2011
REPORT TO CONGRESS

of the

U.S.-CHINA ECONOMIC AND
SECURITY REVIEW COMMISSION

ONE HUNDRED TWELFTH CONGRESS
FIRST SESSION

NOVEMBER 2011

Printed for the use of the
U.S.-China Economic and Security Review Commission
Available via the World Wide Web: http:/www.uscec.gov

U.S. GOVERNMENT PRINTING OFFICE
WASHINGTON : 2011

For sale by the Superintendent of Documents, U.S. Government Printing Office
Internet: bookstore.gpo.gov Phone: toll free (866) 512-1800; DC area (202) 512-1800
Fax: (202) 512-2104 Mail: Stop IDCC, Washington, DC 20402-0001




U.S.-CHINA ECONOMIC AND SECURITY REVIEW COMMISSION

Hon. WILLIAM A. REINSCH, Chairman
DANIEL M. SLANE, Vice Chairman

COMMISSIONERS
CAROLYN BARTHOLOMEW JEFFREY L. FIEDLER
DANIEL A. BLUMENTHAL Hon. PATRICK A. MULLOY
PETER T.R. BROOKES Hon. DENNIS C. SHEA
ROBIN CLEVELAND MICHAEL R. WESSEL
Hon. C. RICHARD D’AMATO LARRY M. WORTZEL

MicHAEL R. DANIS, Executive Director
KATHLEEN J. MICHELS, Associate Director

DANIEL HARTNETT, Sr. Analyst for Military—Security Issues
PAUL MAGNUSSON, Sr. Analyst for Economics-Trade Issues

The Commission was created on October 30, 2000, by the Floyd D. Spence
National Defense Authorization Act for 2001 § 1238, Pub. L. No. 106-398,
114 STAT. 1654A-334 (2000) (codified at 22 U.S.C. §7002 (2001), as
amended by the Treasury and General Government Appropriations Act
for 2002 §645 (regarding employment status of staff) & §648 (regarding
changing annual report due date from March to June), Pub. L. No. 107-67,
115 STAT. 514 (Nov. 12, 2001); as amended by Division P of the “Consoli-
dated Appropriations Resolution, 2003,” Pub. L. No. 108-7 (Feb. 20, 2003)
(regarding Commission name change, terms of Commissioners, and respon-
sibilities of Commission); as amended by Pub. L. No. 109-108 (H.R. 2862)
(Nov. 22, 2005) (regarding responsibilities of Commission and applicability
of FACA); as amended by Pub. L. No. 110-161 (Dec. 26, 2007) (regarding
changes in annual report due date; submission of financial reports; printing
and binding of Congressional reports; employee compensation and perform-
ancfef:) reviews; and applicability of House rules for travel by members and
staff).

The Commission’s full charter http://www.usce.gov/about/charter.php and Stat-
utory Mandate http://www.uscc.gov/about/overview.php are available via the
World Wide Web.

(1)



U.S.-CHINA ECONOMIC AND SECURITY REVIEW COMMISSION
NOVEMBER 9, 2011
The Honorable Daniel Inouye,
President Pro Tempore of the U.S. Senate, Washington, DC 20510
The Honorable John Boehner,
The Honorable Nancy Pelosi,
Speaker of the U.S. House of Representatives, Washington, DC 20510

DEAR SENATOR INOUYE AND SPEAKER BOEHNER:

On behalf of the U.S.-China Economic and Security Review Com-
mission, we are pleased to transmit the Commission’s 2011 Annual
Report to the Congress—the ninth major Report presented to Con-
gress by the Commission—pursuant to Public Law 106-398 (Octo-
ber 30, 2000), as amended by Public Law No. 109-108 (November
22, 2005). This report responds to the mandate for the Commission
“to monitor, investigate, and report to Congress on the national se-
curity implications of the bilateral trade and economic relationship
between the United States and the People’s Republic of China.” In
this Report, the Commission reached a broad and bipartisan con-
sensus; it approved the Report unanimously, with all 12 members
voting to approve and submit it.

In accordance with our mandate, this Report, which is current as
of November 9, includes detailed treatment of our investigations of
the areas identified by Congress for our examination and rec-
ommendation. These areas are:

e PROLIFERATION PRACTICES—The role of the People’s Repub-
lic of China in the proliferation 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;

e ECONOMIC TRANSFERS—The qualitative and quantitative na-
ture of the transfer of United States production activities to the
People’s Republic of China, including the relocation of high tech-
nology, manufacturing, and research and development facilities,
the impact of such transfers on United States national security,
the adequacy of United States export control laws, and the effect
of such transfers on United States economic security and employ-
ment;

e ENERGY—The effect of the large and growing economy of the
People’s Republic of China on world energy supplies and the role
the United States can play (including joint research and develop-
ment efforts and technological assistance), in influencing the en-
ergy policy of the People’s Republic of China;

e UNITED STATES CAPITAL MARKETS—The extent of access to
and use of United States capital markets by the People’s Repub-
lic of China, including whether or not existing disclosure and
transparency rules are adequate to identify People’s Republic of
China companies engaged in harmful activities;

¢ REGIONAL ECONOMIC AND SECURITY IMPACTS—The tri-
angular economic and security relationship among the United
States, [Taiwan] and the People’s Republic of China (including
the military modernization and force deployments of the People’s
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Republic of China aimed at [Taiwan]), the national budget of the
People’s Republic of China, and the fiscal strength of the People’s
Republic of China in relation to internal instability in the Peo-
ple’s Republic of China and the likelihood of the externalization
of problems arising from such internal instability;

e UNITED STATES-CHINA BILATERAL PROGRAMS—Science
and technology programs, the degree of noncompliance by the
People’s Republic of China with agreements between the United
States and the People’s Republic of China on prison labor im-
ports and intellectual property rights, and United States enforce-
ment policies with respect to such agreements;

e WORLD TRADE ORGANIZATION COMPLIANCE—The compli-
ance of the People’s Republic of China with its accession agree-
ment to the World Trade Organization (WTO); and

e FREEDOM OF EXPRESSION—The implications of restrictions
on speech and access to information in the People’s Republic of
China for its relations with the United States in the areas of eco-
nomic and security policy.

The Commission conducted its work through a compre-
hensive set of eight public hearings, taking testimony from
over 65 witnesses from the Congress, the executive branch,
industry, academia, policy groups, and other experts. For
each of its hearings, the Commission produced a transcript
(posted on its Web site—www.uscc.gov). The Commission
also received a number of briefings by officials of executive
branch agencies, intelligence community agencies, and the
armed services, including classified briefings on China’s
cyber operations and military and commercial aerospace
modernization. (The Commission is preparing a classified
report to Congress on those topics.)

Commissioners also made an official delegation visit to China,
Hong Kong, and Taiwan to hear and discuss perspectives on China
and its global and regional activities. In these visits, the Commis-
sion delegations met with U.S. diplomats, host government offi-
cials, representatives of the U.S. and foreign business communities,
and local experts.

The Commission also relied substantially on the work of its ex-
cellent professional staff, and supported outside research in accord-
ance with our mandate.

The Report includes 43 recommendations for Congressional ac-
tion. Our 10 most important recommendations appear on page 14
at the conclusion of the Executive Summary.

We offer this Report to the Congress in the hope that it will be
useful as an updated baseline for assessing progress and challenges
in U.S.-China relations.

Thank you for the opportunity to serve. We look forward to con-
tinuing to work with you in the upcoming year to address issues
of concern in the U.S.-China relationship.

Yours truly,

AL Na_ Ao

William A. Reinsch Daniel M. Slane
Chairman Vice Chairman
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EXECUTIVE SUMMARY

The U.S.-China Trade and Economic Relationship

China is now the second-largest economy in the world and the
world’s largest manufacturer. Its market exceeds that of the United
States in industries such as automobiles, mobile handsets, and per-
sonal computers. Although Chinese leaders acknowledge the need
to balance their economy by increasing domestic consumption,
China continues to maintain an export-driven economy with poli-
cies that subsidize Chinese companies and undervalue the
renminbi (RMB). While the RMB rose by roughly 6 percent in
nominal terms over the last year, it is still widely believed to be
substantially undervalued. For the first eight months of 2011, the
U.S. trade deficit with China increased 9 percent over the same pe-
riod in 2010. The U.S. trade deficit with China is now more than
half of the total U.S. trade deficit with the world. In the year to
date ending August 2011, the United States exported about $13.4
billion in advanced technology products to China, but imported
over $81.1 billion in advanced technology products from China, for
a deficit of about $67.7 billion. This is a 17 percent increase in the
advanced technology products deficit for the same period over the
previous year, ending in August 2010.

The Chinese government’s special treatment of state-owned en-
terprises (SOEs) is of particular concern to U.S. businesses, as it
can overcome comparative advantages of competitors, thereby
harming American economic interests. China’s SOEs are also an
issue of contention in government procurement, as China seeks to
wall off a large portion of its economy from foreign competition.

In 2010, the amount of foreign direct investment (FDI) flowing
into China jumped to $105.7 billion, up from $90 billion in 2009.
Foreign-invested enterprises were responsible for 55 percent of Chi-
na’s exports and 68 percent of its trade surplus in 2010. While
some Chinese sectors are now open to foreign sales, huge swathes
of the economy are reserved for Chinese firms. Despite Chinese
claims that U.S. inward investment policies are protectionist, for
the past two years there has been a more than 100 percent year-
on-year growth of Chinese investment in the United States. Chi-
nese investments have focused on manufacturing and technology,
with an emphasis on brand acquisition. Some critics of China’s for-
eign direct investment in the United States contend that Beijing’s
efforts are focused on acquiring and transferring technology to Chi-
nese firms.

In March 2011, China ratified its 12th Five-Year Plan (2011-
2015), a government-directed industrial policy that focuses on the
development and expansion of seven “strategic emerging indus-
tries.” The central and local governments will likely continue to
combine targeted investment with preferential tax and procure-
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ment policies to ensure that Chinese firms emerge as global lead-
ers, or “national champions,” in these industries within the next
five years.

China’s indigenous innovation plans that limit government pro-
curement to Chinese companies and China’s continuing lack of en-
forcement of intellectual property rights are both problematic. In
addition, China maintains policies of forced technology transfer in
violation of international trade agreements and requires the cre-
ation of joint venture companies as a condition of obtaining access
to the Chinese market. While the publication of national indige-
nous innovation product catalogues that favor procurement of Chi-
nese goods over foreign competitors appears to have slowed, local-
level catalogues are still in circulation. China continues to be one
of the largest sources of counterfeit and pirated goods in the world.
The Chinese government itself estimates that counterfeits con-
stitute between 15 and 20 percent of all products made in China
and are equivalent to about 8 percent of China’s gross domestic
product (GDP). Chinese goods accounted for 53 percent of seizures
of counterfeits at U.S. ports of entry in 2010, and the U.S. Inter-
national Trade Commission estimates that employment in the
United States would increase by up to 2.1 million jobs if China
were to adopt an intellectual property system equivalent to that of
the United States.

The Chinese Communist Party (CCP) relies on economic growth
and strict authoritarian rule to maintain control over a factious
and geographically vast nation. Socioeconomic issues have been a
large driver of protests in China. The party is particularly con-
cerned about inflation, including a 10 percent increase in food
prices over the past year, as well as such catalysts of protests as
corruption, pollution, and income inequality. In order to maintain
control more effectively, the party has created an extensive police
and surveillance network to monitor its citizens and react to any
potential threat to stability. In 2010, China invested $83.5 billion
in domestic security, which surpassed China’s published military
budget of $81.2 billion for the same year. In early 2011, the central
government responded forcefully to the possibility that the unrest
in the Middle East might lead to unrest in China. The Chinese gov-
ernment expanded restrictions on online information and access to
communication services, reported government propaganda in do-
mestic news outlets, restricted the freedom of foreign journalists,
and arrested dissidents with little or no cause.

Conclusions

The U.S.-China Trade and Economic Relationship’s Current Status
and Significant Changes During 2011

e The U.S.-China trade deficit in 2010 set a record high of $273
billion. The U.S.-China trade deficit now accounts for more
than 50 percent of the total U.S. trade deficit with the world.

e Over the last 12 months, the RMB has appreciated by 6 per-
cent. Economists estimate, however, that it remains substan-
tially undervalued. There is increasing grassroots pressure in
China to widen the trading band of the RMB and increase the
pace of appreciation.
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e The Chinese economy, generally, and Chinese exports, in par-
ticular, are moving up the value chain. On a monthly basis,
the United States now imports roughly 560 percent more ad-
vanced technology products from China than it exports to
China. Exports of low-cost, labor-intensive manufactured goods
as a share of China’s total exports decreased from 37 percent
in 2000 to 14 percent in 2010.

e China’s foreign currency reserves are skyrocketing. A major
contributor to this phenomenon is China’s continued policy of
maintaining closed capital accounts. China’s foreign currency
reserves currently exceed $3 trillion, three times higher than
the next largest holder of foreign currency reserves, Japan.

e Commensurate with growth in foreign currency reserves, Chi-
na’s domestic money supply is ballooning out of control. Be-
tween 2000 and 2010, China’s money supply grew by 434 per-
cent. China’s money supply is now ten times greater than the
U.S. money supply, despite the fact that China’s GDP is only
one-third as large.

e Such rapid growth in China’s domestic money has created
strong inflationary pressure. This has helped create a real es-
tate bubble, which resulted in price increases of more than 100
percent in some cities within a handful of years. In September,
China’s consumer price index topped 6.1 percent across the
board and higher in rural areas.

e China has grown more assertive and creative in using WTO
procedures to alleviate, eliminate, and avoid certain restric-
tions in the Accession Protocol. At the same time, the WTO has
ruled that China’s existing system of state monopoly over im-
ports of cultural products is inconsistent with WTO obligations.
China has not yet complied fully with the WTO ruling, and the
United States has the right to initiate further proceedings to
compel China to do so.

Chinese State-owned Enterprises and U.S.-China Bilateral Invest-
ment

e China’s privatization reforms during the past two decades ap-
pear in some cases to have been reversed, with a renewed use
of industrial policies aimed at creating SOEs that dominate
important portions of the economy, especially in the industrial
sectors, reserved for the state’s control.

e The Chinese government promotes the state-owned sector with
a variety of industrial policy tools, including a wide range of
direct and indirect subsidies, preferential access to capital,
forced technology transfer from foreign firms, and domestic
procurement requirements, all intended to favor SOEs over for-
eign competitors.

e The value and scope of U.S.-China bilateral investment flows
have expanded significantly in the past ten years. However,
U.S. direct investment in China is more than 12 times greater
than Chinese direct investment in the United States. Official
U.S. statistics show that U.S. cumulative FDI in China was
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$60.5 billion in 2010. The Chinese Ministry of Commerce esti-
mated that in 2010, cumulative Chinese FDI in the United
States was $4.9 billion.

e The Chinese government guides FDI into those sectors it wish-
es to see grow and develop with the help of foreign technology
and capital. Foreign investors are frequently forced into joint
ventures or other technology-sharing arrangements, such as
setting up research and development facilities, in exchange for
access to China’s market. Meanwhile, large swathes of the Chi-
nese economy are closed to foreign investors. China’s invest-
ment policies are part of the government’s plan to promote the
development of key industries in China through access to for-
eign technology and capital.

e Chinese FDI in the United States is a relatively recent phe-
nomenon and remains very small compared to the U.S. invest-
ment in China, but there is great potential for growth. China
has stated a desire to diversify its holdings of foreign ex-
change, estimated at $3.2 trillion in mid-2011, the majority of
which is invested in dollar-denominated debt securities. As
with other statistics, there are discrepancies between official
U.S. and Chinese statistics on bilateral investment.

e Due to the considerable government ownership of the Chinese
economy, provision by Chinese companies of critical infrastruc-
ture to U.S. government or acquisition by Chinese companies
of U.S. firms with sensitive technology or intellectual property
could be harmful to U.S. national interests. The Committee on
Foreign Investment in the United States investigates the na-
tional security implications of mergers and acquisitions by for-
eign investors of U.S. assets.

e In areas where there are no national security considerations,
Chinese FDI has the potential to create jobs and economic
growth.

e China has recently introduced a national security investment
review mechanism similar to the Committee on Foreign Invest-
ment in the United States, although there are concerns among
foreign companies that the Chinese government may use the
mechanism to derail investment by foreigners in those compa-
nies and sectors it wants to remain under government control.

Indigenous Innovation and Intellectual Property Rights

e China’s indigenous innovation policy is an outgrowth of the
government’s broad industrial policy and has been openly de-
veloped and documented through public plans and pronounce-
ments, particularly the National Medium- and Long-Term
Plan for the Development of Science and Technology (2006-
2020). The indigenous innovation policy seeks to nurture cer-
tain high-wage, high value-added industries designated by the
government. Chinese firms are to be favored over foreign firms
or China-based foreign affiliates in government procurement
contracts. State-owned enterprises and municipal and provin-
cial governments are also to show favoritism to Chinese domes-
tic industries and businesses.
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¢ Chinese officials, including President Hu, have pledged to mod-
ify China’s indigenous innovation policy in response to protests
from U.S. business leaders and top officials. Those promises
have not been implemented at the local and provincial levels,
however. China has a history of making promises and deliv-
ering little, particularly when doing as little as possible bene-
fits the Chinese economy, as has been the case with China’s
promises to bring its intellectual property protections up to
international standards and to cease requiring technology
transfers from foreign firms.

e Foreign-invested enterprises seeking to be considered for gov-
ernment procurement contracts or public works projects are ex-
pected to file for patents and copyrights within China in order
to qualify for preferential treatment in government con-
tracting. Foreign affiliates risk the unintended transfer of their
technology to Chinese firms if they do so, because of the nature
of the Chinese intellectual property system and the lax en-
forcement of intellectual property laws and regulations in
China.

e Although China agreed in 2001 to stop explicitly requiring for-
eign companies to surrender their technology to China in re-
turn for market access and investment opportunities, the gov-
ernment in Beijing still employs several tactics to coerce for-
eign firms to share trade secrets with Chinese competitors.
China’s industrial policy in general and its indigenous innova-
tion policy in particular seek to circumvent accepted intellec-
tual property protections and to extort technology from U.S.
companies.

e In addition, the long effort by the central government to foster
indigenous innovation is a message that will likely outlive any
product catalogues. Restricting market access to domestic firms
and requiring technology transfer as a cost for foreigners at-
tempting to do business in China demonstrated the govern-
ment’s view that Chinese companies and governments are bet-
ter off substituting domestic goods for imports.

China’s 12th Five-Year Plan and Technology Development and
Transfers to China

e One of the main objectives of the 12th Five-Year Plan is to re-
direct China’s economy to one more focused on domestic con-
sumption and less on exports and investment. The plan as-
sumes that China’s growth would therefore be more balanced
and sustainable. The plan also emphasizes higher value-added
production and increased government support for domestic
high-tech industries.

e There is cause for skepticism about China’s prospects for car-
rying out the rebalancing goals of the 12th Five-Year Plan. The
Chinese government had similar goals in previous plans, but
their implementation was sidelined in favor of pursuing higher
export and investment growth.
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e Increasing household consumption, a major goal of the 12th
Five-Year Plan, and the subsequent emergence of a more as-
sertive consumer class, may be in direct contradiction to the
Chinese government’s policy of keeping economic power firmly
in the hands of the state and may compromise lending to many
vested interests, including SOEs and the export sector.

e The 12th Five-Year Plan also advocates a move up the manu-
facturing value chain with the explicit mention of seven stra-
tegic emerging industries: New-generation information tech-
nology, high-end equipment manufacturing, advanced mate-
rials, alternative-fuel cars, energy conservation and environ-
mental protection, alternative energy, and biotechnology. These
industries, which will receive targeted government support,
have the potential to be a source of economic growth and ad-
vanced innovation.

e Analysts and foreign business leaders fear that the emphasis
on industrial upgrading will lead to the introduction of new
government subsidies, which in turn will disadvantage foreign
competitors.

e As part of its indigenous innovation policy, China incentivizes
foreign companies to transfer technology in exchange for mar-
ket access.

e Chinese government requirements that foreign corporations
transfer technology to Chinese joint venture partners in ex-
change for market access violate written WTO prohibitions on
forced technology transfers. The new requirements for tech-
nology transfer from foreign partners are often made in im-
plicit rather than explicit terms, which may make challenging
them in the WTO dispute procedure more difficult.

China’s Internal Dilemmas

e The primary objective of the CCP is to remain in power. All
other goals are intended to serve that end. As a consequence,
the party has dedicated enormous resources to repress dissent
before it becomes a destabilizing element and threatens the
party’s control.

e Despite the efforts of the party and the government to mini-
mize dissent, citizen protest has been on the rise. Protests are
sometimes brutally suppressed. The government will arrest
and detain as a precautionary measure those it considers a
threat to its control. The party and the government employ the
news media to propagandize and mislead the public.

e The party is well aware of the dangers to its continuing au-
thority posed by public rejection of a government that is unre-
sponsive to the people. The party therefore reacts to citizen ire
by attempting appeasement. This may take the form of author-
izing the news media to highlight official abuses, particularly
those committed by local officials. Still, corruption in all levels
of government remains a problem for Beijing.
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o Inflation has historically caused problems for the government
in China. The rural poor and migrant workers are particularly
disadvantaged by higher prices because they are so often re-
flected disproportionately in food and energy, which consume a
larger portion of family expenses in rural areas. The govern-
ment has responded to rising inflation with price controls and
some curbs on bank lending. These tools are inadequate in the
long run. China’s policy of keeping the RMB undervalued in
order to gain an export advantage removes a powerful anti-in-
flation tool from the central bank.

e Income and wealth inequality is a growing problem in China.
One cause is the hukou system of residential registration,
which was intended to limit the migration of the rural poor to
the cities. This has created a large migrant population in
China, moving from city to city to seek work in factories but
unable to access healthcare and education services without the
proper hukou designation for that area. This situation perpet-
uates poverty among the disadvantaged. Local officials favor it,
because it limits their responsibility toward the migrant work-
ers. A smaller group, known as the “ant tribe,” consists of col-
lege graduates from second-tier schools in rural areas who also
lack the hukou to live in urban areas but who nevertheless
seek but are unable to find the jobs that they have trained for.
This restive and disappointed population is a potential source
of unrest.

e China’s middle class has been considered by some to be a po-
tential force for political reform. But the opposite is likely. As
long as the party can deliver strong economic growth, particu-
larly in urban areas, the middle class is likely to remain a
force for stability.

e China’s central government has reacted strongly to perceived
challenges to its authority. It detains and imprisons dissidents.
It censors the news and punishes journalists for infractions of
its unwritten and arbitrary rules. China also attempts to con-
trol and censor the Internet and has had more success than
most other authoritarian regimes in suppressing the flow of in-
formation among the public.

China’s Activities Directly Affecting U.S. Security Interests

China continues to demonstrate progress in its military mod-
ernization efforts. Of note, the People’s Liberation Army (PLA) is
acquiring specific means to counter U.S. military capabilities and
exploit U.S. weaknesses. Since January 2011, China has conducted
a flight test of its next-generation fighter aircraft, continued devel-
opment of its antiship ballistic missile, and conducted a sea trial
of its first aircraft carrier. These developments, when operational,
will allow China to better project force throughout the region, in-
cluding the far reaches of the South China Sea.

The PLA’s military strategy is designed to provide the army with
the means to defeat a technologically superior opponent, such as
the U.S. military. As such, it focuses on controlling China’s periph-
ery, especially the western Pacific Ocean, degrading an opponent’s
technological advantages, and striking first in order to gain sur-
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prise over an enemy in the event of a conflict. The Commission pre-
fers to use the term “area control” for China’s regional strategy, be-
cause the terms “antiaccess” or “area denial” foster a U.S.-centric
view that downplays the PLA’s ability to easily conduct operations
against regional states. While U.S. bases in East Asia are vulner-
able to PLA air and missile attacks, Japanese, Philippine, and Vi-
etnamese bases are just as vulnerable, if not more so.

Tensions continued in 2011 between China and other claimants
in the South China Sea territorial disputes as well as with Japan
over territory in the East China Sea. Despite intermittent state-
ments of cooperation, Chinese assertiveness in the South China
Sea indicates that China is unlikely to concede its sovereignty
claims. An implication of China’s growing assertiveness, especially
its harassment and intimidation of foreign vessels, is the growing
risk of escalation due to miscommunication and miscalculation. As
chances of confrontation grow, so could the consequences for the
United States, especially with regard to the Philippines, with
which the United States holds a mutual defense treaty.

In 2011, as in previous years, the U.S. government, foreign gov-
ernments, defense contractors, commercial entities, and various
nongovernmental organizations experienced a substantial volume
of actual and attempted network intrusions that appear to origi-
nate in China. Of concern to U.S. military operations, China has
identified the U.S. military’s reliance on information systems as a
significant vulnerability and seeks to use Chinese cyber capabilities
to achieve strategic objectives and significantly degrade U.S. forces’
ability to operate.

The Commission’s 2011 Annual Report to Congress investigates
China’s advancing space program. China is now among the top few
space powers in the world. China’s leadership views all space ac-
tivities through the prism of comprehensive national power, using
civil space activities to promote its legitimacy in the eyes of its peo-
ple, to produce spin-off benefits for other industries, and for mili-
tary-related activities. For example, China appears to be making
great strides toward fielding regional reconnaissance-strike capa-
bilities. China has also continued to develop its antisatellite capa-
bilities, following up on its January 2007 demonstration that used
a ballistic missile to destroy an obsolete Chinese weather satellite,
creating thousands of pieces of space debris. As a result, in April
2011, astronauts evacuated the International Space Station out of
concern of a possible collision with this debris. In addition, authori-
tative Chinese military writings advocate attacks on space-to-
ground communications links and ground-based satellite control fa-
cilities in the event of a conflict. Such facilities may be vulnerable:
in recent years, two U.S. government satellites have experienced
interference apparently consistent with the cyber exploitation of
their control facility.

Conclusions
Military and Security Year in Review

e Over the past year, China has demonstrated progress in mod-
ernizing the PLA. Recent developments confirm that the PLA
seeks to improve its capacity to project force throughout the re-
gion.
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e Continued improvements in China’s civil aviation capabilities,
as first noted in the Commission’s 2010 Annual Report, en-
hance Chinese military aviation capabilities because of the
close integration of China’s commercial and military aviation
sectors.

e In an effort to calm regional fears, China attempts to broadcast
a benign image of its growing military capabilities. Official
statements from Beijing over the past year describe China as
a status quo power and downplay its military modernization
efforts.

e In 2011, China continued a pattern of provocation in disputed
areas of the South China Sea. China’s policy in the region ap-
pears driven by a desire to intimidate rather than cooperate.
Many of China’s activities in the region may constitute viola-
tions of the United Nations Convention on the Law of the Sea
and the Declaration on the Conduct of Parties in the South
China Sea. While China sometimes demonstrates a willingness
to cooperate with other claimants to disputed waters in the
South China Sea, it is unlikely that China will concede any of
its claims.

e China’s government or military appeared to sponsor numerous
computer network intrusions throughout 2011. Additional evi-
dence also surfaced over the past year that the Chinese mili-
tary engages in computer network attacks. These develop-
ments are consistent with the PLA’s known missions and orga-
nizational features, as noted by the Commission’s 2009 Annual
Report to Congress and contracted research study Capability of
the People’s Republic of China to Conduct Cyber Warfare and
Computer Network Exploitation.

e China’s military strategy envisions the use of computer net-
work exploitation and attack against adversaries, including the
United States. These efforts are likely to focus on operational
systems, such as command, control, communications, com-
puters, intelligence, surveillance, and reconnaissance assets.
This could critically disrupt the U.S. military’s ability to deploy
and operate during a military contingency. Chinese cyber at-
tacks against strategic targets, such as critical infrastructure,
are also possible.

China’s “Area Control Military Strategy”

e The PLA’s military strategy is best described as an Area Con-
trol Strategy. At its core, this strategy seeks to provide guid-
ance to the PLA on how to defeat a technologically superior op-
ponent.

e In order to defeat a superior opponent, the Area Control Strat-
egy emphasizes degrading an opponent’s technological advan-
tages; striking first in a conflict; and establishing military con-
trol over China’s periphery, especially the maritime region off
of China’s eastern coast.
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Many of the PLA’s force modernization efforts reflect China’s
Area Control Strategy. As a result, the PLA is acquiring capa-
bilities that allow it to conduct surprise attacks aimed at de-
grading a superior military’s advantages and preventing an op-
ponent from effectively operating along China’s periphery.

Many of the PLA’s evolving capabilities appear aimed at di-
rectly countering U.S. military capabilities or to exploit poten-
tial weaknesses in U.S. military operations. In addition, as the
PLA expands its force projection capabilities, China’s Area
Control Strategy and supporting means will increasingly im-
pact regional states. Finally, the heavy focus on offensive oper-
ations inherent in the PLA’s Area Control Strategy could serve
to undermine stability in the region.

Implications of China’s Civil and Military Space Activities

China is one of the top space powers in the world today. The
nation’s capabilities, which are state of the art in some areas,
follow from decades of substantial investment and high
prioritization by China’s top leaders. The prestige of space ex-
ploration and the national security benefits of space systems
serve as primary motivators for Chinese decisionmakers.

China views all space activities in the context of “comprehen-
sive national power.” This concept includes many dimensions,
but military aspects are fundamental. The PLA’s primacy in all
of China’s space programs, including nominally civil activities,
illustrates this emphasis.

China’s civil space programs have made impressive achieve-
ments over the past several decades. If Chinese projections
hold, these programs are poised for continued accomplishments
over the next ten to 15 years, such as the development of a
space laboratory and eventually a space station. As part of an
active lunar exploration program, China may attempt to land
a man on the moon by the mid-2020s.

China seeks new opportunities to sell satellites as well as sat-
ellite and launch services in international commercial space
markets. Chinese firms’ prospects for greater success in this
field remain uncertain over the near term. However, China’s
international space-related diplomatic initiatives and their
firms’ ability to offer flexible terms on sales to developing coun-
tries may provide additional opportunities.

In the military sphere, China appears to seek “space suprem-
acy.” The PLA aims to implement this policy through two
tracks. First, they increasingly utilize space for the purposes of
force enhancement. The best example is China’s integration of
space-based sensors and guided weapons. Second, they seek
the capabilities to deny an adversary the use of space in the
event of a conflict. To this end, China has numerous, active,
counterspace weapons programs with demonstrated capabili-
ties. China’s military space and counterspace activities are
part of a larger strategy for area control.
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China’s Foreign Policy

Despite Beijing’s attempts to emphasize its peaceful rise, China
continues to support countries that undermine international secu-
rity. In particular, China’s support for North Korea and Iran un-
dermines international efforts to compel these countries to dis-
continue agendas and programs that destabilize their regions and
undercut U.S. interests. As China’s global interests expand in a
complex international environment, Beijing has experienced a
growing number of domestic actors, such as SOEs, interested in de-
termining China’s foreign policies. The plethora of new and emerg-
ing voices in China’s foreign policy-making process makes it more
challenging for foreign countries to interact effectively with China.
In addition, the pluralization of China’s foreign policy actors in-
creases the chance of miscalculations when determining its foreign
policies.

In a positive development, economic and diplomatic ties across
the Taiwan Strait continue to improve; however, military relations
between China and Taiwan lack progress. China maintains some
1,200 short-range ballistic missiles opposite Taiwan. U.S.-Taiwan
relations were dominated this year by the question of whether the
United States would approve Taiwan’s separate requests for addi-
tional arms sales. Taiwan has requested three different sales: new
F-16C/D fighter jets; upgrades for its current fleet of F-16A/B
fighter jets; and diesel-electric submarines. In August 2011 the
United States notified Congress of the sale of F—16A/B upgrades
but not new F-16C/D fighter jets nor diesel-electric submarines.
Reacting against the sale of any new military equipment, China
has indicated that it may suspend some military-to-military en-
gagements with the United States.

Some developments in Hong Kong over the past year suggest
that Beijing’s influence in the region’s affairs is growing. During
2011, Beijing increased its focus on Hong Kong’s economy, espe-
cially its role as a vehicle for the internationalization of China’s
currency. Mainland involvement in Hong Kong’s political affairs
was an issue of contention among Hong Kong policymakers and
citizens throughout 2011. While Hong Kong citizens and press
largely continue to enjoy freedom of expression and assembly, at
times these rights were challenged by Hong Kong authorities, who
were often perceived to be acting out of deference to Beijing.

Conclusions

An Overview of China’s Relations with North Korea and Iran

e China has continued over the past year to support North Korea
despite North Korea’s destabilizing actions. Diplomatically,
China shields North Korea from pressure in international fora.
China also continues to trade with and invest in North Korea,
providing it with an economic lifeline in the face of growing
international ostracism. Beijing’s continued support for Pyong-
yang is primarily driven by its fear of a collapse of the North
Korean regime and the consequences this would have for Chi-
na’s economic, social, and security interests, as well as the fear
of the loss of a buffer state on its border.
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e Despite U.S. efforts to sanction Iran for its support of inter-
national terrorism and pursuit of weapons of mass destruction,
China remains a large investor in Iran’s petroleum industry
and a major provider of refined oil products. China may also
be supplying Iran with advanced conventional weapons, such
as cruise missiles. China’s investments in Iran’s petroleum in-
dustry, and its continued provision of gasoline and advanced
conventional weapons, may be at odds with U.S. laws.

e Continued Chinese support for North Korea and Iran dem-
onstrates China’s willingness to place its national interests
ahead of regional stability by providing economic and diplo-
matic support to countries that undermine international secu-
rity.

Actors in China’s Foreign Policy

e As China expands and diversifies its overseas activities, it en-
counters an increasingly complex environment requiring the
input and advice from knowledgeable subject matter experts.
As a result, China’s foreign policy-making process is changing
to accommodate input from actors who previously had little or
no say.

e Actors with increasing influence on China’s foreign policies in-
clude the PLA, large state-owned enterprises, and academics
and think tanks. In addition, while still minor compared to
other actors, public opinion, expressed primarily online, ap-
pears to have a modicum of influence on some Chinese foreign
policies.

e The CCP remains firmly in control of China’s foreign policies,
especially for issues deemed critical, such as China’s policies
toward the United States, North Korea, and Taiwan. This is
despite the increased difficulty Beijing may have in coordi-
nating a coherent policy among a growing number of actors.

e The growing complexity of China’s foreign policy-making proc-
ess has mixed implications for the United States. On the one
hand, Washington may find it more difficult to interact with
priority counterparts in Beijing as the number of actors in the
policy process expands. On the other hand, the plethora of Chi-
nese actors may provide U.S. foreign policymakers with oppor-
tunities to understand or influence Beijing.

Taiwan

e In 2011, Taiwan and China have continued to strengthen their
economic and diplomatic relations by focusing on implementing
previous agreements rather than signing new agreements.

e A major factor leading to the slower pace of reduced tensions
across the Taiwan Strait is Taiwan’s upcoming presidential
and legislative elections. Seeking to prevent improving cross-
Strait ties from being used against the incumbent Kuomintang
Party, both Taiwan and China have moved away from pressing
for rapid negotiations and developments as in previous years.
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e The cross-Strait military balance continues increasingly to
favor China, making it less likely that a peaceful resolution to
the Taiwan issue will occur. Despite attempts to improve its
capacity to defend the island against a potential attack from
the mainland, Taiwan continues publicly to call for additional
U.S. arms sales to augment its defense needs.

Hong Kong

e Hong Kong plays a central role in China’s policy goal of inter-
nationalizing its currency. In 2011, China introduced substan-
tial new measures supporting Hong Kong’s status as China’s
primary platform for RMB offshoring.

e Mainland involvement in Hong Kong’s political affairs was evi-
dent in 2011, prompting citizen discontent and conflict within
Hong Kong’s democratic groups.

e Hong Kong continued to have a vibrant protest culture in
2011, with record amounts of participants in some annual pro-
tests. However, there were reports that police sometimes chal-
lenged Hong Kong citizens’ rights during protests, especially
when protests targeted mainland China.

e Hong Kong’s mass media reported increased interference in
their activities by Hong Kong authorities in 2011. Public per-
ception of self-censorship in Hong Kong’s press peaked in 2011,
and public opinion of press credibility fell to its lowest level in
eight years.

China’s Public Diplomacy Initiatives Regarding Foreign and
National Security Policy

The CCP treats the control of propaganda/public diplomacy mes-
sages to foreign audiences as a fundamental tool of statecraft.
China is highly critical of what it calls the “western media’s ideo-
logical assault on the rest of the world” and sees itself as engaged
in a “global war for public opinion.” In pursuit of a larger voice in
international affairs, Chinese media officials have significantly in-
creased resources for state-controlled foreign language news out-
lets. In addition, Chinese propaganda organs are actively engaged
in influencing foreign officials and media. This is particularly con-
cerning given the possibility that the People’s Republic of China’s
official messages may not always reflect actual Chinese foreign pol-
icy goals.

Conclusions

e The Chinese government places a high priority on the manage-
ment of information as a tool of policy, to include the messages
that it promotes to international audiences regarding its goals
in foreign and national security policy. The central leadership
of the Chinese Communist Party selects official foreign policy
messages intended to support state policy goals. These mes-
sages are then disseminated through diplomatic channels,
state-controlled media, advertising, and “track two” exchanges.
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e The Chinese government’s official narratives stress China’s de-
sire for mutually beneficial “peaceful development” and for a
“harmonious” international environment that will allow China
to focus attention and resources on its economic and social de-
velopment. China’s statements on its defense policies empha-
size that they are entirely defensive in nature and that China
will never pose a threat to any of its neighbors.

e There are notable differences between the optimistic character
of China’s official messages on national security policy, which
stress prospects for international cooperation, and the nature
of its domestic discourse, which portrays the United States as
a dangerous and predatory “hegemon” of the international sys-
tem.

e The Chinese government frequently discusses important policy
issues in terms of China’s “core interests,” accompanied by an
insistence that other countries accept the PRC’s non-negotiable
positions on these issues. However, conflicting statements from
different parts of the Chinese government leave it unclear as
to exactly which issues fall into the category of a “core inter-
est.” In order to prevent misunderstandings with the United
States and other countries that could have serious diplomatic
consequences, Beijing should clarify which issues it sees as
truly representing a “core interest.”

e The emergence of a more outspoken field of PRC foreign policy
actors has produced messages that are sometimes at variance
with official government narratives. This is particularly true of
nationalist voices within the Chinese military.

e The Chinese government makes extensive use of front organi-
zations. Congress and the American public often are not aware
that nominally private civic organizations in China that pur-
port to have educational, cultural, or professional purposes are
frequently controlled by military, intelligence, or Communist
Party organs. These front organizations are used to advance
PRC state interests while disguising the guiding role of the
government.

THE COMMISSION’S KEY RECOMMENDATIONS

The Commission believes that ten of its 43 recommendations to
Congress are of particular significance. These are presented below
in the order in which they appear in the Report. The complete list
of 43 recommendations appears at the Report’s conclusion on page
355.

The Commission recommends that:

e Congress, through legislation, require the president to assign
the National Security Council to conduct an agency-wide com-
prehensive review of the U.S. economic and security policies to-
ward China to determine the need for changes to address the
increasingly complicated and serious challenges posed by
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China to U.S. international and domestic interests. Such a re-
view should be examined and debated as appropriate by Con-
gressional committees.

Congress urge the administration to employ all necessary rem-
edies authorized by WTO rules to counter the anticompetitive
and trade-distorting effects of the Chinese government’s exten-
sive subsidies for Chinese companies operating in China and
abroad.

Congress direct the U.S. Department of Commerce to report
annually on Chinese investment in the United States includ-
ing, among other things, data on investment in the United
States by Chinese SOEs and other state-affiliated entities.

Congress direct the U.S. Securities and Exchange Commission
to revise its protocols for reviewing filings by foreign entities
listed on or seeking to be listed on the U.S. stock exchanges.
The Securities and Exchange Commission should develop coun-
try-specific data to address unique country risks to assure that
U.S. investors have sufficient information to make investment
decisions. The commission should focus, in particular, on state-
owned and -affiliated companies, and subsidies and pricing
mechanisms that may have material bearing on the invest-
ment.

Congress assess the reauthorization of Super 301 to assist in
the identification of the policies and practices that China pur-
sues that create the greatest impediment to U.S. exports enter-
ing the Chinese market and the most important policies or
practices that unfairly or unjustifiably harm U.S. producers
and workers in the U.S. market. Priority should be given to ad-
dressing such practices by the United States Trade Represent-
ative under such legislation.

Congress direct the U.S. Government Accountability Office to
undertake an evaluation of investments and operations of U.S.
firms in the Chinese market and identify what federally sup-
ported R&D is being utilized in such facilities and the extent
to which, and on what terms, such R&D has been shared with
Chinese actors in the last ten years.

Congress assess the adequacy of U.S. Department of Defense
capabilities to conduct major operations in a degraded com-
mand, control, communications, computer, intelligence, surveil-
lance, and reconnaissance environment for an extended period
of time.

Congress assess the adequacy and regularity of U.S. military
exercises and training activities that simulate the destruction,
denial, degradation, or manipulation of U.S. space assets. In
addition, Congress should periodically evaluate whether the
U.S. Department of Defense is taking sufficient measures to di-
versify its traditionally space-oriented capabilities, such as in
navigation, communications, intelligence, surveillance, and re-
connaissance.
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e Congress investigate whether U.S. sanctions have been im-
posed on all Chinese firms that have violated the sanction laws
by investing in Iran’s petroleum industry or providing Iran
with refined petroleum products or advanced conventional
weapons.

e Congress urge the administration to sell Taiwan the additional
fighter aircraft it needs to recapitalize its aging and retiring
fleet.



INTRODUCTION

This is the Commission’s tenth year examining U.S.-China rela-
tions. During this time the United States has welcomed China’s
peaceful rise with the belief that by engaging China it would be en-
couraged to open up to the United States and the world, both eco-
nomically and diplomatically, that it would expand freedom and
human rights, and that it would become a responsible global stake-
holder. For the last ten years the Commission has documented Chi-
nese export subsidies; weapons proliferation; cyber attacks; non-
compliance with World Trade Organization (WTO) obligations;
forced technology transfers; military modernization; resource acqui-
sition strategies; expansion of Chinese foreign policy interests; the
Chinese military threat to Taiwan; espionage; and information con-
trol, among other issues. While China has taken some steps to en-
gage the international community, by and large the Communist
Party of China (CCP) has continued to steer policy in its own nar-
row self-interest at home and abroad, often without regard for
international rules and norms. As a result, worldwide concern
about China is growing as more people see the implications of the
rise of a powerful authoritarian state.

In 2011, China assumed a more assertive role on the global
stage. China’s new posture was reflected in an aggressive trade
agenda, a push for a larger role in international institutions, and
provocative moves in the South and East China Seas. These actions
were both a reflection and a consequence of China’s growing eco-
nomic prominence and resource needs, as well as China’s view that
the United States is in decline while China is ascendant. Chinese
policies have had an impact on the United States, ranging from a
negative effect on the U.S. economy to increased pressure from
some parts of the international community for the United States to
ensure the security of the global commons.

Last year, the Commission highlighted China’s backsliding from
market reforms in favor of an increased role of the state in the
economy. In contrast to the general trend of economic liberalization
over the last three decades, last year’s pattern of increased state
dominance continued in 2011. China subsidizes its state-owned en-
terprises to the detriment of both private Chinese firms and inter-
national competitors. Nevertheless, Chinese leaders acknowledge
the economy must be moved away from its investment-led, export-
driven growth model toward one more dependent on domestic con-
sumption.

Even when China makes a commitment to economic reform, the
government reverts to its historical pattern of inadequate imple-
mentation. President Hu Jintao and other Chinese officials re-
sponded to western pressure in January 2011, promising to ease a
policy of discriminating against foreign companies in government

am
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procurement decisions; however, real change remains elusive, par-
ticularly among the provincial and local governments.

In March 2011, China approved its 12th Five-Year Plan (2011—
2015), which calls for the transformation of the Chinese economy
into a high-technology and innovation-oriented juggernaut. The
plan identifies seven strategic emerging industries in which the
Chinese hope to become world leaders. While the desire to move up
the manufacturing value chain is a common goal among nations,
the web of Chinese industrial policies used to achieve this objective
has often had a detrimental impact on U.S. interests and is often
inconsistent with China’s obligations under the WTO. Practices
such as forced technology transfer and the creation of joint venture
companies as a condition to obtaining access to the Chinese mar-
ket; the adoption of unique, Chinese-specific standards for high-
tech equipment; and extensive intellectual property rights viola-
tions are among the faulty policies designed to help China achieve
its goal of becoming a high-tech leader.

China’s military modernization, combined with the unclear na-
ture of Beijing’s views of what constitutes an attack and the Peo-
ple’s Liberation Army’s military doctrine that emphasizes striking
first in a conflict, increases the possibility for inadvertent conflict
in the region. China’s massive military modernization includes the
sea test of its first aircraft carrier, the introduction of a fifth-gen-
eration stealth fighter, and the further development of already so-
phisticated cyber warfare and counterspace capabilities. Designed
to defeat a technologically superior opponent, China’s military
strategy emphasizes striking first and controlling the nation’s pe-
riphery in the event of a conflict. While the exact pace and scale
of China’s military modernization effort and the intentions behind
it remain opaque to the outside world, it is clear that China is ac-
quiring specific means intended to counter U.S. military capabili-
ties and exploit U.S. weaknesses.

While China has taken an externally assertive posture, it faces
many internal challenges. The CCP relies on economic growth,
combined with strict authoritarian rule, to maintain control over a
factious and geographically vast nation. Sharp increases in con-
sumer prices, a pivotal factor in the early days of the student pro-
tests in Tiananmen Square in 1989, are once again a problem for
the Chinese economy. While the party is particularly concerned
about inflation, it also struggles to respond to other causes of pro-
test such as corruption, pollution, and income inequality. The CCP
faces the dilemma that the very authoritarian measures it uses to
assert control of the Chinese people result in abuse, corruption, and
policies that increase popular dissatisfaction. In turn, China’s do-
mestic instability may be fueling its external assertiveness if Chi-
nese leaders bend to or encourage nationalist sentiment.

Secretary of State Hillary Rodham Clinton observed that China
represents one of the most challenging and consequential bilateral
relationships the United States has had to manage. While pro-
moting messages of reassurance to the international community,
China focuses on pursuing its own narrow interests. Despite the
threatening and unpredictable conduct of North Korea, the CCP
appears to have calculated that its interests are better served by
the support of the regime than by its removal. Likewise, China’s
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relationship with Iran undermines international efforts to curtail
Iran’s pursuit of weapons of mass destruction and support of inter-
national terrorism.

Despite the improvement in economic and diplomatic relations
across the Taiwan Strait, China deploys some 1,200 short-range
ballistic missiles against the island. In response to the U.S. sale to
Taiwan of a new $5.8 billion package of upgrades to its aging fleet
of F-16 fighter jets, China indicated that it may suspend a series
of military-to-military engagements. To the consternation of its
neighbors, China asserts its expansive territorial claims in the
South and East China Seas. China is increasingly capable of pur-
suing its own interests at the expense of regional, perhaps even
global, stability.

China’s opaque intentions complicate our understanding and re-
sponse to its rise as a world power. China’s stated desire to main-
tain stable and peaceful international relationships conflicts with
such actions as harassing vessels operating in international waters
off the Chinese coast, aggressively pressing unrecognized territorial
claims in the East and South China Seas, and supporting North
Korea in the aftermath of unprovoked acts of aggression against
South Korea. In fact, the People’s Republic of China’s official mes-
sages may be a cover for China’s actual foreign policy goals. In
addition, internal power struggles among Chinese foreign policy-
makers make it difficult to understand the decision-making process
inlChina, increasing the chance of miscalculating China’s foreign
policy.

The next few years will illustrate how China wishes to embrace
the international order and the manner in which it will use its in-
creasing power. China is faced with a choice. It can either join the
community of nations in the existing international order based on
the rule of law, or it can aggressively assert its own interests with-
out regard for the concerns of other states and face growing opposi-
tion from the global community. The latter is not in anyone’s inter-
est. By welcoming China into the WTO and other international
bodies, the U.S. government has demonstrated that it wants the
Chinese government to be a responsible international stakeholder;
however, until China more fully complies with international norms,
the United States must be more forceful in asserting its own na-
tional interests. Insisting on reciprocity in our economic relation-
ship and respect for international laws and norms in our
geostrategic relationship is a start. This would not only benefit
U.S. citizens but also demonstrate to the world that the United
States is still the standard-bearer for stability and rule of law. We
are in a global competition with China, and U.S. policies should
flow from this premise. The United States should insist on reci-
procity and mutual benefit as guiding principles of the U.S.-China
relationship. It is clear is that China will pursue its own narrow
goals unless international pressure is brought to bear to modify
any objectionable behavior.

While effectively responding to China is not an easy task, the
Commission’s 2011 Report is an outline that we believe will be
helpful to Congress in addressing China’s rise. The Commission
recommends that Congress, through legislation, require the presi-
dent to assign the National Security Council to conduct an agency-
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wide comprehensive review of U.S. economic and security policies
toward China to determine the need for changes to address the in-
creasingly complicated and serious challenges posed by China to
U.S. international and domestic interests. Such a review should be
examined and debated as appropriate by Congressional commit-
tees.



CHAPTER 1

THE U.S.-CHINA TRADE
AND ECONOMIC RELATIONSHIP

SECTION 1: THE U.S.-CHINA TRADE AND
ECONOMIC RELATIONSHIP’S CURRENT STATUS
AND SIGNIFICANT CHANGES DURING 2011

Introduction

In the ten years since China joined the World Trade Organiza-
tion (WTO), China has maintained a steep growth trajectory, out-
pacing both Germany and Japan to become the second largest econ-
omy in the world. China’s gross domestic product (GDP) has grown
from $1.32 trillion in 2001 to a projected $5.87 trillion in 2011.
This represents an increase of more than 400 percent. In certain
industries, such as automobiles, mobile handsets, and personal
computers, China’s market already exceeds that of America’s. Con-
currently, China has lifted 400 million of its citizens out of poverty
and has experienced the largest rural-to-urban migration in his-
tory.1

At the same time, the concerns that originally surrounded Chi-
na’s accession to the WTO—that China’s blend of capitalism and
state-directed economic control conflict with the organization’s free
market principles—have proven to be prophetic. Although China
did not meet all of the traditional requirements for accession, the
WTO took a calculated gamble that China could effectuate the re-
forms necessary to conform to those requirements within a reason-
able period of time. The U.S.-China Economic and Security Review
Commission was established by the United States Congress in part
to monitor the outcome of that gamble. Ten years later, China’s
state-directed financial system and industrial policy continue to
contribute to trade imbalances, asset bubbles, misallocation of cap-
ital, and dangerous inflationary pressures. Meanwhile, China’s
legal reforms are in jeopardy from a bureaucratic backlash.2 Chi-
na’s adherence to WT'O commitments remains spotty despite the
decade that the country’s rulers were given to adjust. These cir-
cumstances create an uneven playing field for China’s trading part-
ners and threaten to deprive other WTO signatories of the benefit
of their bargain.

Each of these issues will be analyzed in detail in this section, be-
ginning with an examination of U.S.-China trading relations, fol-
lowed by U.S.-China financial relations and, finally, an evaluation
of China’s role in the WTO. The fact that a decade has now passed
since China’s controversial admission to the WTO means that
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China is now relieved of its burden of facing an annual review by
the WTO of China’s compliance. This section will examine the im-
plications of this change.

U.S.-China Trading Relations

For the first eight months of 2011, China’s goods exports to the
United States were $255.4 billion, while U.S. goods exports to
China were $66.1 billion, yielding a U.S. deficit of $189.3 billion.
This represents an increase of 9 percent over the same period in
2010 ($119.4 billion). During this period China exported four dol-
lars’ worth of goods to the United States for each dollar in imports
China accepted from the United States. In 2010, the United States
shipped just 7 percent of its total exports of goods to China; China
shipped 23 percent of its total goods exports to the United States.
In the ten years since China joined the WTO, the U.S. trade deficit
with China has grown by 330 percent (see table 1, below).

Table 1: U.S.-China Trade in Goods ($ billions), 2000-2011 YTD

00|01 02|03 |04 | 05|06 |07 | 08|09 | 10 (Y}I‘ID)
U.S. Exports 16| 19| 22| 28| 34| 41| 55| 65| 69| 69 913 66
U.S. Imports 100(102| 125| 152| 196| 243| 287| 321| 337 296| 364 255
Balance —-83|-83|-103 | -124 | -162 | —201 | —232 | -256 | —-268 | —226 | 273 | —189

Source: U.S. Census Bureau, U.S. Trade in Goods and Services (Washington, DC: U.S. De-
partment of Commerce, August 15, 2011).

At first glance, this trade deficit may appear to be explained by
a broader trend of American dependence on imports, but this is not
the case. In the first eight months of 2011, Chinese goods ac-
counted for 20 percent of U.S. imports, while U.S. goods accounted
for only 5 percent of Chinese imports.# China’s portion of America’s
trade deficit has increased considerably. While the overall U.S.
trade deficit with the world has grown from $376.7 billion in 2000
to $500 billion in 2010, China’s share of this deficit has nearly tri-
pled during the period, from 22 percent in 2000 to 60 percent in
2009 and 55 percent in 2010 (see figure 1, below).
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Figure 1: China’s Share of the U.S. Global Trade Deficit (by percentage),
2000-2010
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Source: U.S. Bureau of the Census, U.S. Trade in Goods and Services (Washington, DC: U.S.
Department of Commerce, August 15, 2011).

These data suggest that the growth in the U.S. global trade def-
icit reflects growth in the U.S. trade deficit with China and that
other emerging economies are being replaced by China as a final
supplier of finished exports to the United States. Indeed, numerous
international trade scholars have asserted a causal link between
increases in China’s trade surplus with the United States and de-
creases in the bilateral balance of trade of other nations of South
and South East Asia with the United States.?

The more significant trend, however, is not the magnitude of the
U.S. trade deficit with China but the composition of goods. Over
the last ten years, Chinese manufacturing has undergone a dra-
matic restructuring away from labor-intensive goods toward invest-
ment-intensive goods. Production is driven increasingly less by low-
cost labor and increasingly more by low-cost capital, which is used
to build next-generation manufacturing facilities and to produce
advanced technology products for export. This can be seen most
clearly by examining Chinese exports of labor-intensive products,
such as clothing and footwear, as a percentage of total exports. In
2000, exports of labor-intensive products constituted 37 percent of
all Chinese exports. By 2010, this percentage fell by more than half
had fallen to just 14 percent (see table 2, below).
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Table 2: Chinese Labor-intensive Exports (as a
percentage of total exports), 2000-2010

2000 | 2005 | 2010
Apparel and clothing 24 10 9
Footwear 7 3 2
Furniture 3 2 2
Travel goods 3 1 1
Total 37 16 14

Source: Manufacturers Alliance, “U.S. and Chinese Trade
Imbalances in Manufactures Surge” (Maple Grove, MN: Man-
ufacturers Alliance Economic Report, ER-728, August 2011).

This shift has serious implications for the U.S. economy. As
China joined the WTO, the United States had already lost produc-
tion of low-value-added, low-wage-producing commodities such as
umbrellas and coffee cups. But America’s export strength lay in
such complex capital goods as aircraft, electrical machinery, gen-
erators, and medical and scientific equipment. China’s exports to
the United States are increasingly from its capital-intensive indus-
tries, particularly advanced technology products. From 2004 to
2011, U.S. imports of Chinese advanced technology products grew
by 16.5 percent on an annualized basis, while U.S. exports of those
products to China grew by only 11 percent.® In August 2011, U.S.
exports of advanced technology products to China stood at $1.9 bil-
lion, while Chinese exports of advanced technology products to the
United States reached $10.9 billion, setting a record one-month def-
icit of more than $9 billion. On a monthly basis, the United States
now imports more than 560 percent more advanced technology
gr?ducts from China than it exports to that country (see figure 2,

elow).”

Figure 2: U.S. Exports to and Imports from China of Advanced Technology
Products in the Month of June ($ billion), 2004-2011
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Source: U.S. Bureau of the Census, U.S. Trade in Goods and Services (Washington, DC: U.S.
Department of Commerce, August 15, 2011).
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The weakness in U.S. exports of advanced technology products to
China is explained in part by barriers to market access experienced
by U.S. companies attempting to sell into the Chinese market.8 Ac-
cording to a recent survey conducted by the American Chamber of
Commerce in China, 71 percent of American businesses operating
in China believe that foreign businesses are subject to more oner-
ous licensing procedures than Chinese businesses.® Additionally,
twice as many respondents report that Chinese licensing strictures
have grown more onerous over the last year than those who believe
that licensing requirements have eased. Finally, four times as
many respondents report that they have been harmed by national
treatment as those who report that they were aided. Encountering
market access barriers, however, is not unique to American busi-
ness. A similar 2011 study by the European Chamber of Commerce
in China found that inconsistencies in the procurement process em-
ployed by the Chinese central government resulted in a lost oppor-
tunity for European businesses that is equal in size to the entire
economy of South Korea, or one trillion dollars.10

Import barriers are part of China’s policy of switching from im-
ports to domestically produced goods. In particular, part of China’s
“indigenous innovation” policy protects domestically produced goods
by discriminating against imports in the government procurement
process, particularly at the provincial and local levels of govern-
ment.11 (For a more complete discussion of the indigenous innova-
tion policy, please see chap. 1, sec. 3, of this Report.)

By contrast, the monthly U.S. trade surplus in scrap and waste
reached a record high of $1.1 billion in August 2011. The annual
U.S. trade surplus in scrap and waste grew from $715 million in
2000 to $8.4 billion in 2010, representing an increase of 1,187 per-
cent, or 28 percent per year on an annualized basis (see figure 3,
below). Unfortunately, however, the gains to the U.S. economy from
this trend are limited, as the value-added component of scrap and
waste is almost nothing.

Figure 3: U.S. Trade Surplus in Scrap and Waste with China in the Month
of June ($ million), 2000-2011
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Source: U.S. Bureau of the Census, U.S. Trade in Goods and Services (Washington, DC: U.S.
Department of Commerce, August 15, 2011).
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Similarly, the U.S. trade surplus in agricultural products with
China has experienced dramatic growth (see figure 4, below). This
trend has been fueled by higher grain prices in the Chinese mar-
ket, greater demand for animal feed from Chinese farmers, and a
series of water shortages that have left China more or less depend-
ent on foreign sources of food. The inflationary antecedents to these
trends are discussed in greater depth below.

Figure 4: July U.S. Surplus of Trade in Agricultural Products with China
($ million), 2001-2011
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Source: U.S. Bureau of the Census, U.S. Trade in Goods and Services (Washington, DC: U.S.
Department of Commerce, August 15, 2011).

U.S.-China Financial Relations

U.S.-China financial relations are largely determined by two bed-
rock monetary policies of the Chinese government: a closed capital
account and a closely managed exchange rate. Since 1994, the Chi-
nese government has used a variety of methods to insulate the
value of its currency from market forces that would otherwise have
caused the renminbi (RMB) to appreciate against the dollar. In var-
ious policy statements and in its 12th Five-Year Plan (2011-2015),
the Chinese Communist Party has once again identified gradual
liberalization of the capital account as one of its priorities.12

Consequently, movement toward a more market-based currency
has been slow and halting.13 Chinese merchants who export to for-
eign parties are still left with little choice other than to relinquish
their foreign currency earnings to the state-owned banks in ex-
change for renminbi. Thus, when China runs a trade surplus, the
supply of RMB in circulation grows.14 To counteract the inflation
that would naturally spring from a rapidly expanding money sup-
ply, the Chinese government issues special bonds in an attempt to
attract investors and thereby soak up the extra money.'> Thus, the
government is left holding both foreign currency and RMB, and the
Chinese public is left holding sterilization bonds denominated in
RMB. The Chinese government must then reinvest the foreign cur-
rency if it is to avoid losing value to inflation. The Chinese govern-
ment could pursue any investment strategy, but in order to satisfy
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the second of its two primary monetary policies, namely, a man-
aged exchange rate, it chooses to invest its foreign currency in
bonds, primarily U.S. Treasury bonds.

This activity helps maintain the price of dollars relative to the
RMB.16 To avoid a black market in foreign currency, the govern-
ment requires that most Chinese businesses and citizens exchange
their dollars at a bank, the large majority of which are state
owned. Each day the central bank declares the price at which the
state-owned banks will exchange dollars for RMB. Finally, in order
to keep this maneuver affordable, the government must maintain
an abnormally low domestic rate of interest. For if the prevailing
interest rate at Chinese banks were to increase, then the govern-
ment would be forced to increase the interest rate on sterilization
bonds in order to maintain their attractiveness in the market,
which would significantly increase the cost associated with the ex-
change rate policy. These conditions create a perfect setting for in-
flation, as the following data will illustrate.

In June 2011, China’s foreign exchange reserves surged on
strong trade surpluses to $3.2 trillion, up nearly one trillion from
$2.4 trillion in June 2010, or roughly 30 percent year-on-year
growth.17 China’s foreign exchange reserves are now roughly three
times greater than that of Japan, which has the second-highest for-
eign exchange reserves in the world. Roughly two-thirds of China’s
foreign exchange reserves are generally thought to be denominated
in U.S. dollars, although the exact makeup of the reserves is un-
known, because the Chinese government considers it to be a state
secret.

Somewhat better known is the volume of China’s foreign ex-
change reserves that are made up of U.S. Treasury securities. As
of July 2011, the official estimate by the U.S. Treasury Department
stood at $1.2 trillion, up slightly from the same period one year be-
fore.18 The real amount is considerably higher, since the $1.2 tril-
lion does not take into account any purchases made on the sec-
ondary market nor does it factor in purchases made by inter-
mediaries or made through tax havens, such as the Cayman Is-
lands. (For a more thorough examination of this issue, see the
Commission’s 2010 Annual Report to Congress, chap. 1, sec. 2, “The
Implications and Repercussions of China’s Holdings of U.S. Debt.”)

China’s decision to purchase U.S. government securities is not
born out of any diplomatic beneficence but, rather, the economic
self-interest of China, seeking to fix the exchange rate of the RMB
to the dollar. In 2011, China’s resolve was tested when a major rat-
ing agency reduced the credit rating of U.S. Treasury bonds. As the
party with the largest holdings of U.S. government debt, China
stands to lose the most from any drop in value of U.S. Treasury
securities.

Beijing remained silent during the summer debt ceiling impasse
in Washington.1® However, following Standard & Poor’s down-
grading of U.S. Treasury bonds, Guo Shuqing, the chairman of the
China Construction Bank and former head of the State Administra-
tion of Foreign Exchange, opined that “[hlolding U.S. Treasuries
contains certain risks, but at a time when the global economy is
volatile and the euro zone is in deep difficulties, U.S. Treasuries,
among all the not-so-ideal products, remain as the best product in
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terms of safety and returns.”2% Mr. Guo’s comment reflects the fact
that China is committed to the outsized ownership of U.S. Treas-
uries by its choice of methodology in controlling the price of the
RMB. In addition, as U.S. interest rates have declined, the market
value of China’s Treasury holdings has increased. Standard &
Poor’s downgrade of U.S. Treasuries did not affect this trend.

As a result of growth in foreign exchange reserves, China’s do-
mestic money supply has skyrocketed, which has added to infla-
tionary pressures. In May and June 2011, China’s M2 money sup-
ply, which includes checking, savings, and money market accounts,
grew by more than 15 percent.2! From 2000 to 2010, aggregate M2
growth amounted to 434 percent, totaling more than $10 trillion in
U.S. dollars.22 By way of comparison, from 1996 to 2008, the U.S.
money supply grew at an average annual rate of 3.5 percent and
currently stands at $1.005 trillion.23 Considering that the U.S.
gross domestic product (GDP) is still roughly three times greater
than the Chinese GDP, this means that the Chinese money supply
has grown to be roughly 30 times greater than the U.S. money sup-
ply when normalized to scale (see figure 5, below). Figure 5 depicts
the growth over time of U.S. and Chinese M1 money supplies,
which is equivalent to M2 minus savings deposits and time depos-
its.

Figure 5: Chinese M1 Money Supply by Year (100 Million RMB) 2004-2010
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Source: Economics Junkie, November 18, 2010. hitp:/ /www.economicsjunkie.com /inflation-
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Derek Scissors, an expert in the Chinese economy at The Herit-
age Foundation, characterized growth in the Chinese money supply
in the following terms: “There are occasional, loud claims in China
that the current bout of inflation was caused by quantitative easing
in the United States. This is like blaming your brother-in-law’s
binge eating for your weight gain. China’s 2008 stimulus package
led to a 30-percent increase in the money supply in 2009. The
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PRC’s (People’s Republic of China) monetary base is bigger than
America’s, even though its economy is less than half the size. Chi-
nese inflation is home-made, and the recipe is simple.” 24

Citing the danger that such money growth can pose, the Chinese
government has pronounced the curtailment of inflation as one of
its top economic priorities. But because the Chinese government re-
lies upon issuing debt in order to carry out its managed exchange
rate policy, it has limited options. Raising interest rates would re-
quire the government to pay higher interest on the sterilization
bonds. Consequently, the only inflation-fighting weapon fully avail-
able to the government is raising the reserve requirement for
banks in order to remove money from circulation, which it has done
several times over the last year.25> Beijing also initiated a campaign
to rein in off balance sheet lending, a hallmark practice of Chinese
banks.26

In June 2011, Chinese Premier Wen Jiabao published an op-ed
in the Financial Times claiming that these measures had suc-
ceeded in taming inflation.2? Despite Premier Wen’s assurances, in-
flation continued to rise. In September 2011, China’s consumer
price index hovered at 6.1 percent.28 Food prices, the single largest
driver of inflation, were up 13.4 percent. In the same period, hous-
ing prices went up 5.9 percent year on year, indicating the forma-
tion of a real estate bubble.

Not all of this inflationary activity is attributable to growth in
money supply. Other factors play a role as well. For example, as
rural-to-urban migration tapers off, manufacturers are finding it
more difficult to keep their factories staffed. As labor shortages
mounted, wages were increased in order to attract workers.29 Con-
sequently, households can afford to spend more on meat and grain,
which drives up the price of agricultural commodities. China is also
facing growing shortages of water, which further exacerbates infla-
tion in farm goods. For a country that is increasingly reliant upon
hydroelectric power, water shortages place upward pressure on the
price of electricity.3° This, in turn, drives up the cost of production
in secondary industries.

Until recently, the greatest inflationary threat facing the Chinese
government was rapid increases in the price of fixed assets, par-
ticularly real estate. In response to popular discontent, the Chinese
government placed a priority on taming real estate prices, with
some success.?! According to data released in mid-August, prices
for newly built homes stayed level or decreased in 31 out of China’s
top 70 cities, including Shanghai, Beijing, Shenzhen, and Guang-
zhou.32 At the same time, the liabilities of China’s property devel-
opers increased by 43 percent year on year, and the Guggenheim
China Real Estate Fund, a popular exchange traded fund that
tracks the performance of the Chinese property development indus-
try, fell 28 percent from a year-long high of $30.37 per share in No-
vember 2010 to $21.96 in October 2011.33

China’s response to its inflation problem has drawn criticism be-
cause it failed to deal with China’s capital controls as a cause of
inflation. Economist Nigel Chalk of the International Monetary
Fund likened China’s Pyrrhic victory over property prices and sub-
sequent surge in the consumer price index to an economic game of
Whack-a-Mole.3* Benjamin Simfendorfer, former chief China econo-
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mist at the Royal Bank of Scotland, predicted that China’s con-
sumer price index will remain between 5 percent and 10 percent
for the next decade.3> And Nouriel Roubini, professor of economics
at New York University, decried China’s dependence on fixed asset
investment as the principal driver of China’s GDP growth and a
factor in its inflation.36 All noted that the Chinese government is
merely treating the symptom, rather than the cause, of the infla-
tion problem. Until the Chinese government fully liberalizes its
capital account, and ceases manipulating its currency, China’s
trade surpluses will continue to inflate the supply of RMB in cir-
culation. Until the Chinese government eliminates its reliance on
sterilization bonds, Chinese savers will prefer the volatile real es-
tate market as an investment vehicle over the negative real re-
turns from bank deposits and bonds. Finally, until the Chinese gov-
ernment fully subjects the RMB to the dictates of market forces,
the consumption share of China’s GDP will remain stunted at
around 35 percent—half the rate in the United States, according to
many commentators.37

On the positive side, the Chinese government allowed the RMB
to rise by roughly 6 percent in nominal terms over the last year,
from 6.775 RMB per dollar on July 16, 2010, to 6.370 RMB per dol-
lar on October 17, 2011.38 This is the second-fastest rate of appre-
ciation since the Chinese government eliminated its hard peg to
the dollar in 2005. Nonetheless, the US. Treasury Department re-
ports that the RMB remains “substantially undervalued.”3® There
is also nascent acknowledgement by Chinese academics that Bei-
jing’s intervention in the foreign exchange market has a measur-
able effect on the balance of trade, at least in certain sectors. For
example, in a scholarly article published in the Chinese journal Ad-
vances in Informational Sciences and Service Sciences, researchers
from Huazhang Agricultural University found that every 1 percent
increase in the exchange rate between the RMB and the U.S. dollar
leads to a 0.498 percent decrease in Chinese exports of citrus
fruits.40 Moreover, there is growing support among the engineers
of China’s monetary policy to expanding the range of the daily
trading band beyond the current 0.5 percent, potentially accel-
erating the rate of appreciation.4!

Meanwhile, the Chinese government is increasing its efforts to
reduce its reliance on the dollar and nudge international debt mar-
kets toward the RMB.42 Last year, McDonald’s became the first
major multinational to issue an RMB-denominated corporate bond
in Hong Kong, referred to by the financial community as dim sum
bonds, which brought in RMB 200 million at a 3 percent yield.43
Caterpillar followed with a much larger issue of RMB 1 billion at
2 percent.4* In March 2011, Unilever paid an even lower yield of
1.15 percent in an issuance of RMB 300 million.#5 Morgan Stanley
issued its own RMB 500 million round at 1.625 percent (see table
3, below).4¢ Finally, the Chinese Ministry of Finance issued RMB
20 billion of sovereign debt, the largest RMB-denominated bond in
history.47
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Table 3: RMB Bond Issuances by Multinational
Companies, 2010-2011

Issuer Round Yield

Aug-10 McDonald’s ¥ 0.2 bn 3.000%

Nov-10 Caterpillar ¥ 1.0 bn 2.000%

Mar-11 Unilever ¥ 0.3 bn 1.150%

May-11 Morgan Stanley ¥ 0.5 bn 1.625%

May-11 Volkswagen ¥ 1.5 bn 2.000%
Total ¥ 3.5 bn

Source: Fiona Law et al., “Caterpillar Yuan Bond Issue Draws
Strong Demand,” Wall Street Journal, November 24, 2010.
hitp:/lonline.wsj.com/article/SB10001424052748703572404575634
532182318468.himl.

¥ = yuan or renminbi

The low yields reflect the lack of alternatives available to Chi-
nese retail investors. Some Chinese commentators have dismissed
such corporate bond sales as publicity stunts by multinationals de-
signed to appease the Chinese government. One financial analyst
described McDonald’s RMB bond as a “McGesture.”48 Others be-
lieve that these issuances are neither about fundraising nor politics
ll){lll\}fB rﬁ)ther, a method of benefitting from the appreciation of the

Still, others point out that the fledgling RMB debt market, de-
spite having been in existence for only one year, has already
achieved greater liquidity than the well-established debt markets
of the Philippines, Indonesia, and Malaysia, with daily trading vol-
ume in excess of $2 billion.5¢ To put these numbers into perspec-
tive, during the first two quarters of 2011, the U.S. corporate bond
market saw $630 billion of new issuances (RMB 4 trillion), and the
average daily trading volume was $17.3 billion.5! Thus, the United
States maintains an overwhelming lead in the issuance of new cor-
porate bonds but only a modest lead in daily trading volume (see
table 4, below).

Table 4: US and Chinese Corporate Bond Market
Activity ($ billion) 2011 Q1-Q2

New Issuances | Daily Trading Volume
US $ 630.90 $ 17.30
China $ 0.50 $ 2.00

Source: Securities Industry and Financial Markets Association
(New York, NY).

Meanwhile, a greater share of China’s foreign trade is settled in
RMB. In the first four months of 2011, cross-border, RMB-denomi-
nated trade exceeded the total amount of RMB-denominated trade
conducted in all of 2010, 500 billion.52 Put in relative terms, RMB-
denominated trade in the first quarter of 2011 represented 7 per-
cent of China’s overall foreign trade.53 However, according to Yin
Jianfeng, a financial researcher with the Chinese Academy of So-
cial Sciences, as of the close of 2010, 80 percent of RMB-denomi-
nated trade concerned foreign companies importing into China.54
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Whereas using RMB to settle export trade helps to alleviate Chi-
na’s problems with foreign exchange, exchange rates, and inflation,
using RMB to settle import trade actually aggravates those prob-
lems.?5 For example, if IBM uses RMB to settle import trade, it im-
plies that at some time prior to the import transaction, IBM used
dollars to buy RMB. It also implies that following the import trans-
action, the Chinese economy is left with more U.S. dollars and
more RMB than before. The increased volume of RMB leads to fur-
ther inflationary pressure for China, and the increased volume of
U.S. dollars has the same effect as purchasing Treasury securities:
It artificially decreases the supply of dollars in circulation in the
United States, creates greater dollar scarcity, and promotes a low
exchange rate with the RMB.

China has also made significant progress toward opening the
door to RMB-denominated foreign direct investment (FDI).5¢ Chi-
nese policymakers are concerned about the magnitude of RMB de-
posits in Hong Kong, which stood at RMB 548 billion as of May
2011.57 In relative terms, this represents 5 percent of the total vol-
ume of all RMB in circulation. Liberalizing RMB-denominated FDI
on the mainland raises the prospect that some significant percent-
age of this money would be repatriated into the mainland, where
it might go into speculative investments in real estate, thereby cre-
ating a bigger bubble.

China’s Role in the WTO

The United States has brought three new, China-related disputes
to the WTO since the date of the Commission’s last Report. On De-
cember 22, 2010, the United States requested consultations with
China over its subsidies for domestic manufacturers of wind power
equipment (DS419). The European Union (EU) and Japan joined
the consultations in January. The case has not yet advanced to the
hearing stage. In the second pending case initiated this year, the
United States on September 20 requested consultations with China
regarding its imposition of antidumping duties on chickens im-
ported from the United States. In addition, on October 6, 2011, the
U.S. Trade Representative submitted information to the WTO iden-
tifying nearly 200 subsidies that China, in contravention of WTO
rules, failed to notify to the WTOQ.58

Three previous WTO cases involving U.S.-China trade are both
open and active. The Raw Materials case, which resulted in a deci-
sion favorable to the United States, is under appeal as of August
31, 2011. The Flat-rolled Electrical Steel case and the Electronic
Payments case have both advanced to formal dispute settlement,
though no decision has been reached (see table 5, below).

Table 5: Open and Active WTO Cases Between the United States and China

Date Brought Number | Title Status

15-Sep-10 DS413 Electronic Payments Panel established
15-Sep-10 DS414 Flat-rolled Electrical Steel Panel established
23-Jun-09 DS394 Raw Materials Under Appeal

Source: World Trade Organization Dispute Settlement Gateway. www.wto.org.
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The United States has brought a total of seven cases against
China at the WTO concerning subsidies or grants. Of the seven,
four were settled through consultation, two were decided in favor
]([))f lthe; United States, and one remains undecided (see table 6,

elow).

Table 6: WTO Subsidies Cases Brought by the United States Against China

Date Date
Brought | Dispute Short Title Resolution Resolved
18-Mar-04 | DS309 Integrated Circuits | Settled 6-Oct-05
30-Mar-06 | DS340 Auto Parts Holding for US 15-Dec-08

sustained on appeal
2-Feb-07 DS358 Taxes Settled 19-Dec-07
10-Apr-07 | DS362 Intellectual Held for US 26-Jan-09
Property Rights

3-Mar-08 DS373 Financial Services | Settled 4-Dec-08
19-Dec-08 | DS387 Grants and Loans | No resolution N/A
22-Dec-10 | DS419 Wind Power Settled N/A

Source: World Trade Organization Dispute Settlement Gateway. www.wto.org.

China’s WTO Probationary Period Ends This Year

During the negotiations leading up to China’s accession, the
United States and the European Union expressed concern about
potential negative consequences that might befall the WTO due to
China’s sheer size and lack of a market-based economy.?® Thus,
they insisted on a series of China-specific admission requirements.
The centerpiece of this “WTO-Plus” admission package was the
Transitional Review Mechanism, which required China to submit
to an annual review for the first eight years of its membership in
the organization as well as a final review in the tenth year.6° The
Transitional Review Mechanism is in addition to, rather than in
lieu of, the normal review procedure, known as the Trade Policy
Review Mechanism, which all WTO members must undergo every
few years in perpetuity.6!

On paper, the temporary Transitional Review Mechanism ap-
peared to be more stringent than the Trade Policy Review Mecha-
nism. However, the procedural aspects of the Transitional Review
Mechanism rendered it a paper tiger.62 Reports produced by the
Transitional Review Mechanism require the unanimous consensus
of all members involved, including China.®3 This puts China in the
position of acting as judge in its own trial. According to trade schol-
ars such as William Steinberg, the result consistently has been
“light and generally unspecific criticism.” 64

Nevertheless, the Transitional Review Mechanism has provided
the United States with a somewhat useful tool for fact-finding and
casting attention on controversies within the U.S.-China trade rela-
tionship. This is the tenth year of China’s membership in the WTO
and, therefore, the final year of the Transitional Review Mecha-
nism. The consequences of this are twofold. First, the tools avail-
able to the United States to carry out fact-finding related to Chi-
na’s compliance with WTO obligations will now be limited to the
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Trade Policy Review Mechanism and the various review channels
of individual subsidiary bodies.65 Second, China’s membership in
the WTO has reached a point of chronological maturity at which
China was expected to be in full compliance with its WTO obliga-
tions.

When China initially acceded to the WTO, it accepted the China-
specific rules contained in the protocol of accession, avoided litiga-
tion within the WTO, and was quick to comply with all demands
of the WTO’s dispute resolution process. Trade law scholars such
as Henry Gao of Singapore Management University have charac-
terized the first several years of China’s membership in the WTO
as a rule taker.5® But after ten years of observing and learning the
subtleties of WTO procedural law, Beijing’s behavior has trans-
formed into a rule shaper. Beijing has become much more aggres-
sive about bringing claims against trading partners, appealing deci-
sions that are rendered against its favor, and pushing the envelope
of noncompliance. Additionally, China has grown very savvy about
using the dispute settlement process and bilateral free trade agree-
ments to undermine the effectiveness of China-specific rules.

According to a recent study by international trade law scholars
at the University of Hong Kong, of the five WTO cases filed by
China between September 2008 and March 2011, four of them were
designed to use the dispute settlement process to change or undo
rules contained in China’s Accession Protocol.67” These cases pur-
posely turn on vague terminology found in the Accession Protocol.
China has exploited this weakness by using a creative interpreta-
tion to render entire provisions inapplicable.

Since 2002, China has concluded nine free trade agreements and
commenced negotiations for five more.68 In all 14, a precondition
to negotiation has been agreement by the other party to grant
China market economy status. These preconditions are targeted to-
ward eliminating certain restrictions placed upon China during ac-
cession to the WTO. In particular, when antidumping proceedings
are instituted against China, the instituting party is allowed to
draw price comparisons from third-party countries, in lieu of
China, in order to show dumping behavior by Chinese companies.%°
Similarly, for purposes of identifying illegal subsidies and calcu-
lating countervailing measures, the instituting party may act with
reference to prices and conditions prevailing in third-party coun-
tries in lieu of China.’® Chinese trade officials view these provi-
sions as a substantial drag on China’s freedom of action within the
international trading system. Under the terms of the Accession
Protocol, however, China’s nonmarket-economy status is set to ex-
pire in 2016, at which time these provisions will cease to have ef-
fect.”1 It must be noted that the expiration in 2016 of China’s sta-
tus as a nonmarket economy under the Accession Protocol does not
negate applicable U.S. domestic law, which will continue to have
effect beyond 2016.

If enough WTO members accord market economy status pre-
maturely to China, it will diminish support for Washington’s posi-
tion that China has a long way to go to merit market economy sta-
tus. China has more bargaining power in bilateral negotiations
with smaller nations than it does in multilateral negotiations at
the WTO. It appears that by pushing for concessions from a series
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of bilateral negotiations under the auspices of free trade agree-
ments, China hopes gradually to undermine the Washington con-
sensus, strong-arm its way into market economy status, and shake
free of restrictive terms and obligations in its accession agreement.

Moreover, China is not willing to comply fully with the decisions
of the WTO dispute settlement process and prioritizes the preser-
vation of its own political system above fidelity to WTO commit-
ments. This can be seen most clearly by examining a recent case
study of China’s failed compliance with WTO commitments.

Stonewalling the WTO: A Case Study in China’s
Intransigence

On April 10, 2007, the United States brought a complaint at
the WTO alleging that China’s state monopoly on imports of cul-
tural products (such as movies, music, and magazines) was in-
consistent with China’s WTO obligation to permit, within three
years of accession, all persons and enterprises, both foreign and
domestic, to import and export all goods throughout the territory
of China, except for a specific list of products reserved for mo-
nopoly by state-owned enterprises (SOEs).”2 The cultural prod-
ucts at issue were not included in the list of exceptions nego-
tiated by China and agreed to by the WTO. Thus, the United
States claimed that the continued SOE monopoly over importing
cultural products constitutes a violation of China’s obligations.
China attempted to defend itself by invoking Article XX(a) of the
General Agreement on Tariffs and Trade, which allows members
to adopt or enforce measures “necessary to protect public mor-
als.” China claimed that censorship of imported cultural products
is critical to protecting public morals and that only SOEs could
be relied upon to carry out censorship, therefore SOE monopoly
on importation of cultural products should be allowed under the
General Agreement on Tariffs and Trade.

The United States responded to this defense by proposing an
alternative arrangement, which was to allow all persons and en-
tities to import cultural products but require them to submit to
China’s Central Propaganda Department for censorship of each
individual import. China rejected this proposal on the grounds of
cost. Under the status quo, SOEs practice self-censorship, which
leaves the workload of the Central Propaganda Department
quite limited. Under the U.S. proposal, the Central Propaganda
Department’s workload would increase dramatically, thus requir-
ing a significant expansion of payroll. On August 12, 2009, the
dispute panel issued a ruling rejecting China’s defense, finding
that the U.S. proposal constituted a reasonable alternative to the
status quo and mandating China to modify its policies accord-
ingly. China appealed, and the appellate body upheld the ruling.
China then announced its intention to comply with the ruling
but requested a reasonable period of time to do so. In July 2010,
the United States and China reached an agreement to set a
deadline of March 19, 2011, for implementation.
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Stonewalling the WTO: A Case Study in China’s
Intransigence—Continued

On March 19, 2011, the State Council of China published
amendments to the Regulations on the Management of Publica-
tions and the Regulations on the Management of Audiovisual
Products.”™ The effect of the amendments was to eliminate the
requirement that importers be SOEs and, instead, create a proc-
ess whereby any individual or entity, private or public, foreign or
domestic, can apply to the Central Propaganda Department for a
license to import cultural products. Because the government still
retains unbridled discretion over which applications will be ap-
proved and which will be denied, in practical terms the amend-
ments were empty and meaningless. The new process could just
as well be used to grant licenses only to SOEs. Indeed, there is
no record of any non-SOE receiving a license under the new rule.
For this reason, scholars of international trade have opined that
the March 2011 amendments fell far short of what would be re-
quired to constitute full compliance with the ruling in this case
or the protocol commitment on which it was predicated.”* Proce-
durally, the United States has the right to initiate further WTO
proceedings to compel compliance or issue sanctions.

The full importance of this development becomes clearer in light
of two elements. First, the issue in this case was not whether
China should be allowed to practice censorship. The issue was
whether China’s self-professed censorship imperative is sufficient
grounds to justify a state monopoly on importation of cultural
products. Contrary to China’s public insistence, the real reasons
why China rejected the U.S. proposal have nothing to do with cost.
First, China wishes to protect its domestic filmmaking industry.
Second, adopting the U.S. proposal would set in motion a process
that would destroy the effectiveness of China’s censorship re-
gime.”> The reasoning behind this claim bears brief explanation.

The Central Propaganda Department relies upon SOEs to
practice self-censorship. The department frequently sends notifi-
cations to the SOEs advising them which topics are politically
sensitive, which news stories to delete, etc. Those notifications
are actually considered state secrets, and publication can lead to
severe punishment.”® If the notifications were available to the
public, it would undermine the censorship regime by creating a
demand for the forbidden fruit. Additionally, by limiting the cir-
culation of the notifications to SOEs and party members, the
Central Propaganda Department retains maximum flexibility in
what is considered off limits. If the U.S. proposal were adopted,
then each time the Central Propaganda Department would reject
a particular import, the private party applying to import that
product would have actual knowledge of the fact that the product
is being censored. Given the high degree of interaction between
importers and the outside world, there would be no effective way
to contain the spread of this knowledge. Moreover, private im-
porters, particularly foreign importers, would demand some de-
gree of predictability, which would necessarily come at the ex-
pense of the flexibility of the Central Propaganda Department.
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Stonewalling the WTO: A Case Study in China’s
Intransigence—Continued

In sum, if the Central Propaganda Department were required
to liaise with private parties, as the U.S. proposal called for, the
genie would be let out of the bottle, and the subversion of the
censorship regime would only be a matter of time.”” For this rea-
son, the WTO’s decision in the Publications case, and China’s
failure to honor the decision, is critically important. It suggests
that in cases of conflict between internal political preferences
and international trade commitments, China will choose the
former over the latter.

Implications for the United States

The U.S. trade deficit with China has ballooned to account for
more than half of the total U.S. trade deficit with the world and
creates a drag on future growth of the U.S. economy. This problem
has many causes, among which are barriers to U.S. exports and
continued undervaluation of the RMB. The result is lost U.S.
jobs.”® While the exact number of U.S. jobs lost to China trade is
hotly disputed—economist C. Fred Bergsten has estimated 600,000
jobs on the low end, while the Economic Policy Institute has esti-
mated 2.4 million jobs on the high end—many parties agree that
the costs are staggering.”®

Although the RMB has appreciated by roughly 6 percent over the
course of the last year, there is widespread agreement among
economists that it remains deeply undervalued. As a result, U.S.
exports to China remain subject to a de facto tariff, Chinese ex-
ports to the United States remain artificially discounted, and Chi-
nese household consumption remains suppressed. This contributes
to a persistent pattern of massive and dangerous trade distortions,
unnatural pools of capital, and dangerous inflationary pressures
that threaten the stability of the global economy.

Gone are the days when Beijing was content to be the low-end
factory of the world. The central planners behind China’s economy
are intent on moving up the value chain into the realm of advanced
technology products, high-end research and development, and next-
generation production. This ambition will come at the expense of
America’s high-technology industries.

Similarly, it no longer seems inconceivable that the RMB could
mount a challenge to the dollar, perhaps within the next five to ten
years. Chinese financial authorities are laying the groundwork for
these ambitions via a series of bilateral arrangements with foreign
companies and financial centers. While dollar-denominated finan-
cial markets retain a substantial advantage over their RMB-de-
nominated counterparts in terms of new issuances, the RMB mar-
kets have made remarkable progress in less than one year to
achieve 11 percent of the daily trading volume of dollar-denomi-
nated markets. Still, of the $4 trillion that is traded each day in
international currency markets, trade in RMB accounts for only 0.3
percent. The dollar is one side of 85 percent of all currency
trades.80
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Finally, the Chinese government is growing increasingly asser-
tive in international fora such as the WTO. The United States and
the European Union went to considerable lengths to design and ne-
gotiate a system of checks and balances that would permit China
to accede to the WTO without jeopardizing the smooth functioning
of the organization or endangering the position of existing members
in the international trading system. From start to finish, that nego-
tiation process took 15 years. In less than ten years, China has
learned the nuances of WTO law and has begun to use it system-
atically to undo the finely wrought balance that U.S. and EU nego-
tiators designed. At the same time, China has shown that it will
subordinate its international commitments to its domestic political
preferences and deny to its trading partners the benefit of their
bargain.

Conclusions

e The U.S.-China trade deficit in 2010 set a record high of $273
billion. The U.S.-China trade deficit now accounts for more than
50 percent of the total U.S. trade deficit with the world.

e Over the last 12 months, the RMB has appreciated by 6 percent.
Economists estimate, however, that it remains substantially un-
dervalued. There is increasing grassroots pressure in China to
widen the trading band of the RMB and increase the pace of ap-
preciation.

e The Chinese economy, generally, and Chinese exports, in par-
ticular, are moving up the value chain. On a monthly basis, the
United States now imports roughly 560 percent more advanced
technology products from China than it exports to China. Exports
of low-cost, labor-intensive manufactured goods as a share of
China’s total exports decreased from 37 percent in 2000 to 14
percent in 2010.

e China’s foreign currency reserves are skyrocketing. A major con-
tributor to this phenomenon is China’s continued policy of main-
taining closed capital accounts. China’s foreign currency reserves
currently exceed $3 trillion, three times higher than the next
largest holder of foreign currency reserves, Japan.

e Commensurate with growth in foreign currency reserves, China’s
domestic money supply is ballooning out of control. Between 2000
and 2010, China’s money supply grew by 434 percent. China’s
money supply is now ten times greater than the U.S. money sup-
ply, despite the fact that China’s GDP is only one-third as large.

e Such rapid growth in China’s domestic money has created strong
inflationary pressure. This has helped create a real estate bub-
ble, which resulted in price increases of more than 100 percent
in some cities within a handful of years. In September, China’s
consumer price index topped 6.1 percent across the board and
higher in rural areas.

e China has grown more assertive and creative in using WTO pro-
cedures to alleviate, eliminate, and avoid certain restrictions in
the Accession Protocol. At the same time, the WTO has ruled
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that China’s existing system of state monopoly over imports of
cultural products is inconsistent with WTO obligations. China
has not yet complied fully with the WTO ruling, and the United
States has the right to initiate further proceedings to compel
China to do so.



SECTION 2: CHINESE STATE-OWNED
ENTERPRISES AND U.S.-CHINA
BILATERAL INVESTMENT

Introduction

The state’s influence over China’s economy takes many forms
and covers a whole spectrum of companies from fully state owned
to those that are nonstate but maintain close ties to the govern-
ment. China’s state-owned and state-controlled companies and in-
dustries are generally the largest ones in China and are operated
and managed by the central government of the People’s Republic.
They are an instrument of state power as well as the centerpiece
of China’s industrial policy. They receive massive government sub-
sidies and are protected from foreign competition. In addition,
there are more than 100,000 smaller companies that are owned or
operated by provincial and local governments. These companies
also receive many benefits from their government ownership.

Because China’s regulatory systems are opaque, it can be dif-
ficult to trace the real ownership of any enterprise in China.
Though the number of state-owned companies has declined fol-
lowing years of reform and privatization, they continue to dominate
major sectors of the economy, and in many sectors they have be-
come stronger. There are also millions of firms whose ownership is
unclear. These include enterprises where the state holds some,
though not all, assets; joint venture arrangements involving state-
owned enterprises (SOEs), private and semiprivate companies and
foreign entities; and companies that, while nominally private, are
still subject to the influence of the state because they are in the
sectors the government has deemed strategically important.

During the 2011 hearing cycle, the Commission undertook a
thorough examination of China’s industrial policies, particularly
the government’s control of China’s economy. In addition, this sec-
tion examines the bilateral investment flows between the United
States and China, where a new pattern is emerging. Flush with ex-
port profits and foreign exchange reserves, China is starting to flex
its investor muscles. Though the cumulative Chinese investment in
the United States remains very small, recent trends indicate a po-
tential for great growth. This section will examine this and other
issues and will conclude with the implications for the United States
of the continued dominance of the Chinese economy by the state
and of the growth in bilateral investment.

Chinese State-owned Enterprises

In its 2004 Report to Congress, the Commission noted that:

China was not a market-based economy at the time of its
accession to the WTO [World Trade Organization] nor is it

(40)
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now. Because the structures of the WTO rely on the func-
tioning of market-based economies, China’s accession re-
quired a unique agreement allowing China’s early entry in
exchange for firm commitments to implement a broad
range of legal and regulatory reforms as well as tariff re-
ductions. China also agreed to special safeguard mecha-
nisms that other WTI'O members could utilize to protect do-
mestic industries significantly injured by surges of imports
from China’s nonmarket economy. Assuring that China im-
plements its WT'O commitments is a large and important
task for the U.S. government.8!

Ten years after joining the WTO, China has taken significant
steps toward economic liberalization in order to meet the many ob-
ligations it assumed upon accession to the 153-member organiza-
tion. But the process has reversed in the past five years. Rather
than continue along a path of market reforms, Beijing has indi-
cated that it has no intention of giving up direct command over
large portions of the economy or of relinquishing its ownership of
key industrial, financial, and high-technology sectors. China’s ap-
proach is particularly apparent in the government’s retention of
control over a large number of SOEs and other state-favored actors
and its strengthening of them through subsidies and other policies
to create dominant domestic and global competitors.

The consolidation and concentration of power in a group of 121
very large SOEs represents a reversal of a trend toward reducing
government control of the economy and greater market openness
that had been the hallmark of China’s economic policy since the
1978 reforms of Deng Xiaoping.* Though this shift has been gath-
ering strength for half a decade, it has accelerated as a con-
sequence of China’s large-scale stimulus in 2008-2009, which di-
rected massive loans from the state-owned banks to many state-
owned companies. In 2009 alone, of the 9.59 trillion renminbi
(RMB) ($1.4 trillion) in bank loans, 85 percent were granted to
SOEs.82 Meanwhile, China’s less-favored private sector is strug-
gling to compete. The trend has given rise to a catch-phrase among
Chinese entrepreneurs: “The state advances, the private [sector] re-
treats.” 83

In its annual review of China’s compliance with its obligations,
the WTO reported in 2010 that SOEs have been “benefitting dis-
proportionately from the [glovernment’s recent measures to boost
the economy, particularly the economic stimulus. At the same time,
domestic private enterprises are finding it more difficult to access
credits from banks.” 84

The government also gives SOEs a variety of subsidies and favor-
able access to credit. The June 2010 China Quarterly Update from
the World Bank shows SOEs crowding out private enterprises, fol-
lowing the introduction of the economic stimulus, which was heav-
ily weighted toward the construction and infrastructure sectors al-
ready dominated by SOEs.85 By some estimates, local governments
established 8,000 state-owned investment companies in 2009 alone

* A list of major companies owned by the central government appears in Addendum I: SASAC
[State-owned Assets Supervision and Administration Commission] Companies, Large State-
owned Banks, and Insurance Companies (2011).
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to take advantage of central government financing for business and
industrial deals.®6 The World Bank also noted that a decline of the
role of the SOEs in the Chinese economy earlier in the decade has
reversed in recent years.87 Two experts on China’s industrial pol-
icy, Victor Shih of Northwestern University and Yasheng Huang of
the Massachusetts Institute of Technology, have also noted that
some of the reforms introduced in the past two decades to promote
China’s private sector are now being undone by the shift of govern-
ment support to the state-owned sector.88

Overview of the Chinese State-owned Sector

The Chinese government continues to eliminate or consolidate
the least profitable SOEs.89 As a result, the current group of oper-
ating SOEs is composed primarily of very large and comparatively
more profitable SOEs than in the past.?0 The number of Chinese
SOEs, at both the central and provincial levels, has decreased sig-
nificantly since 2000 as part of a policy to “grasp the big, let go of
the small.”* The overall effect has been to reduce the number of
companies under government control while strengthening the re-
mainder in order to produce global competitors to European-,
American-, and Japanese-based multinationals.®1 This goal is part
of an effort to create “national champions.” The WTO noted in its
2010 Trade Policy Review of China that:

‘guided’ by the State Council’s Opinions issued in December
2006, SOEs have been retreating from some of the more
competitive industries, but remain concentrated in other in-
dustries with a state monopoly. ... The associated monop-
oly position gives these SOEs competition advantage over
private enterprises. Profits of SOEs continued to rise (they
tncreased by 9.8 [percent] in 2009).92

The largest 121 nonfinancial companies owned by the central
government 93 are supervised by the government equivalent of a
holding company, the State-owned Assets Supervision and Admin-
istration Commission (SASAC), which reports to the State Coun-
cil. These, however, typically each have dozens of subsidiaries, “in-
cluding nearly all the Chinese companies most people are familiar
with,” according to testimony before the Commission by economist
Derek Scissors of The Heritage Foundation.?¢ There are an addi-
tional 114,500 SOEs owned by provincial and municipal govern-
ments, according to World Bank estimates.?> Meanwhile, truly pri-
vate firms number in the millions, though they are comparatively
very small in size. There are also millions of firms whose owner-
ship is unclear.96

*The “grasp the big, let go of the small” policy, adopted by the Communist Party Congress
in 1997, remains the guiding principle for SOE restructuring. These reforms included efforts to
corporatize SOEs and to downsize the state sector. The “grasp the big” component indicated that
policymakers should focus on maintaining state control over the largest and most important
SOEs, which were typically controlled by the central government. “Let go of the small” meant
that the central government should relinquish control over smaller SOEs through a variety of
means (e.g., giving local governments authority to restructure the firms, privatizing them, or
shutting them down). See Barry Naughton, The Chinese Economy: Transitions and Growth
(Cambridge, MA: MIT Press, 2007), pp. 301-302.

FThe State Council of the People’s Republic of China is the chief administrative authority of
the People’s Republic of China. It is chaired by the premier and includes the heads of each gov-
ernmental department and agency. For more information, see People’s Daily Online, “The State
Council.” http:/lenglish.peopledaily.com.cn/datalorgans/statecouncil.shtml.
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How Big Is China’s State Sector?

The opaque nature of ownership makes estimating the SOEs’
share of China’s gross domestic product (GDP) difficult. There is
no definitive published value for SOEs. A 2011 study prepared
for the Commission has noted that:

The Chinese government publishes several statistical meas-
ures which can be used to assess the size of state-owned en-
terprises relative to other forms of ownership according to
various dimensions. In many cases, the measures of SOE
activity consider only wholly-owned SOEs. That is, these
SOE measures do not treat entities in which the state own-
ership share is less than 100 percent, but greater than 50
percent, as being state-owned. Further, the official esti-
mates often do not track ultimate ownership, thereby ig-
noring enterprises that are not registered as SOEs or state
controlled enterprises even when indirect state ownership
is present. 97

In other words, in official statistics, the SOE category includes
only wholly state-funded firms. This definition excludes share-
holding cooperative enterprises, joint-operation enterprises, lim-
ited liability corporations, or shareholding corporations whose
majority shares are owned by the government, public organiza-
tions, or the SOEs themselves.?® A more encompassing category
is “state-owned and state-holding enterprises.” This category in-
cludes state-owned enterprises plus those firms whose majority
shares belong to the government or other SOE.?? This latter cat-
egory, also referred to as state-controlled enterprises, can also in-
clude firms in which the state- or SOE-owned share is less than
50 percent, as long as the state or SOE has a controlling influ-
ence over management and operations.100

A 2009 study by the Organization for Economic Cooperation
and Development (OECD), using data from 2006, estimated the
SOE share of China’s gross domestic product (GDP) to be 29.7
percent, implying that the nonstate sector is about 70 percent of
the economy.191 However, this does not mean that the private
sector accounts for the remaining 70 percent of China’s economy
(see box on China’s private sector). In his testimony before the
Commission, Dr. Scissors suggested that the state sector ac-
counts for 30 to 40 percent of China’s economy.102

A study prepared for the Commission in 2011, which used var-
ious economic measures to estimate the true economic footprint
of the Chinese state has concluded that the state’s share of the
economy exceeds 50 percent:
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How Big Is China’s State Sector?—Continued

The observable SOE sector under reasonable assumptions
accounts for nearly 40 percent of China’s economy. Given
additional information on the prevalence SOE ownership
in China’s capital markets, anecdotal and observed data
on the prevalence of SOE ownership among [limited liabil-
ity corporations] and other ownership categories, the likely
SOE role in round-tripped FDI [foreign direct investment],
it is reasonable to conclude that by 2009, nearly half of
China’s economic output could be attributable to either
SOEs, [state-holding enterprises], and other types of enter-
prises controlled by the SOEs. If the output of urban col-
lective enterprises and the government-run proportion of
[township and village enterprises] are considered, the
broadly defined state sector likely surpasses 50 percent. 103

The national or central SOEs can be further categorized. The
first major grouping is the SASAC companies, which consist of the
companies that provide public goods such as defense, communica-
tion, transportation, and utilities; the firms that specialize in nat-
ural resources such as oil, minerals, and metals; and the enter-
prises that concentrate on construction, trade, and other industrial
products. The SASAC companies are the largest among these three
groupings of national SOEs, despite the fact that the total number
of the SASAC companies has fallen significantly over the past few
years—from 196 in 2003 (when the SASAC was established) to 121
in 2010—as a result of mergers and acquisitions among themselves
intended to enlarge and strengthen several flagship companies. The
total assets of the SASAC companies, however, increased from 3
trillion RMB (about $360 billion) in 2003 to 20 trillion RMB (about
$2.9 trillion) in 2010.194 (According to the National Bureau of Sta-
tistics of China, in 2003 and 2010, China’s GDP was $1.64 trillion
and $5.88 trillion, respectively.)

The second grouping includes the companies that specialize in
banking, finance (securities), and insurance under the administra-
tion of the China Banking Regulatory Commission (CBRC),105 the
China Securities Regulatory Commission (CSRC), and the China
Insurance Regulatory Commission (CIRC),196 respectively.

The third grouping consists primarily of companies specializing
in broadcast media, publications, culture, and entertainment.
These are administrated by the various agencies under the State
Council and national mass organizations such as the All-China
Federation of Trade Unions, which is itself controlled by the Chi-
nese Communist Party (CCP).107

Most of these large companies are horizontally integrated and
engaged in business activities that include more than one industry.
Many of them are concentrated in the industries that are largely
controlled by the state, but not exclusively.1°8 For example, the
SASAC reported in 2010 that about 74 percent of the SASAC-run
companies are engaged in the real estate business.

In 2010, of 42 mainland Chinese companies listed in the Fortune
Global 500, all but three were state owned.1%® By revenues, three
Chinese state-owned companies ranked among the top ten in the
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Fortune Global 500, compared to just two American companies.110
China’s own list of the 500 biggest Chinese companies showed that
among the top 100 firms traded on the stock exchange, the govern-
ment controlled the majority of the stock in 75.111

Chinese SOEs and Government Procurement

The U.S. government has taken the position that China’s
SOEs as well as provincial and local government agencies should
be considered as part of the Chinese government when procure-
ment decisions are being made. China has responded by insisting
that central, provincial, and local SOEs, and provincial and local
government agencies should not be considered as part of the gov-
ernment under the WTO’s Agreement on Government Procure-
ment (GPA). This would allow China to limit foreign companies’
access to the lucrative procurement market. A country’s acces-
sion to the GPA is subject to negotiation between the applicant
and GPA members. China’s refusal, so far, to include SOEs has
been one of the impediments to China’s accession to the 40-mem-
ber GPA, despite China’s promise in 2001 that it would sign the
GPA “as soon as possible.”

By refusing to consider China’s state-owned sector as part of
the government, China seeks to wall off a large portion of its
economy from the GPA rules that members have agreed to abide
by. These rules generally ensure foreign companies equitable ac-
cess to central and local government procurement for goods and
services. By seeking to exclude foreign firms from government
and SOE contracts, China puts U.S. manufacturers and service
providers at a disadvantage.

China’s latest offer to join the GPA was issued in July 2010.
While the latest offer made certain improvements, there re-
mained significant shortcomings. For example, while the new
offer expanded the coverage of central government entities, it
still would not cover provincial or local government agencies or
SOEs.112 In 2009, the Chinese government estimated that its
procurement market surpassed $100 billion, but this is a signifi-
cant understatement of its true size. For example, the Chinese
Ministry of Finance’s limited definition of government procure-
ment spending does not include most government infrastructure
projects, and procurement by SOEs is not included, even when
SOEs perform government functions.113 Factoring in all of these
considerations, the European Union Chamber of Commerce in
China estimates the size of China’s government procurement
market at $1 trillion.114
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Chinese SOEs and Government Procurement—Continued

The issue of Chinese SOE procurement is further complicated
by the fact that projects undertaken by SOEs fall under the
China Bidding Law rather than China’s government procure-
ment law, notes Gilbert Van Kerckhove, chairman of the Public
Procurement Working Group of the European Chamber of Com-
merce. The China Bidding Law covers construction projects in
China, including surveying and prospecting, design, engineering,
and supervision of such projects, as well as procurement of major
equipment and materials related to the construction of such
projects—in other words, all projects, massive in scope and
value, that are of significant interest to foreign companies.115

Membership in the WTO Agreement on Government Procure-
ment is voluntary; a country can be a WTO member without
ever acceding to the agreement. Until China signs the agree-
ment, it is not a WTO violation for China to discriminate against
foreign goods or services in its government procurement nor for
other WTO members to discriminate against Chinese goods and
services in their government purchases.

The Chinese state-owned sector derives important advantages
from its government affiliations. China’s largest banks are state
owned and are required by the central government to make loans
to state-owned companies at below market interest rates and, in
some cases, to forgive those loans. Dr. Scissors testified at the
Commission’s March 30, 2011, hearing that every aspect of the fi-
nancial system is dominated by the state:

All large financial institutions are state-owned, the People’s
Bank assigns loan quotas every year, and, within these
quotas, lending is directed according to state priorities. In-
terest rates are also controlled, and last year real bor-
rowing costs were barely above zero. Conveniently, then,
loan quotas and bank practices strongly inhibit nonstate
borrowing. Securities markets are also dominated by the
state. As an illustration, the volume of government bond
issuance utterly dwarfs corporate bonds and is growing re-
lentlessly, crowding out private firms.116

According to a 2011 study by the Beijing think tank Unirule In-
stitute of Economics, the profits of state-owned industrial compa-
nies had increased nearly fourfold between 2001 and 2009, but
their average return on equity was less than 8.2 percent, versus
12.9 percent for larger, nonstate industrial enterprises.117 As more
evidence that SOEs enjoy special advantages over private sector
companies, Unirule found that the average annual interest rates
charged to SOEs were 1.6 percent from 2001 to 2008, while those
charged to private companies during the same period were 5.4 per-
cent.118 During that period, according to the report, subsidies to
SOEs amounted to 6 trillion RMB—more than the profits gen-
erated by the companies. A 2009 study on Chinese subsidies pre-
pared for the Commission likewise concluded that state-owned com-
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panies are less profitable, after adjusting for the cost of sub-
sidies.119

Low interest loans, debt forgiveness, and access to credit are
among the methods the government uses to subsidize its business
sector.120 Some of the other subsidies, frequently administered
through the provincial and municipal governments, include regu-
latory barriers to competitor entry, special treatment from regu-
latory compliance monitors,12! tax breaks,122 preference in land al-
location,123 bankruptcy alternatives,'24 and de facto debt forgive-
ness.125

State Control vs. Private Control

The extent of the state’s control of the Chinese economy is dif-
ficult to quantify. In addition to the companies held directly by the
central government or local government (see above), there are a va-
riety of enterprises whose ownership is unclear. A common mistake
is to assume that any entity that is not an SOE belongs to the pri-
vate sector.126 In reality, the nonstate sector includes firms with
other forms of ownership, including purely private ownership by
domestic and foreign actors and mixed ownership entities in which
SOEs are part owners and/or controlling owners.'27 There is also
a category of companies that, though claiming to be private, are
subject to state influence. Such companies are often in new mar-
kets with no established SOE leaders and enjoy favorable govern-
ment policies that support their development while posing obsta-
cles to foreign competition. Examples include Chinese telecoms
giant Huawei and such automotive companies as battery maker
BYD and vehicle manufacturers Geely and Chery.128

A Private Sector with Chinese Characteristics

China’s National Bureau of Statistics defines private enter-
prises as “economic units invested or controlled (by holding the
majority of the shares) by natural persons who hire laborers for
profit-making activities.” 129 Included in this category are private
limited liability corporations, private share-holding corporations,
private partnership enterprises, and private sole investment en-
terprises. Estimating the contribution of the private sector to
China’s economy is hampered by the same data problems affect-
ing the state-controlled sector. The difficulty stems, too, from the
fact that much of China’s private sector is informal and exists in
the gray area of mom-and-pop shops and subcontracting factories
with ambiguous legal standing.

Some estimates are available, however. According to a 2011
China Europe International Business School study, China has
8.4 million private enterprises, accounting for 74 percent of the
country’s total number of firms.130 A 2011 study on the Chinese
state-owned sector prepared for the Commission had several esti-
mates of the size of China’s private sector (from 20 percent to
38.5 percent of the economy), based on various alterative indica-
tors, including gross output value and fixed-asset investment.131
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A Private Sector with Chinese Characteristics—Continued

Regardless of the total number of private enterprises, the
state-owned or -controlled sector still dwarfs the private sector in
size, with the average listed private company generating only
about 25 percent of the total net profit of an average listed state-
owned firm.132 The rest of the economy is characterized by mixed
and joint ownership arrangements and involves Chinese state-
owned and private firms, as well as foreign enterprises. Even the
firms that appear to be fully private, however, still are fre-
quently subject to state interference.

In the mid-2000s, after more than 30 years of opening up the
economy to private enterprise, the Chinese government reversed
the policy, and the state began to reassert its economic control. In
December 2006, the SASAC and China’s State Council jointly an-
nounced the “Guiding Opinion on Promoting the Adjustment of
State-Owned Capital and the Reorganization of State-Owned En-
terprises.” The guiding opinion identifies seven “strategic indus-
tries” in which the state must maintain “absolute control through
dominant state-owned enterprises” and five “heavyweight” indus-
tries in which the state will remain heavily involved (see the box
below).133

Industries that the Chinese Government Has Identified as “Strategic”
and “Heavyweight”

Strategic Industries: Heavyweight Industries:

1) Armaments 1) Machinery

2) Power Generation and Distribution 2) Automobiles

3) Oil and Petrochemicals 3) Information Technology

4) Telecommunications 4) Construction

5) Coal 5) Iron, Steel, and Nonferrous Metals

6) Civil Aviation
7) Shipping

This list “omits state dominance in banking, insurance, and the
rest of finance, media, tobacco, and railways,” which had long been
owned by the government in China.134

Although the state’s share of the economy has fallen since the
start of the reforms, the government has kept these key industries
for SOEs. The turn away from privatization was codified in 2011
by Wu Bangguo, chairman and CCP secretary of the Standing
Committee of the National People’s Congress, when he listed pri-
vatization with other intolerable developments:

We have made a solemn declaration that we will not em-
ploy a system of multiple parties holding office in rotation;
diversify our guiding thought; separate executive, legislative
and judicial powers; use a bicameral or federal system; or
carry out privatization /emphasis added]. 135

Foreign companies are not allowed to participate in the markets
reserved for strategic industries and are heavily regulated in those
designated for the heavyweight industries. “The requirement that
the state predominate in so many sectors is meant to sharply con-
fine competition, so that SOEs operate within markets but they op-
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erate primarily within state-controlled markets,” said Dr. Scissors
at a Commission hearing. “This regulatory protection is the most
powerful subsidy many SOEs receive.” 136

Under the “grasp the big, let go of the small” policy, scores of
state companies have listed their shares on foreign stock ex-
changes, while the Chinese government has kept about 70 percent
to 80 percent of the equity in its own hands (see Addendum I for
a list of the central Chinese SOEs). Many foreign observers “often
mistook these sales of minority stakes to be privatization,” because
they assumed that the listing covered the entire ownership of the
company. But the ultimate control remained in the hands of the
state.137 In addition, many companies in China whose stocks are
traded on China’s exchanges are also SOEs in which the govern-
ment keeps a majority stake. By offering only a limited portion of
ownership of an SOE on domestic exchanges, the Chinese govern-
ment is able to raise capital and still maintain control of the firm.
As Dr. Scissors testified before the Commission:

Neither specification of share-holders nor sale of stock by
itself does anything to alter state control. The large major-
ity of firms listed on domestic stock markets are specifically
designated as state-owned. The sale of small minority
stakes on foreign exchanges could be construed as recasting
mainstays such as CNPC [China National Petroleum Cor-
poration] (through its list vehicle PetroChina), China Mo-
bile, and Chinalco as nonstate entities of some form. How-
ever, they are still centrally directed SOEs, as explicitly in-
dicated by the Chinese government.138

Moreover, the biggest private companies often get their financing
from state banks and coordinate their investments with the govern-
ment.139

Some analysts now believe that many of the early Chinese mar-
ket liberalization reforms are being reversed. Zhiwu Chen of Yale
University said during a presentation at The Brookings Institution
that SOEs are crowding out private firms from various indus-
tries.140 “The problem is that the reforms of the first 20 years, from
1978 to the end of the ’90s, actually did not touch on the power of
the government,” said Yao Yang, a Peking University professor
who heads the China Center for Economic Research. “So after the
other reforms were finished, you actually find the government is
expanding, because there is no check and balance on its power.” 141

Political Power of the
State-owned Company Sector

While provincial chiefs, cabinet ministers, and military leaders
constitute the bulk of the Chinese Communist Party, SOEs are
an increasingly significant cultivating ground for party leader-
ship. There are currently 17 prominent political leaders who
have held management positions in large SOEs, and 27 promi-
nent business leaders currently serve on the 17th CCP Central
Committee or the Central Commission of Discipline Inspec-
tion.142




50

Political Power of the State-owned
Company Sector—Continued

The most recent manifestation of this trend came with the an-
nouncement, in March 2011, that China Petroleum and Chem-
ical Corporation (Sinopec) Chairman Su Shulin was set to be-
come the next governor of Fujian Province. The Financial Times
noted that “China’s oil companies have been a breeding ground
for state leaders, including current security chief Zhou
Yongkang, formerly at CNPC. It is not uncommon for the heads
of major Chinese state-owned companies to move in and out of
government, and the role of energy companies underscores the
role that China’s state-owned oil companies play in national se-
curity.” 143

According to Cheng Li, senior fellow at The Brookings Institu-
tion, while the proportion of China’s large enterprises in the na-
tional leadership is still relatively small, the rise of state entre-
preneurs may broaden the “channel of political recruitment” in
China and become a new source of the CCP leadership.144

U.S. Investment in China

Over the past three decades, China has been the largest recipient
among developing countries of FDI,* with a cumulative $854 billion
(stock)t by 2008. In just 2010 alone, the amount of FDI flowing
into China jumped to $105.7 billion, up from $90 billion in 2009.145
“In the modern history of economic development, no other country
has ever benefitted, and continues to benefit, from FDI as much as
China,” notes a study by Yuqing Xing of the National Graduate In-
stitute for Policy Studies in Tokyo.146 The study estimates that
“foreign-invested firms have been the major contributor to [China’s]
drastic export expansion” and have accounted for 40 percent of Chi-
na’s GDP since 1978.147 “It is the technologies, product designs,
brand names and distribution networks of multinational enter-
prises that have removed hurdles to made-in-China products,
helped these products enter the world market, and strengthened
the competitiveness of Chinese exports,” notes Dr. Xing’s study.148

*FDI is investment to acquire a “long-term relationship and reflecting a lasting interest and
control” in an enterprise operating in an economy other than that of the investor. It is the sum
of equity capital, reinvestment of earnings, other long-term capital, and short-term capital as
shown in the balance of payments. There are two types of FDI: inward FDI and outward FDI,
resulting in a net FDI inflow (positive or negative) and stock of FDI, which is the cumulative
number for a given period. FDI excludes most portfolio investment, which is usually investment
through the purchase of shares of an insufficient number to allow control of the company or
its board of directors. A foreign direct investor may acquire voting power or control of an enter-
prise through several methods: by incorporating a wholly owned subsidiary or company (e.g.,
a “greenfield” investment); by acquiring shares in an associated enterprise; through a merger
or an acquisition of an unrelated enterprise; or by participating in an equity joint venture with
another investor or enterprise. For more information, see UNCTAD [United Nations Conference
on Trade and Development] World Investment Report 2010: Investing in a Low Carbon Economy
“Methodological Note (New York and Geneva: United Nations, 2010); and World Bank, “Foreign
Direct Investment.” http://data.worldbank.orglindicator/BX. KLT.DINV.CD.WD.

TFDI stock is the cumulative value of the capital and reserves attributable to the parent en-
terprise (the investor). FDI flows comprise capital provided by a foreign direct investor to an
FDI enterprise, or capital received from an FDI enterprise by a foreign direct investor (these
data are commonly compiled for a given period, usually per annum). For details, see UNCTAD
[United Nations Conference on Trade and Development], World Investment Report 2010: Invest-
ing in a Low Carbon Economy “Methodological Note” (New York and Geneva: United Nations,
2010). http:/lwww.unctad.orglen/docs/wir2010meth_en.pdf.
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The largest FDI to mainland China flows through or from Hong
Kong, with $67.5 billion in 2010, according to official Chinese sta-
tistics. This represents more than half of the total FDI inflows in
2010. The Ministry of Commerce of the People’s Republic of China
reported that in 2010 the United States came in fifth among na-
tions investing directly in China, with $4.1 billion, which rep-
resents only 3.8 percent of total inflows.14® In recent years, tax
haven economies such as the Virgin Islands and the Cayman Is-
lands have become more and more prominent as sources of FDI
into China, although they are not believed to be the source of the
actual investment. The large proportion of FDI flowing into China
from Hong Kong and other tax havens can be attributed to round-
tripping, the practice of taking money out of China and then “in-
vesting” it back as new investment in order to qualify for special
tax breaks and other incentives reserved for foreign investment.150

Table 1: U.S. FDI to China, 2000-2010
(U.S. $ million)

2000 | 2001 | 2002 | 2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009 | 2010

Flow 1,817| 1,912 875| 1,273| 4,499 1,955| 4,226| 5,243| 15971 -7,853| $9,565
Stock 11,140| 12,081 10,570 | 11,261 17,616 19,016| 26,459 | 29,710 | 52,521 | 49,403 | 60,452

Source: U.S. Bureau of Economic Analysis, U.S. Direct Investment Abroad: Balance of Payments
?Iﬁgcgirect Investment Position Data (various years) (Washington, DC: U.S. Department of Com-

Official U.S. statistics show that U.S. cumulative FDI in China
was $60.5 billion in 2010 (stock), a 22 percent increase from 2009
(see table 1, above).151 This represents only 1.7 percent of the total
U.S. FDI abroad. Of the U.S. FDI in China, the bulk was in manu-
facturing, with 48.8 percent in 2010 (for a complete breakdown of
U.S. FDI in China by Industry, see Addendum II). As with other
statistics, the official U.S. and Chinese figures on U.S. investment
in China do not match; the situation is similar for official statistics
on Chinese FDI in the United States (see below). According to the
U.S. Commerce Department’s Bureau of Economic Analysis, U.S.
majority-owned nonbank affiliates in China employed 774,000
workers in China in 2008 (latest figures available).152 A significant
number of people are also employed by joint ventures formed by
U.S. companies with Chinese partners, though those figures are
difficult to track.

The relative amount that Americans contributed to the Chinese
pool of direct investment is not immediately clear from the raw sta-
tistics. The United States was an early investor in China, so its in-
vestment, still registered as book value, has had more time to ap-
preciate in value. In addition, U.S. companies often reinvest profits
in productive capacity in China, which does not show up in the sta-
tistics as FDI. The comparatively small size of U.S. investment
flows to China can also be explained, in part, by the routing of in-
vestment by unnamed investors to China through Hong Kong and
various tax havens (e.g., the British Virgin Islands, the Cayman Is-
lands, etc.). These nations consistently appear among the top ten
}nv:aistors in China, but they are not the original source of the
unds.

Some of the reinvestment of the profits of U.S.-based multi-
national companies in China is likely done to avoid paying U.S.
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corporate income taxes, which come due when a U.S.-based multi-
national corporation repatriates the profits to the United States.
U.S. companies invested abroad face a 35 percent tax rate, one of
the world’s highest, should they decide to repatriate profits to
America. Keeping the money abroad allows a U.S.-based company
to avoid the higher U.S. corporate rates. If these funds are rein-
vested in plant and equipment in China, they face lower rates and,
often, additional tax breaks that the Chinese government offers to
encourage foreign investment in China. Foreign investment in tech-
nology in particular receives special benefits. Such benefits include
exemptions from taxes if qualified foreign technology is transferred
to China, and a 150 percent tax deduction for foreigners making
qualified research and development expenditures in China.l53

Chinese Government Tax Incentives for Foreign
Investment in China

Prior to 2008, profits of foreign investors in China were taxed
at a 15 percent rate, while domestic investors faced a statutory
income tax rate of 33 percent.15¢ This disparity was eliminated
with the implementation of China’s 2008 Enterprise Income Tax
Law, which saw tax rates unified at 25 percent in 2008. How-
ever, existing foreign investors were “grandfathered” in and will
continue to receive preferential tax rates until 2012.155 Many
other incentives remain:

e Income from cultivating basic crops and agricultural products
(including grain, vegetables, and natural Chinese medicines),
animal husbandry, and certain fishery operations is exempt
from the Enterprise Income Tax. Income from planting flow-
ers, tea, other beverage crops and spice crops, seawater fish
farming, and fresh water fish farming enjoys a 50 percent re-
duction in the Enterprise Income Tax rate.

e Preferential tax treatment for income earned by enterprises
from transfers of technology is extended to foreign-invested en-
terprises. Specifically, the first 5 million RMB of income
earned in a taxable year from transferring ownership of tech-
nology is exempted from the Enterprise Income Tax, and any
excess amount is allowed to be taxed at one-half the normal 25
percent rate. The preferential tax rate of 15 percent applicable
to eligible “high and new technology” enterprises is retained,
but only if they receive priority support from the state and
possess substantial or key ownership of core proprietary intel-
lectual property rights.

e Enterprises are entitled to an extra income tax deduction of up
to 100 percent of the current year’s wages paid to disabled em-
ployees or other employees whom the state encourages enter-
prises to hire.
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Chinese Government Tax Incentives for Foreign
Investment in China—Continued

e Additional preferential tax treatment is granted to venture
capital enterprises investing in medium- and small-sized high-
technology enterprises (a deduction of 70 percent of the total
investment is allowed against an enterprise’s annual taxable
income in the year after its initial two-year holding period)
and to enterprises that utilize resources in an environmentally
friendly and health-conscious way.

The pre-2008 system providing a host of preferential tax rates
for qualified foreign-invested enterprises located in special zones
and regions is abolished, with limited exceptions. One special
dispensation is that enterprises located in more remote areas
where the state has encouraged development (the Western De-
velopment Region) seemingly will continue to enjoy con-
cessionary tax rates.156

According to the U.S. Trade Representative’s (USTR) 2010 Re-
port to Congress on China’s WT'O Compliance, certain aspects of
China’s taxation system have raised national treatment con-
cerns. China has used its taxation system to discriminate
against imports in certain sectors (although the issue of discrimi-
natory value-added tax (VAT) rates applied to imports of inte-
grated circuits was resolved in 2004, others, like VAT policies to
benefit domestic Chinese producers of fertilizer, remain).157 U.S.
industries continue to express concerns over the unfair operation
of China’s VAT system, which includes irregular VAT rebates for
Chinese producers in favored sectors.

Foreign-invested enterprises (both joint ventures and wholly
owned subsidiaries) were responsible for 55 percent of China’s ex-
ports and 68 percent of its trade surplus in 2010.158 Bureau of Eco-
nomic Analysis estimates show that U.S. investment in China was
responsible for 0.6 percentage points of the 9.6 percent increase in
Chinese GDP in 2008.159 Commission witness K.C. Fung estimated
that in 2009, the rate of return on U.S. FDI abroad to all destina-
tions was 9.7 percent, while the rate of return on investment for
U.S. multinationals in China was 13.5 percent.160

China’s Investment Regime for Foreign Firms

U.S. trade officials and business associations have long urged
China to liberalize its investment restrictions, but Chinese officials
have resisted. While some Chinese industries have become open to
foreign investment and sales, huge swathes of the economy, such
as construction and telecommunications, are reserved for Chinese
firms, both state owned and private. Various government interven-
tions, like “indigenous innovation” policies and catalogues guiding
government and state-owned company procurement officers to do-
mestically produced goods and services are used to discriminate
against foreign competitors (for more on indigenous innovation, see
chap. 1, sec. 3, of this Report). The American Chamber of Com-
merce in China’s 2011 Business Climate Survey complained of “reg-
ulatory obstacles that give local firms a competitive advantage.” 161
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Addressing complaints about China’s backtracking on promises to
make its economy friendlier to foreign companies, Gary Locke, then
U.S. Department of Commerce secretary and currently U.S. ambas-
sador to China, said that U.S. firms are frequently shut out of the
Chinese market or forced to share technologies to gain access.162
Ambassador Locke said the “fundamental problem boils down to
the dilsécfnce between the promises of China’s government and ac-
tion.”

Over the last several years, the Chinese government has created
new policies and government bodies to guide foreign investment
and safeguard the domestic economy and national security in the
face of FDI inflows:

The 2011 Catalogue Guiding Foreign Investment in Industry: The
draft 2011 Catalogue Guiding Foreign Investment in Industry iden-
tifies sectors and industries of the Chinese economy in which for-
eign investment is encouraged, restricted, or prohibited.164 An up-
date of the catalogue published in 2007, the 2011 Catalogue is fo-
cused on encouraging foreign investment in industries related to
China’s goal of developing cutting-edge industries with higher-
value-added ones, including sophisticated manufacturing, new tech-
nologies, and clean energy.165 Book, newspaper publishing, audio-
visual products, and “Internet culture businesses” (excluding
music) are among those that will remain off-limits to foreign in-
vestment.166 The U.S. Chamber of Commerce and the American
Chamber of Commerce in China called China’s use of catalogues to
guide foreign investment “at odds with the ... principles of open
and market-based economies.”167

National Security Review Process: The State Council promulgated
the Notice of the General Office of the State Council on Establish-
ment of a Security Review System for the Merger and Acquisition
of Domestic Enterprises by Foreign Investors (Notice) in February
2011. The following month, China’s Ministry of Commerce issued
interim provisions for implementing the notice.168 The new foreign-
investment security review regime sets up an interministerial
panel under the State Council. The National Development and Re-
form Commission and the Ministry of Commerce are assigned lead
roles in coordinating the ministries and agencies that would review
proposed transactions.16? Transactions in the following sectors or
areas could be subject to review if they lead to foreign investors ob-
taining “actual control” of a domestic enterprise: military and mili-
tary support enterprises; enterprises near key and/or sensitive mili-
tary facilities; other entities associated with national defense and
security; and domestic enterprises in sectors that “relate to na-
tional security,” which are listed as “important” agriculture prod-
ucts, energy and resources, infrastructure, and transportation serv-
ices, as well as key technologies and major equipment manufac-
turing industries.170 A final rule published in August 2011 by Chi-
na’s Ministry of Commerce clarified certain aspects of the security
review system but still utilized a broad definition of national secu-
rity and provided little guidance in assessing whether a transaction
could be subject to a review.171

The United States and China currently are negotiating a bilat-
eral investment treaty with the goal of expanding investment op-
portunities. Supporters of the treaty hope it will improve the in-
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vestment climate for U.S. firms in China by strengthening legal
protections and dispute resolution procedures and by obtaining a
commitment from the Chinese government to treat U.S. investors
the same as Chinese investors. However, some U.S. groups have
expressed reservations concerning a U.S.-China bilateral invest-
ment treaty, arguing that it will encourage U.S. firms to relocate
to China.l72 Some also have raised questions about the treatment
of the trade, investment, and competition issues posed by state cap-
italism. (For more information on the debate surrounding the U.S.-
China bilateral investment treaty, see the report on “Evaluating a
Potential U.S.-China Bilateral Investment Treaty,” prepared for
the Commission by the Economist Intelligence Unit.173)

Chinese Investment in the United States

Chinese investment in the United States deviates from the pat-
terns in other countries where China concentrates more heavily on
securing natural resources. In the United States, Chinese invest-
ments have focused on manufacturing and technology and are also
notable for their emphasis on brand acquisition.174 China does not
have to spend decades building up brand names, because it can ac-
quire existing well-known brands through government-funded
firms. For example, Geely Automotive, one of China’s biggest auto-
motive companies, acquired Ford Motor’s Volvo unit in 2010 in a
$1.8 billion deal.175 A deal in 2009 involved Beijing Automotive In-
dustry Holding Co, China’s fifth-biggest automaker, acquiring the
rights to three vehicle platforms from General Motor’'s Saab
unit.176 As in the natural resource sector (attempted acquisitions
of Unocal and Rio Tinto are good examples), concerns over the in-
volvement of the Chinese government can lead to failed trans-
actions: In February 2011, the Committee on Foreign Investment
in the United States (CFIUS) ruled that Huawei Technologies
would have to divest its investment in 3Leaf Systems because of
national security concerns about Huawei’s ties to the Chinese gov-
ernment and military and the security implications of integrating
their equipment into critical U.S. telecommunications infrastruc-
ture.177

Chinese government policies encouraging outward foreign direct
investment are far more recent than those encouraging foreign in-
vestment in China. In its Tenth Five-Year Plan (2001-2005), the
Chinese government in 2001 officially adopted a policy encouraging
Chinese companies to invest abroad.178 This “going out” policy has
started to show results, although outward investment still pales in
comparison to inward investment. According to the latest available
Chinese government statistics, outward investment in 2010
amounted to $68.8 billion (an increase of 21.7 percent year on
year), with the total accumulation at that time at $317.2 billion.179
Chinese companies have made major acquisitions of mining and
other natural resource companies in Australia, Canada, South
America, and Africa, while Chinese brands like Haier (home appli-
ances), Huawei (telecommunications), and Lenovo (personal com-
puters) are seeking to tap global markets, in part through direct
investment abroad.180
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Table 2: China’s Foreign Direct Investment in the United States, 2003-2010
(U.S. $ million)

2003 2004 2005 2006 2007 2008 2009 2010

Flow 65.05 | 119.93 | 231.82 198.34 195.73 462.03 908.74 | 1308.29

Stock 502.32 | 665.20 | 822.68 | 1,237.87 | 1,880.53 | 2,389.90 | 3,338.42 | 4,873.99

Source: Ministry of Commerce of the People’s Republic of China, 2010 Statistical Bulletin of
China’s Outward Foreign Direct Investment (Beijing, China: 2011).

Chinese overall nonbond investment has been very limited in the
United States to date. China’s Ministry of Commerce estimated
that in 2010, cumulative Chinese FDI in the United States was
$4.9 billion (see table 2, above). According to the U.S. Bureau of
Economic Analysis, the cumulative level of Chinese FDI in the
United States through the end of 2010 was $3.2 billion on a histor-
ical-cost (or book value) basis. According to the bureau, in 2009,
China ranked as the 34th largest source of cumulative FDI in the
United States. By comparison, China’s investments in U.S. Treas-
ury securities were an estimated $1.2 trillion by July 2011, making
China the biggest foreign holder.181

Several analysts note that China often uses offshore locations
(such as Hong Kong or tax havens) to invest in other countries.
China also uses London exchanges to buy U.S. Treasuries, in which
case the investment is registered as being from the United King-
dom. The Bureau of Economic Analysis also reports cumulative
FDI data according to the country of ultimate beneficial owner,
which puts Chinese FDI in the United States through 2010 at $5.9
billion (see figure 1, below).*

*The Bureau of Economic Analysis tracks geographic distribution of FDI in two forms: coun-
try of direct foreign parent, which attributes each investment to the direct parent company, and
country of ultimate beneficiary owner, which tracks the investment to the country of the ulti-
mate owner. The latter method generally is considered more accurate, as a large share of FDI
transactions today are conducted through special-purpose vehicles in third countries. In this
case, the $5.9 billion figure represents the Chinese FDI in the United States in 2010 on the
ultimate beneficiary owner basis. On the country of foreign parent basis, the cumulative Chinese
FDI in the United States was $3.2 billion by the end of 2010. For further information, see Dan-
iel H. Rosen and Thilo Hanemann, An American Open Door? Maximizing the Benefits of Chinese
Foreign Direct Investment (New York, NY: Asia Society Special Report, May 2011), pp. 81-88.
For data, see U.S. Bureau of Economic Analysis, “Historical-Cost Foreign Direct Investment Po-
sition in the United States and Income Without Current-Cost Adjustment, by Country of For-
eign-Parent-Group Member and of the Ultimate Beneficial Owner, 2002—-2010” (Washington, DC:
U.S. Department of Commerce). http://www.bea.gov/international/dilfdibal.htm.
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Figure 1: Chinese FDI Stock in the United States, 2002-2010
(U.S. $ million; various official measures)
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Source: U.S. Bureau of Economic Analysis; and Ministry of Commerce of the People’s Republic
of China [MOFCOMI, 2010 Statistical Bulletin of China’s Outward Foreign Direct Investment
(Beijing, China: 2011).

Despite China’s substantial purchases of U.S. Treasury securi-
ties, China’s role as a direct investor in the United States remains
marginal. China’s FDI stock of $5.9 billion in 2010 (using the ulti-
mate beneficiary owner figures) accounted for a mere 0.25 percent
of total foreign investment in the United States (it is also lower
than investment stock of other developing countries such as Brazil
and India).182

There are indications that outward foreign direct investment
from China is on the increase. Stock of Chinese FDI in the United
States grew from $1.2 billion in 2008 to $5.9 billion (on the ulti-
mate beneficial owner basis) in 2010, an increase of almost 400
percent.183

Chinese Foreign Exchange Reserves

Over the last several decades, China has accumulated an enor-
mous stockpile of foreign exchange reserves, around $3.2 trillion
by September 2011. To date, the vast majority of these reserves,
managed by the State Administration for Foreign Exchange, has
been invested in U.S. Treasury securities. However, China has
shown interest in diversifying its reserves by moving some of its
foreign exchange out of U.S. debt securities and into higher-yield
investments.
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Chinese Foreign Exchange Reserves—Continued

China’s official holdings of U.S. Treasury securities amounted
to around $1.2 trillion by July 2011184 and far eclipse China’s
cumulative global outward FDI, which was around $317.2 billion
in 2010 (the latest figures available). For the purpose of compari-
son, Chinese holdings of U.S. Treasury securities at the time
were $1.1 trillion. China’s official holdings of U.S. Treasuries are
likely underreported, because China purchases many of its U.S.
bonds through third parties, and those securities are registered
to the location of purchase rather than the eventual owner.

To manage and diversify China’s foreign exchange reserves be-
yond the traditional investment in U.S. Treasuries, in 2007 the
Chinese government established the China Investment Corpora-
tion (CIC).185 Although CIC endured some criticism over its per-
formance after investing all of its initial $200 billion (some of
which resulted in paper losses during the global financial crisis),
Chinese Vice Premier Li Keqiang endorsed CIC’s role in diversi-
fying China’s foreign exchange reserves.186 According to the lat-
est financial reports available, CIC had total assets of $332 bil-
lion at the end of 2009 and is one of the biggest sovereign wealth
funds in the world.

In addition to China’s FDI in the United States and its holdings
in U.S. Treasury securities, China (as of June 2010) held $127 bil-
lion in U.S. equities, up from $3 billion in June 2005. It also held
$360 billion in U.S. agency securities, principally those of Fannie
Mae and Freddie Mac.187

The Role of SOEs in China’s Outward FDI

SOEs in the energy, raw materials, and metals sectors have been
major participants in the “going-out” strategy.188 In other sectors,
non-SOEs, such as Haier and Lenovo, have also been active in the
international mergers and acquisitions market.189 Dr. Scissors of
The Heritage Foundation says that SOE involvement in the “going-
out” strategy is “utterly dominant,” noting that four state entities
“alone account for half of all Chinese investment” (see table 3,
below).190

Table 3: Top Global Investments by Chinese SOEs 19!

Entity Global Investment (U.S. $ billion)
CNPC $34.48

Sinopec 32.21

China Investment Corporation (CIC) 25.67

Chinalco (Aluminum Corporation of China) | 20.62
Subtotal 112.98
Chinese total FDI since 2005 $215.9

According to China’s Ministry of Commerce, in 2009, SOEs pro-
vided about $38.2 billion (67.6 percent) of China’s cumulative FDI
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abroad.1®2 This is attributable to the head start SOEs had in get-
ting approval to invest abroad in the past and the dominance of
SOEs in natural resource acquisition deals.193 These natural re-
source investors, however, are less involved in China’s U.S. invest-
ment. Daniel Rosen and Thilo Hanemann of the Rhodium Group
concluded in their research that between 2003 and 2010, 74 per-
cent of the number of investment deals originated from private
firms (which the authors define as having 80 percent or greater
nongovernment ownership).19¢ However, in terms of total deal
valuleigthe picture is reversed: SOEs account for 65 percent of the
total.195

National Security Issues Related to Chinese Investment in
the United States

The close ties between the Chinese government and Chinese cor-
porations are relevant to Chinese companies’ attempts to provide
critical infrastructure to the U.S. government or to acquire U.S.
firms that either perform work for the U.S. government or defense
contractors that have intellectual property that would pose a na-
tional security risk if obtained by a foreign government. “The real
concern—and it has to be case by case—is that many of these com-
panies are so closely intertwined with the government of China
that it is hard to see where the company stops and the country be-
gins, and vice versa,” Democratic Senator Jack Reed (D-RI) has
noted.196 Investigating the national security implications of merg-
ers and acquisitions falls to CFIUS. Among other issues, CFIUS
considers two elements when evaluating whether an investment
warrants an investigation: (1) whether there is state control of the
acquiring foreign company, and (2) whether the transaction could
affect U.S. national security.197

For China, the question of state control can be particularly com-
plicated, because the government’s role is not always straight-
forward or disclosed. Despite economic reforms and moves toward
privatization, much of the Chinese economy remains under the
ownership or control of various parts of the Chinese government.
In addition to outright ownership or direct control, the government
or the Communist Party can also exert control by deciding the com-
position of corporate boards and the corporation’s management
team.198 To some analysts, these questions are beside the point:
Mr. Rosen told the Commission at its March 30 hearing that all
Chinese companies were under the influence of Chinese govern-
ment “to a greater extent than firms are here.” 199

In fact, the United States is relatively open to FDI, although
some high-profile Chinese acquisition attempts have raised objec-
tions that have led to some investments being blocked or dropped.
Most notable were the proposed investments by China National
Offshore Oil Corporation (CNOOC) and two deals by Huawei (a bid
for 3COM and for 3Leaf).

Despite some failures, recent investments, especially greenfield
investments (new ventures), have been made without significant
opposition. In many cases, such deals have benefitted from state
and local government investment incentives.200 For example,
Tianjin Pipe is currently building a $1 billion steel pipe mill near
Corpus Christi, Texas, benefitting from a variety of state and local
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incentives, including employment-based incentives, tax abatement,
job training, and infrastructure.2°l A Suntech Power solar panel
assembly plant was approved to operate in Arizona, which was at-
tractive to the company because of the state’s tax incentives to en-
courage renewables manufacturing in the state.202 Late last year,
state-owned China Huaneng Group Corp. agreed to buy a 50 per-
cent stake in Massachusetts-based electric utility InterGen for $1.2
billion in cash. CNOOC came back to the United States in recent
months as well, with joint venture investments in Chesapeake En-
ergy Corp. shale projects.203

In response to CFIUS blocking some high-profile deals by Chi-
nese firms, Chinese officials have called U.S. investment policies
“protectionist.” In his testimony before the Commission, Mr. Rosen
criticized what he views as a U.S. loss of control over the narrative
concerning American openness to Chinese investment:

Two years in a row of more than 100 percent year-on-year
growth in Chinese investment, large Chinese investments
across 16 U.S. industries, the story ought to be, ‘my God,
the United States is open to Chinese investment; we don’t
screw around with this the way some other countries do.’
Instead, the narrative in China and here is why is the
United States refusing to open up to Chinese investors, and
what are we going to do to guarantee our friends in Beijing
that we’re going to play fair? It’s just absurd, I think, that
we’ve allowed the narrative to be lost in the way we
have.204

Implications for the United States

During the 2008 financial crisis, China’s leaders reaffirmed their
approach to economic management in which private capitalism
plays only a supporting role.295 “The socialist system’s advantages,”
Prime Minister Wen Jiabao said in a March 2010 address, “enable
us to make decisions efficiently, organize effectively, and con-
centrate resources to accomplish large undertakings.” 206

This approach by one of America’s largest trading partners car-
ries negative consequences for U.S. economic interests. Subsidies in
China can easily overcome the actual and comparative advantages
of their trading partners. A country following free market prin-
ciples can lose companies, product lines, and entire industries if its
private sector economy is forced to compete with a foreign govern-
ment that can sustain continued financial losses. That is why the
WTO discourages and, in some cases, prohibits subsidies to export-
ing industries. Moreover, notification of subsidies is required under
the WTO rules, but since its WTO accession in 2001, China has
done so only once, in 2006, and the list was judged by China’s
trade partners to be incomplete. In 2011, the Office of the U.S.
Trade Representative submitted a notification to the WTO identi-
fying nearly 200 Chinese subsidy programs, which China failed to
notify.207

An assessment of Chinese subsidies prepared for the Commission
concluded that “eliminating Chinese subsidies would increase U.S.
output, exports, worker earnings and economic welfare.” The study
further noted that “the stagnant level of equipment stock of U.S.
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manufacturers, rising U.S. capital expenditures in China and the
rapid expansion of imports from China suggest that Chinese sub-
sidies have been diverting equipment investments from the United
States to China, or otherwise limiting U.S. manufacturing invest-
ments ... reversing this pattern would have a beneficial effect on
U.S. manufacturers that compete with Chinese firms, and on the
overall U.S. economy.” 208

SOEs have distinct advantages when competing internationally
and within their home market. In addition to several varieties of
subsidies that SOEs enjoy, Chinese companies benefit from govern-
ment regulations that aid them to the detriment of foreign competi-
tion. Dr. Scissors testified on March 30 that “in most sectors, there
is no market of 1.3 billion. Instead, there is what is left after the
SOEs are handed the bulk. This applies, of course, to American
companies looking to serve the Chinese market.” 209

The competitive challenge that SOEs pose for U.S. companies
may soon intensify. The U.S.-China Business Council’s 2010 report
on company priorities named competition with SOEs as one of the
top three concerns for its members in China.219 The Obama Admin-
istration has also raised the issue of the effect on fair competition
of Chinese government support provided to its state-owned enter-
prises. At the May 2011 Strategic and Economic Dialogue talks in
Washington, the U.S. Treasury Department noted that:

China and the United States discussed the principle of
equivalent treatment for state-owned, controlled, or invested
enterprises (SOEs), private enterprises, and foreign enter-
prises with respect to access to credit, tax treatment, regu-
latory applicability, and access to factors of production. The
two countries also discussed the desirability of ensuring
that SOEs seek a commercial rate of return and steadily in-
crease their dividend payout.211

However, there were no formal commitments on the part of the
Chinese government to stop or decrease subsidies to the state-
owned or -controlled sector.

On the investment side, opinions vary on the net benefits of U.S.
investment in China and Chinese investment in the United States.
Many U.S. analysts contend that greater Chinese FDI in the
United States, especially in greenfield projects that manufacture
products or provide services in the United States, will create new
jobs for U.S. workers.212 At a discussion hosted by the Woodrow
Wilson Center, Daniel Rosen and Derek Scissors agreed that Chi-
nese FDI is a positive for the U.S. economy but differed sharply in
their opinions about the appropriate U.S. policy response to these
investment inflows. While Mr. Rosen discouraged strengthening
policy impediments to Chinese FDI and lauded traditional U.S. eco-
nomic openness, Dr. Scissors characterized U.S. market access as
a powerful bargaining chip for encouraging reform within Chinese
economic policy.213

Some critics of China’s current FDI policies and practices con-
tend that they are largely focused on acquiring and transferring
technology and know-how to Chinese firms favored by the Chinese
government for development but do little to help the U.S. economy.
The U.S. Chamber of Commerce said China’s “investment protec-
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tionism” serves as the “lynchpin” of its efforts to wring technology
and other concessions from U.S. firms “in exchange for access [to]
the Chinese market.”214 (For more information on technology
transfers, see chap. 1, sec. 4, of this Report.)

Lack of transparency about Chinese firms’ connections to the
central government, through financial support or decision-making,
is another major problem. Many U.S. policymakers are troubled by
the possibility that Chinese SOEs’ efforts to acquire U.S. company
assets could be part of the Chinese central government’s strategy
to develop global Chinese firms that may one day threaten the eco-
nomic viability of U.S. firms.215

Conclusions

e China’s privatization reforms during the past two decades appear
in some cases to have been reversed, with a renewed use of in-
dustrial policies aimed at creating SOEs that dominate impor-
tant portions of the economy, especially in the industrial sectors,
reserved for the state’s control.

e The Chinese government promotes the state-owned sector with a
variety of industrial policy tools, including a wide range of direct
and indirect subsidies, preferential access to capital, forced tech-
nology transfer from foreign firms, and domestic procurement re-
quirements, all intended to favor SOEs over foreign competitors.

e The value and scope of U.S.-China bilateral investment flows
have expanded significantly in the past ten years. However, U.S.
direct investment in China is more than 12 times greater than
Chinese direct investment in the United States. Official U.S. sta-
tistics show that U.S. cumulative FDI in China was $60.5 billion
in 2010. The Chinese Ministry of Commerce estimated that in
12010, cumulative Chinese FDI in the United States was $4.9 bil-
ion.

e The Chinese government guides FDI into those sectors it wishes
to see grow and develop with the help of foreign technology and
capital. Foreign investors are frequently forced into joint ven-
tures or other technology-sharing arrangements, such as setting
up research and development facilities, in exchange for access to
China’s market. Meanwhile, large swathes of the Chinese econ-
omy are closed to foreign investors. China’s investment policies
are part of the government’s plan to promote the development of
key inldustries in China through access to foreign technology and
capital.

e Chinese FDI in the United States is a relatively recent phe-
nomenon and remains very small compared to the U.S. invest-
ment in China, but there is great potential for growth. China has
stated a desire to diversify its holdings of foreign exchange, esti-
mated at $3.2 trillion in mid-2011, the majority of which is in-
vested in dollar-denominated debt securities. As with other sta-
tistics, there are discrepancies between official U.S. and Chinese
statistics on bilateral investment.

e Due to the considerable government ownership of the Chinese
economy, provision by Chinese companies of critical infrastruc-
ture to U.S. government or acquisition by Chinese companies of
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U.S. firms with sensitive technology or intellectual property
could be harmful to U.S. national interests. The Committee on
Foreign Investment in the United States investigates the na-
tional security implications of mergers and acquisitions by for-
eign investors of U.S. assets.

In areas where there are no national security considerations,
Chinese FDI has the potential to create jobs and economic
growth.

China has recently introduced a national security investment re-
view mechanism similar to the Committee on Foreign Invest-
ment in the United States, although there are concerns among
foreign companies that the Chinese government may use the
mechanism to derail investment by foreigners in those companies
and sectors it wants to remain under government control.
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Addendum I: SASAC Companies, Large State-owned Banks, and Insurance

Companies (2011) 216

Company name Abbreviation
1 China National Nuclear Corporation CNNC
2 C};ina Nuclear Engineering & Construction Corpora- | CNECC

ion
3 China Aerospace Science & Technology Corporation CASC
4 China Aerospace Science & Industry Corporation CASIC
5 Aviation Industry Corporation of China AVIC
6 China State Shipbuilding Corporation CSSC
7 China Shipbuilding Industry Corporation CSIC
8 China North Industries Group Corporation CNIGC
9 China South Industries Group Corporation CSGC
10 China Electronics Technology Group Corporation CETC
11 China National Petroleum Corporation CNPC
12 China Petrochemical Corporation Sinopec
13 China National Offshore Oil Corporation CNOOC
14 State Grid Corporation of China SGCC
15 China Southern Power Grid Company, Limited CSG
16 China Huaneng Group CHNG
17 China Datang Corporation CDT
18 China Huadian Corporation CHD
19 China Guodian Corporation CGDC
20 China Power Investment Corporation CPI
21 China Three Gorges (Project) Corporation CTGPC
22 Shenhua Group Corporation Limited Shenhua
23 China Telecommunications Corporation China Telecom
24 China United Network Communications Group Com- | China Unicom
pany

25 China Mobile Group China Mobile
26 China Electronics Corporation CEC
27 China FAW Group Corporation FAW
28 Dongfeng Motor Corporation DFMC
29 China First Heavy Industries CFHI
30 China National Erzhong Group Corporation Erzhong
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Addendum I: SASAC Companies, Large State-owned Banks, and Insurance

Companies (2011)—Continued

Company name Abbreviation
31 Harbin Electric Corporation HPEC
32 Dongfang Electric Corporation DEC
33 Anshan Iron and Steel Group Corporation Ansteel
34 Baosteel Group Corporation Baosteel
35 Wuhan Iron and Steel (Group) Corporation WISCO
36 Aluminum Corporation of China Chalco
37 China Ocean Shipping (Group) Company COSCO
38 China Shipping Group China Shipping
39 China National Aviation Holding Company AirChina
40 China Eastern Aviation Holding Company China Eastern
41 China Southern Air Holding Company China Southern
42 Sinochem Group Sinochem
43 COFCO Corporation COFCO
44 China Minmetals Corporation Minmetals
45 China General Technology (Group) Holding, Limited Genertec
46 China State Construction Engineering Corp. CSCEC
47 China Grain Reserves Corporation Sinograin
48 State Development & Investment Corporation SDIC
49 China Merchants Group CMHK
50 China Resources (Holdings) Company, Limited CRC
51 The China Travel Service (HK) Group Corporation HKCTS
52 State Nuclear Power Technology Corporation SNPTC
53 Commercial Aircraft Corporation of China, Limited COMAC
54 China Energy Conservation Investment Corporation CECIC
55 China Gaoxin Investment Group Corporation Gaoxin Group
56 Shina International Engineering Consulting Corpora- | CIECC
ion
57 Zhongnan Commercial (Group) Company, Limited Zhongnan
58 Shina Huafu Trade & Development Group Corpora- HFJT
ion
59 China Chengtong Group CCT
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Addendum I: SASAC Companies, Large State-owned Banks, and Insurance

Companies (2011)—Continued

Company name Abbreviation
60 China Huaxing Group Huaxing
61 China National Coal Group Corporation ChinaCoal
62 China Coal Technology & Engineering Group Cor- CCTEG
poration
63 China National Machinery Industry Corporation SINOMACH
64 China Academy of Machinery Science & Technology CAM
65 Sinosteel Corporation Sinosteel
66 China Metallurgical Group Corporation MCC
67 China Iron & Steel Research Institute Group CISRI
68 China National Chemical Corporation ChemChina
69 China National Chemical Engineering Group Corp. CNCEC
70 Sinolight Corporation Sinolight
71 China National Arts & Crafts (Group) Corporation CNACGC
72 China National Salt Industry Corporation CNSIC
73 China Hengtian Group Company, Limited CHTGC
74 China National Materials Group Corporation Limited | SINOMA
75 China National Building Materials Group Corp. CNBM
76 China Nonferrous Metal Mining (Group) Company CNMC
79 China International Intellectech Corporation CIIC
80 China Academy of Building Research CABR
81 China CNR Corporation Limited CNR
82 China CSR Corporation Limited CSR
83 China Railway Signal & Communication Corporation | CRSC
84 China Railway Group Limited China Railway
85 China Railway Construction Corporation Limited CRCC
86 %héna Communications Construction Company Lim- CCCC
ite
87 China Potevio Company, Limited China Potevio
88 Datang Telecom Technology & Industry Group Datang
89 China National Agricultural Development Group CNADC
Company
90 Chinatex Corporation Chinatex
91 China National Foreign Trade Transportation Corp. SINOTRANS
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Addendum I: SASAC Companies, Large State-owned Banks, and Insurance

Companies (2011)—Continued

Company name Abbreviation
92 China National Silk Import & Export Corporation Chinasilk
93 China Forestry Group Corporation CFGC
94 China National Pharmaceutical Group Corporation SINOPHARM
95 CITS Group Corporation CITS
96 China Poly Group Corporation POLY
97 Zhuhai Zhen Rong Company Zhzrgs
98 China Architecture Design & Research Group CAG
929 China Metallurgical Geology Bureau CMGB
100 | China National Administration of Coal Geology CNACG
101 ?%iréxing Cathay International Group Company, Lim- XXPGroup
ite
102 | China Travelsky Holding Company Travelsky
103 | China Aviation Fuel Group Corporation CNAF
104 | China National Aviation Supplies Holding Company CASC
105 1?‘hina Power Engineering Consulting Group Corpora- | CPECC
ion
106 | HydroChina Corporation HYDROCHINA
107 | Sinohydro Corporation Sinohydro
108 | China National Gold Group Corporation CNGC
109 | China National Cotton Reserves Corporation CNCRC
110 | China Printing (Group) Corporation CPGC
111 | China Lucky Film Corporation Luckyfilm
112 ghina Guangdong Nuclear Power Holding Corpora- CGNPC
ion
113 | China Hualu Group Company, Limited Hualu
114 | Alcatel-Lucent Shanghai Bell Company Limited Alcatel-sbell
115 | IRICO Group Corporation IRICO
116 | FiberHome Technologies WRI
117 | OCT Enterprises Company OTC
118 | Nam Kwong (group) Company, Limited Namkwong
119 | China XD Group XD Company
120 | China Gezhouba Group Corporation CGGC
121 | China Railway Materials Commercial Corporation CRM
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Addendum I: SASAC Companies, Large State-owned Banks, and Insurance

Companies (2011)—Continued

Company name Abbreviation
122 | Industrial & Commercial Bank of China ICBC
123 | China Life Insurance Group China Life
124 | China Construction Bank CCD
125 | Bank of China BOC
126 | Agriculture Bank of China ABC
127 | China Taiping Insurance Group Company China Taiping
128 | Bank of Communications BOCOM
129 | China Development Bank CDB
130 | People’s Insurance Company of China PICC

Notes and sources: The first 121 companies are listed in the order provided by SASAC. Data

derived from Attp://www.sasac.gov.cn/nl180/n1226/n2425/index.html;

china-500/; and individual companies’ websites.

hitp://lwww.ceda.org.cn/
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SECTION 3: INDIGENOUS INNOVATION AND
INTELLECTUAL PROPERTY RIGHTS

Introduction

China’s program for encouraging “indigenous innovation” has its
origin in the central government’s decades-old policy of favoring do-
mestic goods and services over imports. A new element was added
to the policy with the publication in 2009 of government procure-
ment catalogues at the national, provincial, and local levels. The
catalogues were written to exclude the services and products of for-
eign-based corporations, including those with foreign affiliates op-
erating in China that have not transferred their technology. The
move represented an escalation in China’s longstanding efforts to
substitute domestic goods and services for imports.

The Commission held hearings in Washington on May 4 and
June 15 to examine China’s indigenous innovation policy and the
likelihood that it will require the transfer of critical technology to
Chinese companies. In addition, the Commission examined China’s
intellectual property protections related to business software dur-
ing the May 4 hearing. This section will trace the development of
China’s indigenous innovation policy in the context of China’s in-
dustrial policy and its potential effect on the economy of the United
States. This section will also examine China’s failure to enforce in-
tellectual property protections for business software.

U.S. and European-based companies raised two main objections
to the new procurement catalogues. First, foreign-based companies
as well as their affiliates operating within China would be excluded
from sales to governments in China, since only domestic companies
or those holding registered Chinese patents were eligible to be in-
cluded in the procurement catalogues. Second, any attempt to qual-
ify a foreign affiliate for the official procurement catalogue would
likely require foreign companies to transfer or reveal sensitive and
proprietary technology to Chinese companies.

The stakes for foreign companies hoping to sell to all levels of
government in China are substantial. The indigenous innovation
policy involves a number of separate requirements including patent
and trademark filing and registration regulations that may lead to
involuntary releases of proprietary information. The European
Chamber of Commerce estimated in April 2011 that the discrimina-
tory policy would cover more than $1 trillion in goods and services
purchases on an annual basis.217 The international business com-
munity criticized the proposed indigenous innovation regulations
by requesting that the U.S. government oppose the policy during
future bilateral negotiations with China. In December 2009, the
heads of 34 U.S., European, and Japanese companies and business
associations wrote to Chinese leaders to protest the catalogues. In
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January 2010, the heads of 19 U.S. business associations wrote to
the Obama Administration to warn that the new Chinese policy
posed “an immediate danger to U.S. companies.”

The government in Beijing subsequently responded by promising
to modify the program and pledged to revoke the requirement that
government purchases be made exclusively from the procurement
catalogues. Despite such assurances by President Hu Jintao during
his trip to Washington in January 2011, there are few signs that
China intends to rescind its overall indigenous innovation policy
and only inconclusive signs that the use of procurement catalogues
will be abandoned.

The theft of intellectual property in China* is a longstanding
problem despite efforts by the Chinese central government over
more than a decade to pass laws and regulations prohibiting such
theft. In fact, Chinese officials are able to point to many Chinese
statutes protecting copyrights, trademarks, and patents. And yet
the problem persists because enforcement is ineffective. Adminis-
trative fines are low, and the threshold for criminal prosecution is
high, according to U.S. government complaints. This allows Chi-
nese pirates and counterfeiters to stay in business and pay fines
out of their cash flow.

The cost to the United States of intellectual property violations
in China is considerable. Based on a survey of U.S. companies op-
erating in China, the U.S. International Trade Commission esti-
mates that employment in the United States would increase by a
range of 923,000 to 2.1 million jobs if China were to adopt an intel-
lectual property system equivalent to that of the United States.218

Development of China’s Indigenous Innovation Policy

Chinese leaders dating back to Deng Xiaoping have explicitly
sought to bolster China’s high-technology industries by obtaining
foreign technology and by favoring the products of China’s fledgling
high-tech industries over foreign technology imports whenever pos-
sible. In 2002, for example, President Jiang Zemin proclaimed a
Government Procurement Law limiting government purchases to
domestically made goods.21? China made a promise during the ne-
gotiations to allow China’s admission to the World Trade Organiza-
tion (WTO) in 2001 to join the WTO’s Agreement on Government
Procurement (GPA) “as soon as possible.” That agreement pledges
the 41 GPA signatories to refrain from discriminating against for-
eign imports in government procurement. China still has not done
so. (For more information on China’s refusal to join the WTO’s gov-
ernment procurement code, please see the Commission’s 2010 An-
nual Report, chap. 1, sec. 3.)

China’s current indigenous innovation policy was unveiled offi-
cially in the government’s National Medium- and Long-Term Plan
for the Development of Science and Technology (2006-2020).220 That
plan, known as the MLP and released in February 2006, directs
government officials to “formulate policies that encourage inde-
pendent innovation and restrict unscrupulous and redundant im-
ports.”221 Ma Kai, minister of the National Development and Re-

* Counterfeiting refers to the violation of a trademark, while piracy is the violation of a copy-
right. Most seizures of such contraband at U.S. borders are for trademark infringements.
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form Commission (NDRC), explained the need for the policy this
way:

China’s competitive edge is to a great extent based on cheap
labor, cheap water, land, resources, and expensive environ-
mental pollution. [This] will be weakened with the rising
price of raw materials and enhancement of environmental
protection. Therefore, we must enhance independent inno-
vation capability vigorously. ... [W]e will promote develop-
ment by relying on enhancing independent innovation ca-
pability, and as a national strategy, shift economic growth
from relying on the import of capital materials to relying
on scientific and technological advancement and human re-
sources.” 222

The Size of China’s Public Procurement Market

China’s Ministry of Finance estimates the annual total of gov-
ernment contracts at $103 billion at the government’s official ex-
change rate.223 But this estimate does not include purchases by
China’s state-owned enterprises, many of which are the largest
in their industrial sector.

Also excluded from this total are almost all large-scale infra-
structure and public utility projects.224¢ These huge projects were
estimated by the office of the United States Trade Representa-
tive (USTR) to represent at least one-half of China’s total gov-
ernment procurement market.225 These include such public
projects as the Three Gorges Dam; the Bird’s Nest, Water Cube,
and other Olympic venues; and China’s high-speed railroad net-
work.

In addition, the official finance ministry figures exclude pro-
vincial and municipal government purchases. Once all those ad-
ditional contracts are added in, the total is far larger. The Euro-
pean Chamber of Commerce included purchases by central and
local governments as well as state-owned enterprises and public
infrastructure projects in its estimate of $1 trillion annually. If
the European Chamber’s figures are correct, China’s indigenous
innovation policy and official procurement catalogues would wall
off 17 percent of China’s $5.9 trillion economy from foreign par-
ticipation.226

The indigenous innovation plan specifically envisions reducing
China’s reliance on products containing foreign technology to 30
percent by 2020 from an estimated 60 percent in 2006.227 To do so,
the plan calls for “enhancing original innovation through ‘co-inno-
vation’ and ‘re-innovation’ based on the assimilation of imported
technologies.” 228 In 2007, the Ministry of Finance issued two no-
tices providing implementation regulations for the indigenous inno-
vation initiatives outlined in the MLP. The first, Administrative
Measures on Government Procurement of Imported Products, estab-
lished procedures and rules that severely limited the procurement
of imported products. The second, Administrative Measures for the
Government to Initially and Selectively Purchase Indigenous Inno-
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vation Projects,* promoted the development of domestic companies
not currently competitive in the marketplace. This was to be ac-
complished during the evaluation process for government procure-
ment through preferential treatment to “accredited indigenous in-
novation products.” 229

The “chief aim” of the MLP and its subsequent regulations and
guidelines “was to foster the development, commercialization, and
procurement of Chinese products and technologies,” said John
Neuffer, vice president for global policy at the Information Tech-
nology Industry Council.230 “More precisely, it was developed to
give a leg up to domestic producers by compelling government
agencies to adopt rules and regulations favoring products that use
Chinese-developed ideas and technologies,” Mr. Neuffer told the
Commission.

Various agencies of the central government continued to promul-
gate rules and regulations to implement the MLP by discriminating
against non-Chinese products. In November 2009, Beijing issued
the Notice of the Launch of National Indigenous Innovation Product
Accreditation Work for 2009 (Circular 618).7 Circular 618 defined
an “indigenous innovation product” as one with intellectual prop-
erty fully owned by a Chinese company and a trademark initially
registered within China. At this point, the intent of the indigenous
innovation goal became clear: Chinese government agencies at all
levels were to shun even those goods manufactured in China by
joint ventures with foreign affiliates and to demand that original
patents be filed first in China, a particular requirement of Chinese
patent law. Because Chinese patent law is less protective of propri-
etary information contained in patent applications, foreign affili-
ates risk having their intellectual property compromised. In addi-
tion, the Chinese government in 2010 expanded the conditions
under which the government can require a company to license its
patent to other companies.23! For example, Chinese patent law al-
lows the government to grant a compulsory license on a patent in-
volving semiconductor technology if the government rules that ex-
panding production to other producers would be “in the public in-
terest.” 252

In December 2009, the central government produced a list of 240
types of industrial equipment in 18 categories that the government
wished to support and offered domestic producers a range of tax in-
centives and government subsidies as well as priority status in in-
digenous innovation product catalogues.233

U.S., European, Canadian, and Japanese business groups com-
plained in a December 2009 letter to the heads of four relevant
Chinese ministries that “the very restrictive and discriminatory
program criteria would make it virtually impossible for any non-
Chinese supplier to participate—even those non-Chinese companies
that have made substantial and long-term investments in China,
employ Chinese citizens, and pay taxes to the Chinese govern-

* Along with these broader policies, the Finance Ministry issued a number of other measures
in 2006 and 2007 detailing the accreditation for indigenous innovation products as well as ad-
ministrative measures on budgeting, contract requirements, and evaluation of the government
procurement of indigenous innovation products.

FFor a more detailed discussion of Circular 618, see U.S.-China Economic and Security Re-
view Commission, 2010 Annual Report to Congress (Washington, DC: U.S. Government Printing
Office, November 2009), pp. 47-48.
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ment.” 234 In response, the Chinese government revised Circular
618 in April 2010 to remove the requirement that trademarks and
brands must first be registered in China and that the intellectual
property be owned entirely by the Chinese company.235

Despite the revisions to Circular 618 in 2010, many local policies
on government procurement and indigenous innovation product ac-
creditation still contain references to intellectual property require-
ments and the substitution of domestic goods for imports.* Of the
31 provincial and municipal accreditation rules and guidelines for
indigenous innovation product certification identified in a February
2011 report by the U.S.-China Business Council, all 31 contained
intellectual property qualifications, and 23 contained references to
requirements for import substitution.236

The apparent discrepancy between the central government’s
promised revisions and the continued publication of discriminatory
local product catalogues indicates a struggle between the two levels
of government that is familiar to close observers of China. An alter-
native interpretation is that Beijing uses the excuse that it cannot
control localities as a justification to do business as usual. Another
theory ascribes Beijing’s lax enforcement to a deliberate decision to
enforce only those laws and regulations that benefit China at the
expense of foreigners. For example, because revisions to Circular
618 refer only to the proposed national product catalogue, there is
no guarantee that such reforms will apply at a provincial or local
level. Furthermore, circulars issued by the government “do not re-
quire that its content be implemented,” according to Kenneth
Lieberthal of The Brookings Institution.237

Provincial and municipal governments continue to grant strong
preferential treatment to domestic firms in their indigenous inno-
vation product catalogues. In a 2011 article published on the Min-
istry of Finance government procurement website, an unnamed
source within a provincial-level government procurement office ex-
plained that, while the establishment of a national indigenous in-
novation catalogue is unlikely, local government catalogues exist
regardless.238 The composition of these catalogues often reflects the
strong barriers to entry for foreign-invested enterprises seeking
government procurement contracts at the provincial and municipal
level.

The U.S.-China Business Council report identified 61 separate
indigenous innovation catalogues released by 22 provincial- and
municipal-level governments by mid-November 2010.239 Among the
59 products listed in Beijing’s government procurement catalogue
through November 2010, only one is produced by a foreign com-
pany.240 Nanjing’s draft catalogue, published in June 2010, is com-
prised of 42 products, not one of which is produced by a foreign-
invested enterprise.241

The persistence of local catalogues indicates that the promised
reforms of the central government are not reflected in the prov-
inces. Without strong support at the provincial and municipal lev-
els for delinking government procurement from indigenous innova-

*“IP [intellectual property] Qualification” refers to the inclusion of certain intellectual prop-
erty conditions such as origin or country of ownership. “Import substitution” refers to policies
that encourage the development of domestic products that can replace imports.
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tion catalogs, foreign affiliates of U.S. and European companies will
continue to face discrimination, according to U.S. business groups.242

Policies Favoring Chinese Enterprises
Although China’s government procurement policies have gar-
nered the greatest attention from the international media and
business community, Chinese indigenous innovation strategy is
multifaceted, incorporating numerous other laws and regulations
that promote domestic industry.

Tax Incentives

China has implemented a number of tax laws that favor inno-
vative domestic industries. In September 2006, China’s Tax Bu-
reau issued the Circular on Preferential Tax Policies for Innova-
tion Enterprises, which offers “innovation enterprises” a two-year
exemption from the enterprise income tax.243 In January 2008,
the National People’s Congress issued the Enterprise Income Tax
Law of the People’s Republic of China, Article 28 of which states,
“Enterprise income tax for State-encouraged high and new tech-
nology enterprises shall be levied at a reduced rate of 15 per-

cent” rather than the standard 25 percent top corporate tax
rate. 244, 245

Subsidies and Loans

The Chinese government has long provided extensive subsidies
to favored industries and companies, both private and state
owned. The direct subsidies include low-interest-rate loans and
loan forgiveness, discounted or free land, electricity, fuel, water,
and sewerage. Indirect subsidies can include lax enforcement of
environmental standards and workers’ rights laws. The Chinese
government in particular provides subsidies to a large number of
designated “strategic industries” and included $216 billion in
subsidies for its green technology sector as part of its economic
stimulus package.246

At the May 5, 2011, hearing before the Commission, Thea Lee
of the American Federation of Labor and Congress of Industrial
Organizations (AFL-CIO) characterized Chinese industrial policy
as “targeting favored sectors and technologies through below-
market loans and subsidies.” 247 (For more on subsidies, see the
Commission’s 2009 Annual Report to Congress, chap. 1, sec. 3,
“China’s Industrial Policy and its Impact on U.S. Companies,
Workers, and the American Economy.”)

Patent Regulations

The development of the Chinese patent system follows the
goals specified in the 15-year MLP and the 12th Five-Year Plan
(2011-2015). Provincial and municipal governments provide
technical assistance for preparing patent applications as well as
subsidies for patent application fees.248 The Chinese government
has encouraged state-owned enterprises (SOEs) to file numerous
patents.249 These measures have already made China’s State In-
tellectual Property Office “the 3rd largest patent office in the
world in terms of the number of invention patent applications re-
ceived per year” and put it on track to become the largest patent
office in the world by 2010.250
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Policies Favoring Chinese Enterprises—Continued

Skeptics have noted that many of these patents represent only
small adjustments or changes from previous patents and are un-
likely to foster substantial innovation. In the May 5, 2011, hear-
ing before the Commission, Alan Wm. Wolff described many of
these patents as “utility model patents, just having incremental
technology change, requiring and getting no review.” In fact,
even these seemingly mundane patents serve a particular pur-
pose. According to Dieter Ernst, senior fellow at the East-West
Center, “Chinese firms regularly file ‘utility patents’ on known
products in order to prevent their original foreign developers
from selling these products within China.”251 Commissioners
have also heard from American businesses in Beijing that Chi-
nese companies can use these utility patents as reprisals for liti-
gation in other areas. Chinese holders of utility patents can file a
patent infringement case against a foreign competitor who has
filed an infringement lawsuit outside of China.252 The Chinese
holder might expect to win in Chinese courts even if the case has
no merit.

Technical Standards

China has sought to impose Chinese technical standards on
foreign competitors even in cases where widely accepted tech-
nical standards already exist. For example, China’s government
created a third-generation mobile telecommunications standard,
the Time Division Synchronous Code Division Multiple Access to
compete with the U.S. CDMA (Code Division Multiple Access)
and the European GSM (Global System for Multiple Communica-
tions) standards. The Chinese standard “requires firms to incur
large costs to obtain access to the Chinese market as well as re-
duce the royalties that would otherwise accrue to U.S. firms and
shift some royalties to Chinese firms,” according to Karen Laney,
acting director of operations at the U.S. International Trade
Commission.253

More recently, the Chinese government developed regulations
to require testing and certification to Chinese standards for in-
formation and computer technology sold to Chinese government
agencies. “These regulations require sellers to provide Chinese
regulators with complete details of the inner workings—includ-
ing information security functions such as encryption codes—of
computer products in 13 product categories,” said Ms. Laney.254

High-level Dialogues Address the Indigenous Innovation
Dispute

Complaints by the U.S. business community and the Obama Ad-
ministration to Chinese officials over the indigenous innovation pol-
icy and its link to official procurement catalogues placed the issue
on the agenda for three high-level meetings during the past year.
In December 2010, the Joint Commission on Commerce and Trade
concluded with a promise by China to submit a revised proposal to
join the WTO’s Agreement on Government Procurement. Previous
Chinese proposals were rejected by other members of the GPA be-
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cause Beijing had sought to exclude subcentral governments and
SOEs even when the companies were performing government func-
tions. At the conclusion of the talks in Washington, China agreed
to provide equal treatment to companies operating in China and to
refrain from measures to make the location or ownership of intel-
lectual property a condition for eligibility for government procure-
ment.255

USTR Ron Kirk, a co-chair of the 2010 U.S.-China Joint Commis-
sion on Commerce and Trade, concluded:

China’s announcement that it will not discriminate in gov-
ernment procurement decisions based on where the intellec-
tual property component of the products was developed is
a valuable outcome for America’s innovators and entre-
preneurs who can continue to create American jobs and
selling to the Chinese Government without concern that
they will be unfairly blocked from the market.256

One month later, during the January summit between President
Barack Obama and President Hu Jintao in Washington, the Chi-
nese leader made further commitments to opening the government
procurement market to foreign firms. In a U.S.-China Joint State-
ment, China agreed to “not link its innovation policies to the provi-
sion of government procurement preferences.”257 At a joint press
conference, President Obama said:

I did also stress to President Hu that there has to be a level
playing field for American companies competing in China
that trade has to be fair. So I welcomed his commitment
that American companies will not be discriminated against
when they compete for Chinese government procurement
contracts.258

The third round of the Strategic and Economic Dialogue in May
2011 strengthened these promises with a further commitment that
“China will revise Article 9 of the Draft Regulations Implementing
the Government Procurement Law * to eliminate the requirement
to link indigenous innovation products to the provision of govern-
ment procurement preferences.” 259 However, the U.S. Information
Technology Office reports that it “continues to find current provin-
cial and municipal policies that still require domestic intellectual
property for government procurement preferences or otherwise give
preferences to domestic products and the thematic underpinnings
of China’s indigenous innovation drive remains strong in official
rhetoric.” 260

Chinese Policy Adjustments Following the High-level Dia-
logues

In recent months, central authorities have announced steps to
break the link between indigenous innovation preferences and gov-
ernment procurement. On June 23, China’s Ministry of Finance re-
scinded a 2007 series of measures concerning the evaluation, budg-

*Article 9 states, “Government procurement agencies should strictly enforce the government
procurement product catalogue and carry out all relevant policies and regulations.”
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eting, and contract management of government procurement of in-
digenous innovation projects.* The revoked measures included:

e Price credits of 5 to 10 percent for indigenous products during
the evaluation process.

e Extra credits in the evaluation of the price point and tech-
nology of indigenous products.

e Priority given to indigenous suppliers unless their products ex-
ceed the quoted price for nonaccredited goods by 5 to 10 per-
cent.

e The transfer of core technology as a requirement for foreign
suppliers entering government procurement contracts.261

On July 4, 2011, the Chinese Ministry of Finance, the Ministry
of Science and Technology, and the NDRC announced the repeal of
the 2006 measure Trial Measures for the Administration of the Ac-
creditation of National Indigenous Innovation Products.262 The pol-
icy established specific certification criteria for the accreditation of
indigenous innovation products, including the Chinese ownership of
core intellectual property and trademarks.263

U.S. and European Union (EU) business organizations applauded
these repeals yet remained careful not to overstate their signifi-
cance. In a June 29 press release, the U.S.-China Business Council
noted that while “the measures represent only a portion of the full
list of regulations that tie indigenous innovation and government
procurement, the elimination of these measures is an important
step towards fulfilling pledges made by PRC [People’s Republic of
China] leaders during President Hu Jintao’s January 2011 visit to
the United States and the May 2011 Strategic and Economic Dia-
logue.” 264 Paul Ranjard, chair of the European Chamber’s Com-
mittee on Intellectual Property Rights, noted that central policy
shifts do not always precipitate change at the provincial and mu-
nicipal levels but said the repeal was “especially important because
it is addressed to all levels of government departments, including
provincial and municipal levels.” 265

In some cases, however, local governments responded imme-
diately to the central policy repeals with corresponding adjust-
ments to local policies or practices. A report summarizing the
Jiangsu Province semiannual conference on the government pro-
curement of indigenous products held in Nanjing on July 17 em-
phasized the provincial government’s commitment to incorporate
national-level policy revisions into the province’s procurement pro-
tocol.266 The vice minister of the Jiangsu Ministry of Finance, the
conference’s most distinguished participant, called on all members
of government in attendance to review the implementation of pro-
vincial procurement policies in light of the central policy revi-
sion.267

Some of China’s large municipalities also were quick to step in
line with central policy adjustments. Following the repeals of the
central-level policies, both Shanghai and Xiamen municipal au-
thorities effectively suspended accreditation programs for indige-

*The three measures are Evaluation Measures on Indigenous Innovation Products for Govern-
ment Procurement, Administrative Measures on Budgeting for Government Procurement Con-
tracts for Indigenous Innovation Products, and Administrative Measures on Government Procure-
ment Contracts for Indigenous Innovation Products.
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nous innovation products. The Shanghai Finance Bureau an-
nounced that on July 1 it would cease implementing the 2009
Shanghai Municipality Operating Procedures on the Government
Procurement of Indigenous Innovation Products.268 While the re-
peal of this law is significant, the Shanghai municipal government
did not announce plans to repeal a more recent law dictating prod-
uct accreditation, the 2010 Shanghai Municipality Measures for the
Administration of the Accreditation of Indigenous Innovation Prod-
ucts. Among the accreditation requirements of the 2010 measure,
products must hold indigenous intellectual property rights devel-
oped by Chinese companies.

Will the Promises Be Kept?

U.S. politicians, businessmen, and academics have expressed
doubt that China’s central and subcentral governments will comply
with commitments made during high-level dialogues. Following
President Hu’s visit, then Commerce Secretary Gary Locke noted
that when he talked to U.S. business leaders, “they continue to
voice significant concerns; the fundamental problem often boils
down to the distance between the promise of China’s government
and its actions.” 269

Months later, in a speech before the Asia Society in May 2011,
Mr. Locke noted a history of noncompliance by China: “The Chi-
nese pledges—at the S&ED [Strategic and Economic Dialogue] two
years ago and at last year’s JCCT [Joint Commission on Commerce
and Tradel—that they would lift prohibitions in the revised cata-
logue on many industries in which U.S. firms are world leaders
and have much to offer the Chinese economy. ... Well, the new for-
eign investment catalogue falls far short of that promise.” 270

At the Commission’s March 30 hearing, Theodore Moran, who
holds the Marcus Wallenberg Chair in International Business and
Finance at Georgetown University’s School of Foreign Service, also
expressed skepticism: If China “heads in that direction, I think
that would be spectacular,” he said. “But there are so many inter-
ests trying to force technology transfer that I'll believe it when I
see it.”271 Mr. Ernst warned at the Commission’s June 15 hearing
that China may instead follow a well-established pattern of prom-
ising much but delivering little:

A detailed analysis of recent developments of China’s inno-
vation policies finds a fairly consistent pattern of China’s
response to foreign complaints. In round one PRC [People’s
Republic of China] government regulations start out with
quite demanding requirements that exceed established
international norms. This typically gives rise to a wave of
criticism from foreign enterprises and business organiza-
tions, but also from Chinese companies that have estab-
lished a significant position in the international market
and that have begun to accumulate a reasonably broad
portfolio of intellectual property rights. In response to this
criticism, round two then leads to some adjustments in
PRC government regulations that combine a selective relax-
ation of contested requirements with persistent ambi-
guity.272
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Despite these promising examples, many local governments may
still favor domestic companies for government procurement con-
tracts. Without a strict requirement that local government procure-
ment policy reflect changes made at the central level, provincial
and municipal governments can favor domestic products, partially
nullifying the expected improvements to the procurement environ-
ment for foreign firms in China. An article on the Finance Min-
istry’s website reported that many representatives of provincial-
level government procurement offices believe repealing central gov-
ernment policies that discriminate against foreign firms will not
change the propensity of local governments to favor domestic
goods.273 For example, only two days after the last central policy
repeal went into effect, the Shenzhen Science, Industry, Trade and
Information Technology Committee officially called for support of
indigenous innovation policies. Specifically, it called on reporting
enterprises—those applying for product accreditation—to adhere to
the Shenzhen Municipality Measures for the Administration of the
Accreditation of Indigenous Innovation Products, Shenzhen’s mu-
nicipal counterpart to the already repealed national regulation.

Commerce Secretary Locke, who is now the U.S. ambassador to
the People’s Republic of China, anticipated the difficulty of imple-
menting agreements made with China’s central government only.
Ambassador Locke outlined five key steps for the China’s promises
to become reality:

Chinese officials pledge to resolve the issue of market access
The agreement is codified into binding laws or regulations
The law is strictly implemented by the central government
The law is strictly implemented at local and provincial levels
The law or regulation becomes standard practice in China 274

Speaking of China’s current progress, then Secretary Locke re-
marked, “When it comes to indigenous innovation, intellectual
property, or a variety of other market-access issues, an enduring
frustration is that in too many cases only the earliest steps are
taken, but not all five.” Recent developments support this claim.
While the Chinese government did make promises (step 1) and has
begun efforts to reflect those promises in policy decisions (step 2),
China continues to struggle to translate policy changes into institu-
tional reform. The central policy repeals, although a political vic-
tory for the United States and Europe, will do very little for U.S.
and European businesses without strict implementation by the cen-
tral government and equally firm commitments from local authori-
ties.

ke

China in Search of Western Technology: A Case Study

While China has refrained since 2001 from explicitly requiring
foreign companies operating in China to share technology and
trade secrets, the Chinese government still seeks to obtain crit-
ical information on cutting-edge technology by other means. One
example involves the Chevrolet Volt, a plug-in hybrid that em-
ploys three important technologies sought by the Chinese gov-
ernment: electric motors; complex electronic controls; and power
storage devices, including batteries and fuel cells.
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China in Search of Western Technology: A Case Study—
Continued

The Chinese government has refused to extend to General Mo-
tors (GM) a $19,300 per car subsidy that is available to Chinese
competitors unless GM provides its core technology to a Chinese
car company. Thus far, GM has refused, even though the Chi-
nese subsidy is nearly half the sales price of the Volt in the
United States, $41,000.275 The car has not yet been priced in the
Chinese market. Lacking the subsidy, GM would likely find it
difficult to sell the Volt against its Chinese competitor, BYD,
which manufactures two versions of a plug-in electric car. Com-
plicating GM’s dilemma is the fact that the Chinese market for
auto sales is now the world’s largest and the fastest growing,
and GM is the largest foreign manufacturer in China. Said GM
Chief Executive Officer Dan Akerson: “There are technology
risks, there are relationship risks. I am sure China will do
what’s best for China. ... But you ignore China at your own
peril.” 276

Meanwhile, GM has an eye on its major Detroit rival, the Ford
Motor Company, which has announced plans to build four new
plants in China and roll out 15 new vehicles there by the end of
2015. That move would double its capacity in China. Ford has
not yet decided how much of its technology it would be willing to
share in order to qualify for the subsidies.2?7 The Chinese gov-
ernment is thus encouraging Ford and GM to compete on the
basis of which company will surrender the most technology to
Chinese rivals.

Intellectual Property Infringement in China: The Business
Software Case

All members of the World Trade Organization, including China,
are required to provide minimum levels of protection to the intel-
lectual property of fellow WTO members. An agreement within the
WTO specifically ensures that copyright protections extend to com-
puter programs, which are protected as literary works under the
amended Berne Convention of 1886.278 The People’s Republic of
China agreed to enforce these widely recognized rules and regula-
tions when it joined the WTO in 2001.

By nearly all accounts, however, the People’s Republic of China
is one of the largest sources in the world of counterfeit and pirated
goods. China in 2011 remains first on the “priority watch list,” a
designation shared with 11 other countries, which are among the
world’s worst enforcers of intellectual property rights, according to
the Office of the U.S. Trade Representative.279 The Chinese govern-
ment itself estimates that “counterfeits constitute between 15 per-
cent and 20 percent of all products made in China and are equiva-
lent to about 8 percent of China’s GDP [gross domestic prod-
uct].” 280

China is by far the dominant source of counterfeit and pirated
goods that U.S. customs agents seize at ports and airports around
the United States. According to U.S. Customs and Border Protec-
tion, Chinese-sourced goods accounted for 53 percent of the sei-
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zures at U.S. ports of entry in 2010, up from 6 percent in 1995. The
second-largest number of seizures originated from Hong Kong.281 It
is likely that many of the illicit goods from Hong Kong actually
originated on the mainland; in all, more than three-quarters of the
seizures of infringing goods were from mainland China and Hong
Kong in 2010.282

The Importance of Intellectual Property to the U.S.
Economy

Intellectual property plays a key role in creating high-wage
jobs and fueling new economic growth. Much of the U.S. economy
consists of intellectual assets such as patents, copyrights, and
trademarks. These assets compose an estimated 76 percent of
the Fortune 100’s total market capitalization and approximately
80 percent of the value of the Standard & Poor’s 500.283 Within
the United States, intellectual property-intensive companies gen-
erated nearly $7.7 trillion in gross output in 2008, totaling a
third of U.S. total gross output.284

Intellectual property-intensive industries are particularly crit-
ical in the tradable goods * sector and accounted for 60 percent of
all U.S. exports in 2007, a total of $910 billion.285 Intellectual
property-intensive industries also provide high wages. Between
2000 and 2007, the salary of all workers in intellectual property-
intensive industries was on average about 60 percent higher
than their counterparts at nonintellectual property-intensive in-
dustries.286

Major copyright industries—including software—contribute
nearly 6.5 percent of the total U.S. gross domestic product
(GDP), employ over 5.5 million workers, and generate more than
$125 billion annually in foreign sales and exports.287 Solely look-
ing at software, in 2010, “the direct, commercial value of stolen
software tools for personal computers came to $59 billion globally
... [and] the indirect costs are even greater. Enterprise software
theft undercuts legitimate business activity and imperils job cre-
ation in every sector of the economy.” 288

Business associations also list China as among the largest
sources of intellectual property infringement. An estimated 78 per-
cent of the software on personal computers in China is pirated, ac-
cording to an annual study by the Business Software Alliance. That
figure was down from 82 percent in 2006, but the total commercial
value of unlicensed software on mainland Chinese computers rose
from $5.4 billion in 2006 to $7.8 billion in 2010.28° Hong Kong’s pi-
racy rate was considerably lower than on the mainland—45 percent
in 2010.290 Further evidence that China is a large-scale source of
piracy: China was the second-largest market for computer hard-
ware in the world—$64.4 billion in 2009, behind only the United
States. But in terms of software sales, China was eighth—behind
Canada and Italy, at $5.4 billion.291

The International Intellectual Property Alliance reports that Chi-
na’s lack of enforcement and lack of market access “suggest a con-

*Tradeable goods are those that can be exported or imported.
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scious policy seeking to drive Chinese competitiveness while per-
mitting free access to foreign content through unapproved pirate
channels.” 292 Says the Alliance:

High copyright piracy levels persist in China, from perva-
sive use of unlicensed software by businesses and pre-in-
stallation of unlicensed software (hard disk loading piracy)
at the distribution level, to widespread online piracy of
music, films, television programming and other copyright
materials, and piracy of hard goods. ... China’s principal
reliance on its woefully under resourced administrative sys-
tem to deal with IPR [intellectual property rights] infringe-
ments rather than through criminal enforcement presents a
significant hurdle to effective enforcement.293

Among the remedies suggested by the United States and re-
quired by the WTO 294 during negotiations with China is the great-
er use of criminal penalties rather than administrative fines, which
are too often levied at a nominal rate and are absorbed by Chinese
counterfeiters as a cost of doing business.

A Case Study: The Rise of Internet Piracy in China

The increased use of the Internet to market and to sell prod-
ucts and services has also created a new and hard-to-trace path-
way for illicit sales of copyrighted software. The case of music pi-
racy offers an illustration of how the Internet eventually could
facilitate lawbreaking on a massive scale in other information
technology sectors, such as business software. In the case of
music, Chinese government statistics indicate that nearly 80 per-
cent of listeners use the Internet to obtain music. And nearly all
music downloads are pirated. “Legitimate [music] content is not
made available in significant quantities online in China due to
the prevalence of piracy, market access restrictions, and other
discriminatory measures which effectively keep legitimate con-
tent out,” according to Michael Schlesinger of the International
Intellectual Property Alliance.

In addition, music piracy in China is facilitated by official tol-
erance for websites, such as the search engine Baidu, that di-
rects users to infringing content and is supported by advertising.
The website has promised to end the practice of providing pirat-
ed music but only in the case of music with a Chinese copy-
right.295 As a result, the International Intellectual Property Alli-
ance estimates the piracy level for music in China on the web is
99 percent.296 Many of the same websites and techniques used to
distribute pirated music can be employed to distribute pirated
business software, including Internet auction sites, peer-to-peer
sites, BitTorrent sites, and social networking sites.297

China’s 457 million Internet users constitute the largest group
of computer users in the world, most of them with broadband
connections. Two-thirds of them use mobile phones to surf the
web for music downloads.
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A Case Study: The Rise of Internet Piracy in China—
Continued

The International Intellectual Property Alliance calculates the
value of legitimate music sales in 2009 in China at $94 million.
By contrast, in Thailand, with just 5 percent of China’s popu-
lation and the same GDP per capita, sales were $142 million. Le-
gitimate sales in the United States were $7.9 billion, about 7,000
times as much as in China.298

The trend of Internet piracy established for music downloads
is having a spillover effect on business software, noted Commis-
sion witness Ken Wasch, president of the Software and Informa-
tion Industry Association: “What we are finding increasingly is
that China is becoming the primary source for illegal intellectual
property goods of all kinds being distributed through Chinese
servers.” 299

China’s Recent Efforts to Protect Software

Chinese leaders made significant promises over the past 12
months to improve the level of intellectual property enforcement.
At the December 2010 Joint Commission on Commerce and Trade
negotiations in Washington and in the joint statement following
the summit between President Obama and President Hu in Janu-
ary 2011, China’s government committed to buy legitimate soft-
ware licenses for central government agencies (although not provin-
cial or local government offices.) The central government com-
mitted to a pilot program for 30 SOEs to increase the level of soft-
ware licenses and agreed to audit central government agency budg-
ets to ensure that they appropriated money for legitimate software
purchases (although not to audit installed software nor to appoint
independent auditors.) 300

However, China has been making promises in bilateral negotia-
tions to buy only licensed software for government offices since
2004 and during that time, the value of unlicensed software use in
China rose from $3.6 billion in 2004 to $7.6 billion in 2009, accord-
ing to Commission witness Mr. Schlesinger.301

China also announced in late 2010 that the government would
conduct a six-month campaign against intellectual property theft,
denoted the “Special Campaign to Strike IPR [intellectual property
rights] Infringements and Counterfeit and Shoddy Goods.” After
complaints that such temporary campaigns in the past had pro-
duced a flurry of activity followed by a resumption of counterfeiting
and piracy, the campaign was extended for three months until the
end of June.

Skeptics noted that the timing coincided with the start of the
Joint Commission on Commerce and Trade negotiations in Wash-
ington and that such a move might have been made for political
reasons. One American businessman operating in China told the
Commission during an interview in Hong Kong:

The problem is that authorities preannounce, for example,
six month crackdowns; this allows people to close up shop
temporarily and get back in business later. More vagueness
would help. Another problem is corruption. Local Party of-
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ficials are sometimes shareholders in counterfeiting compa-
nies. Other times, if a factory that produces counterfeit
closes in a small city, 30 to 40 percent of the local popu-
lation might become unemployed, which would reflect poor-
Ly upon the local government.392

After Premier Hu’s visit and the special campaign ran its origi-
nal course, Business Software Alliance President and Chief Execu-
tive Officer Robert Holleyman told Congress that his member com-
panies “report no significant uptick in sales to the Chinese govern-
ment, in contrast to what had been expected in light of the commit-
ments” made by China to boost government agencies’ purchase of
legal software.393 In May, Mr. Holleyman told the U.S. Inter-
national Trade Commission that “the towering piracy rate [in
China] remains stagnant, the commercial value of it continues to
rise, and US software companies are seeing very little in the way
of new sales even though China’s PC [personal computer] market
is surging.” 304

Not all software companies were equally affected, however. One
computer executive from a company that aggressively pursues
court challenges in China of users of unlicensed operating system
software told Commission members during an August trip to China
that sales of software had increased by 7 percent in 2010. Still,
said the executive, the company’s revenue in China is only about
5 percent of the revenue in the United States, despite the fact that
China is now the world’s largest market for computer sales.305

Losses to U.S. software companies from intellectual property
theft in China include the loss of royalty and licensing fees that
would otherwise be paid to U.S. software firms such as Microsoft,
Oracle, and Symantec. In fact, royalties and licensing fees are the
most heavily impacted of all U.S. export receipts, since they are de-
rived directly from the protection of intellectual property. The May
2011 U.S. International Trade Commission study notes that soft-
ware makes up the largest share—nearly a third—of the total of
all royalties and licensing fees that Chinese users paid to American
companies.

The U.S. International Trade Commission calculated that an im-
provement in Chinese intellectual property protection would more
than double the fees collected by U.S. software firms. Fees paid to
U.S. software companies totaled $737 million in 2009. That amount
would increase by $1 billion if China were to raise its intellectual
property protections to the U.S. level.306

Reciprocity in Intellectual Property Protection

In testimony before the Commission on May 4, former U.S.
Senator Slade Gorton cited the lack of incentives as the reason
for China’s failure to enforce intellectual property protections.
“As a matter of fact,” he said, “all the incentives are in the other
direction. There’s no real penalty for piracy, and there’s a great
deal of profit to be made by it.” Mr. Gorton noted a troubling
new trend—Chinese-produced, counterfeit business software is
being exported to the United States and is now being purchased
in “significant” numbers by American consumers.
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Reciprocity in Intellectual Property Protection—
Continued

The solution, said Mr. Gorton, is to levy a punitive tariff on all
imports from China and other countries that fail to safeguard in-
tellectual property. The tariff should exceed the value of trade
lost to piracy and counterfeiting. While such a tariff “obviously
violates various international trade agreements,” he said, “a
country (such as China) with a $273 billion trade surplus with
the United States is never going to win a tit-for-tat exchange of
tariffs or trade restrictions with us under those circumstances.”

The goal, said Mr. Gorton, would be to force countries to en-
force their intellectual property protection laws so that U.S. com-
panies would gain market access for legitimate products. Once
their enforcement improved sufficiently, the tariff could be re-
scinded.307

Implications for the United States

China’s indigenous innovation policy is intended to restrict for-
eign access to the government procurement market or to require
the transfer of critical technology to Chinese companies as the price
of even limited market access. The result has been job loss in the
United States and the transfer of technology to Chinese competi-
tors. Many foreign firms, including those with affiliates in China,
will be excluded from a large part of China’s market.

Indigenous innovation needs to be viewed in the larger context
of China’s trade policies, which continue to violate the basic prin-
ciples of the World Trade Organization: national treatment and
free and fair market access. The U.S. Chamber of Commerce has
said that China’s innovation policy:

restricts the ability of American companies to access the
market and compete in China and around the world by cre-
ating advantages for China’s state-owned enterprises and
state-influenced champions, [and has] the potential to un-
dermine significantly the innovative capacity of the Amer-
ican economy in key sectors [and] harm the competiveness
and livelithood of American business and the workers that
they employ.308

By most accounts, the Chinese government tolerates a very high
level of intellectual property theft. In particular, China’s purchases
of licensed computer software lag far behind its rapidly rising pur-
chases of computer hardware. Chinese businesses and even govern-
ment offices typically purchase unlicensed software or fail to obtain
licenses for multiple copies of software. The result is a large loss
of revenue and jobs in one of America’s most competitive indus-
tries.309

Longstanding rules of international commerce, including WTO
standards, require countries to enforce internationally recognized
standards of intellectual property. Nevertheless, the piracy of busi-
ness software in China continues despite many promises to crack
down on violations. This failure in China results from lax enforce-
ment rather than the absence of regulations and laws prohibiting
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intellectual property theft. The damage to the U.S. economy is
measured in lost sales and lost jobs, not only in the software indus-
try in the United States but also those U.S. domestic industries
that use licensed software and compete against Chinese industries.

Conclusions

China’s indigenous innovation policy is an outgrowth of the gov-
ernment’s broad industrial policy and has been openly developed
and documented through public plans and pronouncements, par-
ticularly the National Medium- and Long-Term Plan for the De-
velopment of Science and Technology (2006-2020). The indige-
nous innovation policy seeks to nurture certain high-wage, high
value-added industries designated by the government. Chinese
firms are to be favored over foreign firms or China-based foreign
affiliates in government procurement contracts. State-owned en-
terprises and municipal and provincial governments are also to
show favoritism to Chinese domestic industries and businesses.

Chinese officials, including President Hu, have pledged to modify
China’s indigenous innovation policy in response to protests from
U.S. business leaders and top officials. Those promises have not
been implemented at the local and provincial levels, however.
China has a history of making promises and delivering little,
particularly when doing as little as possible benefits the Chinese
economy, as has been the case with China’s promises to bring its
intellectual property protections up to international standards
and to cease requiring technology transfers from foreign firms.

Foreign-invested enterprises seeking to be considered for govern-
ment procurement contracts or public works projects are ex-
pected to file for patents and copyrights within China in order
to qualify for preferential treatment in government contracting.
Foreign affiliates risk the unintended transfer of their technology
to Chinese firms if they do so, because of the nature of the Chi-
nese intellectual property system and the lax enforcement of in-
tellectual property laws and regulations in China.

Although China agreed in 2001 to stop explicitly requiring for-
eign companies to surrender their technology to China in return
for market access and investment opportunities, the government
in Beijing still employs several tactics to coerce foreign firms to
share trade secrets with Chinese competitors. China’s industrial
policy in general and its indigenous innovation policy in par-
ticular seek to circumvent accepted intellectual property protec-
tions and to extort technology from U.S. companies.

In addition, the long effort by the central government to foster
indigenous innovation is a message that will likely outlive any
product catalogues. Restricting market access to domestic firms
and requiring technology transfer as a cost for foreigners at-
tempting to do business in China demonstrated the government’s
view that Chinese companies and governments are better off sub-
stituting domestic goods for imports.



SECTION 4: CHINA’S 12TH FIVE-YEAR PLAN
AND TECHNOLOGY DEVELOPMENT AND
TRANSFERS TO CHINA

Introduction

While China seeks to be considered a market-oriented economy,
its government continues to engage in comprehensive economic
planning, direction, support, and control. During the 2011 report
cycle, the Commission examined various aspects of China’s indus-
trial policy and the implications it may have for U.S. companies
competing for a share of the Chinese market. This section con-
tinues the discussion started in sections 2 and 3 of this Report,
with a particular focus on China’s newly adopted 12th Five-Year
Plan (2011-2015). This section also addresses the policies aimed at
helping China move up the manufacturing value-added chain, fos-
tering strategic emerging industries (SEIs), which include new-gen-
eration information technology, high-end manufacturing, alter-
native energy, and biotechnology, and completing its trans-
formation to a global technological powerhouse.

China’s rapid industrialization and economic growth during the
past 30 years has often been attributed to liberalization policies un-
dertaken as part of its “reform and opening up” era. But that only
tells half the story. Chinese economic development during the same
period has relied extensively on a government-directed industrial
policy to promote certain segments of the economy and support ex-
port-led growth. Many such policies are outlined in five-year plans
that identify broad development goals. The process then develops
regulations, guidelines, and tools to accomplish those objectives.
Examples include providing subsidies to companies in select indus-
tries and encouraging foreign investment of money and technology
in target sectors. Aaron L. Friedberg, professor at Princeton Uni-
versity, noted that “vital though imports have undoubtedly been, it
is foreign direct investment that has served as the ‘decisive cata-
lyst’ propelling China up the high-tech ladder.” 310

China’s 12th Five-Year Plan

China began implementing five-year plans in 1953 in order to
align the economy with top policy goals and to communicate this
directive throughout the government bureaucracy.3!! Five-year
plans are designed to be roadmaps for regulators and provincial of-
ficials, who are responsible for their implementation and act as
“key indicators of the directions and changes in development phi-
losophy” at the highest levels of Chinese leadership, according to
Cindy Fan, a professor at the University of California, Los
Angeles.312

(88)
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Like previous plans, the 12th Five-Year Plan ratified by the Na-
tional People’s Congress in March 2011 sets out a broad range of
goals, policy prescriptions, and reform priorities.* Unlike earlier
plans, however, the 12th Five-Year Plan shifts its emphasis from
enumerating hard production targets to describing broader prin-
ciples, consistent with China’s goal of economic rebalancing, and
technological and scientific upgrading, especially in industrial pro-
duction.313

The 12th Five-Year Plan attempts to restructure the Chinese
economy by encouraging domestic consumption, developing the
service sector, shifting to higher value-added manufacturing, con-
serving energy, and cleaning up the environment. Premier Wen
Jiabao’s annual address to the National People’s Congress on
March 5, 2011, the “Report on the Work of the Government,” listed
the expansion of domestic demand as a key aspect of the govern-
ment’s work in 2011.314 This section will focus on economic restruc-
turing and industrial upgrading.

Economic Goals and Rebalancing

Although China has maintained gross domestic product (GDP)
growth averaging 10 percent for the past decade, this success was
achieved largely due to massive fixed-asset investment and poli-
cies aimed at boosting the export sector. During the past decade,
exports and investment that supported export industries were the
biggest contributors to China’s gross domestic product (GDP) (see
Addendum II: Figure 1). Household consumption, by contrast, stag-
nated (see Addendum II: Figure 1). Moreover, such reliance on in-
vestment-led growth resulted in personal disposable income falling
as a share of GDP (see Addendum II: Figure 2), causing consump-
tion to lag behind GDP growth.315

The Chinese government has long been aware that maintaining
growth in an economy so substantially dependent on exports and
fixed investment is unsustainable, as articulated by Premier Wen
in 2007, when he called the Chinese economy “unstable, unbal-
anced, uncoordinated and unsustainable.” 316 As Chinese economic
growth slowed sharply in late 2008 when U.S. and European de-
mand collapsed (together they account for over 40 percent of Chi-
na’s exports), the imperatives of rebalancing became clear.317

Fearful of economic instability, however, in the wake of the 2008
crisis, the Chinese government embarked on a massive fiscal and
monetary stimulus program, which relied significantly on state-
owned bank lending to boost growth. Banks lent out nearly $1.5
trillion in 2009, leading to a massive investment boom that
amounted to nearly 90 percent of GDP growth in the same year.318
In short, China’s dependence on investment and exports grew at a
time when global demand for Chinese exports floundered.319

*See Addendum I for a list of 11th and 12th Five-Year Plan key economic indicators.

TFixed-asset investment includes land improvements (fences, ditches, drains, and so on);
plant, machinery, and equipment purchases; and the construction of roads, railways, and the
like, including schools, offices, hospitals, private residential dwellings, and commercial and in-
dustrial buildings.
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Key Economic Targets of the 12th Five-Year Plan

In the “Report on the Work of the Government,” Premier Wen has
outlined the key economic targets of the 12th Five-Year Plan:320

e Annual GDP growth: 7 percent

e Increase service sector contribution to GDP by 4 percent-
age points, from 43 percent to 47 percent

e Increase per capita disposable income of urban and per
capita net income of rural residents by 7 percent per
annum

e Increase spending on research and development (R&D)
to 2.2 percent of GDP [from 1.75 percent as of 2010]

GDP Growth: The 7 percent GDP growth target is aimed pri-
marily at reining in the Chinese economy, which has been over-
heating. It is also a signal to provincial and local governments to
focus on generating economically and environmentally sustainable
growth rather than growth at any cost. China has been trying to
accomplish this transition for many years, though with limited suc-
cess. For example, the 11th Five-Year Plan similarly had a lower
GDP growth target (7.5 percent) but achieved rates of nearly 11
percent.321

Service Sector: The 12th Five-Year Plan places an emphasis on
moving away from labor-intensive and low-skilled manufacturing
toward more sophisticated and capital-intensive production. As a
result, China will need a new source of employment. China’s serv-
ice sector is underdeveloped: in 2009 it accounted for just 42 per-
cent of total GDP (compared to 54 percent for India and 57 percent
for Taiwan).322 It has the potential, however, to generate new
urban jobs and absorb surplus rural labor.323 According to Trevor
Houser, an economist with the Rhodium Group, achieving such
structural changes is the best way to meet long-term employment
goals: “[IIf I invest a million RMB [renminbi] on services, I create
three times more jobs than in the iron and steel sector ... if you're
resource-constrained and desperate for new jobs [like China is],
[being the] world steel mill is a losing strategy in a wide variety
of ways.”32¢ However, Premier Wen’s work report fails to address
the implementation of his goals, that is, how China will actually
encourage growth in service industries. (For more on the Chinese
government’s concerns over unemployment and social stability, see
chap. 1, sec. 5, of this Report.)

Income: The government views income inequality and the urban/
rural divide as sources of potential social instability (see chap.1,
sec. 5, of this Report for more). According to the Chinese govern-
ment, the 12th Five-Year Plan is intended to help increase income
through raises in minimum wages, with a particular focus at the
low end of the pay scale.32> However, boosting income does not
guarantee that consumers will reduce precautionary savings. The
12th Five-Year Plan also contains a set of reform priorities, includ-
ing improving the social safety net and providing low-cost housing,
in the hope that this will lead Chinese households to reduce sav-
ings rates and increase consumption.326
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In practice, five-year plans are constantly reviewed and revised
over the course of five years.327 Reversing years of economic poli-
cies aimed at growth at all costs will not be easy. Critics doubt the
Chinese government’s ability to overcome entrenched domestic in-
terests to push through a reform agenda. The 12th Five-Year Plan
does not indicate how the economy will become less reliant on cap-
ital spending, have more liberalized financial markets, or fun-
damentally shift China’s global trade balance. According to Ste-
phen Green, regional head of research at the Standard Chartered
Bank in Shanghai, so far “[t]here’s absolutely no sign that the per-
centage of investment in GDP is slowing. And there are no signs
of liberalization of the service sector to allow the private sector to
take a bigger share of the economy.” 328

Cornell University economist Eswar Prasad testified before the
Commission that one reason that the 12th Five-Year Plan offers
few details related to major structural changes, especially a shift
to a consumption-driven economy, is the inherent tension between
China’s short- and long-term objectives. For example, while signifi-
cantly raising wages would certainly boost domestic consumption,
it would also drive up inflation.329 Moreover, structural change
would not be to everyone’s benefit. As Dr. Prasad stated, “For the
politically well-connected state-owned enterprise bosses, for many
of the bank chairmen, this is actually a very good system because
it keeps profits flowing into the state enterprises, into the
banks.” 330 With the leadership change next year, the Communist
Party may be reluctant to upset the status quo.

In meetings with the Commissioners, Hong Kong-based journal-
ists have noted that there is a contradiction at the heart of China’s
12th Five-Year Plan: It aims to create domestic consumption but
an active consumer class will mark a shift in power away from the
government and state-owned enterprises (SOEs). Michael Pettis,
professor of finance with Peking University’s Guanghua School of
Management, has pointed out that a key characteristic of China’s
development model is financial repression. The vast majority of
household savings takes the form of bank deposits, while the vast
majority of corporate financing takes the form of bank loans. With
the lending and deposit rates set very low, household savings are
used by the state to heavily subsidize the cost of capital. This
amounts to a transfer from the household sector to favored bor-
rowers.331 Efforts to boost consumption will necessarily cut into
household savings thus limiting the amount of the capital available
for loans to SOEs and other state-supported entities.

Industrial Upgrading and Strategic Emerging Industries

For the first time, the 12th Five-Year Plan also makes explicit
mention of SEIs. According to Dr. Roach, “the new plan targets a
major move up the manufacturing value chain.”332 It focuses on
the development and expansion of seven SEls: New-generation in-
formation technology, high-end equipment manufacturing, ad-
vanced materials, alternative-fuel cars, energy conservation and
environmental protection, alternative energy, and biotechnology.
Within these industries, 37 projects have been identified, which are
listed in Addendum III of this section. The goal is to take the SEIs



92

from a current combined share of 3 percent of Chinese GDP to 8
percent by 2015 and 15 percent by 2020.333

Willy Shih of the Harvard Business School told the Commission
that the 12th Five-Year Plan is a “continuation of a long-term
strategy of capability building that has been in place for decades”
and is strongly aligned with other guiding policies from the central
government, in particular, the National Medium- and Long-Term
Plan for the Development of Science and Technology (MLP), issued
in 2006. This plan articulated the goal of making China an innova-
tion-oriented society.334

The 12th Five-Year Plan calls for funding SEI development and
increasing the scale of government and capital-market investment
in SEIs and proposes using various subsidization policies to sup-
port the SEIs. As with other five-year plan policies, the national
five-year plan only provides general guidance, and regional govern-
ments are responsible for devising precise subsidies and policies.
For example, in May 2011, the Taiyuan City government passed an
“opinion” on speeding up the development of SEIs, which calls for
various local government measures to enable SEIs to account for
20 percent or more of Taiyuan City GDP and develop locally brand-
ed SE?gg worth 1 billion RMB (about $157 million) or more by
2015.

To achieve its SEI goals, the central and local government and
private sectors would have to spend between $600 billion and $2.1
trillion over the next five years, according to industry experts’ esti-
mates.?36 The central and local governments will likely combine
this investment with preferential tax and procurement policies to
ensure that Chinese firms emerge as global leaders, or “national
champions,” in these industries within the next five years. Similar
policies previously have been successful in establishing “national
champions” in industries such as telecommunications, steel, and
railway, although it is unclear how much of this success can be at-
tributed to China’s domestic innovation and how much to tech-
nology transferred or illegally copied from foreign producers. For
example, in the railway industry, China went from producing
steam engines just over ten years ago to competing internationally,
including a joint proposal with General Electric for constructing
bullet trains in California.337

According to Ministry of Finance Chief of Staff Hu Jinglin, the
ministry will actively use finance and taxation policy to support the
development of the SEIs, including providing multiple channels for
financing. The ministry will encourage its regional offices to de-
velop relevant policies based upon local conditions and will encour-
age local governments to take a share in SEIs and actively develop
investment funds.338 According to the National Development and
Research Commission’s draft, “Major Tasks and Measures for Eco-
nomic and Social Development in 2011,” released during the Elev-
enth National People’s Congress on March 5, 2011:

We will quickly formulate and implement a development
plan and supporting policies for strategic emerging indus-
tries, set up a special fund for promoting their development,
expand the scale of venture capital investment in them, for-
mulate a guiding list for developing them, and work out in-
dustry standards for major emerging industries. We will



93

organize the implementation of industrial innovation and
development projects, including those on National
Broadband Internet Agenda, cloud computing, the Internet
of Things, integrated circuits, flat-panel displays, space in-
frastructure, regional aircraft and industrialization of gen-
eral aviation aircraft, as well as major application and
demonstration, projects on the health of the people and on
using information technology to benefit the people. We will
advance national pilot programs and demonstrations for IT
[information technology] promotion.33°

The 12th Five-Year Plan also includes the following, more precise
goals for each of the seven SElIs:

Innovation and development of new strategic industries 340

01 Energy conservation and environmental protection industries—Imple-
ment major exemplary projects in energy conservation and environmental protec-
tion and promote the industrialization of efficient energy conservation, advanced
environmental protection and resource recycling.

02 New-generation IT [information technology] industry—Construct new-
generation mobile communication networks, the new-generation Internet, and
digital broadcast and television networks. Implement exemplary application
projects of the Internet of things and special industrialization projects of network
products. Construct industrial bases of IC [integrated circuit], panel display, soft-
ware, and information services.

03 Biological industry—Build databases of gene resources for pharmaceuticals,
important plants and animals, and industrial microbial bacteria. Construct R&D
[research and development] and industrialization bases for biopharmaceuticals
and biomedical engineering products, biological breeding, testing, detection and
fine breeding bases, and exemplary biomanufacturing application platforms.

04 High-end equipment manufacturing industry—Construct industrializa-
tion platforms for homemade trunk and feeder airplanes, general-purpose air-
planes and helicopters, and a spatial infrastructure framework composed of navi-
gation, remote sensing and communication satellites, and develop intelligent con-
trol systems, high-class numerically controlled machines, high-speed trains and
urban rail traffic equipment, etc.

05 New energy industry—Construct industrial bases for new-generation nu-
clear power equipment, large wind power generating sets and parts, new assem-
blies of efficient solar power generation and heat utilization, biomass energy con-
version and utilization technologies, and intelligent power grid equipment, and
implement exemplary large-scale application projects of marine wind power, solar
power, and biomass energy.

06 New material industry—Promote the R&D and industrialization of carbon
fibers, semiconductor materials, high-temperature alloy materials, super-
conductive materials, high-performance rare earth materials and nanometer ma-
terials for aviation and spaceflight, energy and resources, traffic and transport,
and major equipment.

07 New-energy automobile industry—Conduct R&D and large-scale commer-
cialization demonstration projects for plug-in hybrid electric vehicles and pure
electric vehicles, and promote industrialized application.
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Four of these industries (biopharmaceuticals, high-end equip-
ment manufacturing, new materials, and next-generation informa-
tion technology) were previously identified as target industries in
the 11th Five-Year Plan. Three of these industries align with sus-
tainable growth (alternative energy, clean energy vehicles, and
clean energy technology), and four industries align with moving up
the value chain (biotechnology, new materials, next-generation in-
formation technology, and high-end manufacturing).341 There is
also overlap between the SEIs and industries the Chinese govern-
ment previously identified as strategic or heavyweight, including
information technology and automobiles. (For more information,
see chap. 1, sec. 2, of this Report.)

Technology Development and Transfers to China

Upgrading Manufacturing and Industrial Policy

Over the past several decades, Chinese exports to the United
States have primarily been low-value, labor-intensive products such
as toys and games, footwear, textiles, and apparel. However, since
China entered the World Trade Organization (WTO) in 2001, an in-
creasing proportion of U.S. imports from China have been more
technologically advanced.?42 By far the largest growth sector in
Chinese exports to the U.S. market since 2000 has been computer
and electronic products, exploding from $24.7 billion in 2000 to
nearly $132.8 billion in 2010.343 (See chap.1, sec. 1, of this Report
for more on China’s exports of advanced technology products.)

But China’s evident success in increasing exports of advanced
technology does not tell the whole story. To some degree, China has
become the assembler of parts produced throughout much of Asia.
Assembly operations typically do not pay high wages nor do they
represent the majority of the value added to a product along the
line from research, design, parts supply, assembly, marketing, ad-
vertising, shipping, distribution, financing, retail sales, and serv-
icing. There is a perception in China that opening the country to
foreign investment has not led to improvement of domestic capa-
bilities and that foreign technologies continue to dominate, with
China “relegated to low value-added labor intensive roles.” 344

The Chinese government desires to become competitive in tech-
nology-intensive areas and has adopted a set of policies to achieve
this. In October 2005, the Chinese Communist Party Central Com-
mittee met and elevated the importance of China’s “indigenous in-
novation to a strategic level equal to Deng Xiaoping’s ‘reform and
opening’ policy,” according to a comprehensive study of the evo-
lution of the program.345 The National Medium- and Long-Term
Plan for the Development of Science and Technology followed in
2006 with the goal to “increase investments in research and devel-
opment to 2.5 percent of GDP and reduce reliance on foreign tech-
nology by 9 percent by 2020.7346 At the time, China’s reliance on
foreign technology was estimated at 60 percent.347

The term “indigenous innovation” appears in both the 11th and
12th Five-Year Plans. In the 11th Five-Year Plan, strengthening
“indigenous innovation” is listed as a “national strategy,” and in
the 12th Five-Year Plan it is included as a primary objective. Ac-
cording to Jia Qinglin, chairman of the Chinese People’s Political
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Consultative Conference National Committee, “The success of the
12th FYP [Five-Year Plan] (2011-2015) rests on science and tech-
nology and indigenous innovation capacity.”34® To help promote
“indigenous innovation,” the 12th Five-Year Plan has added a new
target not present in the 11th Five-Year Plan: patents per 10,000
people. In 2010, there were 1.7 patents per 10,000 people in China;
by 2015, the 12th Five-Year Plan anticipates nearly doubling that
number to 3.3 patents per 10,000 people. (For more information on
patents and indigenous innovation, see chap. 1, sec. 3, of this Re-
port.)

In addition to patents, the 12th Five-Year Plan seeks to improve
the international competitiveness of Chinese firms by upgrading
and consolidating certain industries (especially high-polluting in-
dustries) and promoting mergers and investments in advanced
manufacturing equipment and technology.34® While not mentioned
explicitly in the five-year plan, favored companies in China may re-
ceive various subsidies, such as inexpensive loans, tax benefits,
utility services, and free land.359 Moreover, even if China’s innova-
tion strategy fails to achieve a broad range of innovation, by heav-
ily investing in certain critical technologies, China could make in-
novative breakthroughs in those favored technologies.35! For exam-
ple, according to Christopher McNally of the East-West Center,
state support has enabled hardware and software manufacturers
like Huawei and ZTE to innovate.32 And, according to the con-
sulting firm McKinsey, Chinese innovation has contributed to such
fields as pharmaceuticals, genetics, and structural biology.353

Global Supply Chains, Innovation, and the Case of Apple
Corporation

A great majority of U.S. technology companies manufacture
advanced technology products in China via networks of global
(largely Asian) supply chains and then sell them in the United
States. Such production often results in lower manufacturing
costs, which benefits both U.S. companies and consumers. Ac-
cording to Wayne Morrison of the Congressional Research Serv-
ice, “U.S. firms that use China as the final point of assembly for
their products, or use Chinese-made inputs for production in the
United States, are able to lower costs and become more globally
competitive.” 354 Becoming more globally competitive allows U.S.
companies to increase profits and market share and theoretically
should facilitate the hiring of more employees, both in the
United States and abroad. Such benefits are not always distrib-
uted equally. According to the U.S. Bureau of Economic Analysis,
U.S. multilateral corporations cut their work forces in the United
States by 2.9 million during the 1999-2009 decade while increas-
ing employment overseas by 2.4 million.355
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Global Supply Chains, Innovation, and the Case of Apple
Corporation—Continued

Apple has become a go-to example of such a company. Apple
neither manufactures nor assembles any of the components of its
famous range of products, including iPods. Instead, components
from a variety of suppliers are assembled by Foxconn, a Tai-
wanese contract manufacturer, at its plant in China. A 2009
study by researchers at the University of California-Irvine, has
estimated that the iPod and its components accounted for about
41,000 jobs worldwide in 2006, of which about 27,000 were out-
side the United States (of which 19,160 were in manufacturing)
and 14,000 within the United States (6,101 in engineering and
other professional jobs and 7,789 in retail and other nonprofes-
sional jobs).356

In the same study, however, the authors concluded that the
professional jobs, such as those maintained by Apple in the
United States, were “at risk on multiple fronts”:

Many U.S. high-tech companies are investing in white-col-
lar job creation offshore to tap pools of low-cost talent and
gain access to growing markets. The offshore jobs often
support high-value jobs in the U.S., but this may not al-
ways be the case. Also, when U.S. companies lose their in-
novation leadership, foreign competitors do not typically

employ many engineers or other professionals in the
U.S. 357

Apple’s success is due in great measure to the company’s em-
phasis on designing and marketing unique products to a loyal
and technologically sophisticated clientele. Business experts typi-
cally rank the Apple brand as among the top brands in the
world, along with Coca-Cola and IBM. The company has focused
its efforts on innovation and in-house research and design far
more than most technology companies. For example, according to
Gary Pisano and Willy Shih of Harvard Business School, “nearly
every U.S. brand of notebook computer, except Apple, is now de-
signed in Asia, and the same is true for most cell phones and
many other handheld electronic devices.” 358 Commission witness
Ralph Gomory said that an economy based on the Apple model is
“both unattainable and undesirable,” because (1) the huge profits
generated by Apple are specific to the company and, in any
event, “unlikely to last,” and (2) there would be only few high-
paying jobs, with the rest in retail.359

Technology Transfers

The alternative to research-driven innovation is technology
transfer. During their 2011 trip to China, the Commissioners heard
from representatives of the American Chamber of Commerce in
China that the Chinese government mandated technology transfer
for some ventures. In the case of joint ventures, in particular, any
concession made to the Chinese partner increases the likelihood of
the venture being approved.
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When joining the WTO, China agreed to the “elimination and
cessation of enforcement of trade and foreign exchange balancing
requirements, local content and export performance offsets and
technology transfer requirements made effective through laws, reg-
ulations or other measures.”360 China has circumvented these
WTO obligations through a combination of local-content require-
ments, mandatory joint ventures, and forced technology transfers.
Chinese policies since 2006 “limit investment by foreign companies
as well as their access to China’s markets, stipulate a high degree
of local content in equipment produced in the country, and force
the transfer of proprietary technologies from foreign companies to
their joint ventures with China’s state-owned enterprises.” 361

Thomas Hout and Pankaj Ghemawat wrote in “China vs. the
World: Whose Technology Is It?” of the ease with which China has
circumvented the WTO rules:

The WTO’s broad prohibitions on technology transfers and
local-content requirements are more complex and easier to
subvert than its rules pertaining to international trade in
products. Furthermore, China hasn’t yet signed the level
playing-field provisions covering government procurement;
it claims that its policies don’t violate them, because the
WTO allows domestic policy concerns to be accommodated
in government purchases. Although the WTO prohibits
mandatory technology transfers, the Chinese government
maintains that incentivized transfers, whereby companies
trade technology for market access, are purely business de-
cisions.362

China’s strategy has been successful because “U.S. industry has
feared being locked out of the vast Chinese central, provincial and
local government procurement markets.”363 Dieter Ernst of the
East-West Center has argued that foreign firms often must still
compromise intellectual property in order to establish a presence in
China.364 Describing Chinese strategy for technological upgrading,
Drs. Hout and Ghemawat noted that “Chinese officials have
learned to tackle multinational companies, often forcing them to
form joint ventures with its national champions and transfer the
latest technology in exchange for current and future business op-
portunities.”365

Chinese industrial strategy appears to have become more aggres-
s}ilve since 2006. Drs. Hout and Ghemawat note in their research
that:

[S]ince 2006 the Chinese government has been imple-
menting new policies that seek to appropriate technology
from foreign multinationals in several technology-based in-
dustries, such as air transportation, power generation,
highspeed rail, information technology, and now possibly
electric automobiles. These rules limit investment by foreign
companies as well as their access to China’s markets, stipu-
late a high degree of local content in equipment produced
in the country, and force the transfer of proprietary tech-
nologies from foreign companies to their joint ventures with
China’s state-owned enterprises. The new regulations are
complex and ever changing. They reverse decades of grant-
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ing foreign companies increasing access to Chinese markets
and put CEOs [chief executive officers] in a terrible bind:
They can either comply with the rules and share their tech-
nologies with Chinese competitors—or refuse and miss out
on the world’s fastest-growing market.366

In a recent example, the Chinese government is refusing to let
the Chevy Volt qualify for subsidies totaling up to $19,300 a car
unless General Motors (GM) agrees to transfer the engineering se-
crets for one of the Volt’s three main technologies to a joint venture
with a Chinese automaker.367 Thus far, GM has refused to transfer
the Volt technologies (in a separate case, GM has agreed to develop
electric cars in China through a joint venture with a Chinese auto-
maker).368 The proposed Chinese subsidy rules in question cover
new energy vehicles (one of the seven SEIs highlighted in the 12th
Five-Year Plan), which China defines as including electric cars,
plug-in hybrids, and fuel-cell cars. The three core technologies that
China is most interested in acquiring through the subsidy provision
are electric motors, complex electronic controls, and power storage
devices, whether batteries or a fuel cell. At least one of those sys-
tems would need to be included in the technology transfer for a ve-
hicle to qualify for the consumer subsidies. Several trade experts
said such a Chinese requirement violates WTO rules.3%° (For more
on GM’s negotiations with China on hybrid car technology see
chap. 1, sec. 3, of this Report.)

The Chinese government also has sought to encourage multi-
national companies to invest in R&D in China. According to
APCO’s James McGregor, “The government provides incentives for
foreign-invested R&D centers, including exemptions of customs du-
ties on imported equipment, as well as business and income tax de-
ductions.”370 Intellectual property lawyers Jason Cooper and
Stephanie Chu of Alston & Bird argue that “innovation centers in
China are finding robust funding available for their R&D-related
expenses, [which] have already caused significant reverse brain
drain from Silicon Valley and are also inducing many foreign cor-
porations without previous ties to China into opening operations
there.”371 Table 1, below, shows R&D expenditures by majority-
owned foreign affiliates of U.S. companies in China through 2008
(latest available). There are certain limitations to the data, how-
ever, including that the data do not cover R&D expenditures of
non-majority-owned affiliates.

Table 1: R&D Performed in China by Majority-owned Foreign Affiliates of
U.S. Parent Companies (2000-2008)
(U.S. $ million)
2000 2001 2002 2003 2004 2005 2006 2007 2008
$506 D $645 $565 $575 $668 $759 $1,173 $1,517

* D indicates suppression to avoid disclosure of confidential information.

Source: Bureau of Economic Analysis, U.S. Direct Investment Abroad (USDIA): Operations of
U.S. Parent Companies and Their Foreign Affiliates (Washington, DC: U.S. Department of Com-
merce, various BEA issues). http://www.bea.gov/international/dilusdbal. htm.

Many incremental design tasks are already delegated to Chinese
engineers by multinational corporations, for example, through
large, original equipment manufacturers.372 According to the con-
sulting firm McKinsey, as of January 2011 “foreign-invested com-
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panies account[ed] for fully 7 percent of [R&D] spending [by large-
and medium-sized enterprises], spread among nearly 1,500 R&D
centers established by multinational companies.”373 This includes
major American firms like General Electric (GE) and Cater-
pillar.374

Witnesses at the Commission’s June 15 hearing disagreed about
the threat to U.S. technological leadership and competitiveness
posed by China’s efforts to move up the value-added chain. Com-
mission witnesses Ralph Gomory and Leo Hindery viewed Chinese
efforts with alarm. Philip Levy, another witness, contended that
China’s industrial policies are self-harming and will sabotage Chi-
na’s growth because “state-sponsored attempts to grab techno-
logical leadership” stifle the competitive environment, often gener-
ating sales but not real innovation.

According to Mr. Hindery, China’s demands that the United
States and other developed countries’ advanced technology compa-
nies seeking to do business in China make massive transfers of
their intellectual property “will, because of their perpetual ripple
effects throughout our economy, ultimately ... be an even bigger
drain on our economy than the direct offshoring of millions of
American jobs over the last 15 years.”375

Dr. Levy, on the other hand, concluded that the government-
dominated approach to technological development and innovation
favored by the Chinese state was “stultifying” and “unlikely to
achieve its objective of vaulting [China] to the forefront of global
innovation.” 376 He cautioned, however, that while China’s policies
do not threaten U.S. technological leadership in the long run, they
do have the potential ability to impose substantial costs on U.S.
businesses in the short run.

Outsourcing of Manufacturing

China’s 12th Five-Year Plan is the latest example of China’s
efforts to upgrade its technological capabilities and encourage
production in China. There is considerable debate about whether
Chinese industrial policies and outsourcing of manufacturing
and R&D to China harm the United States. At the Commission’s
June 15, 2011, hearing, the Commissioners heard testimony on
China’s efforts move up the value-added chain and their implica-
tions for the United States.

According to Dr. Gomory, it is a “dangerous delusion” to main-
tain that Americans do not need manufacturing jobs and will in-
stead focus on “design and innovation and let other nations do
the grunt work.”377 Dr. Gomory also cautioned that U.S. cor-
porations are increasingly locating their R&D in China, which
can have a further detrimental effect on U.S. economic growth.
The “interests of our global corporations and the interests of our
country have, in fact, diverged,” Dr. Gomory said.

Echoing this argument, Willy Shih wrote in the Harvard Busi-
ness Review with Gary Pisano that:
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Outsourcing of Manufacturing—Continued

[OJutsourcing has not stopped with low value tasks like
simple assembly or circuit-board stuffing. Sophisticated
engineering and manufacturing capabilities that underpin
innovation in a wide range of products have been rapidly
leaving, too. As a result, the U.S. has lost or is in the proc-
ess of losing the knowledge, skilled people, and supplier in-
frastructure needed to manufacture many of the cutting-
edge products it invented. 378

Mr. Hindery expressed a similar view, noting that a country as
large and complex as the United States needed to maintain high
rates of manufacturing employment.37® He suggested that jobs
such as administration and marketing, which are often proposed
as alternatives to manufacturing jobs, would not be able to sub-
stitute for wealth creation generated by manufacturing.

Dr. Levy, however, urged caution in blaming China for the de-
cline of U.S. manufacturing employment, noting that “we have
seen in manufacturing ... a steady decline as a share of employ-
ment, dating back to 1979. This long predates China’s emergence

. [and] has probably much more to do with technological
change ... [and] a dramatic increase in productivity [in the
United States].” 380

According to the U.S. Bureau of Labor Statistics, the number
of U.S. manufacturing jobs fell by a third, from 12.2 million to
8.1 million, during the past decade.38® The precise number of job
%;)sses that can be attributed to outsourcing to China is not

nown.

Implications for the United States

The policy of indigenous innovation in government procurement,
in particular state and local procurement, as well as forced tech-
nology transfers, poses a significant challenge to the ability of U.S.
companies to export goods and services to China (see chap.1, sec.
3, of this Report for further discussion).

The Chinese government’s emphasis on technology development
through technology transfer also poses multiple risks. At the Com-
mission’s June 2011 hearing, witnesses expressed concern over
whether U.S. companies’ transferring of technology to Chinese
partners in exchange for market access or to be closer to the do-
mestic market ultimately may lead to the growth of Chinese indus-
tries and the decline of U.S. equivalents.382 Even if high-tech man-
ufacturing activity in China has in the past largely been confined
to low-value labor and basic engineering to the benefit of U.S. mul-
tinational companies, it is unlikely that this will always remain the
case. According to Dr. Prasad, “The companies that hand over pro-
prietary technology do so in the hope that they’ll be the ones to get
the better end of the bargain. But so far the Chinese have come
out ahead in most cases. Hope springs eternal, but it’s a very dan-
gerous bargain to make.” 383

Transfer of manufacturing and R&D facilities from the United
States to China has the potential to damage U.S. competitiveness.
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Dr. Shih has testified before the Commission that as a consequence
of the long-term implications of outsourcing, as well as the fal-
tering investment in research, the United States “has lost or is on
the verge of losing” its collective R&D, engineering, and manufac-
turing capabilities that sustain innovation. With the loss of these
capabilities, according to Dr. Shih, the United States will lose its
ability to develop and manufacture many high-tech products.384
With the transfer of manufacturing to China, vital innovation eco-
systems in the United States are lost to Chinese competition.

The handing over of proprietary technology also raises questions
about the impact on U.S. national security. For example, a report
prepared for the Commission by the RAND Corporation stated that
there is “no question ... that foreign involvement in China’s avia-
tion manufacturing industry is contributing to the development of
China’s military aerospace capabilities.” 38> This contribution, the
report states, is “increasing China’s ability and possibly its propen-
sity to use force in ways that negatively affect U.S. interests and
would increase the costs of resisting attempts to use such force.” 386
Dr. Shih cautioned that the United States “must prepare for the
eventuality that we will have to source critical military technology
abroad as more of our domestic capabilities wither away.”

A recent case that attracted much interest involves a 50-50 joint
venture between GE Aviation and the systems branch of Aviation
Industry Corporation of China (AVIC), a Chinese state-owned
group corporation which has both civilian and military components.
The joint venture will develop and market integrated avionics sys-
tems for the global civil aviation industry.287 Members of Congress
raised concerns that AVIC could divert U.S. commercial avionics
technology to China’s military systems, as China has done with
missile, jet, and satellite know-how.388 On a voluntary basis GE
has sought and received an official ruling from the U.S. govern-
ment that the joint venture does not involve controlled military
technology.* In press statements and in a meeting with the Com-
missioners, GE has also noted that the joint venture will have in
place several safeguards to prevent diversion of technology to Chi-
na’s military. Examples of such safeguards include not hiring any
AVIC personnel or other Chinese citizens who retain military- or
intelligence-related employment or responsibilities, and having sep-
arate information technology systems and facility locations. Some
U.S. security officials have commented anonymously in the press
that such measures, especially relating to employment prohibitions,
will be difficult to enforce.38® (For more information on U.S. in-
volvement with China’s aviation programs in 2011, see chap. 2, sec.
1, of this Report.)

For the U.S. economy more generally, the large-scale outsourcing
of high-tech manufacturing activities may lead to a hollowing out
of America’s industrial base (a diminishing of skills within the
labor pool, supplier base, and infrastructure),39° the outsourcing of
high-wage professional jobs (in addition to assembly jobs),391 and
the inhibition of future U.S.-led innovation.392

*The technology in question, the civilian version of the integrated modular avionics (IMA),
does not require a license for exports to China.
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According to Andy Grove, chief executive officer and later chair-

man at Intel from 1987 to 2005, as the “scaling process” (the proc-
ess by which “technology goes from prototype to mass production”)
has moved to China, it has taken the potential for future break-
throughs with it. Mr. Grove illustrates the danger of breaking “the
chain of experience that is so important in technological evolution”
with the example of advanced batteries:

It has taken years and many false starts, but finally we are
about to witness mass-produced electric cars and trucks.
They all rely on lithium-ion batteries ... [and] the U.S.
share of lithium-ion battery production is tiny ... The U.S.
lost its lead in batteries 30 years ago when it stopped mak-
ing consumer electronic devices. Whoever made batteries
then gained the exposure and relationships needed to learn
to supply batteries for the more demanding laptop PC [per-
sonal computer] market, and after that, for the even more
demanding automobile market. U.S. companies did not
participate in the first phase and consequently were not in
the running for all that followed. I doubt they will ever
catch up.393

Conclusions

One of the main objectives of the 12th Five-Year Plan is to redi-
rect China’s economy to one more focused on domestic consump-
tion and less on exports and investment. The plan assumes that
China’s growth would therefore be more balanced and sustain-
able. The plan also emphasizes higher value-added production
and increased government support for domestic high-tech indus-
tries.

There is cause for skepticism about China’s prospects for car-
rying out the rebalancing goals of the 12th Five-Year Plan. The
Chinese government had similar goals in previous plans, but
their implementation was sidelined in favor of pursuing higher
export and investment growth.

Increasing household consumption, a major goal of the 12th Five-
Year Plan, and the subsequent emergence of a more assertive
consumer class, may be in direct contradiction to the Chinese
government’s policy of keeping economic power firmly in the
hands of the state and may compromise lending to many vested
interests, including SOEs and the export sector.

The 12th Five-Year Plan also advocates a move up the manufac-
turing value chain with the explicit mention of seven strategic
emerging industries: New-generation information technology,
high-end equipment manufacturing, advanced materials, alter-
native-fuel cars, energy conservation and environmental protec-
tion, alternative energy, and biotechnology. These industries,
which will receive targeted government support, have the poten-
tial to be a source of economic growth and advanced innovation.

Analysts and foreign business leaders fear that the emphasis on
industrial upgrading will lead to the introduction of new govern-
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ment subsidies, which in turn will disadvantage foreign competi-
tors.

As part of its indigenous innovation policy, China incentivizes
foreign companies to transfer technology in exchange for market
access.

Chinese government requirements that foreign corporations
transfer technology to Chinese joint venture partners in ex-
change for market access violate written WTO prohibitions on
forced technology transfers. The new requirements for technology
transfer from foreign partners are often made in implicit rather
than explicit terms, which may make challenging them in the
WTO dispute procedure more difficult.
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Addendum I: Key Economic Indicators (11th and 12th Five-Year Plans)*

11th FYP 2010 12th FYP
Target (2010 Target) (Actual) (by 2015)
Average GDP Growth 7.5% (E) 11.2% 7% (E)
Average GDP Growth Per 6.6% (E) 10.6% N/A §
Person
Service Sector as % of GDP 43.3% (E) 43% 47% (E)
Service Sector as % of Total 35.3% (E) 34.8% N/A
Employment
Urbanization (%) 47% (E) 47.5% 51.5% (E)
R&D as % of GDP 2% (E) 1.75% 2.2% (E)
Patents per 10,000 People N/A 1.7 3.3 (E)
Strategic Industry as a % of N/A N/A +8.0%
GDP %
Average Educational Attain- 9 Years (E) 9 Years N/A
ment (+0.5 Years)
Rate of Nine-Year Compul- N/A 89.7% 93% (R)
sory Education Enrollment
Rate of High School Enroll- N/A 82.5% 87% (E)
ment
New Urban Jobs Created (5- 45 million (E) 57.71 million 45 million (E)
year total)
Urban Registered Unemploy- | 5% (E) 4.1% Under 5%
ment Rate
Urban Annual per Capita 13,390 (+5%) 19,109 (+9.7%) | >26,810
Disposable Income (RMB) (E) (>+7%) (E)
Rural Annual per Capita In- 4,150 (+5%) 5,919 (+8.9%) >8,310 (>+7%)
come (RMB) (E) (E)”

*In the chart, restricted targets have an (R) next to them, and expected targets an (E).

TN/A indicates that this was not a designated key indicator in the relevant Five-Year Plan.
% This is not officially included among key indicators in the Five-Year Plan but is instead only
stated later in the plan. Therefore, it is neither “restricted” nor “expected.
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Addendum II: Figures 1-2

Figure 1: Composition of China’s GDP, 1996-2010
(as share of GDP; in percent)
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Figure 2: Personal Disposable Income as Share of China’s GDP,
1996-2010 394
(in percent)
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Addendum III: China’s Seven Strategic Emerging Industries and 37
Projects for Subindustries included in the 12th Five-Year Plan 395

High-efficiency and energy saving
Advanced environmental protection
Recycling usage

Reusing waste products

Energy Saving and
Environmental
Protection

Next-generation mobile communications
Next-generation core Internet equipment
Smart devices

Internet of Things

Convergence of telecom / cable TV / Internet networks
Cloud computing

New Displays

Integrated circuits

High-end software

High-end Servers

Digitization of culture and creative industries

Next-generation IT

Bio-pharmaceuticals
Innovative pharmaceuticals
Biomedicine
Bio-agriculture
Bio-manufacturing

Marine biology

Bio Industries

Aerospace and space industries
Rail and transport

QOcean engineering

Smart assembly

High-end Assembly
and Manufacturing
Industries

Nuclear power
Solar power

Wind power
Biomass power
Smart power grids

New Energy Sources

New function materials
Advanced structural materials
High performance composites
Generic base materials

New Materials

«  Electric hybrid cars
+ Pure electric cars
+ Fuelcell cars

New Energy-Powered
Cars




SECTION 5: CHINA’S INTERNAL DILEMMAS

Introduction

The Chinese Communist Party (CCP) and the central govern-
ment in Beijing face a variety of challenges in maintaining control
over a fractious and geographically vast nation. To do so, the party
and the government have relied upon two principal strategies: a
strict authoritarian rule to discourage challenges from potential po-
litical opponents and a record of 30 years of strong economic
growth. Opposition parties are banned, senior government leaders
are chosen by top Communist Party officials, and only village lead-
ers are elected and even then, only from slates of officially ap-
proved candidates. In marked contrast to the social and economic
turmoil of the era of Mao Zedong, central party leaders since 1978
have focused their efforts on delivering economic growth at an av-
erage 10 percent annual rate. In the process, China has lifted an
estimated 400 million people from poverty.396 Government policies
have helped to establish China as the world’s largest manufacturer
and have fostered a small but growing middle class.

Continued Communist Party rule in China nevertheless remains
a challenge for its leaders, who equate the success of the party with
the existence of the nation.397 The central government and the
Communist Party face increasing protest from citizens outraged
over government corruption, the failure of government regulators
to protect the public from unsafe food, and environmental degrada-
tion. China’s emerging entrepreneurial class has been accompanied
by a growing income inequality between the wealthy urbanites and
the poorer rural residents and between the coastal region and the
interior and western provinces. “Even as the overall level of pov-
erty has dropped, inequality has increased, and remaining poverty
has become concentrated in rural and minority areas,” notes the
World Bank.398

Growing inflation particularly threatens lower-income workers,
while China’s system of residency permits, or hukou, creates a dis-
advantaged migrant worker class. Outbreaks of “mass unrest,”
which sometimes include violent demonstrations against the gov-
ernment and its policies, have increased from 8,700 incidents in
1998 to over 120,000 incidents in 2008, according to outside esti-
mates.399 Many such disputes involve illegal land seizures by local
authorities, a growing source of income for corrupt local officials.
Without recourse to an independent judiciary free of party control,
Chinese citizens cannot rely on the courts to intercede on their be-
half. In many cases, citizens feel that noisy and sometimes violent
demonstrations are their only recourse. The government response
to such demonstrations swings between repression and accommoda-
tion, seemingly without an overall direction.

(107)
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On February 25, the Commission held a hearing and a round-
table discussion in Washington on these and other dilemmas faced
by the CCP and by the central government. This section examines
the origin of the problems faced by the party in maintaining control
and describes the reaction of the Chinese citizens to the govern-
ment’s efforts to suppress dissent.

The party has created an extensive police and surveillance net-
work to monitor its citizens and to forestall or react to any poten-
tial threat to social stability. However, the party still struggles to
respond to the root causes of these protests, such as local corrup-
tion and the effects of rising food costs on the rural poor. Other
current and potential causes of unrest include the unmet aspira-
tions of the rural poor, the urban middle class, and college and
technical school graduates unable to find work. Authorities in
China are also concerned that a real estate bubble in the largest
cities, particularly along the coast, may be followed by a market
crash that could destroy the savings of the urban middle class.

Corruption and Abuses of Power

Government and private sector corruption and abuse of power
are prevalent in China, despite growing central government efforts
to combat the problem.* Among those efforts is a relaxation of gov-
ernment press controls on the reporting of cases of local govern-
ment corruption and the harsh penalties assessed to government
officials who take bribes or private businesses that sell adulterated
food. Still, the problem persists.

Certainly, the public perceives corruption to be acute. Surveys of
Chinese citizens found that 27 percent of respondents had been
faced with arbitrary actions by a Chinese official, according to Mar-
tin Whyte, a Harvard sociologist who conducted the surveys and
presented his findings to the Commission.4%0 “[T]his finding sug-
gests that such official mistreatment is a surprisingly common oc-
currence,” said Dr. Whyte. “We may hazard a generalization that
many Chinese feel they now live in a society characterized by dis-
tributive justice but fairly widespread procedural injustice.”

In a 2010 ranking of corruption, based on surveys of public per-
ceptions, China ranked 78th worst among 178 nations, sharing this
position with Colombia, Greece, Lesotho, Peru, Serbia, and Thai-
land. According to Transparency International’s 2010 Corruption
Perception Index, China scored an overall rating of 3.5 on a scale
of 0 (highly corrupt) to 10 (highly clean).4%1 In comparison, the
United States scored a 7.1, tying with Belgium for 22nd place.402

Official Chinese statistics, official news accounts, and regulatory
efforts also reveal a high incidence of corruption—with over
240,000 official corruption cases investigated from 2003 to 2009, ac-

*Transparency International defines corruption as “the abuse of entrusted power for private
gain.” hitp://lwww.transparency.org/news room/fag/corruption faq. The Millenium Challenge
Corporation defines a corrupt practice as “the offering, giving, receiving, or soliciting, directly
or indirectly, of anything of value to influence the actions of a public official ... in the selection
process or in contract execution, or the making of any payment to any third party, in connection
with or in furtherance of a contract, in violation of the Foreign Corrupt Practices Act, or any
other actions taken that otherwise would be in violation of the Act if the Act were applicable,
or any applicable law in the (relevant) country. htip://www.mcc.gov/documents/guidance/mcc-
policy-fraudandcorruption.pdf. Most definitions include fraud and extortion and theft by govern-
ment officials of public or private funds or assets, including the seizure by government officials
of private land without adequate compensation.
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cording to China’s State Council.493 From January to November
2010, 113,000 officials received some form of punishment related to
corruption.9* In December 2010 alone, Chinese media reported
five cases of local officials murdering their mistresses in an attempt
to avoid being exposed for corruption or for infidelity.405

Accounts in the Chinese news media and on the Internet have
focused on the growing numbers of officials who kept mistresses on
government salaries padded with misappropriated funds. In July,
Xu Maiyong, former vice mayor of Hangzhou, was executed for
bribery and embezzlement of more than $30 million. The media re-
ported that Mr. Xu had kept dozens of mistresses.4?6 China’s top
prosecutor estimated in 2007 that 90 percent of the country’s most
senior officials implicated in corruption scandals in previous years
had kept mistresses.4?” In a December 2010 report, the State
Council announced new rules aimed at preventing Chinese officials
from funneling misappropriated funds, bribes, and other illegally
accrued gains into the bank accounts of family members.4°8 This
method of embezzlement is the most common method for officials
to hide extra income. Another method is simply to leave the coun-
try. The People’s Bank of China estimates that 16,000 to 18,000
corrupt Chinese officials and executives at state-owned enterprises
absconded with $123 billon from China between the mid-1990s and
2008.409

Enforcement efforts often focus on local rather than central gov-
ernment officials and often involve the lack of due process in local
regulatory decisions. Dr. Whyte testified that procedural injustice
has drawn the most citizen ire: 410

In the growing body of research on social protest activity in
China in recent years, it seems to me that almost always
the sparks that set off popular anger and public protests
are abuses of power and other procedural injustice issues,
rather than distributive injustice complaints. ... However,
by my reading, protest targets tend to be local officials, em-
ployers, and other powerful figures, rather than individuals
who are simply very rich.

Senior party officials are more frequently seen as a recourse to
corrupt local governments. Chinese officials in the central govern-
ment have worked to propagate this view among Chinese citizens,
notes Dr. Whyte: 411

CCP leaders have also proved very adept at taking credit
for wise guidance of the economy and the improved living
standards of ordinary Chinese citizens, while being perhaps
even more obsessed with deflecting blame for procedural
abuses onto local officials and bosses rather than on the
system itself (and its top leaders). As a result, China dis-
plays a ‘trust differential’ that is common in many authori-
tarian regimes (although not in Tunisia and Egypt re-
cently). Many citizens get angry at arbitrary and unfair ac-
tions of local authorities while having more faith in the
central leadership, to whom they direct complaints and ap-
peals in the hope that ‘grandpa’ Wen Jiabao or other top
leaders will intervene and set things right.
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One of the most recent examples did not directly involve a Chi-
nese official, but it quickly came to symbolize the suspicion by ordi-
nary Chinese that the justice system is rigged against them, par-
ticularly in disputes between citizens and officialdom. As Li
Qiming, 23, was driving recklessly through Hebei University in Oc-
tober 2010, he struck two female pedestrians, killing one 20-year
old student and injuring the other. As the drunken Mr. Li tried to
flee the scene, he yelled out, “Sue me if you dare, my father is Li
Gang.”412 (Li Gang was a deputy chief of security in the univer-
sity’s district.) Authorities censored news reports about the inci-
dent, but the declaration became a popular rallying cry of Chinese
citizens in online posts about Chinese corruption. The son was
given a relatively light sentence of six years in prison after the Li
family paid $84,000 in restitution.

Chinese Internet users also highlighted the death of Qian
Yunhui, a village leader in Yueqing who had been carrying on a
six-year fight with local officials over land seizures. Witnesses re-
ported that four security officers held down Mr. Qian as a truck
drove over him. Officials initially described the death as an unfor-
tunate traffic accident.#13 Photos of the scene refuted the official
account, showing that Mr. Qian was perpendicular to the truck and
that there was no damage to the front of the truck. Even after the
truck driver was found guilty and sentenced to three-and-a-half
years in prison, Chinese Internet users continue to discuss the inci-
dent and remain suspicious of the police and judicial forces in-
volved in the investigation.

The Internet continues to be a useful tool both for the central
government and citizens in the fight against local corruption.
China Daily, a CCP-controlled newspaper with print and Internet
editions, will cover instances of crackdowns on abuses of power and
corruption and has commented in a positive vein on citizen whistle-
blowers who target local corruption. The state-owned Beijing News
revealed that public security officials in Xintai City had been com-
mitting to mental institutions residents who protested official cor-
ruption or the unfair seizure of their property.414 In March, China
Daily published a survey paid for by the Ministry of Industry and
Information Technology that was critical of local government
websites for lack of information and access to officials. The survey
of 450,000 citizens showed that 78 percent were “very unsatisfied”
with local web portals.#15> A February article announced an audit
of local land use regulators in an effort to stop illegal seizures of
rural land.416 The newspaper also noted that a position reserved
for a former city official’s son had been eliminated after Internet
protests that local government officials favor hiring the children of
senior officials.417

The party has attempted to draw a sharp distinction between
local officials, who are sometimes portrayed as corrupt, and central
party leaders, who are portrayed as trying to end corruption. For
example, the central government issued new rules in March on for-
eign travel by Chinese central government officials to prohibit non-
business-related excursions, according to one news report.418 In
contrast to local officials who may line their pockets and fill the
municipal coffers with the proceeds of forced sales of land, the gov-
ernment limits the property ownership rights of State Council
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members. Commission witness Yukon Huang, from the Carnegie
Endowment for International Peace, refers to this official mandate
of transparency as the “fishbowl” for top Chinese leaders.41® The
trade-off, said Dr. Huang, is that top officials “be subjected to scru-
tiny in exchange for assuming power.” 420 He continued:

When they assume those positions [they] have given up
their ability to operate in the economy. They can’t earn in-
come; they can’t give speeches; they don’t own property; they
can’t even travel without someone signing off on them.
When they leave and retire, you don’t hear of them any-
more. They can’t do anything.421

However, this fishbowl does not extend to the families of State
Council members, Dr. Huang said. The children and families of
Chinese officials regularly own businesses and earn income. Family
members are still able to benefit from business and political con-
nections.

Despite such efforts at reform, corruption remains a significant
issue even among higher-ranking officials. In one recent example,
Liu Zhijun, the former party chief of the Ministry of Railways, was
dismissed from his position and placed under investigation for “se-
vere violation of discipline,” a charge frequently used in cases of
corruption.422 The next month, Zhang Shuguang, the Railways
Ministry deputy chief engineer, was also dismissed and inves-
tigated for corruption. China Daily reported that an audit found
that at least $28 million of the Beijing-Shanghai high-speed rail-
way project had been misappropriated through “fake invoices,
faulty bidding procedures and mismanagement.” 423 China’s newest
rail system drew increased scrutiny after a collision between two
bullet trains on July 23 killed 40 people. The state-owned China
North Locomotive and Rolling Stock Company admitted that an
automatic safety system had malfunctioned.#2¢ Onlookers were
punished for photographing the site, and journalists were prohib-
ited, in some cases, from initially reporting on the accident.

According to Xinhua, the official news agency, 11 ministerial-
level officials were sentenced for corruption convictions to life im-
prisonment or faced other severe punishments in 2010.425 Even so,
officials have an easier time getting their sentences reduced.
Xinhua reported that 20-30 percent of prisoners receive a reduced
sentence, while convicted officials are given reduced sentences in
70 percent of the cases.#26 A common punishment for high-ranking
officials guilty of corruption is a death sentence with a two-year re-
prieve. While seemingly harsh, this sentence can be legally reduced
to life in prison and further commuted to “no less than 12 years
for good behavior or contributing to society.” In the first five
months of 2011 alone, at least four high-ranking officials were
found guilty of corruption charges and sentenced to death with a
two-year reprieve. These included former mayor of Shenzhen Xu
Zongheng,*27 former Dangchang County Communist Party Chief
Wang Xianmin,*28 former Deputy Director of Shanghai’s municipal
housing support and building administration bureau Tao Xiao-
xing,*2% and former Vice President of the Superior People’s Court
of Chongqing Municipality Zhang Tao.430
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After personal encounters with corrupt officials and institutions,
Chinese citizens are becoming increasingly discouraged and aggra-
vated by abuse of power even as the government works to dem-
onstrate competency in reducing corruption at all levels. Given the
regime change of the Arab Spring in the Middle East, the Chinese
government is keenly aware of the potential that corruption has in
serving as a rallying point of discontent under which dissatisfied
citizens can gather, Dr. Huang told the Commission: 431

Much of this frustration is directed at failings that ema-
nate from corruption and inconsistent application of the
rule of law. Corruption in China is a major concern and
source of potential internal instability. Even the senior
leadership has recognized its seriousness in noting that if
unchecked, it could threaten the credibility of the Party.

Inflation

The CCP faces the difficult challenge of maintaining a balance
between growing too fast and overheating the economy, leading to
price increases, or slowing growth to a level at which job creation
lags behind the number of young adults entering the workforce.
The problem for the party and the government is all the more dif-
ficult because China’s central bank lacks the autonomy and the
monetary tools to wage an all-out battle against inflation. Con-
sumer prices increased by 6.1 percent in September, maintaining
the fastest pace of inflation since the summer of 2008.432 Particu-
larly worrisome for Chinese officials was a 13.4 percent increase in
food prices.

Food inflation also exacerbates the growing rural/urban wealth
inequality divide. Food represents a larger percentage of overall
consumption expenditures for rural households in China, 41 per-
cent, than that of urban households, at 37 percent, according to of-
ficial Chinese statistics.433 By contrast, food expenditure in Japan
averages 14 percent of household income and in the United States
just 7 percent, according to UN statistics.434

Economic issues have been a large driver of protest in China.
Sharp price rises were “perhaps the most pivotal factor” in the
early days of the student protests in Tiananmen Square in 1989,
Murray Scot Tanner, RAND Corporation senior political scientist,
told the Commission. “If growth rates go below about 8 or 10 per-
cent, [Chinese officials] think they’re in trouble, but if the economy
starts growing too fast and inflation starts taking over, that’s been
historically another source of unrest|[.]” 435

Nearly 22 years after the 1989 Tiananmen Square massacre,
“the most powerful and widespread roots of discontent [are]
unaffordable urban real estate followed by inflation—specifically
rising commodity and food prices,” noted Elizabeth Economy of the
Council on Foreign Relations.” 436 Several protests have already oc-
curred in China as a result of increasing food and fuel costs. The
government has largely relied on price controls to curb discontent,
with mixed results. One demonstration against rising costs in April
2011 drew several hundred truck drivers to obstruct access to a
Pudong district dock in Shanghai, China’s most active port. The
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drivers cited increased fuel prices and new fees imposed by ware-
house operators as the basis of their anger.437 In response, the
Shanghai Municipal Transport and Port Authority withdrew a fuel
surcharge and reduced the cost of other related fees.438

While measures such as direct price controls are often effective
in the short term in lowering specific costs, their effect is quickly
dissipated as secondary or black markets spring up in response to
shortages caused by hoarding or production cutbacks. In China,
price reductions on energy also reduce the revenue of government-
owned or -controlled energy companies, including coal mines. Man-
agers of state-owned companies are expected to meet sales and rev-
enue quotas at the same time that price controls reduce their com-
pany income. For example, oil and gasoline distributors suffer
when their acquisition costs rise but their retail sales prices remain
frozen by government fiat. Consequently, price controls are espe-
cially unpopular with government officials and state-owned busi-
nesses.

One way that the government has tried to hold down inflation
is by pressuring companies to cancel price increases. The govern-
ment has accused some foreign and domestic companies of “inten-
sifying inflationary expectations among consumers” and “seriously
disturbing market order.”439 One such company, Unilever, was
fined $308,000 by the National Development and Reform Commis-
sion (NDRC) in March after announcing it planned to increase
product prices by as much as 15 percent.#4? The announcement led
to panic buying and hoarding among Chinese consumers and
spurred the government to charge Unilever under its pricing law,
which limits a company’s ability even to comment about future
prices.#4l China Daily also reported that the NDRC instructed
more than a dozen industry associations to postpone or call off
planned price increases.*42

China has a history of rapid price surges and strong but ulti-
mately ineffective responses. In 2008, China registered a consumer
price index that was 8 percent higher in the first quarter than dur-
ing the same period in the previous year. In response, the govern-
ment allowed the renminbi (RMB) to appreciate in order to lower
the real costs of imports, raised the bank reserve requirement ratio
to cut down on bank lending, and rejected requests for price hikes
from several companies involved in the food industry.443 Neverthe-
less, the consumer price index continued its climb and reached an
11-year high in November 2010, as the government froze the price
of gasoline, natural gas, electricity, water heating, and urban pub-
lic transport fees while setting temporary price controls on staples
such as grain, edible oil, meat, milk, eggs, and liquefied petroleum

ag, 444

But the efforts to halt inflation did not keep prices from accel-
erating throughout 2011. Chinese officials reported that the infla-
tion rate rose from 5.0 percent in the first quarter to a 6.3 percent
rate in the third quarter. (See figure 1, below).445
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Figure 1: China’s Consumer Price Index January 2006-September 2011
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Source: International Monetary Fund, accessed through CEIC Data Manager, Consumer Price
Index: % Change (Washington, DC: May 31, 2011); Trading Economics, “China Inflation Rate
at 6.1% in September” (New York, NY: October 14, 2011). http://www.tradingeconomics.com/
chinalinflation-cpi.

Despite the government’s dramatic moves, inflation may even be
higher than government figures show. China relies on an inflexible
consumer price index to measure inflation.* China’s National Bu-
reau of Statistics only updates the basket contents every five years,
so it does not accurately capture current trends.446 Commission
witnesses suggested that Chinese methodology also fails to capture
the true rate of inflation, perhaps deliberately.4#4? While govern-
ment-reported data may be erroneous, Dr. Economy noted that in-
formation on inflation in China is nevertheless available from a va-
riety of nongovernmental sources including consumer-based track-
ing of foodstuff price increases, and those numbers are considerably
higher:

While the government may try to downplay the challenge of
inflation or report specious numbers, postings by concerned
citizens ensure that information is available from a number
of sources. As one posting on a Chinese website noted, ‘As
a whole, food prices have risen 10.3 percent since this time
last year. The price increases, however, are not uniform
across the board. The price of wheat has risen 15.1 percent,
the price of meat 10.9 percent, eggs 20.2 percent, water 11.1
percent, vegetables have risen 2 percent and fruits have
shot up over 34.8 percent.’*48

*The consumer price index examines trends in prices for a sample, or basket, of goods within
an economy to determine inflation. China does not publish the list it uses, but economists be-
lieve that food is 30 percent of the index.
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In addition to price controls, China has also used monetary policy
in an attempt to lower the rate of inflation. Since October 2010, the
central bank has boosted interest rates five times. The People’s
Bank also raised reserve requirements five times in 2011, bringing
the cash reserve ratio to a record high of 21 percent.#4° By requir-
ing banks to hold more money in reserve for each loan a bank
makes, China hopes to slow lending and therefore economic
growth. This may be a false hope, however, as “shadow banking”
or unregulated loans to the private sector from hedge funds, insur-
ance companies, and money market funds, among others, continue
to undermine China’s efforts to control lending.45° In December
2010, Fitch Ratings released a report warning that “[lJlending has
not moderated, it has merely found other channels ... [this] helps
explain why inflation and property prices are still stubbornly high,
why [third-quarter] GDP [gross domestic product] growth was
stronger than expected.” 451

China has limited options for responding to inflation because of
its steadfast policy of maintaining an undervalued RMB. This pol-
icy actually exacerbates China’s inflationary problems by driving
investment into manufacturing for exports and interfering with an
important market mechanism, the appreciation of the RMB against
other currencies, which would make imports cheaper, particularly
manufacturing components and energy.

Income Inequality and Hukou

China faces a large and growing gap in income between its urban
and rural populations and between its richest and poorest citizens.
In 2010, the average urban citizens’ overall income was 3.23 times
greater than the average rural income.452 Urban per-capita dispos-
able income was 5,963 RMB in the first quarter of 2011, while
rural residents’ per-capita disposable income was less than half
that amount, 2,187 RMB.453 Urban citizens also have access to
more jobs, sophisticated health care, better education, and avail-
able housing.

Another indicator of China’s growing income disparity is its “Gini
coefficient.” The Gini coefficient is a measure of inequality. A score
of 0 indicates total equality, while a score of 1 indicates maximum
inequality. China’s Gini coefficient rapidly increased from 0.215 20
years ago to 0.447 in 2001 and.0.490 in 2010.45¢ China’s income in-
equality is similar to that of the United States, Malaysia, and
Singapore, Dr Huang noted to the Commission.4%5 (By comparison,
the United States also had a high Gini coefficient of 0.469 in
2009.)456 But China’s Gini coefficient may be understated because
of China’s generally unreliable statistical methods.

While China’s official Gini coefficient of 0.490 is not excessively
high, it does exceed what some characterize as the “danger” line of
0.4.457 Dr. Huang characterized China’s rate of growth as troubling
for government authorities, because it means that China is facing
a quickly bifurcating social structure.458 Even the global recession
did not change the trend. The number of “high net worth individ-
uals” in China—defined as a person with $1.5 million or more—
doubled to 585,000 from 2008 to 2011.459 Additionally, a report by
the China Reform Foundation indicated that China’s real Gini
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score was actually considerably higher than the score quoted in of-
ficial accounts. According to the Wall Street Journal:

[A] landmark study earlier this year on unreported income
... found that hidden income totaled $1.5 trillion, with 80
percent in the hands of the richest 20 percent. That would
put China’s Gini index at over 0.500, on par with many
South American countries, and, if trends continue, headed
for the income inequality of much of Africa.*60

The top income levels may be 3.2 percent wealthier than official
data indicate, according to the study by economist and deputy di-
rector of the National Research Institute at the PRC’s China Re-
form Foundation, Wang Xiaolu. Corruption may be one answer for
the undercounting. Based on a detailed look at spending and in-
come patterns in China in 2008, Dr. Wang estimates China’s aver-
age urban household income is 90 percent higher than official data.
His figures suggest the top 10 percent of Chinese households are
3.2 times richer than public data show, while the second decile in-
come is 2.1 times higher.461

Other witnesses, however, were less concerned with the growing
inequality, asserting that while the majority of Chinese citizens
perceived income disparities as excessive, they did not feel that the
gap was unfair. Noted Dr. Whyte:

If income gaps widen but most people feel that the widened
gaps are fair (as appears to be the case in our surveys),
then feelings of inequity and injustice will not be generated.
Contrary to some public statements in China, there is no
Gini coefficient ‘danger line’ above which further widening
of income gaps inevitably produces political turbulence.462

Dr. Whyte did, however, find broad dissatisfaction among both
urbanites and rural dwellers with the hukou registration system
and its intrinsic tendency to produce inequality.463 Created in its
current form in 1960, China’s modern hukou system was developed
after 20 million migrants rushed to China’s cities during the Great
Leap Forward (1958-1960) in order to fill a perceived labor gap.464
The hukou system was created to manage intracountry migration
and requires the registration of all citizens in China at birth and
then limits access to government services based on the residency
permits issued after registration. Citizens’ residency permits fall
into one of two categories, urban or rural hukou, and entitle a hold-
er access to social services in the town or city to which their Aukou
is registered.

Since hukou is hereditary, changing the designation of one’s
hukou is extremely difficult and requires either large amounts of
money paid to well-connected officials or a specific exemption, such
as admittance to an urban university. Individuals are more easily
allowed to migrate downward, from a small city to a village, or
horizontally, from small town to small town. This often occurs
izvhelr}1 6% rural bride moves from her hometown to her husband’s vil-
age.

According to a 2010 Harvard University study:

The hukou is the core of Chinese citizenship rights alloca-
tion, without which the state would not have been able to
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curb rural-to-urban migration; the hukou is used to main-
tain the urban unit (danwet) system, to extract agricultural
surplus (especially during the high Maoist period), and to
enforce rigorous birth control measures (in the reform era),
among other policy goals. ... Likewise, China’s hukou sys-
tem has persisted and evolved into an even more com-
plicated matrix of governance during the market transition
years. 466

Although rural migrants are a key part of the workforce for Chi-
na’s urban-based exporters, these transplanted workers must live
as second-class citizens when in urban areas, due in part to their
rural Aukou status. Not only do migrant workers face discrimina-
tion and lower wages from employers, but their families also are
restricted from access to government services, including education,
Dr. Huang testified. In some areas, migrant workers are restricted
from purchasing property and registering vehicles and are ineli-
gible for subsidized housing and public health insurance pro-
grams.467

Migrant workers in urban areas therefore live very basic life-
styles and tend to have high rates of saving. This allows migrant
workers to maximize the amount they can send home and to accrue
funds to cover healthcare, housing, and education costs.

According to the 2010 national census, more than 260 million
Chinese citizens are a part of the “floating population” and do not
live in the area designated on their hukou.%68 In Beijing alone, one
in three residents is a migrant. This is a significant increase when
compared with the year 2000’s ratio of one in five.#69 Similarly,
Shanghai’s migrant population accounts for approximately 39 per-
cent of the city’s total population, an increase of 159 percent since
2000.470 For both cities, migrants have been both a burden and an
asset. On the one hand, the influx of migrants has taxed local
transportation and healthcare facilities. On the other hand, mi-
grants have reduced labor shortages in Shanghai and alleviated
Beijing’s aging population issue.

This dichotomy has made it difficult for the central government
to overcome objections from municipalities to ending the hukou sys-
tem. The Chinese government at the central and local levels has
begun to address some of the problems, with mixed results.
Healthcare has been expanded in rural areas. However, the level
of care provided in rural areas is still below the urban standard,
and doctors often will require full payment in advance for more
complicated treatments.471

Holders of rural and urban Aukou have joined in protest over the
past year against the registration system’s unfair policies. One of
the most popularly supported issues is education and the inability
of rural hAukou holders to sit for the national university entrance
examination in cities despite having lived there for the majority of
their lives. Students must take the exam wherever their Aukou is
registered. For children of migrant workers, this means traveling
to their parent’s hometown and taking tests based on the local cur-
riculum, which may differ from what they have prepared for in the
cities.472

In May 2011, Beijing authorities revised public middle school ad-
missions policies to give more access to non-Beijing Aukou holders.
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Previously, options for migrant students were scarce and included
paying upwards of 30,000 RMB for “sponsorship fees” that would
allow non-Beijing hAukou holders access to Beijing public middle
schools.473 Of 102,000 children who graduated primary school in
Beijing this year, 33.4 percent did not possess a Beijing hukou.4"+
The new policy is expected to equalize entrance requirements for
more than 30,000 students without a Beijing hukou.

Protests are rarely focused on the hAukou system alone but rather
on specific effects of the system. Farmers, whose residency licenses
require them to live in rural areas, can be evicted nevertheless by
Chinese officials through land seizures for infrastructure projects
or land development. Without their means of livelihood, they are
forced to move. Indeed, local governments rely on land sales for as
much as 60 percent of their revenues in some cases, according to
City University of Hong Kong political scientist Joseph Cheng.475
This type of activity frequently results in protests.#7¢ In March,
2,000 Chinese villagers in Suijiang in Yunnan Province launched
a five-day protest against unfair prices offered for land in a forced
relocation for a hydroelectric dam. Most farmers in the region were
offered the equivalent of only $1,740 per acre, but many without
the proper hukou were disqualified from any payment. Chinese
paramilitary police broke up the demonstration, claiming that a
dozen police, but no civilians, had been injured.+77

One of the most notable calls to action against the hukou system
occurred in March 2010 when 13 Chinese newspapers initiated a
coordinated petition for hukou reform. Part of their jointly pub-
lished editorial read:

‘China has suffered from the hukou [household registra-
tion] system for so long,” the appeal said. ‘We believe people
are born free and should have the right to migrate freely,
but citizens are still troubled by bad policies born in the era
of the planned economy and [now] unsuitable.”*78

Chinese officials are exploring ways to amend the structure with-
out completely abolishing hukou. China has launched several pro-
grams in rural areas and second-tier cities to improve access to so-
cial services, such as basic healthcare. However, Chinese officials
still fear they would be faced with a massive influx of migrants
into the cities. Local governments argue that the increased demand
for public services, such as housing and healthcare, would over-
whelm them if the influx were too rapid. In addition, urban resi-
dents in major Chinese cities have already protested modest at-
tempts at increasing the rights of migrant workers out of fear that
the current residents would face a loss of jobs and increased com-
petition.47? In both cases, the party and the government consider
the potential instability too great a risk. Dr. Huang estimated that
China’s rate of urbanization would grow rapidly from the current
40 percent to nearly 70 percent.
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The “Ant Tribe”

Chinese attempts to help citizens in rural and second-tier
urban settings have also raised expectations and created dis-
appointment. Graduates from second-tier universities in rural
areas are unlikely to find employment in urban areas, because
they often lack connections. Hukou plays a role in exacerbating
the situation, since these students are ineligible for subsidized
housing and healthcare due to their migratory status. This situa-
tion has created a large surplus of underemployed young people
living in substandard housing, dubbed “the ant tribe.” 480 This
ant tribe consists of over 6 million college graduates who annu-
ally flock to major Chinese cities such as Beijing and Shanghai
looking for work.481 Instead of finding jobs in their fields of
study, they are forced to take sweatshop jobs or perform other
low-skilled work.482

In the aftermath of the recent Middle East and North African
revolutions, which featured a prominent role for disaffected
youth, many academics pondered whether China could undergo a
similar experience given its large population of unemployed re-
cent graduates. Many academics agreed that while China shared
some similarities to the attacked regimes, it was missing a few
critical elements. Compared to Egypt and Tunisia, where youth
unemployment is around seven to nine times higher than the na-
tional average, China’s unemployed youth, at 2.5 times the aver-
age, “is a serious but not explosive social problem,” according to
Ho Kwon Ping, chairman of the Singapore Management Univer-
sity. However, quoting Lenin, that “awakened desperation, not
idealism makes revolutionaries,” Mr. Ho further notes that: 483

Because of hukou ... these jobless graduates are living on
the edge of society, almost as disenfranchised as Arab
youth. This educated underclass will potentially be more
angry and assertive than the floating mass of roughly 100
million to 150 million unskilled migrant workers, simply
because their expectations are much higher. Connected by
the Internet, they are a potent and potentially organizable
force, watching and learning from events in the Arab
world with growing interest.

The Middle Class

During the Commission’s February 25 hearing, witnesses dis-
cussed whether the middle class is a force for political change or
for stasis. For the present, the growing middle class is considered
unlikely to risk its future economic well-being by defying the Com-
munist Party. The party has successfully taken credit for 30 years
of economic growth—the very source and foundation of China’s
middle class. The party, in turn, comprehends that its control rests,
in part, on a middle class that places a high premium on economic
stability.

Part of the divergence between these two views of the middle-
class role in China’s transformation is due to the nature and size
of China’s middle class. Cheng Li, a scholar at The Brookings Insti-
tution, notes that there are multiple paths to achieving middle-
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class status, making the group heterogeneous and difficult to study.
These paths include success in business, party membership, and
through an urban social network.#84 This makes blanket conclu-
sions about what the Chinese middle class will do difficult to for-
mulate.485

In a book edited by Dr. Li, China’s Emerging Middle Class, no
agreement emerged on a single definition of the term.4%6 Some
have attempted to define the term based on surveys examining an
index of key factors, including education, income, occupation, con-
sumption, and self-identification. One article notes the broad range
of estimates that have appeared as a result of varying criteria,
stating that “[e] stimates of just how big China’s middle class is
range from a low of 157 million (which would be second only to the
United States) to more than 800 million.” 487

Reflecting the importance of the role the middle class is expected
to play in China’s future, the government has attempted to study
and characterize the group. The Chinese Academy of Social
Sciences estimated China’s middle class accounted for 19 percent of
the nation’s 2003 population of 1.3 billion, or 247 million. The acad-
emy defined the group as having assets between $18,137 and
$36,275. (This level of wealth would exclude the vast majority of
China’s workers. That same year, the per-capita income of China’s
786 million farmers registered only $317.)488

By 2009, China’s urban middle class had reached 230 million, or
37 percent of those living in cities, the academy reported. Based on
historical patterns, China’s middle class would make up 40 percent
of the population in 2020, the academy predicted. By 2010, 40 per-
cent of Beijing citizens, or 5.4 million, were in the middle class,
with an average monthly income of $885, according to the Academy
of Social Sciences.*89

Precise numbers are debatable and comparisons among the sur-
veys are difficult because some estimates use wealth and others
calculate according to annual income. There is more consensus on
the existence of two groups: a new and an old middle class. The old
middle class is composed of the “self-employed, small merchants
and manufacturers” who emerged from the economic reforms of the
1980s, while the new middle class consists of “salaried profes-
sionals and technical and administrative employees who work in
large corporations” as well as small- and medium-sized enterprise
owners.490 It is, therefore, difficult to categorize the different mid-
dle classes as either a force for stability or for change. As Yang
Jing, a sociologist at the East Asian Institute notes:

China’s middle class composes of [sic] not only the majority
of white-collar workers and well-educated professionals, but
also those at the top of the social hierarchy in terms of
wealth. Except for the new middle class who exhibit the
most democratic mentality compared with the other two
groups, China’s middle class as a whole has yet to hold a
distinctive sociopolitical ethos. ... Their acknowledgement
of state authority is similar to that accorded by the rest of
the society. As long as the majority of the middle class are
able to maintain their current lifestyle despite the social
policy reform, the force of democratization is unlikely to be-
come strong.491
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Other experts, too, are skeptical that China’s middle class will
contribute to large-scale unrest or initiate a drive for democracy.
George Washington University Professor Bruce Dickson wrote that
the party has effectively linked the continued success of China’s
middle class to the current economic model. Instability or move-
ment away from the current system would endanger that suc-
cess.492 Instead, some experts believe that China’s urban middle
class and elite will remain focused on local issues, especially in pre-
venting construction of polluting or unsafe industry in their areas.
Dr. Dickson suggested that China’s middle class will be more fo-
cused on smaller, “not-in-my backyard” issues rather than with
larger social change.

Another Commission witness, sociologist Martin Whyte, agreed.493
Dr. Whyte’s studies have focused on public perceptions of inequal-
ities in China and have found that Chinese citizens are optimistic
about their futures, which downplays the chance of significant so-
cial unrest. This is a surprising result, he argues, because China
has become more unequal as it has developed. Dr. Whyte has writ-
ten that “forms of wealth and privilege that the revolution set out
to destroy have returned with a vengeance—millionaire business
tycoons, foreign capitalists exploiting Chinese workers, gated and
guarded private mansion compounds, etc.” 494

However, Chinese citizens are willing to accept this growing in-
equality, because they believe they have a chance to succeed. Dr.
Whyte conducted a four-year study, including a questionnaire sub-
mitted to Chinese citizens, and found that the Communist Party
had effectively convinced most of China’s upwardly mobile popu-
lation that its continued prosperity is inextricably linked to contin-
ued stability, while effectively shifting blame for corruption to
local-level officials. He argued that China has successfully incor-
porated China’s middle class into the group of winners in the cur-
rent economic model. They are unlikely to push for systemic
change, because their economic well-being remains linked to the
control of the party.

Another aspect of China’s middle class that pegs it as a force of
stability is its size. Even when calculating the magnitude of the
middle class at the highest end of the spectrum, the middle class
remains a minority. Therefore, in theory, the middle class would be
disinclined to bring about a democratic system that would put the
majority of voting and political power in the hands of the lower
class and the poor. “Those who have prospered from economic re-
form have no interest in sharing power or the spoils of prosperity
with those beneath them,” said Li Fan, director of the World and
China Institute, a nongovernmental group in Beijing that studies
political reform.495

Additionally, with the harsh punishments doled out to advocates
of democracy such as Nobel Peace Prize winner Liu Xiaobo, the
costs of supporting democracy are regarded as prohibitively high.
The 2011 activities of Chinese security forces served as a powerful
reminder to citizens that supporting the current regime and play-
ing within the system was a far better alternative to near-certain
arrest for protest. (For more on this topic, see the following sub-
section.)
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There are some experts, however, who believe that China’s mid-
dle class is a potential force for instability and that its members
will likely challenge the CCP in the coming years. Commission wit-
ness Elizabeth Economy observed that China’s middle class is now
more willing to work to prevent the government from threatening
their quality of life:

In the past few years, the urban middle class has dem-
onstrated a newfound willingness to advance its interests
through protest. In addition, the Internet has become a vir-
tual political system with individual complaints able to go
viral in a matter of minutes, gaining widespread popular
support across gender, age, profession, and provincial
boundaries.*96

Middle-class protests in recent years have covered a variety of
issues, including objections over a garbage incinerator being built
in close proximity to middle-class homes, destruction of homes
without proper compensation in the lead-up to the World Expo,
concern over the environmental impacts of the extension of Maglev
lines, and pollution concerns over the construction of a chemical
plant. The majority of middle-class protests centered on issues that
would adversely impact members’ health and/or property value.

According to a survey by China’s Academy of Social Sciences, the
middle class is also the most likely group in China’s social stratum
to be critical of the present social and political situation and is the
least confident of the government’s performance.4°” However, the
middle classes’ higher levels of criticism and uncertainty about the
party’s abilities do not necessarily mean that they are the group
with the most potential to destabilize the government. Protests
among the middle class remain small in frequency and size, and
government officials have acted quickly in redressing issues that
have attracted significant middle-class anger. As a result, it seems
likely that should the CCP continue to sustain healthy economic
growth for the country and citizens remain optimistic about the fu-
ture and see potential for upward mobility, the middle class will
continue to be a force for stability for the current regime.

China’s “Aging” Problem

Although not as immediate a problem as inflation or mass un-
rest, China’s aging population and stagnant population growth
could act as a brake on the economy and an impediment to the
growth of a middle class. The Chinese labor force, so crucial to the
manufacturing sector, is due to start shrinking in 2016.498 In addi-
tion, as the average age of the population increases, there will be
fewer workers supporting more retirees.

Much of the demographic change is due to China’s one-child pol-
icy, which was instituted in 1980. The policy prevented 400 million
births, which would have pegged China’s population at 1.73 billion
by now, according to the National Population and Family Planning
Commission, which administers the program.4°9 The population
over age 60 is now 13.3 percent of the total, up from 10.3 percent
in 2000. Those under age 14 now make up 16.6 percent of the pop-
ulation, down from 23 percent in 2001. One solution is to raise the
retirement age, but that would not be popular with those grad-
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uating from college and hoping to find a job that might still be oc-
cupied.

One problem for China’s rulers is the potential for wage inflation
as the labor pool declines relative to the demand. However, that
problem would be offset by a higher per-capita income.500

The Party’s Response to Growing Unrest

While the number of protests in China continues to rise, the
Communist Party seeks to respond quickly and efficiently either to
head off trouble or to quell disturbances before they escalate and
serve as a rallying point for further protest. Internal security is one
of the top priorities of the Communist Party, which has created a
vast apparatus of government control. Monitoring and restraining
the population from direct confrontations with the party and the
central government are the top priorities. An indication of this is
China’s 12th Five-Year Plan (2011-2015), which includes a broad
range of programs imposing strict controls over the population.501
The outline, released in March 2011 to the National People’s Con-
gress, laid out the party’s rapid response system for “emergency in-
cidents.” The plan “must be under a comprehensive, unified com-
mand, rationally structured, capable of nimble reactions, and it
must have guaranteed capability and high-efficiency operations.” 502

The scope of the investment in stability, which includes collabo-
ration among police and paramilitary forces, Internet monitors, and
the judiciary, has surpassed China’s published military budget.*
China’s Finance Ministry budget report showed that in 2010, Chi-
na’s spending on law and order, including police, state security,
armed militias, and courts and jails was $83.5 billion. China’s offi-
cially reported military expenditure was $81.2 billion in 2010. The
security budget was due to grow faster than military expenditures,
by 13.8 percent versus 12.7 percent for the military budget.593 One
example of China’s spending on internal security is the effort un-
derway in Chongqing to create the largest police surveillance sys-
tem in the world, with 500,000 cameras intended to cover a half-
million intersections, neighborhoods, and parks over 400 square
miles in an area more than 25 percent larger than New York
City.504

Despite rapid economic growth and increased prosperity, China
continues to face growing numbers of public protests, officially re-
ferred to as “mass incidents.” %95 While official Chinese numbers
have not been released since 2005, Dr. Tanner has studied protest
statistics, including local Chinese police statistics, and has detected
a spike in incidents following the financial crisis in 2008: 506

Protest numbers apparently spiked with the onset of the fi-
nancial crisis soon after the Summer Games, and by the
end of 2008, total mass incidents had reportedly risen to
120,000 despite the pre- and post-Olympic security. Nation-
wide figures for 2009 and 2010 are not yet available, al-
though local data and reports by some prominent Chinese
academics indicate protests climbed greatly in 2009 in the
wake of economic difficulties.507

*China’s military budget is generally assumed to be larger than officially published figures.



124

Traditionally, protests were centered in rural areas in response
to repressive government actions, especially over abuses by corrupt
local officials. While rural protests continue today at record num-
bers, protests now occur more frequently in urban areas, drawing
greater attention. One tactic of suppressing rural riots—blocking
foreign media access to remote areas—is not possible within cities.
The party has seen a growing number of middle-class and urban
residents beginning to protest government actions prior to their en-
actment. These urban protests were notably different from rural in-
cidents, because they involved middle-class Chinese citizens pro-
testing policies before they were imposed, substituting a dem-
onstration for a petition.>08

The common theme among all of these issues is China’s inability
to respond to the underlying factors creating them. This is why
protest numbers have continued to increase while China’s economy
has grown.5%9 According to Dr. Economy:

The roots of protest in China rest in the systemic weakness
of the country’s governance structure. A lack of trans-
parency, official accountability, and the rule of law make
it difficult for public grievances to be effectively addressed
and encourage issues such as inflation, forced relocation,
environmental pollution, and corruption to transform from
otherwise manageable disputes to large-scale protests.

Dr. Tanner agreed, noting that “[plarty leaders have repeatedly
had to reissue orders calling for an end to these abuses, even while
these abuses remain leading causes of unrest.” 510

Censorship and Thought Control

The CCP and the central government also seek to control the
Internet. However, protesters and activists continue to play a cat-
and-mouse game with Chinese censors. Chinese microblogs, similar
to Twitter, are widely used in China, with over a million posts
every hour.511 China’s top two microblogs have over 200 million
subscribers.?12 Besides their immense popularity, microblogs are
particularly useful for organizing events in China under the nose
of Chinese censors, for two reasons. First, 140 characters can con-
vey far more information in Mandarin than in English. Second, the
number of homonyms in Mandarin allows users to mask the true
meaning of posts from censors.513 For example, the Mandarin word
for harmony sounds like the word for river crab. When Chinese
bloggers want to mock the government’s “harmonious society” prop-
aganda themes, they reference a river crab with watches lining its
arms as a symbol of greedy officials. A “watered weasel ape”
sounds like the word for “administrator” and is used to refer to the
much-maligned Internet censors. A mythical creature, the grass
mud horse, sounds like “... your mother,” where the reference to
mother is taken to mean the Communist Party.

China’s government has fought the technology. In 2010, the gov-
ernment blocked more than one million websites, including
Facebook, Twitter, YouTube, and Evite.5'* Domestic microblogs
were required to self-censor postings. In 2011, foreign microblog
providers, including Twitter, remained unable to gain market ac-
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cess. Most market analysts believed the prohibition on foreign
microblogs was driven by concerns among government regulators
over the ability to censor those sites.515

China began requiring that bars, restaurants, hotels, and book-
stores offering access to the Internet install Web-monitoring soft-
ware to provide the identities to the public security agencies of
those logging on. Establishments that resist face a $2,300 fine and
revocation of their business license. Cybercafés offering computers
must demand from the customers a state-issued identification be-
fore logging on.516

China’s central government responded forcefully to the possibility
that the unrest in the Middle East might spread to China. In Janu-
ary, as protests began in Egypt, Chinese Internet users could not
complete keyword searches for terms such as “Egypt” or “Cairo.”
Official reporting on the protests, such as coverage on the Xinhua
website, glossed over the causes of the protests or framed them in
a negative light.?17 In a March front-page editorial, Beijing Daily
had this to say of protests in the Middle East: “Such movements
have brought nothing but chaos and misery to their countries’ citi-
zens and are engineered by a small number of people using the
Internet to organize illegal meetings.” 518

By February, China began to detain human rights and democ-
racy activists®19 and to reimpose restrictions on foreign journalists
and to disrupt access to certain websites, including Google’s e-mail
product, Gmail.520 Text messages with the words “jasmine” and
“revolution” were bounced back. This response was triggered by
anonymous Internet postings calling for a Jasmine Revolution in
China, the same name given to the December 2010—January 2011
Tunisian revolution in which President Zine El Abidine Ben Ali
was ousted after mass civil protests were launched.52! U.S. ambas-
sador to China Jon Huntsman’s name was also blocked from Chi-
nese microblogs in February after he was photographed near an
anticipated Jasmine Revolution gathering in Beijing.522

On April 3, 2011, Chinese officials detained noted activist Ai
Weiwei. Mr. Ai is one of China’s most famous artists and an archi-
tect who helped design Beijing’s “Bird’s Nest” building used in Bei-
jing’s 2008 Summer Games opening ceremonies. Mr. Ai’s wife and
employees were also questioned or arrested. Authorities later re-
ported that Mr. Ai was being charged with “economic crimes” in-
cluding tax evasion. After his release on bail in late June 2011, Mr.
Ai eventually returned to posting on the Internet even though he
had been ordered not to “be interviewed by journalists, meet with
foreigners, use the Internet and interact with human rights advo-
cates for a year from his release.” 523 Mr. Ai may have violated the
terms of his release when he began posting again on his Twitter
account. Mr. Ai revealed that he had undergone “intense psycho-
logical pressure” and been interrogated more than 50 times.524 He
also began talking about other prisoners of conscience and abuses
by authorities.

Another high-profile case of censorship this year concerned Liu
Xiaobo, a human rights activist who was sentenced to 11 years in
prison for inciting subversion as one of 303 Chinese activists who
called for an expansion of freedoms for Chinese citizens and an end
to one-party rule in China in the Charter 08 manifesto.525 In Octo-
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ber 2010, the Nobel Committee announced that Liu Xiaobo had
won the Nobel Peace Prize. In response, China’s cybersecurity team
blocked all searches of his name and prevented access to foreign
news websites such as CNN and the BBC.526 Mr. Liu’s wife was
also placed under house arrest, and any gatherings to celebrate the
award were quickly dispersed and some attendees jailed.527-528 On
the day of the actual awards ceremony, CNN and BBC television
channels and websites were blocked in mainland China, and text
messages containing the words “Liu Xiabo” or “Nobel prize” were
blocked as well.529

In addition to foreign media being censored online, foreign re-
porters in China have noticed increased monitoring by authorities
and restrictions on their movement. The New York Times reported
in March that one of its staff had two telephone calls dropped when
the call quoted Queen Gertrude from William Shakespeare’s Ham-
let. The line “the lady doth protest too much, methinks” in either
English or Mandarin caused both calls to be disconnected due to
the use of the word “protest.” 530 The Chinese government has also
instituted new rules requiring foreign journalists to have govern-
ment permission when interviewing anyone in a public area.?31

China has rescinded many of the freedoms that were granted to
foreign reporters in the run-up to the Beijing Olympic Games. Re-
porters are no longer allowed to cover protests or the state re-
sponse. These restrictions, as well as the arrests of well-known
Chinese activists and lawyers, prompted an official complaint from
the U.S. embassy in early March, according to a State Department
briefing:

[T]he United States is increasingly concerned by the appar-
ent extralegal detention and enforced disappearance of
some of China’s most well-known lawyers and activists,
many of whom have been missing since mid-February. We
note that Teng Biao, Tang Jitian, Jiang Tianyong, and Gu
Chuan all disappeared between February 16 and February
19. We have expressed our concern to the Chinese Govern-
ment over the use of extralegal punishments against these
and other human rights activists. We continue to urge
China to uphold its internationally recognized obligations
of universal human rights, including the freedoms of ex-
pression, association, and assembly.532

In response to these protests, a Foreign Ministry spokeswoman
said that China would “urge the [UN] mechanism to respect Chi-
na’s judicial sovereignty.” 533

Implications for the United States

China’s neighbors, and trading partners, particularly the United
States, have an interest in China’s peaceful rise and its transition
to a modern economic and political system. An evolution of the Chi-
nese government and economy to a multiparty democracy and a
free market system would benefit China’s citizens as well. Chinese
political dissidents, advocates of human and labor rights, and its
entrepreneurs all have an incentive and an important role in fos-
tering such a change.
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The party and the government in Beijing are determined to pur-
sue at all costs the preservation of single-party rule and the exist-
ence of a large, state-owned and -controlled economic sector. In re-
cent years, this has led to violent confrontations and counterstrokes
against citizens airing legitimate grievances. These protests are
most often aimed at specific instances of local corruption or abuses
of power, yet the central government is fearful that such protests
could become a political movement.

Internal dilemmas such as the hAukou system, by definition, are
more likely to have an impact on Chinese citizens than the United
States. However, issues including governance practices, consumer
product safety regulations, and media restrictions may have
transnational implications. For example, corruption, abuse of power
and suppression of the media may compromise U.S. commercial op-
portunities just as weak safety supervision may result in tainted
food or hazardous products entering the U.S. markets. In addition,
tolerance of corruption disadvantages American companies com-
plying with the Foreign Corrupt Practices Act.

The Chinese government continues to manipulate the value of its
currency, keeping the RMB at an artificially low value in order to
reduce the price of its exports and to increase the price of imports.
This policy creates inflation within China’s economy and reduces
the ability of China’s central bank to conduct monetary policy. This
policy also reduces U.S. exports to China while it encourages U.S.
consumers to purchase Chinese exports. The result has been lost
production and jobs in the United States.

Conclusions

e The primary objective of the CCP is to remain in power. All other
goals are intended to serve that end. As a consequence, the party
has dedicated enormous resources to repress dissent before it be-
comes a destabilizing element and threatens the party’s control.

e Despite the efforts of the party and the government to minimize
dissent, citizen protest has been on the rise. Protests are some-
times brutally suppressed. The government will arrest and de-
tain as a precautionary measure those it considers a threat to its
control. The party and the government employ the news media
to propagandize and mislead the public.

e The party is well aware of the dangers to its continuing author-
ity posed by public rejection of a government that is unrespon-
sive to the people. The party therefore reacts to citizen ire by at-
tempting appeasement. This may take the form of authorizing
the news media to highlight official abuses, particularly those
committed by local officials. Still, corruption in all levels of gov-
ernment remains a problem for Beijing.

e Inflation has historically caused problems for the government in
China. The rural poor and migrant workers are particularly dis-
advantaged by higher prices because they are so often reflected
disproportionately in food and energy, which consume a larger
portion of family expenses in rural areas. The government has
responded to rising inflation with price controls and some curbs
on bank lending. These tools are inadequate in the long run. Chi-



128

na’s policy of keeping the RMB undervalued in order to gain an
export advantage removes a powerful anti-inflation tool from the
central bank.

Income and wealth inequality is a growing problem in China.
One cause is the Aukou system of residential registration, which
was intended to limit the migration of the rural poor to the cit-
ies. This has created a large migrant population in China, mov-
ing from city to city to seek work in factories but unable to access
healthcare and education services without the proper hAukou des-
ignation for that area. This situation perpetuates poverty among
the disadvantaged. Local officials favor it, because it limits their
responsibility toward the migrant workers. A smaller group,
known as the “ant tribe,” consists of college graduates from sec-
ond-tier schools in rural areas who also lack the hukou to live in
urban areas but who nevertheless seek but are unable to find the
jobs that they have trained for. This restive and disappointed
population is a potential source of unrest.

China’s middle class has been considered by some to be a poten-
tial force for political reform. But the opposite is likely. As long
as the party can deliver strong economic growth, particularly in
urban areas, the middle class is likely to remain a force for sta-
bility.

China’s central government has reacted strongly to perceived
challenges to its authority. It detains and imprisons dissidents.
It censors the news and punishes journalists for infractions of its
unwritten and arbitrary rules. China also attempts to control
and censor the Internet and has had more success than most
other authoritarian regimes in suppressing the flow of informa-
tion among the public.



RECOMMENDATIONS

Chinese State-owned Enterprises and U.S.-China Bilateral

Investment

The Commission recommends that:

Congress urge the administration to employ all necessary rem-
edies authorized by WTO rules to counter the anticompetitive
and trade-distorting effects of the Chinese government’s exten-
sige sdubsidies for Chinese companies operating in China and
abroad.

Congress assess the extent to which existing laws provide for ef-
fective remedies against the anticompetitive actions of Chinese
state-owned or state-invested enterprises operating in the U.S.
market. Appropriate remedies, if they are not readily available,
should also be considered.

Congress urge the administration to include in any bilateral in-
vestment treaty with China the principles of nondiscrimination
and competitive neutrality between SOEs and other state-in-
vested or -supported entities and private enterprises.

Congress assess China’s new national security review process for
foreign investment to determine whether it is being used as a
trade barrier.

Congress direct the U.S. Department of Commerce to report an-
nually on Chinese investment in the United States including,
among other things, data on investment in the United States by
Chinese SOEs and other state-affiliated entities.

Congress direct the U.S. Securities and Exchange Commission to
revise its protocols for reviewing filings by foreign entities listed
on or seeking to be listed on the U.S. stock exchanges. The Secu-
rities and Exchange Commission should develop country-specific
data to address unique country risks to assure that U.S. inves-
tors have sufficient information to make investment decisions.
The commission should focus, in particular, on state-owned and
-affiliated companies, and subsidies and pricing mechanisms that
may have material bearing on the investment.

Congress urge the administration to review federally subsidized
contracts provided under the American Recovery and Reinvest-
ment Act of 2009 and report on the extent to which Chinese-pro-
duced goods and services were procured using such funds.

Congress urge the administration to direct the USTR to move ag-
gressively to bring more WTO cases against China for violating
its obligations under the WTO Subsidies Agreement.

(129)
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e Congress urge the administration to direct the USTR to strength-
en its mandated annual review of China’s compliance with its
WTO obligations by adding conclusions and recommendations to
its annual report to Congress.

Indigenous Innovation and Intellectual Property Rights
The Commission recommends that:

e Congress request the administration to report on whether pro-
curement catalogues are actionable under WTO obligations.

e Congress instruct the administration to insist that all procure-
ment catalogues at all levels of government be explicitly recalled
in order to comply with assurances by President Hu Jintao to
separate government procurement from the catalogues.

e Congress urge the administration to raise with China in the
Strategic and Economic Dialogue and the Joint Commission on
Commerce and Trade and in other appropriate bilateral and mul-
tilateral venues the need for China to table a serious offer to join
the Government Procurement Agreement that provides reciprocal
opportunities for access to the estimated $1 trillion in procure-
ment controlled by central, provincial, and local governments as
well as state-affiliated entities. If China fails to engage in serious
negotiations, the U.S. government should restrict access to Chi-
nese suppliers to government procurement opportunities and
should coordinate policies with the states to limit procurement
contracts with China.

e Congress instruct the administration to make a top priority with-
in the Joint Commission on Commerce and Trade and the Stra-
tegic and Economic Dialogue negotiations an agreement to lower
the threshold for criminal prosecution of cases of piracy and
counterfeiting of business and entertainment software.

e Congress recommend the administration adopt a more reciprocal
trading relationship in critical areas, such as intellectual prop-
erty protection. The United States should demand the same level
of treatment from its major trading partners that it provides to
those other nations. The administration should identify those
sectors that China has failed to open up to trade in goods and
services and identify the practices that act to nullify and impair
anticipated economic benefits for U.S. producers and service pro-
viders. The administration should seek the elimination of such
practices in a timely manner and, if unable to gain sufficient
market access, should evaluate what reciprocal actions may be
appropriate.

e Congress urge the administration to insist that China audit the
use of licensed software on government computers rather than
just audit the budget for software procurement. The audit should
be performed by the World Bank.

e Congress assess the reauthorization of Super 301 to assist in the
identification of the policies and practices that China pursues
that create the greatest impediment to U.S. exports entering the
Chinese market and the most important policies or practices that
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unfairly or unjustifiably harm U.S. producers and workers in the
U.S. market. Priority should be given to addressing such prac-
tices by the United States Trade Representative under such leg-
islation.

The President should direct USTR to move aggressively to bring
cases to the WTO to enforce intellectual property rights.

China’s 12th Five-Year Plan and Technology Development

and Transfers to China

The Commission recommends that:

Congress hold hearings to assess the success of the Strategic and
Economic Dialogue and the Joint Committee on Commerce and
Trade in addressing Chinese actions to implement its WTO com-
mitments, including with regard to the issue of technology trans-
fers. In preparation for such hearings, Congress should request
that the Government Accountability Office prepare an inventory
of specific measures agreed to as part of these bilateral discus-
sions and the implementation efforts of the Chinese.

Congress direct the Government Accountability Office to under-
take an evaluation of investments and operations of U.S. firms
in the Chinese market and identify what federally supported
R&D is being utilized in such facilities and the extent to which,
and on what terms, such R&D has been shared with Chinese ac-
tors in the last ten years.

China’s Internal Dilemmas

The Commission recommends that:

The administration work with the Chinese leaders in the Stra-
tegic and Economic Dialogue and the Joint Commission on Com-
merce and Trade talks to identify specific commodities and prod-
ucts in the case where supply does not adequately meet demand
in China and where enhanced access for U.S. goods might help
alleviate inflationary pressures. Specific attention should be
given to agricultural commodities and Chinese barriers that may
limit access to the Chinese market for American goods and prod-
ucts.

Congress direct the Government Accountability Office to conduct
a review of efforts by the Chinese government to censor content
on the Internet and identify the extent to which any foreign tech-
nology providers may be assisting the government in its efforts.
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CHAPTER 2

CHINA’S ACTIVITIES DIRECTLY
AFFECTING U.S. SECURITY INTERESTS

SECTION 1: MILITARY AND SECURITY YEAR
IN REVIEW

Introduction

This section provides an overview of the most relevant Chinese
military and security developments since the Commission’s 2010
Annual Report to Congress. It is divided into three subsections:
military developments, China’s recent foreign policy activities, and
updates on China’s cyber activities. This year’s military develop-
ments section describes progress in China’s military modernization
efforts, official statements from Beijing concerning its security in-
terests, recent People’s Liberation Army (PLA) activities, and the
U.S.-China military-to-military relationship. China’s foreign policy
subsection focuses on China’s assertive behavior in the South
China Sea over the past year. The final subsection describes Chi-
na’s recent cyber activities, both at home and abroad.

Military Developments in 2011

Over the past year, several notable developments involving Chi-
na’s military have occurred. China’s military modernization contin-
ued to progress, as evidenced by a series of firsts: China conducted
test flights of its first stealth fighter, conducted a sea trial of its
first aircraft carrier, and may have deployed the world’s first bal-
listic missile capable of hitting moving ships at sea. China also con-
ducted a major noncombatant evacuation of its citizens from Libya,
the first involving the PLA. The past year also saw the resumption
of military-to-military engagement between the United States and
China, with three consecutive meetings between senior U.S. and
Chinese military officials. The following subsection describes these
events.

Military Modernization

J-20 stealth fighter

In January 2011, China conducted the inaugural test flight of its
next-generation fighter aircraft, the J—20. Although the flight at-
tracted considerable attention in and outside of China, few details
emerged about the fighter. Developed at the Chengdu Aircraft De-
sign Institute, the plane appears to have a sufficient combat radius
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to operate beyond China’s borders and will likely have midair re-
fueling capabilities.* The fighter’s other features, such as the speed
and altitude at which it can travel, and its thrust capabilities and
maneuverability, could not be determined by foreign observers of
the test. Each of these capabilities depends on the J-20’s engine,
a component that the manufacturer may not yet have finally se-
lected.! As described in the Commission’s 2010 Report, turbofan
engine development remains a persistent weakness in China’s avia-
tion industry,?2 which raises questions about the J—20’s perform-
ance potential if it relies on domestic technology. The use of a Rus-
sian engine is one possibility to overcome any problems with an in-
digenous Chinese engine.T The U.S. Department of Defense (DoD)
does not anticipate the J—20 to be operational prior to 2018.3

The J-20’s design has led to considerable speculation about its
stealth capability, or ability to evade radar detection. This capa-
bility consists primarily of the plane’s configuration and design, as
well as the materials and coatings it incorporates.i Aspects of the
J—20’s design, such as the forewings (“canards”), engine cover
(“cowling”), jet and pelvic fin, and engine nozzles raise questions
about whether it would successfully evade advanced radars.* In ad-
dition to design, the use of certain materials and coatings absorb
radar signals, which can increase stealth. Pictures and video of the
J—20 do not provide enough information to determine whether Chi-
na’s defense industries have mastered this aspect of advanced air-
craft design. However, in late January 2011, Croatia’s former mili-
tary chief of staff stated that China had possibly received the
stealth technology for the J—20 from parts of a U.S. F-117 stealth
bomber shot down over Serbia in 1999.§

U.S. Corporate Participation in China’s Aviation
Programs in 2011

Several western aviation firms established or deepened ties to
Chinese state-owned aviation firms in 2011. For example, Gen-
eral Electric (GE) Aviation and the state-owned Aviation Indus-
try Corporation of China announced in January a joint venture

*“Combat radius” refers to the distance a plane can travel to a mission area, execute a mis-
sion, and have adequate fuel to return to its base. Combat radius estimates for the J—20 range
from 1,000 to 1,500 nautical miles. Carlo Kopp, “An Initial Assessment of China’s J—20 Stealth
Fighter,” China Brief 11:8 (May 6, 2011): 9. http://www.jamestown.org/uploads/medialcb 11
8 04.pdf.

TTwo J—20 demonstrators may exist: one with a Chinese WS-10A engine and one with a Rus-
sian-made AL-F1FN engine. Notably, China has been unable to place the WS-10 series engine
into serial production even several years after its development plans had been completed. As
recently as last year, China requested advanced 117S engines from Russia. Tai Ming Cheung,
“What the J-20 Says About China’s Defense Sector,” Wall Street Journal, January 13, 2011.
http://blogs.wsj.com/chinarealtime/2011/01/13/what-the-j-20-says-about-chinas-defense-sector/?mod
=rss WSJBlog&mod=chinablog.

%This discussion includes passive design features but not active measures, such as electronic
warfare, that might be used to evade radar detection.

§ China’s state-run newspaper, Global Times, referred to this claim as a “smear.” BBC, “China
stealth fighter ‘copied parts from downed US jet’,” January 24, 2011. htip://www.bbc.co.uk/news/
world-asia-pacific-12266973; BBC, “China newspaper rejects J—20 stealth jet claim,” January 25,
2011. http://lwww.bbe.co.uk/news/world-asia-pacific-12274807. China also reportedly gained ac-
cess to U.S. stealth materials from Pakistan following the downing of a U.S. stealth helicopter
used for the raid on Osama Bin Laden’s compound in May 2011, although the event took place
after the J-20’s maiden voyage. Reuters, “Pakistan let China see crashed U.S. ‘stealth’ copter,”
August 14, 2011. http://www.reuters.com/article/2011/08/14/us-pakistan-china-usa-idUSTRE77D2
BT20110814.
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U.S. Corporate Participation in China’s Aviation
Programs in 2011—Continued

for integrated avionics, which, according to a GE press release,
will transfer ownership of GE’s existing civilian avionics oper-
ations to the joint venture and be “the single route-to-market for
integrated avionics systems for both GE and AVIC [Aviation In-
dustry Corporation of Chinal.” The press release further de-
scribes the deal, stating that “the new AVIC [Aviation Industry
Corporation of China] and GE joint venture company will de-
velop and market integrated, open architecture avionics systems
to the global commercial aerospace industry for new aircraft
platforms. This system will be the central information system
and backbone of the airplane’s networks and electronics and will
host the airplane’s avionics, maintenance, and wutility func-
tions.”5 Notably, GE characterized the joint venture’s work in
China as research and development “to come up with break-
through technologies and create ‘new IP [intellectual property]
and new technology’.” In describing the Aviation Industry Cor-
poration of China, the press release also noted that “[t]he com-
pany has also developed strong capabilities to supply avionics
products to various models of aircrafts, both for military and
civil use.”® Of import, because GE is also providing the engines
for the C919, through a joint venture with the French firm
Snecma (Safran Group),” improving the C919’s avionics will
makes it more marketable, which will in turn allow GE to sell
more engines. It is worth noting that as a Commission-sponsored
report details, both engine development and avionics are areas
where China’s aviation industry continues to have problems and
currently must rely on foreign imports.8

Boeing also undertook several new projects with the Aviation
Industry Corporation of China in 2011. In June, the firms an-
nounced the creation of a new Manufacturing Innovation Center
in Xi’an, which would, among other things, “support AVIC’s
[Aviation Industry Corporation of China] goals of improving its
manufacturing and technological capabilities and the competi-
tiveness of its affiliated factories to achieve global Tier-1 supplier
status.”? In addition, Boeing announced in April that it planned
to double the capacity of a joint venture with the Aviation Indus-
try Corporation of China, called Boeing Tianjin, which produces
composites.10 One of the joint venture’s customers is the Xi’an
Aviation Industry Corporation,!? which manufactures compo-
nents for civil aircraft and produces military aircraft, such as the
JH-7A fighter bomber and the H-6 bomber, for the PLA.12

Aircraft carrier program

In July 2011, China officially revealed its long-suspected aircraft
carrier program when it publicly announced that it was developing
an aircraft carrier.’> A month later, China conducted a sea trial of
its first aircraft carrier off the port of Dalian.'* Not an indigenously
developed vessel, China’s aircraft carrier is a renovated Soviet
Kuznetsov-class carrier (the Varyag) purchased from Ukraine in
1998. At the time of its purchase, a Hong Kong company, with al-
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leged ties to the Chinese government and the PLA, purchased the
carrier without engines, rudders, or weapons, ostensibly for use as
a floating casino off the island of Macau.!'> After several years of
setbacks, in 2002 the Varyag finally arrived at the Chinese port of
Dalian, its current homeport.* 16 Although it is unclear when the
PLA officially gained control over the vessel, China has been work-
ing since 2004 to make the carrier operational. After the sea trial,
the Varyag returned to Dalian for further work.l7 According to
unnamed PLA sources, the carrier will not be launched officially
until October 2012.18 Unconfirmed rumors also posit that China is
constructing one or more indigenous carriers for a future aircraft
carrier fleet.1® China is also developing the aircraft to be deployed
along with the aircraft carriers. In April 2011, Internet photos re-
vealed a test version of a carrier-based fighter, the J—15.20 Accord-
ing to analysts, this aircraft appears to be a modified version of
China’s J-11B fighter, which in itself is an unlicensed adaptation
of Russia’s SU-27 Flanker. The J-15 is not expected to be deployed
before 2016.21 The PLA Navy is also developing the means to train
future pilots in the dangerous task of taking off from and landing
on an aircraft carrier. In June 2011, China’s Guizhou Aviation In-
dustry conducted the test flight of an advanced trainer aircraft, the
JT-9 (also referred to as the JL-9H).22 China has also constructed
at least two land-based pilot training centers to teach PLA Navy
pilots how to land on an aircraft carrier. Both centers have ski-
jump platforms that mimic the shape of the Varyag’s deck.23

The People’s Republic of China’s (PRC) official position about the
use of its aircraft carrier is that it will be used for “scientific re-
search, experiment and training.” 2¢ This corresponds with the U.S.
Department of Defense’s view, which maintains that China’s first
aircraft carrier “will likely serve initially as a training and evalua-
tion platform and eventually offer a limited operational capa-
bility.” 25> However, a Chinese Ministry of Defense spokesman noted
in July 2011 that a carrier could be used for offensive or defensive
purposes as well as for disaster relief and that China was pursuing
its carrier program “in order to increase its ability to protect na-
tional security and world peace.”26 Another article in China’s offi-
cial press says that aircraft carriers are vital to China given Chi-
na’s “vast territorial waters” and the current inability of the PLA
Navy to safeguard this region. The article also points out China’s
need to safeguard its global interests and protect the sea lanes
upon which China’s continued economic development rests.2?

China’s aircraft carrier development program currently poses lit-
tle direct threat to the United States and is likely more of a con-
cern to regional maritime states. In testimony to the U.S. Senate,
Robert F. Willard, commander of the U.S. Pacific Forces, stated

*Because the Varyag lacked engines and rudders, Turkish authorities were reluctant to allow
it to be towed through the Bosporus Strait, for fear of damaging the narrower portions of the
strait. Jan Story and You Ji, “China’s Aircraft Carrier Ambitions: Seeking Truth from Rumors,”
Naval War College Review LVII: 1 (Winter 2004): 83.

T Given the small flight deck of carriers compared to land-based runways, aircraft rely upon
two means for successfully lifting off from an aircraft carrier. Conventional aircraft carriers,
such as U.S. carriers, have a catapult system that assists the aircraft in reaching the requisite
speed prior to take-off. Another method is to install a slight ramp on the end of the deck, re-
ferred to as a “ski-jump,” that propels the aircraft up and out as it exits the ship’s deck. China’s
Varyag aircraft carrier has a ski-jump type deck. Michael Wines, “Chinese State Media, in a
Show of Openness, Print Jet Photos,” New York Times, April 25, 2011. http://lwww.nytimes.com/
2011/04/26/world/asia/26fighter.html.
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that he was not concerned about the military impact of the carrier.
However, Admiral Willard did note that it could have an impact on
perceptions of China in the region.28 When the Varyag is deployed,
it will make China one of only ten countries that operate aircraft
carriers, none of which are countries with which China has mari-
time disputes.* Possession of an aircraft carrier would allow China
to project force throughout the region, especially into the far
reaches of the South China Sea, something it currently cannot fully
do. Possibly in an attempt to temper regional fears of China’s air-
craft program, China’s state-run news outlet Xinhua wrote, “[t]here
should be no excessive worries or paranoid feelings on China’s pur-
suit of an aircraft carrier, as it will not pose a threat to other coun-
tries, and other countries should accept and be used to the reality
that we are developing the carrier.” 29

Given the complexity of conducting carrier operations, it is ex-
pected to be several years before China’s aircraft carrier will be
fully operational.39 According to Michael McDevitt, a retired rear
admiral in the U.S. Navy, the PLA Navy will face a number of
challenges in the coming years integrating carrier and air wing op-
erations.3! Additionally, as defense analysts Nan Li and Chris-
topher Weuve noted, “An aircraft carrier is not a solo-deploying
ship. To be survivable in an intense combat environment, it needs
escorts to protect it.” 32 China has taken steps to develop such sup-
port systems, but their capabilities are uneven. For example, ac-
cording to the same analysis, “While China has acquired new sur-
face combatants with sophisticated antisurface and antiair capabili-
ties, it continues to lag behind in the area of ASW [anti-submarine
warfare],” which could seriously challenge carrier operations in cer-
tain scenarios.33

The DF-21D antiship ballistic missile

Over the past year, several developments concerning China’s
antiship ballistic missile, the DF-21D, have occurred. In December
2010, Admiral Willard described in the following exchange with a
reporter how the DF—21D was possibly operational:

Reporter: Let me go into China’s anti-access/area denial
(A2/AD) capabilities. What is the current status of China’s
anti-ship ballistic missile development, and how close is it
to actual operational deployment?

Admiral Willard: The anti-ship ballistic missile system
in China has undergone extensive testing. An analogy using
a Western term would be ‘initial operational capability,’
whereby it has—I think China would perceive that it has—
an operational capability now, but they continue to develop
it. It will continue to undergo testing, I would imagine, for
several more years.

Reporter: China has achieved I0C [initial operational ca-
pability]?

*The other nine countries currently possessing aircraft carriers are Brazil, France, India,
Italy, Russia, Spain, Thailand, the United Kingdom, and the United States. China currently has
maritime disputes in the East China Sea with Japan, and in the South China Sea with Brunei,
the Philippines, Malaysia, Taiwan, and Vietnam.
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Admiral Willard: You would have to ask China that, but
as we see the development of the system, their acknowl-
edging the system in open press reporting and the contin-
ued testing of the system, I would gauge it as about the
equivalent of a U.S. system that has achieved IOC [initial
operational capability].34

In July 2011, Chinese sources officially confirmed the develop-
ment of the DF-21D for the first time. In an article in China’s
state-controlled China Daily newspaper, PLA Major General Chen
Bingde, chief of the General Staff, acknowledged that the PLA is
developing the DF-21D. However, Major General Chen dismissed
the notion that the missile is currently operational, stating that the
DF-21D “is still undergoing experimental testing” and that “it is
a high-tech weapon and we face many difficulties in getting fund-
ing, advanced technologies and high-quality personnel, which are
all underlying reasons why it is hard to develop this.” The China
Daily article further noted that the DF-21D is “a ballistic missile
with a maximum range of 2,700 kilometers (km) and the ability to
strike moving targets—including aircraft carriers—at sea.”3%> Of
import, the stated range of this missile is significantly greater than
the DOD’s estimate of “exceeding 1,500 km.”36 It is unclear what
accounts for this discrepancy, although in response to a Commis-
sion question, the DoD attributed the differences in stated ranges
to possible erroneous reporting by the Chinese press and remained
“confident” about the department’s original assessment.3?7 (For
more on the DF—21D and how it could play an integral part in Chi-
na’s efforts to deny U.S. military forces the ability to operate freely
in the western Pacific, see chap. 2, sec. 2, of this Report.)

Official Statements
2011 defense budget

In March 2011, China officially released its defense budget for
the year. According to Chinese sources, China’s defense budget for
2011 is $91.5 billion, a 12.7 percent increase over 2010.38 This rep-
resents the 20th increase in as many years. According to the DoD,
between 2000 and 2010 “China’s officially disclosed military budget
grew at an average of 12.1 percent in inflation-adjusted terms,” a
percentage value that the DoD also notes tracks closely with the
growth in China’s gross domestic product for the same period.39
However, western analysts readily discount Chinese figures for its
defense budget as inaccurate. Because these statistics do not take
into account all defense expenditures, the likely figure is much
higher.4% In testimony to the Commission, Mark Stokes, a former
lieutenant colonel in the U.S. Air Force and current executive di-
rector of the Project 2049 Institute, stated, “While the PLA de-
serves credit for greater transparency, key areas of defense expend-
iture, such as research and development, remain opaque.”41 Chi-
na’s official defense budget also does not include foreign procure-
ment.42 Abraham Denmark, then fellow at the Center for New
American Security, testified to the Commission that “given China’s
practice of significantly under-reporting defense expenditures, it is
safe to estimate China’s actual annual spending on its military
power to be well over $150 billion.”43 In its 2011 report to Con-
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gress, the DoD noted that China’s 2010 defense budget was likely
about twice what Beijing reported, at over $160 billion.44

China’s 2011 defense white paper

On March 31, 2011, China released its seventh biannual defense
white paper, China’s National Defense in 2010, an authoritative
statement of Beijing’s views of China’s security environment. This
report posits a relatively optimistic picture, noting that “China is
still in the period of important strategic opportunities for its devel-
opment, and the overall security environment for it remains favor-
able.” However, the paper lists several areas that Beijing views as
a potential threat to China’s stability and security: Taiwan, inde-
pendence movements in China’s Tibet and Xinjiang provinces, Chi-
na’s disputed maritime claims, nontraditional security concerns,*
and growing opposition to China stemming from China’s rise. Of
import, the white paper singles out the United States (the only na-
tion mentioned by name) in the section on “threats and challenges”
because of U.S. arms sales to Taiwan.45

As an important piece of China’s strategic messaging, the pri-
mary audience for China’s defense white papers is foreign actors.46
This iteration in particular appears to be an attempt to allay fears
of China’s growing military capabilities in the region.4” According
to the Congressional Research Service, “The overall purpose of the
defense white paper seems to be to counter what Beijing calls the
‘China Threat Theory’ and to affirm that the PRC remains a peace-
ful power pursuing ‘Peaceful Development’ with a military that is
‘defensive in nature.”” 48 CNA China Studies Center, a Washington,
DC-based, research institute, described how:

The main message of the 2010 edition for external audi-
ences is one of reassurance. The message being conveyed ...
is that Beijing has not changed its defensive military pos-
ture despite its growing military capabilities and its var-
tous extraterritorial military deployments. ... These mes-
sages of assurance come on the heels of a period of about
two years during which Chinese foreign policy and security
policy initiatives were described by foreign observers as ‘as-
sertive’ or uncharacteristically muscular. Consequently, one
likely objective of this paper is to calm the waters, espe-
cially in the Asia-Pacific region.*?

Despite the stated goal of providing more transparency on Chi-
na’s military modernization efforts and intentions, the defense
white paper falls short.?0 Phillip C. Saunders, director of studies at
the Center for Strategic Research at the U.S. National Defense
University, asserted that the 2010 white paper is less transparent
than previous iterations.5! The report provides few new details,
leaving many critical questions unanswered.’2 For example, Shir-
ley A. Kan, an Asian Defense Security analyst at the Congressional
R%se(?rch Service, noted that China’s 2010 defense white paper pro-
vided:

*The defense white paper lists the following nontraditional security concerns: terrorism, en-
ergy resources, financial problems, information security, and natural disasters. Information Of-
fice of the State Council, China’s National Defense in 2010 (Beijing, China: March 2011).
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no details on satellites, anti-satellite (ASAT) weapons,
space program, aircraft carriers, ships, strategic and other
submarines, fighters including the J-20 fighter that was
flight tested during Defense Secretary Robert Gates’ visit in
January 2011, aerial refueling for operations far from
China, new nuclear-armed intercontinental ballistic mis-
siles, anti-ship ballistic missiles, land attack cruise mis-
siles, or short-range ballistic missiles threatening Taiwan.>3

Military Operations

Antipiracy operations off the Horn of Africa

In July 2011, the PLA Navy dispatched its ninth task force to
conduct escort missions through the pirate-infested waters of the
Gulf of Aden.?* As the Commission noted in its 2009 report, since
January 2009, the PLA Navy has assisted United Nations (UN)
antipiracy operations around the Horn of Africa.?5> The PLA Navy’s
current task force consists of a destroyer, a frigate, a replenish-
ment ship, and a small contingent of marines. According to Chinese
statistics, to date the task forces have escorted approximately 4,000
Chinese and foreign-flagged cargo vessels in the region.5¢ Since
early 2010, the task forces have conducted regular monthly port
calls for replenishment and overhaul, stopping mainly at three lo-
cations: Port of Salalah (Oman), Port of Djibouti (Djibouti), and
Port of Aden (Yemen). PLA Navy ships from the task forces have
also conducted at least 19 friendly port calls during their deploy-
ment in support of the China’s military diplomacy efforts. During
five of these port visits, the PLA Navy conducted joint maritime
drills with the host nation’s naval forces.* 57

The PLA Navy, similar to vessels from Russia, India, and Japan,
primarily conducts antipiracy escort missions of civilian cargo ves-
sels and does not participate in regional counterpiracy operations.f
However, the PLA Navy does coordinate its antipiracy activities
with the main counterpiracy task force, Combined Task Force 151,
through a separate, monthly gathering called Shared Awareness
and Deconfliction. China has even expressed an interest in assum-
ing the chairmanship of this latter institution.®® During a May
2011 visit to the United States, Major General Chen opened the
door for the possible participation of Chinese forces in counter-
piracy operations, stating that “for counterpiracy campaigns to be
effective, we should probably move beyond the ocean and crash
their bases on the land.” 59

Evacuation of Chinese civilians from Libya, February-March
2011

During the fighting between pro-Qadaffi and anti-Qadaffi forces
in Libya in February and March 2011, the Chinese government
conducted what it considers to be its “largest and the most com-
plicated overseas evacuation ever” and the first involving the

*The maritime drills were conducted with the navies of Italy, Pakistan (twice), Singapore, and
Tanzania. Open Source Center, “OSC Interactive Map: Chinese PLA Navy Escort Mission Port
Calls,” OSC Summary (May 2, 2011). OSC ID: FEA20110503017394. http://www.opensource.gov.

+ Counterpiracy operations are operations that seek actively to suppress piracy, as opposed to
antipiracy operations, which are operations to prevent and deter piracy.
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PLA.60 Prior to the conflict, China had approximately 36,000 citi-
zens working in Libya for 75 Chinese companies. As the fighting
intensified, China’s citizens and company facilities increasingly
came under attack.6! In an effort to ensure their safety, the Chi-
nese government organized a complex evacuation operation that,
according to the Chinese Ministry of Foreign Affairs, involved “91
domestic chartered flights, 12 flights by military airplanes, five
cargo ferries, one escort ship, as well as 35 rented foreign chartered
flights, 11 voyages by foreign passenger liners and some 100 bus
runs.” After eight days, “all Chinese in Libya who desired to go
back and whose whereabouts were known by the foreign ministry—
35,860 in number, had been evacuated.” 62

This was the first noncombatant evacuation operation from an
active combat zone in which the PLA participated. On February 24,
the PLA Navy dispatched the guided missile frigate Xuzhou, then
participating in antipiracy operations off the Horn of Africa, to as-
sist in the evacuation efforts. Arriving in the Mediterranean, the
frigate began escorting chartered civilian ships evacuating Chinese
citizens to Greece.53 In another first, the PLA Air Force also dis-
patched four IL-76 transport aircraft to assist in the evacuation
process. These aircraft, dispatched from China’s westernmost prov-
ince, Xinjiang, on February 28, began evacuating people to Khar-
toum, Sudan, the next day. According to Chinese reports, the air-
craft flew over Pakistan, Oman, Saudi Arabia, and Sudan before
landing in Sabha, Libya. During the flight to Libya, the aircraft re-
fueled twice, in Karachi, Pakistan, and Khartoum, Sudan.64

U.S.-China Military-to-Military Relations

Secretary of Defense Robert F. Gates’ visit to China

On January 9-12, 2011, then U.S. Secretary of Defense Robert
F. Gates visited China, marking the resumption of U.S.-China mili-
tary-to-military relations that China cut off following the Obama
Administration’s January 2010 notification to Congress about po-
tential U.S. arms sales to Taiwan. During his visit, Secretary Gates
met with Chinese Minister of Defense General Liang Guanglie and
General Secretary of the Chinese Communist Party (CCP) and
President Hu Jintao and visited the headquarters of the Second Ar-
tillery (the PLA’s strategic rocket forces). Over the course of the
trip, the leaders discussed tensions on the Korean Peninsula, nu-
clear strategy, and the possible development of joint military exer-
cises in maritime search and rescue, humanitarian assistance, dis-
aster relief, counterpiracy, and counterterrorism, among other
things.65

The stated goal of Secretary Gates’ trip was to initiate a regular,
bilateral defense dialogue over contentious issues like nuclear pol-
icy, missile defense, cybersecurity, and space security in order to
avoid future miscommunication and miscalculation.6¢ Observers
perceived that this goal was only partially achieved, as General
Liang declined to put forth a timetable for such talks, only agree-
ing that defense exchanges between the two countries would occur
in the first half of 2011 and that the PLA was “studying” the pro-
posal for a regular dialogue.67 After the trip, Secretary Gates stat-
ed that he was satisfied with the overall visit, saying that “this is
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not an area where you will see dramatic breakthroughs and new
headlines, but rather evolutionary growth.” 68

The unexpected highlight of the trip was the test flight of China’s
new J-20 stealth fighter aircraft, which took place hours before
Secretary Gates’ meeting with President Hu. When Secretary
Gates inquired about the test flight, President Hu claimed to be
unaware that it had occurred.®® A Chinese defense ministry deputy
director stated that the test was part of a “normal working sched-
ule” and that it was not related to Secretary Gates’ visit.7? Accord-
ing to the Commission testimonies of Andrew Scobell, senior polit-
ical scientist at the RAND Corporation, and Mr. Denmark, it is in-
conclusive whether or not the test was planned to occur because of
the visit.7! The “surprise” test flight raised concerns that the PLA
might be acting independently of China’s civilian leaders. In a
speech in Tokyo following his trip to China, Secretary Gates noted
that “[olver the last several years we have seen some signs of ...
a disconnect between the military and the civilian leadership [in
Chinal.” He added that he was confident that President Hu and the
CCP remained fully in control of the military.”2 Dr. Scobell, how-
ever, opined that “[flundamentally, the J-20 episode underscores
the fact that civilian control of the military is underinstitutional-
ized in 21st Century China.” 73

PLA Chief of Staff Chen Bingde’s visit to the United States

China’s pledge to enhance military-to-military exchanges in 2011
was upheld in May when the PLA Chief of General Staff, Major
General Chen Bingde, visited the United States. During his trip,
Major General Chen toured four military bases;* delivered a
speech at the U.S. National Defense University; and held talks
with Secretary Gates, Secretary of State Hillary Rodham Clinton,
and Admiral Mike Mullen, then chairman of the Joint Chiefs of
Staff. He and his delegation also attended a goodwill concert fea-
%lggl7g4performances of the official bands of the U.S. Army and the

A joint statement presented by Admiral Mullen and Major Gen-
eral Chen outlined six bilateral agreements reached from the visit:
(1) a consensus that the two sides would work together within the
framework agreed by President Hu and President Barack Obama;
(2) the establishment of a direct telephone line between the Chi-
nese Ministry of Defense and the U.S. Department of Defense;
(3) plans to conduct joint naval exercises in the Gulf of Aden as
part of the international antipiracy effort; (4) plans to conduct a
humanitarian disaster rescue and relief joint training exercise in
2012; (5) an agreement to exchange medical information and con-
duct joint medical rescue training exercises; and (6) an invitation
from China for the U.S. Army Band and shooting team to visit
China.?s

Although the two sides were able to reach several points of con-
sensus, a number of differences were highlighted. During a press
conference, General Chen commented on China’s opposition to sev-

*General Chen toured Naval Station Norfolk, Virginia; Fort Stewart, Georgia; Nellis Air
Force Base, Nevada; and the National Training Center at Fort Irwin, California. Agence
France-Presse, “U.S. Rolls Out Red Carpet for China Military Chief,” May 14, 2011. hitp:/
www.defensenews.com/story.php?i=6502345.
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eral U.S. military policies, including arms sales to Taiwan, recon-
naissance activities along Chinese coasts by U.S. military aircraft
and vessels, and restrictions on U.S. exports of high technologies
to China.”® Of note, some U.S. observers, including Members of
Congress, were critical of Major General Chen’s visit to U.S. mili-
tary bases, saying those visits might violate the 2000 National De-
fense Authorization Act, which bans Chinese military visitors to the
United States from “inappropriate exposure” to information that
could be used to enhance the PLA’s capacity to conduct combat op-
erations.””

Admiral Mullen’s visit to China

Admiral Mullen reciprocated Major General Chen’s visit in July
2011. Admiral Mullen and his 39-person delegation visited Beijing
as well as Shandong and Zhejiang provinces, where they met with
a number of high-level government and military officials, including
Vice President (and likely future President and Party Secretary) Xi
Jinping. On the trip, Admiral Mullen visited units in the army,
navy, air force, and the Second Artillery (strategic rocket forces)
and was introduced to several pieces of Chinese military tech-
nology, including the Su-27, one of China’s most advanced oper-
ational fighter jets, and a Type-39A Yuan-class diesel-electric sub-
marine.”® At a joint press conference, Admiral Mullen and Major
General Chen announced plans to hold antipiracy maneuvers in
the Gulf of Aden by year’s end, to hold talks on operational safety
in Hawaii and China, and to plan joint humanitarian relief exer-
cises in 2012.79

Some divisive issues punctuated the visit. During a press con-
ference, General Chen three times criticized recent joint naval ex-
ercises between the United States, Australia, and Japan in the
South China Sea. He also raised complaints over controversial non-
military issues such as the attitudes of some American politicians
toward China and a U.S. visit by the Dalai Lama.8® Admiral
Mullen expressed concern over North Korea’s recent provocative
comments and actions and encouraged Beijing to use its strong ties
with Pyongyang to ensure stability on the Korean Peninsula.8!

Implications for the United States

As demonstrated above, China has progressed substantially over
the past year in its military modernization efforts. These develop-
ments show that China is attempting to increase its ability to
project power in the region. Developments in China’s stealth fight-
er, aircraft carrier and carrier aircraft, and antiship ballistic mis-
sile programs, when completed, will provide the PLA with an in-
creased capacity to exert control over the western Pacific and
threaten regional states and U.S. forces operating within the region
in the event of a conflict. These developments also embolden China
and the PLA in its interactions with other nations, as evidenced
during recent U.S.-China military-to-military dialogues.
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Recent Chinese Assertiveness in the South China Sea

Tension between China and other claimants in the South China
Sea territorial disputes [see figure 1, below] has waxed and waned
in recent years, with periods of confrontation and intimidation fol-
lowed by attempts at reconciliation and confidence building.* China
displayed increasing territorial aggression in the spring and sum-
mer months of 2011. In June, Ian Storey, fellow at the Institute for
Southeast Asian Studies in Singapore, noted that tensions in the
disputed seas were at their highest levels since the end of the Cold
War.82 Notwithstanding China’s intermittent displays of coopera-
tion, China’s expanding military, commercial, and rhetorical asser-
tiveness in the South China Sea indicates that China is unlikely
to concede any of its sovereignty claims in the area.83 Expert wit-
nesses testified to the Commission that China’s patterns of asser-
tiveness in the South China Sea call into question its “peaceful
rise” as well as its long-term views toward its regional neighbors
and the United States.84

*Brunei, China, Malaysia, the Philippines, Taiwan, and Vietnam are claimants in maritime
disputes in the South China Sea. For information on developments in the South China Sea in
2009 and 2010, see U.S.-China Economic and Security Review Commission, 2010 Annual Report
to Congress (Washington, DC: U.S. Government Printing Office, 2010), pp. 132-137.
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Figure 1: Territorial Disputes in the South China Sea
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east Asia (Washington, DC: National Defense University, 2011), p. 121. Note: Indonesia does not
consider itself a claimant to any dispute in the South China Sea, even though its territorial
claims in the region overlap with China’s. Permanent Mission of the Republic of Indonesia to
the United Nations, Circular Note No. 480/POL-703/VII/10, July 8, 2010. http://www.un.org/
Depts/los/clcs new/submissions filess/mysvnm33 09/idn 2010re mys vnm  e.pdf.

The following are examples of China’s assertiveness in the South
China Sea in the past year:

Obstruction of resource exploration activities—Chinese vessels ob-
structed resource exploration activities in the claimed territories of
other countries at least three times in the first half of 2011. Each
of these instances may constitute a violation of the United Nations
Convention on the Law of the Sea, which allows any country sov-
ereign rights to conduct economic or resource management activi-
ties in an exclusive economic zone (EEZ) up to 200 nautical miles
from its shores and to which China is a signatory.f In March 2011,

TAn exclusive economic zone is the maritime territory of a coastal state out to 200 nautical
miles, where the coastal state enjoys “sovereign rights for the purpose of exploring and exploit-

Continued
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two Chinese patrol boats aggressively approached and chased away
a seismic survey vessel conducting an assessment of a gas field in
the Philippines’ EEZ near the disputed Spratly Islands. The vessel,
chartered by the British energy consortium Forum Energy, was
conducting work on behalf of the Philippine government.85 The in-
cident prompted harsh responses from the Philippines in the fol-
lowing months. Philippine President Benigno Aquino III announced
plans to take the dispute over the Spratly Islands to the United
Nations International Tribunal on the Law of the Sea.86 He also
vowed to bolster the Philippines’ military power in order to protect
its economic interests in the face of growing Chinese assertiveness.
In June, the Philippines announced a $252 million upgrade for its
navy and deployed its largest warship to patrol the South China
Sea.87 In September, the Philippines allocated an additional $118
million for the purchase of a navy patrol vessel, six helicopters, and
other hardware to secure the perimeter of the country’s largest gas
extraction project, which is located 50 miles from a Philippine is-
land near waters claimed by China.88 President Aquino also called
on the United States, a treaty partner, to help the Philippines
stand up to the Chinese.8°

Vietnamese officials reported that Chinese boats harassed Viet-
namese oil and gas surveying ships operating in the South China
Sea on two separate occasions in 2011. In the first incident, which
occurred in late May, state oil company PetroVietnam alleged that
while it was conducting seismic operations, Chinese airplanes har-
assed the company’s ships, and three Chinese marine surveillance
vessels subsequently cut the company’s survey cables.?0 The second
incident occurred in June and involved a Chinese patrol boat cut-
ting the cable of a Vietnamese oil-drilling research vessel.?1 Both
incidents occurred in Vietnam’s EEZ, less than 200 nautical miles
from the Vietnamese coast, and the second of the incidents oc-
curred more than 600 nautical miles from China’s island province
of Hainan.92 In previous years, Chinese patrol boats typically only
harassed fishermen, not oil and gas vessels.?3

Deep sea oil rig stationed in the South China Sea—China has
built an advanced, deep-water oil rig that it plans to use in the
South China Sea. Launched in the summer of 2011, the $1 billion
oil rig, owned by the Chinese state-owned oil company China Na-
tional Offshore Oil Corporation, is China’s first deep-water drilling
rig and allows China to drill in deeper waters than ever before.94
The exact location of the rig was unclear at the time of the publica-
tion of this Report. The Philippines has expressed concern and has
askggl China’s embassy to clarify the exact location of the planned
rig.

Harassment of Vietnamese and Philippine fishermen—Viet-
namese and Philippine fishermen reported an uptick in harassment
by Chinese maritime patrol boats in early 2011, including the
threatening of fishermen and the seizure and confiscation of fish

ing, conserving and managing the natural resources, whether living or non-living, of the waters
superjacent to the sea-bed and of the sea-bed and its subsoil, and with regard to other activities
for the economic exploitation and exploration of the zone, such as the production of energy from
the water, currents and winds.” United Nations, “Exclusive Economic Zones,” United Nations
Convention on the Law of the Sea (New York, New York: December 10, 1982). htip://www.un.org/
Depts/los/convention agreements/texts/unclos/part5.htm.
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and equipment from “dozens” of Vietnamese vessels.?6 The increase
in harassment coincided with China’s annual unilateral fishing ban
in sections of the South China Sea, parts of which are disputed by
Vietnam.?7 In June, four Vietnamese fishing boats in waters out-
side the disputed Spratly Islands reported that Chinese naval ships
fired shots into the water near the fishermen’s boats and chased
them away.?8 In July, a Chinese vessel threatened a Vietnamese
fishing boat near the disputed Paracel Islands. The Vietnamese
fishermen reported that ten armed Chinese “soldiers” boarded their
boat, punched and kicked the captain, and confiscated one ton of
fish.99 These displays of aggression toward fishermen, as well as
the cable cutting, fueled unrest in Vietnam and spurred weekend
protests against China in Vietnamese cities throughout the sum-
mer.100 Chinese vessels also harassed Philippine fishermen, despite
the fact that claimed Philippine waters are not within the jurisdic-
tion of China’s fishing ban. The authorities in Manila claimed that
from February to June 2011, Chinese ships had entered into dis-
puted Philippine territory and harassed local fishermen nine
times.101

Deployment of patrol ships in the South China Sea—China’s in-
creased assertiveness in disputed waters is attributable in part to
a strategic increase in maritime patrols in regions considered espe-
cially important or sensitive to China. Responsibility for maritime
patrolling is shared by five state agencies and several regional gov-
ernments.192 One of these agencies, China’s Bureau of Fisheries,
announced in December 2010 that China would strengthen fish-
eries management in “sensitive” waters, including the South China
Sea.103 This pledge was put into practice in September 2011 when
an additional fisheries patrol ship was sent to waters around the
disputed Paracel Islands in order to “strengthen fishery adminis-
tration in the waters around Xisha [the Paracel Islands], ensure
fishery production order and safety of fishermen, and protect Chi-
na’s sea sovereignty and fishery interest,” according to an Agri-
culture Ministry official. 104

In June, another agency, China’s State Oceanic Administration,
announced that China’s regular maritime surveillance would be
strengthened in China’s claimed maritime areas in the South
China Sea.195 China Marine Surveillance, which is the main mari-
time patrolling body under the State Oceanic Administration, plans
to significantly increase personnel and patrol vessels and vehicles
in the period during the 12th Five-Year Plan (2011-2015).106 Ac-
cording to Li Mingjiang, assistant professor at S. Rajaratnam
School of International Studies in Singapore, this expansion will
enable China Marine Surveillance to conduct daily patrols in areas
where it currently has the capacity for only one or two patrols each
month.107

Also in June, the Chinese Maritime Safety Administration ship
Haixun-31 arrived in Singapore on what was noted in the press to
be both a goodwill visit and a demonstration of China’s “national
rights and sovereignty” in the South China Sea.10® Singapore does
not claim any part of the disputed South China Sea, but one day
after Haixun-31 made its port call, the Singaporean Defense Min-
istry called on China to clarify its claims in the South China Sea,
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saying that ambiguity over China’s claimed territory was causing
“serious concerns” in the international community.109

In late August 2011, the Financial Times reported on another ap-
parent instance of Chinese patrolling of disputed waters. The news-
paper reported that a Chinese warship “confronted” an Indian navy
vessel located 45 nautical miles off the Vietnamese coast on July
22. The vessel was returning from a scheduled port call in the
southern Vietnamese port of Nha Trang.110 India’s Foreign Min-
istry quickly denied the report, noting only that an unseen caller
identifying himself as the “Chinese Navy” contacted the Indian
ship, the INS Airavat, and stated “you are entering Chinese wa-
ters,” after which the INS Airavat proceeded on its journey. Chi-
nese Foreign Affairs spokesman Ma Zhaoxu said that China had
received no diplomatic protest from India over any naval incident.111

Military exercises in the South China Sea—China has conducted
at least four series of military exercises in the South China Sea
since November 2010.112 According to testimony from Jim Thomas,
vice president for Studies at the Center for Strategic and Budg-
etary Assessments, and Stacy Pedrozo, a U.S. Navy captain and
military fellow at the Council on Foreign Relations, the PLA Navy
conducted several significant exercises in 2010, including a Novem-
ber 2010 amphibious assault exercise that demonstrated PLA Navy
capabilities to seize islands and project military power beyond
mainland shores.113 In June 2011, the PLA Navy staged similar
drills off the coast of Hainan, China’s island province in the South
China Sea.l1* A PLA exercise took place along the Vietnam-China
border in August 2011 as well, fueling media speculation that a
large buildup of Chinese troops in the region could be related to
South China Sea tensions.115

These exercises demonstrate the modernization of China’s naval
forces and China’s will to project force beyond its shores, develop-
ments that have been met with considerable unease in the region.
According to Mr. Thomas:

[T]he stakes in the South China Sea could not be higher.
... In the last year ... China has made a series of provoca-
tive moves that, when coupled with the continuation of its
arms buildup and the development of its naval power pro-
Jection capabilities, have raised concerns throughout the re-

gion about its intentions and potential expansionist designs
in the East and South China Seas.116

Construction on the disputed Spratly Islands, South China Sea—
In early June 2011, the Philippines’ Department of Foreign Affairs
stated that Philippine ships had witnessed a Chinese maritime sur-
veillance vessel and PLA Navy ships unloading building materials
and erecting a number of posts and a buoy on Amy Douglas
Bank.117 The bank, a small feature in the Spratly Islands, is lo-
cated within what both China and the Philippines consider their
EEZs.118 The 2002 Declaration on the Conduct of Parties in the
South China Sea, a legally nonbinding agreement between China
and the Association of Southeast Asian Nations (ASEAN),* which

* ASEAN is a regional geopolitical and economic organization comprising the Southeast Asian
nations of Brunei, Cambodia, Indonesia, Laos, Malaysia, Myanmar, the Philippines, Singapore,
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provides guidelines for dealing with disputes in the South China
Sea, declares that claimants should refrain from occupying pre-
viously uninhabited features in disputed areas.119 According to Dr.
Storey, if these reports are true, “it would be one of the most seri-
ous violations of the 2002 Declaration of Conduct to date.” Prior to
China’s construction on Amy Douglas Bank, no claimant was prov-
en to have begun construction on unclaimed islands and rocks since
the declaration was signed.120

Intimidating claimants with harsh rhetoric and closed-door direc-
tives—Even during periods of conciliation and cooperation between
China and other claimants, Southeast Asian claimants felt pres-
sured to appease China on issues related to maritime disputes, ac-
cording to officials and experts whom the Commissioners met dur-
ing a December 2010 trip to Southeast Asia.l2! For instance, Sec-
retary Clinton’s reference to the South China Sea as a “national in-
terest” of the United States during her speech at the 2010 ASEAN
Regional Forum was met with mixed reactions in Southeast Asia.f
While some regional powers welcomed Secretary Clinton’s speech
as reassurance of U.S. commitment to the region, Commissioners
were told that her remarks, and China’s adverse reaction to them,
prompted some claimant countries to minimize the territorial dis-
putes publicly so as not to attract China’s ire.122 For this apparent
reason, a joint statement from a U.S.-ASEAN Leaders Meeting in
September 2010 in New York City made no mention of the South
China Sea, even though an earlier draft of the statement included
explicit references to the disputes. According to a Singaporean gov-
ernment official who met with Commissioners, Vietnam’s rep-
resentative at the New York meeting insisted that all references to
the South China Sea be taken out of the statement.'23 Commis-
sioners were also told that China had approached all ASEAN mem-
bers separately and directed them to refrain from discussing the
South China Sea, even among themselves.124

China’s insistence that claimants not discuss the disputes among
themselves was challenged in September 2011, when ASEAN rep-
resentatives met for two days to discuss a multilateral dispute res-
olution proposal offered by the Philippines. Senior Philippine dip-
lomats said that Beijing had protested against the meeting, and a
Chinese Defense Ministry spokesman remarked shortly after the
gathering that China opposes “any move which is designed to
multilateralize or internationalize the South China Sea issue.” 125

Of import, China’s party-run media outlets have published a
number of strongly worded editorials advocating that China use its
military might to assert its sovereignty over disputed areas in the
South China Sea. One such editorial, published in the party-run
publication Global Times, asserted that China should “punish”

Thailand, and Vietnam. The Official Website of the Association for Southeast Asian Nations,
“Overview.” hitp://lwww.asean.orglabout ASEAN.html.

+In an address during the 2010 ASEAN Regional Forum, Secretary Clinton asserted that the
United States has a strategic interest in the “freedom of navigation, open access to Asia’s mari-
time commons, and respect for international law in the South China Sea.” She also offered for
the United States to play a facilitating role in establishing a binding code of conduct for the
claimants. These comments met harsh criticism in China, and China’s Foreign Ministry an-
nounced that Secretary Clinton’s remarks were “in effect an attack on China.” U.S.-China Eco-
nomic and Security Review Commission, 2010 Annual Report to Congress (Washington, DC: U.S.
Government Printing Office, 2010), pp. 132-139.
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other claimant countries, namely Vietnam and the Philippines, by
launching small-scale battles against their forces in the region.126

Implications for the United States

China’s intensified rhetoric and expanding presence in the South
China Sea carry significant implications for the United States. Chi-
na’s growing maritime power could threaten U.S. interests in the
Pacific and could lead to Chinese attempts to limit the freedom of
navigation that the United States and other countries enjoy in the
region. Mr. Thomas testified that as China develops its antiaccess
capabilities and becomes increasingly competent operating in its re-
gional maritime environment, China could possibly create a sea de-
nial network stretching from the East China Sea to the South
China Sea, eroding the ability of the United States to operate in
the region.127 (For more information on the PLA’s ability to exert
control over the western Pacific, see sec. 2 of this chapter.) Such
a strategy, according to Captain Pedrozo, aligns with a 1982 Chi-
nese naval maritime plan in which China would replace the United
States as the dominant military power in the Pacific and Indian
oceans by 2040.128 Balbina Hwang, visiting professor at George-
town University, echoed these concerns in her written testimony to
the Commission:

[T]he increasingly assertive Chinese maritime behavior we
are witnessing today may be part of a broader strategy to
exercise authority over smaller neighbors in the near term
by pushing U.S. forces away from its maritime borders to
demonstrate rights over the entire South and East China
Seas. ... One necessary concession in China’s view will be
the reduction of U.S. influence in the region.?29

Another implication of China’s growing assertiveness, especially
its harassment and intimidation of foreign vessels, is a growing
risk of escalation due to miscommunication and miscalculation be-
tween claimants.130 Foreign and Chinese analysts agree that Chi-
na’s various maritime enforcement actors often are not sufficiently
coordinated with each other.131 Combined with insufficient mecha-
nisms to report unsafe practices at sea and encourage adherence to
international laws and norms, minor incidents could escalate into
larger problems. As chances of confrontation grow, issues could be
raised for the United States, which has mutual defense obligations
with the Philippines and other Asia-Pacific countries including
Australia, Japan, New Zealand, South Korea, and Thailand.*

Cyber Issues

In continuation of previous practice, China in 2011 conducted
and supported a range of malicious cyber activities.f These included

*For more information on defense obligations between the United States and other countries,
see Office of the U.S. Department of State, Treaties in Force: A List of Treaties and Other Inter-
national Agreements of the United States In Force on January 1, 2011 (Washington, DC: U.S.
Department of State, 2011). http://www.state.gov/documents/organization/169274.pdf.

TRecent Commission Reports on the subject include U.S.-China Economic and Security Re-
view Commission, 2009 Annual Report to Congress (Washington, D.C.: U.S. Government Print-
ing Office, November 2009), chapter 2, section 4; and U.S.-China Economic and Security Review
Commission, 2010 Annual Report to Congress (Washington, D.C.: U.S. Government Printing Of-
fice, November 2010), chapter 5.
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network exploitations to facilitate industrial espionage and the
compromise of U.S. and foreign government computer systems. Evi-
dence also surfaced that suggests Chinese state-level involvement
in targeted cyber attacks. Expert testimony to the Commission ex-
plained and contextualized China’s strategy for the use of such at-
tacks to achieve military objectives. In parallel to these develop-
ments, China asserted a greater level of control on domestic Inter-
net content and engaged in various online surveillance activities.¥

Malicious Cyber Activities on
U.S. Department of Defense Networks

As the Commission reported in 2010, the U.S. government as a
whole does not publish comprehensive statistics about malicious
cyber activities on its networks. The Commission uses statistics
published by the Department of Defense about exploitations and
attacks on the department’s information systems as one indi-
cator of overall trends in the cybersecurity environment. Figure
2, below, demonstrates changes in the volume of such activities
over the past decade. Not all of the incidents depicted below spe-
cifically relate to China (the department has not made available
that level of detail).

+This subsection’s findings follow from numerous studies and reports over the past year that
implicate China. Many times, investigators attribute incidents on the basis of technical or oper-
ational information, the details of which rarely become public. Other times, conclusions rely on
inference. In either case, professional investigators typically offer attribution assessments with
a specified degree of confidence. Such qualifications sometimes are inadequately conveyed, espe-
cially in secondary reports. Moreover, third parties likely use a variety of measures to make
their attacks appear as coming from China in order to conceal their identities. (This model is
a reasonable explanation for some penetrations, such as those for intellectual property theft, but
less so for others, such as those that target Chinese dissidents.) Stil