% billion)
block 14,
0%
block 17)
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China—Upstream Investment and Reserve Holdings 295—
Continued
June 1, 2005-June 1, 2006
(bbl = barrels)

Invest- Value of Date of
Country Interest | ment Cat- C]S)ggﬁgt Invest- RI;E(I’%‘IISIES Trans-
egory ment action
Equatorial Guinea Block S 0Oil PSC signed | Undisclosed | Unknown Feb-06
by (explo-
CNOOC ration
contract;
block sur-
rounds
the 300
million
bbl Ceiba
field)
Kazakhstan PetroKaza- | Oil CNPC pur- | $4.2 billion | 550 million | Oct-05
khstan chased bbl
Canadian
firm
PetroKa-
zakhstan
Kenya Blocks 1, 9, | Oil PSCs Undisclosed | Unknown May-06
10A, L2, signed by (explo-
L3, L4 CNOOC, ration
covering contract)
115,000
km?2
Nigeria OPL 471, Oil CNPC pur- | $16.04 mil- | Unknown May-06
721, 732, chased lion (low (explo-
298 Canadian signature ration
firm bonuses contracts)
PetroKa- in return
zakhstan for large
down-
stream
invest-
ments)
Nigeria Akpo Field | Oil PSA (45% $2.4 billion | 600 million | Jan-06
(offshore stake bbl
license held by
130) CNOOC)
Peru Blocks 111 | Oil E&P con- $83 million | Unknown Dec-05
and 113 tracts (explo-
signed by ration
CNPC contract)
Syria Stake in 0Oil 17% stake $586 mil- 66.3 million | Dec-05
Al-Furat held by lion
Petro- CNPC in
leum Co. Al-Furat
Petro-
leum Co.
TOTALS: $11.97 bil- | 3.2093 billion bbl
lion
1147.71 bn | Global proven reserves
bbl
3.21 bn bbl | Chinese overseas acquisi-
tions (2005-2006)
0.3% Chinese acquisitions as

percentage of total
world reserves
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Of China’s national oil companies, the China National Petroleum
Corporation (CNPC) has been most active and successful in acquir-
ing assets abroad; CNPC currently holds exploration and produc-
tion contracts in 21 countries.296 Sudan is the site of China’s larg-
est overseas production, 29?7 and CNPC has invested more than $8
billion there; these investments include a field in southern
Darfur.298 China not only invests in exploration and production in
Sudan, but also in Sudanese pipelines to transport pumped oil to
Red Sea refineries.299 In October 2005, CNPC purchased
PetroKazakhstan, a Canadian-owned company whose assets in-
clude pipelines that will be used to transport oil from Kazakhstan
to China.3%0 In August 2006, CNPC and the China Petroleum and
Chemical Corporation (Sinopec) agreed to jointly invest $5 billion
in exploration and production projects in Venezuela.301

Sinopec, however, operates primarily in Iran. In 2004, Iran
awarded Sinopec the rights to develop the Yadavaran oil field, ex-
pected to produce 150,000 barrels per day, in exchange for China’s
commitment to purchase ten million tons of liquefied natural gas
each year for 25 years.302 By means of this combined upstream-
downstream investment project, China significantly increased its
supply of oil and natural gas. In 2006, Sinopec signed another deal
with Iran to explore the Gamsar oil block, valued between $20 mil-
lion and $59 million over a four-year period.303 Also, in August,
Sinopec and an Indian national oil company jointly acquired a
stake in Colombia’s Ominex oil company. This illustrates a decision
by China and India to partner in the search for energy resources.304

China’s international petroleum activities have not been limited
to supply acquisition. Deputy Assistant Secretary Fredriksen noted
that China’s “lack of adequate refining capacity suitable for heavier
Middle Eastern crude oil” is a major concern for its leadership.305
To address this, China is collaborating with Saudi Arabia to build
joint-venture refineries in Quanzhou and Qingdao, and is building
a refinery in Xinjiang province to refine oil transported by pipeline
from Central Asia.39¢ In July 2006, PetroChina completed an ex-
pansion project on a Dalian-based refinery, making that refinery
the largest in China.3%7 Additional projects are under construction
in Fyjian and Guangdong provinces. China is also investing in the
refining capabilities of countries with which it currently has equity
investments. It is helping Angola build a refinery, expected to
begin operation in 2010;3%8 in July 2006 China signed a $2.7 bil-
lion agreement with Iran to upgrade Iranian refining capacity.309

Natural gas has not yet become the major actor in the energy
sector in China that it has become in the United States, primarily
because China lacks an adequate distribution system for natural
gas; this limits its use and contributes to its price being higher
than that of coal.310 Even so, consumption of natural gas is steadily
increasing. In June 2006, China became a natural gas importer
when the Guangdong liquefied natural gas import terminal
opened.311

To ensure an adequate supply, China also has attempted to ex-
pand its access to natural gas. This is presumed to be one of the
factors in last year’s attempt by CNOOC to purchase U.S. oil com-
pany Unocal that holds significant natural gas assets. China has
committed to purchase approximately 1 trillion cubic feet of gas in
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Turkmenistan beginning in 2009. It also is seeking natural gas
from Uzbekistan.312 China also has entered a 30-year contract with
Burma to purchase 6.5 trillion cubic feet of natural gas,313 which
may complicate U.S. and U.N. efforts to obtain changes in the po-
litical situation there.

As explained previously in this section, China is working to con-
struct or acquire pipelines, especially in Central Asia, for both oil
and natural gas in order to reduce the risks of transporting these
commodities to China. China’s primary partner in this initiative is
Kazakhstan, which China views as the “gateway to Caspian oil and
gas reserves.”314 A 620-mile pipeline from Atasu in northern
Kazakhstan to Xinjiang province became operational in May 2006,
although Dr. Martha Brill Olcott of the Carnegie Endowment for
International Peace testified that sufficient oil to fill the pipeline
is not yet available.315 China also has proposed building a pipeline
across Burma into Yunnan province in southwestern China that
would transport Burmese natural gas and possibly serve as an al-
ternate route for Middle Eastern oil to reach China, thereby mini-
mizing use of the Strait of Malacca.316

In 2004, China announced plans to construct a strategic-petro-
leum reserve (SPR) intended to hold stockpiles equivalent to 90
days of imports.317 Construction of the Zhenhai reserve, one of four
being built in China, was completed in the summer of 2006 and
was expected to be ready for use in October 2006.318 Although
China is not a member of the International Energy Agency (IEA),
the stockpile China is developing comports with IEA’s standards
for the SPRs of IEA member nations. Deputy Assistant Secretary
Fredriksen stated that this project is “one of the most significant
developments” in China’s energy policy,319 because it will give
China the ability to respond to an oil supply crisis by releasing its
own reserves.

Because China is not bound by the obligations of IEA member-
ship, it is uncertain if that is the purpose, or one of the purposes,
for establishing its SPR. The Department of Energy has been dis-
cussing this issue with China, most recently in September in the
U.S.-China Energy Policy Dialogue. Deputy Assistant Secretary
Fredriksen noted that, “[w]hile commending China’s efforts to build
their first state-owned SPR, we have constantly reiterated that the
SPR needs to be used to address supply disruption, not to affect
global petroleum markets.” 320

Nuclear Energy

Although nuclear energy currently provides only a fraction of
China’s energy, China intends to build an additional 30 nuclear re-
actors within the next 15 years, allowing nuclear power to provide
approximately five percent of the country’s total energy needs.321
Deputy Assistant Secretary Fredriksen stated that China is in the
final stage of constructing a pressurized water reactor, and the
United States is encouraging China to consider Westinghouse Elec-
tric Company’s bid, the only one it received from a U.S. com-
pany.322 In July 2006, China joined the Generation IV Inter-
national Forum (GIF) Policy Group that collaborates on “nuclear
energy system concepts” for future energy needs.323
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Renewable Energy

China recently expressed interest in pursuing renewable energy
as an option for diversifying its energy supply.32¢ In February
2005, China passed the Renewable Energy Law that legalizes the
regulatory framework for alternative energy sources and supports
research and development and the creation of new facilities.325 By
2010 China intends to supply 10 percent of its energy needs with
renewable energy and has obtained financing for this endeavor
from the World Bank and other institutions.32¢ In addition, China
has become the second-largest producer of hydroelectric power after
Canada. With the construction of the controversial Three Gorges
Dam and a series of dams on the Yellow River, China’s hydro-
electric capabilities will continue to grow.327 Despite these develop-
ments, Dr. Downs testified that obtaining widespread use of renew-
able energy sources in China will be a significant challenge, espe-
cially because other fuel sources cannot compete with the low mar-
ket price of coal, often because of the cost of equipment (e.g., wind-
mills or solar panels) renewable energy sources require.328

The Debate About Equity Oil Investments

As China increases its equity stakes rather than purchasing oil
on the international market, questions have surfaced as to the ef-
fect of China’s investments on U.S. energy security. In this discus-
sion, two divergent positions have emerged.

One line of thought is that China’s oil acquisition strategy di-
verts oil that otherwise would enter the world oil market, and that
this can result in harm to the market and the energy security of
its participants including the United States. Those holding this
view believe China’s strategy is to try to “lock up” petroleum sup-
plies for its exclusive use.329 In contrast, the United States relies
primarily on the international oil market for its oil imports. As
international demand for oil increases in the face of a limited sup-
ply, economic theory predicts heightened competition that will
drive prices higher. If China does not add to the world market the
petroleum in the fields it owns and controls, other states must com-
pete for what is left in that market, making the market’s prices
and supply more vulnerable to shocks and increasing the likelihood
of conflicts over limited supplies in the event of a crisis.

If this is the Chinese strategy, it will be harmful to U.S. interests
in other ways. Chinese petroleum acquisition efforts have resulted
in Chinese actions to protect regimes in nations where China is ob-
taining petroleum, such as those in Khartoum and Tehran. Accord-
ing to Dr. Downs, “... the risk for Washington is that China’s grow-
ing dependence on imported oil will increasingly prompt Beijing to
give higher priority to oil than to international issues such as the
protection of human rights, nuclear nonproliferation, and good gov-
ernance.” 330 As discussed previously in this section, China’s oil
companies often are active in countries such as Iran, Sudan, and
Burma where U.S. oil companies are not present because of boy-
cotts, sanctions, or high political and security risks. These regimes
often expect—and receive—a quid pro quo from China. An Iranian
newspaper explained that since “we have assured China that its
energy and oil needs will be met, we should ask that country to
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complete its position and go beyond mere expressions of opposition
to the referral of Iran’s dossier to the Security Council.”331 An addi-
tional concern is the extent to which China could affect domestic
politics within a country where it is obtaining petroleum to ensure
a favorable climate for its activities there.

The alternative line of thought in this debate about China’s oil
acquisition strategy is that China imports oil from its equity fields
that it otherwise would purchase on the international market. This
suggests that the effect of China’s petroleum acquisition strategy is
essentially neutral on the supply of energy available in the inter-
national energy market and on those nations that purchase
through that market, including the United States. Therefore, Chi-
na’s strategy does not threaten U.S. energy security. Some go fur-
ther to suggest that China’s acquisition strategy may actually ben-
efit the international market. As Deputy Assistant Secretary
Fredriksen testified, China usually enters markets with “a higher
geopolitical risk than a lot of private sector companies are willing
to take on ..., and so ... every drop of oil that they now are mining

. in those countries ... is oil theyre not taking off the inter-
national market.”332

China’s acquisitions currently are not significant in terms of the
overall international oil market. Its acquisitions between 2005 and
2006—higher than total acquisitions in the previous 15 years—only
totaled 0.3 percent of total world reserves.333 This amount of oil is
very unlikely to affect the world market appreciably even in a time
of crisis. Additionally, a report on China’s energy activities commis-
sioned by this Commission concluded that China’s oil companies
could “lock up” resources only by “consistently outbidding other
international energy interests and paying above-market rates. Such
a policy, however, would strain China’s already heavily subsidized
retail fuels market, lead to unnecessarily high oil prices, and harm
China’s overall economy.”334

During the Commission’s 2006 hearings, Commissioners asked if
China’s equity oil is transported exclusively to China or if some is
being sold on the market. If China is selling the oil it produces on
the market, China cannot be charged with “locking up” supplies for
its exclusive use. In support of this argument, Dr. Downs testified
that “host countries tend to value the barrels of oil that are pro-
duced in their countries at the world market price.”335 Con-
sequently, in a time of crisis, even if China can ensure the oil it
produces abroad is delivered to China, the price it will pay likely
will be comparable to the price it would have had to pay in the
world market—and thus its acquisitions likely will be comparable
to what they would have been if it participated in that market.336

However, the report on China’s overseas investments commis-
sioned by the Commission suggests the opposite. The contractor
tracked China’s investments through open sources in an attempt to
document the number of barrels produced by the fields it owns and
the number of those barrels that were transported to China. Al-
though Chinese customs data only indicate countries of origin for
China’s oil imports, and do not identify the specific projects that
were its sources, and Chinese oil companies do not reveal detailed
information about their activities, the report concluded that “the
amount of equity oil flowing into China in 2006 is only about
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320,000 [barrels per dayl], out of total imports of 3.6 million bpd
and total Chinese consumption of 7.4 million bpd ... [M]ore than
90% of its imports do not originate with equity oil projects in which
Chinese firms have invested.”337 Furthermore, the report found
that while China has increased its investment activity, only two
projects in Kazakhstan and Sudan currently produce more than
100,000 barrels per day in equity oil. Several projects in develop-
ment, including the Yadavaran field in Iran, have the potential to
produce more, but as yet that potential has not been realized.338
Thus, while representing a small share of world reserves and Chi-
nese imports, China’s current production of equity oil approxi-
mately equals the amount of its equity imports,33° implying that
very little Chinese equity oil is being sold on the market.

For its part, Chinese leaders dispute charges that it is trying to
“lock up” petroleum resources and have made a concerted effort to
“allay U.S. fears of neo-mercantilist policy” by means of govern-
ment pronouncements and cooperation with the United States in
petroleum “upstream” and “downstream” projects.340

Is China a Responsible Stakeholder in the Energy Sector?

China’s growing energy needs, and the necessity for it to seek en-
ergy supplies abroad, have created opportunities to gauge whether
Beijing’s energy sector policies and activities are those of a respon-
sible stakeholder. In its international petroleum acquisition activi-
ties, Beijing is not acting as a responsible stakeholder, although its
self-interested actions may reflect rational behavior intended to
protect its own supply. The health of energy markets is crucial for
sustaining the international economy, and acquiring oil through
the market and according to internationally accepted norms for
market behavior ensures a fair playing field for oil-importing coun-
tries. Yet, China’s acquisition strategy does not support the world
market and may prevent efficient allocation of resources, especially
in times of global supply disruptions. Its strategy reflects a mer-
cantilist view of global energy resources and does not promote
{nternational cooperation in addressing limited supplies of petro-
eum.

China has made progress in enacting laws and regulations that
promote environmental protection and in developing and imple-
menting energy efficiency technologies. Yet its progress continues
to be impeded by China’s domestic pricing policies that preserve
coal’s status as the cheapest energy source. Without establishing
economic incentives for development and use of cleaner fuels and
renewable energy sources, and for increasing energy efficiency, Chi-
na’s environmental problems will continue to worsen, and the
transnational effects of China’s pollution increasingly will affect
other nations including the United States.

A derivative effect of China’s energy acquisition policy and activi-
ties is that China has made it more difficult for the world commu-
nity to secure acceptable resolutions to genocide and other humani-
tarian crises, nuclear proliferation, human rights violations, anti-
democratic political activities, and corruption in several locations
where it is active in petroleum extraction, including Sudan, Burma,
and Iran. This is the case because China provides support to the
purveyors of these deplorable circumstances in order to facilitate
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its acquisition of petroleum and other resources those purveyors
control.

RECOMMENDATIONS

China’s Regional Activities

The Commission recommends that Congress urge the Adminis-
tration to seek direct dialogue and cooperation with China with
regard to securing a resolution to the conflict in the Darfur re-
gion of Sudan that will halt the genocide occurring there and
provide security and basic human rights for the affected popu-
lation. Congress should instruct the Administration to report
semiannually on China’s actions in Sudan and any progress that
has been made through dialogue with China.

The Commission recommends that Congress encourage the Ad-
ministration to intensify engagement with Latin American na-
tions in light of expanding Chinese interests in the region.

The Commission recommends that Congress encourage the Ad-
ministration to seek observer status for the United States in the
Shanghai Cooperation Organization and that Congress also en-
courage the Administration to monitor closely Iran’s participation
in this organization.

The Commission recommends that in response to China’s efforts
to isolate Taiwan, Congress encourage the Administration to im-
plement a long-term policy to facilitate Taiwan’s participation in
international organizations and activities for which statehood is
not a prerequisite, such as the World Health Organization, the
Community of Democracy, the Proliferation Security Initiative,
and other multilateral public health, counterproliferation,
counterterror, and economic organizations as appropriate. Con-
gress should instruct the Administration to report annually on
its actions to ensure that Taiwan is not isolated in the world
community.

The Commission recommends that Members of Congress, when
visiting mainland China, also visit Hong Kong, and that Con-
gress encourage senior Administration officials, including the
Secretary of State, to make visits to Hong Kong part of their
travel to China.

The Commission recommends that Congress extend the reporting
requirements in Section 301 of the United States Hong Kong Pol-
icy Act of 1992, P.L. 107-115, 22 U.S.C. 5731, for five more years.

China’s Proliferation and Involvement in North Korea’s and Iran’s
Nuclearization Activities

The Commission recommends that Congress urge the Adminis-
tration to seek high-level dialogue with China intended to obtain
strengthened and expanded nonproliferation commitments and
activities from China and, in particular, (1) to obtain China’s
agreement to participate in the Proliferation Security Initiative
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and the Illicit Activities Initiative; and (2) to strengthen its ex-
port controls and their enforcement. Toward this end, the Com-
mission recommends that Congress—

e direct the Administration to provide increased export control

technical assistance to China, and

e appropriate funds to support that increased assistance.

e The Commission recommends that Congress urge the Adminis-
tration to seek agreement with China to carry out inspections at
sea of ships bound to or from North Korean ports and establish
a U.S.-China joint operation to inspect for contraband all ship-
ping containers being moved to or from North Korea when they
pass through Chinese ports, in fulfillment of the obligations
under U.N. Security Council Resolution 1718 to prevent the sale
or transfer of missiles, and nuclear and other weapons-related
materials and technologies, to and from North Korea.

e The Commission recommends that current sanctions against Chi-
nese companies that proliferate equipment and technology re-
lated to weapons of mass destruction and their delivery systems
be broadened and harmonized for increased effectiveness. The
Commission recommends that Congress expand current sanc-
tions regimes to extend penalties to the Chinese parent company
of a subsidiary that engages in proliferation activities, regardless
of the parent company’s knowledge of or involvement in the prob-
lematic transaction. Access to U.S. markets (including capital
markets), technology transfers, and U.S. government grants and
loans should be restricted from proliferating companies and their
Chinese parent companies and related subsidiaries irrespective
of the related firms’ knowledge of the transfers in question.

e The Commission recommends that Congress instruct the Admin-
istration to insist that China fulfill its obligations under U.N. Se-
curity Council Resolutions 1695 and 1718 and take more signifi-
cant measures to denuclearize the Korean peninsula and counter
North Korean proliferation activities. The Congress should fur-
ther instruct the Administration to report semiannually about
specific actions the Chinese government has taken in this regard.

¢ The Commission recommends that Congress instruct the Admin-
istration to engage in a strategic dialogue with China and report
to Congress the specific actions that China is taking concerning
(1) its past and current proliferation activities to Iran; (2) its
public stance in support of Iran’s nuclear energy program; and
(3) the impact of Iran’s secondary proliferating transfers, and to
encourage Middle Eastern and European states to seek to per-
suade China’s government to act more responsibly and diligently
to curb Chinese proliferation to Iran.

China’s Energy Needs and Strategies

¢ The Commission recommends that Congress support the Admin-
istration’s current policy dialogues and technical exchanges with
China pertaining to energy, and urge the Administration to seek
additional opportunities for the United States to assist China to
increase energy efficiency, reduce pollution from energy con-
sumption, and facilitate the use of alternative fuels.
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e The Commission recommends that Congress obtain detailed in-
formation on the nature, specific sources, and extent of China’s
air pollution, and its detrimental effects both in China and in the
rest of the world, with specific attention to the effects in the
United States.
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