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February 13, 2013 

 

The Honorable Patrick J. Leahy 

President Pro Tempore of the Senate, Washington, D.C. 20510 

The Honorable John A. Boehner 

Speaker of the House of Representatives, Washington, D.C. 20515 

 

DEAR SENATOR LEAHY AND SPEAKER BOEHNER: 

 

     We are pleased to notify you of the Commission’s February 7, 2013 public hearing on “China’s New 

Leadership and Implications for the United States.”  The Floyd D. Spence National Defense Authorization 

Act (amended by Pub. L. No. 109-108, section 635(a)) provides the basis for this hearing. 

 

     At the hearing, the Commissioners received testimony from the following witnesses: Christopher K. 

Johnson, Senior Advisor and Freeman Chair in China Studies, Center for Strategic and International Studies; 

Dr. Cheng Li, Director of Research and Senior Fellow, John L. Thornton China Center, Brookings Institution; 

Dr. Eswar Prasad, Senior Professor of Trade Policy, Cornell University; Nicholas Borst, Research Associate 

and China Program Manager, Peterson Institute for International Economics; Dr. James Mulvenon, Vice-

President, Intelligence Division, Defense Group, Inc.; Roy D. Kamphausen, Senior Advisor for Political and 

Security Affairs, National Bureau of Asian Research; LtGen Wallace ‘Chip’ Gregson, Jr. (USMC, ret.), 

Senior Director, China and the Pacific, Center for the National Interest; Dr. David M. Lampton, Professor and 

Director of China Studies, Johns Hopkins University, School of Advanced International Studies; and Dr. 

Michael Auslin, Resident Scholar and Director of Japan Studies, American Enterprise Institute.  In 2012, the 

Chinese Communist Party’s 18
th
 Party Congress ushered in a new generation of political leaders, raising 

questions over what China’s priorities will be over the next decade.  This hearing examined impacts of 

China’s recent leadership transition through the lenses of China’s domestic policies, its economy, and its 

military.  Additionally, the hearing included a discussion on the United States’ evolving policy towards Asia. 

 

     We note that prepared statements for the hearing, the hearing transcript, and supporting documents 

submitted by the witnesses will soon be available on the Commission’s website at www.USCC.gov. Members 

and the staff of the Commission are available to provide more detailed briefings. We hope these materials will 

be helpful to the Congress as it continues its assessment of U.S.-China relations and their impact on U.S. 

security.  

 

     The Commission will examine in greater depth these issues, and the other issues enumerated in its 

statutory mandate, in its 2013 Annual Report that will be submitted to Congress in November 2013. Should 

you have any questions regarding this hearing or any other issue related to China, please do not hesitate to 

have your staff contact our Congressional Liaison, Reed Eckhold, at (202) 624-1496 or via email at 

reckhold@uscc.gov.  

 

Sincerely yours,       

                                           

                          
    Hon. William A. Reinsch         Hon. Dennis C. Shea     

               Chairman                                   Vice Chairman 
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CHINA’S NEW LEADERSHIP AND IMPLICATIONS FOR THE UNITED STATES 

THURSDAY, FEBRUARY 7, 2013 

 
 

U.S.-CHINA ECONOMIC AND SECURITY REVIEW COMMISSION 
 

     Washington, D.C. 

 

 The Commission met in Room 2212 Rayburn House Office Building, Washington, D.C. 

at 9:00 a.m., Chairman William A. Reinsch and Vice Chairman Dennis C. Shea (Hearing Co-

Chairs), presiding. 

 
 

OPENING STATEMENT OF CHAIRMAN WILLIAM A. REINSCH 

HEARING CO-CHAIR 

 

 

 CHAIRMAN REINSCH:  Good morning,  everybody.   Welcome to 

the  f i rs t  hearing of  the  U.S. -China Commission 's  2013 Annual  Repor t  cycle.   

Let  me begin by welcoming the  two new Commissioners ,  Katherine Tobin,  

who is  r ight  there ,  and Senator  J im Talent ,  who is  r ight  behind me,  who have 

joined  the  Commiss ion thi s  year .   I 'm sure you ' l l  be  hearing from them la ter  

on in  the quest ion  period.  

 Today we 're  going to  examine the  changes  in  China 's  pol i t i cal ,  

economic ,  and secur i ty landscape fol lowing t he Party Congress  las t  

November .   We' l l  a l so discuss  U.S.  pol icy toward the region in  l ight  of  the 

changes that  occurred  then .   We have assembled a s t rong set  of  witnesses  to  

address  di fferent  aspects  of  China 's  l eadership  t ransi t ion,  and I want  to  thank 

them for  thei r  part ic ipat ion in  the hearing.  

 Las t  fal l ,  the  Chinese  Communist  Party 's  18th Party Congress  

ushered in  the "Fif th  Generat ion" of  pol i t i ca l  l eaders .   We' l l  begin  today by 

assessing who was  selected for  the  Pol i tburo S tanding Commit tee ,  who was  

not  selec ted,  and  what  these  decis ions suggest  about  the  Party's  pol icy,  

di rect ions,  and priori t i es .  

 Al though Xi  J inping and Li  Keqiang 's  appointments  were  long 

ant ic ipated ,  other  outcomes  surpri sed outs ide  observers .   We look forward  to  

hearing our witnesses '  t es t imony today about  how these  off icial s '  

backgrounds,  loyal t ies ,  pa tronage networks,  and  other  factors  may have 

affected  the  t ransi t ion.   More  important ly,  we 're hoping to  gain insight  about  

what  the new leadership  team means for  China 's  governanc e over the coming 

decade.  

 The second panel  wi l l  assess  the prospect  for  economic reform 

under China 's  new leaders .   We know al ready that  Xi  and Li  face internal  and 

external  chal lenges.   Ins ide China ,  they must  overcome growing economic 
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inequal i t y and  other  s t ructural  imbalances  a long with endemic corrupt ion  and  

ent renched local  interests  that  wi l l  res i s t  reforms.   Their  central  di lemma i s  

the  l ike l ihood that  any meaningful  reforms wil l  undercut  Party control .  

 In  addi t ion,  the global  economy heavi ly af fec ts  China 's  economic  

performance.   Our witnesses  today wil l  p rovide insight  into how China 's  new 

leadership  wi l l  at tempt  to  meet  these  chal lenges ,  or  whether  the  s tatus  quo 

wil l  p revai l  as  China 's  l eaders  seek to  maintain  thei r  7 .5 percent  economic  

growth t arget  as  wel l  as  the Party's  posi t ion  in  power.   This  panel  wi l l  l ay 

the  foundat ion  for  forthcoming Commission  hearings on  China 's  economy 

and i t s  f inancial  sec tor .  

 Let  me now yie ld  to  the co -Chair  of  today's  hearing,  Vice 

Chairman Shea,  for  his  opening s tatement ,  and  then  I ' l l  in t roduce the f i rs t  

panel .  
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PREPARED STATEMENT OF CHAIRMAN WILLIAM A. REINSCH 

HEARING CO-CHAIR 

 

 

Welcome to the first hearing of the U.S.-China Commission’s 2013 Annual Report cycle. Today 

we will examine the changes in China’s political, economic, and security landscape following 

the Party Congress last November. We’ll also discuss U.S. policy toward the region in light of 

these changes. We have assembled a strong set of witnesses to address different aspects of 

China’s leadership transition, and I’d like to thank them for their participation in this hearing.  

 

Last fall, the Chinese Communist Party’s 18th Party Congress ushered in the “Fifth Generation” 

of political leaders. We’ll begin today by addressing who was selected for the powerful Politburo 

Standing Committee, who was not selected, and what these decisions suggest about the Party’s 

policy directions and priorities. Although Xi Jinping and Li Keqiang’s appointments were long-

anticipated, other outcomes surprised outside observers. We look forward to hearing our 

witnesses’ testimony today about how these officials’ backgrounds, loyalties, patronage 

networks, and other factors may have affected the transition. More importantly, we’re hoping to 

gain insight about what the new leadership team means for China’s governance over the coming 

decade.  

 

The second panel will assess the prospect for economic reform under China’s Fifth Generation 

leaders. We know already that Xi and Li face internal and external challenges. Inside China, they 

must overcome growing economic inequality and other structural imbalances along with 

endemic corruption and entrenched local interests that will resist reforms. Their central dilemma 

is the likelihood that any meaningful reforms will undercut Party control.  

 

In addition, the global economy heavily affects China’s economic performance. Our witnesses 

today will provide insight into how China’s new leadership will attempt to meet these 

challenges, or whether the status quo will prevail as China’s leaders seek to maintain their 7.5 

percent economic growth target and the Party’s position in power. This panel will lay the 

foundation for forthcoming Commission hearings on China’s economy and financial sector.  

I’ll now yield to the co-Chair of today’s hearing, Vice Chairman Shea, for his opening statement.  

 

Thank you. 
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OPENING STATEMENT OF VICE CHAIRMAN DENNIS C. SHEA 

HEARING CO-CHAIR 

 

 

 VICE CHAIRMAN SHEA:  Well ,  thank you,  Chai rman Reinsch,  

and thank you again  to  our witnesses  for  join ing us .    

 Our f i rs t  af ternoon panel  wil l  address  the  mil i tary leadersh ip 

t rans i t ion that -- l ike the  broader  pol i t i ca l  t ransi t ion --held a few surpri ses .  

Chief  among these was the clean  break in  the  chai rmanship of  the Cent ra l  

Mil i tary Commiss ion from Hu J intao  to  Xi  J inping.   This  represents  a  clear  

deviat ion f rom the  pat tern  set  by J iang Zemin ,  who held on  to  the 

chai rmanship fo l lowing the t ran sfer  of  power to  Hu J intao a  decade ago .  

 Xi  has  al ready begun to  consol idate his  power over the mi l i t ary:  

he  has  managed a wave of  h igh -level  promotions and urged the  People 's  

Libera t ion Army to  maintain  "combat  readiness ."  His  personal  l inkages  to  

the  mil i t ary have been  said  to  help cement  hi s  au thori ty as  head  of  China 's  

armed forces .  

 I  look forward  to  a discussion with our witnesses  about  what  we 

can expect  f rom the  PLA under Xi  and  the  other  new top mi l i tary leaders .   

We're hoping,  in  part icu lar ,  to  gain insight  about  what  these personnel  

changes mean for  China 's  securi ty pol ic ies  over  the coming decade.  

 We'l l  conclude today's  hear ing with  a panel  on  pol icy 

implicat ions  of  these t ransi t ions for  the  United  States .   By now, the broad 

out l ines  of  the  U.S.  "rebalancing" to  Asia are wel l -known.   We're interes ted 

in  our witnesses '  v iews on how sound the  pol icy is  and  how wel l  i t ' s  been  

implemented so far .   We have made i t  a  priori t y to  invi te  panel i s ts  wi th  

dif ferent  perspect ives  on  the  issue,  and  we ant ic i pate a fulsome discussion 

on the pol icy's  s t rengths  and  weaknesses .   We have asked  panel i s ts  to  

consider  the Chinese response  to  the  rebalancing,  as  wel l  as  regional  

responses .  

 Final ly,  a  couple  of  housekeeping i tems before we begin .   I 'd  

l ike to  of fer  our  s incere  appreciat ion to  Representat ive J .  Randy Forbes  and  

the  House  Armed Services  Commit tee and thei r  s taf f  for  helping us  secure  

this  room today.   As  always ,  I 'd  l ike  to  remind wi tnesses  to  keep  remarks to  

seven minutes  so that  we have ample t ime for  our  quest ion -and-answer 

session.   I  too  would l ike  to  join  the Chai rman in  welcoming our  new 

members ,  Katherine  Tobin  and  Senator  Talent .   I 'd  al so l ike  to  welcome Reed 

Eckhold ,  who is  our  new congressional  l iai son,  and  Kimber ly Hsu,  our 

securi ty expert ,  who helped  set  up this  meet ing,  who 's  a  l ater  ar r ival  but  a  

recent  one as  wel l .  

 So with  that ,  I ' l l  yie ld back  my t ime to  Chairman Reinsch .  
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PREPARED STATEMENT OF VICE CHAIRMAN DENNIS C. SHEA 

HEARING CO-CHAIR 

 

 

Thank you, Chairman Reinsch, and thank you again to our witnesses for joining us. Our first 

afternoon panel will address the military leadership transition that—like the broader political 

transition—held a few surprises. Chief among these was the clean break in the chairmanship of 

the Central Military Commission from Hu Jintao to Xi Jinping. This represents a clear deviation 

from the pattern set by Jiang Zemin, who held on to the chairmanship following the transfer of 

power to Hu Jintao a decade ago. Xi has already begun to consolidate his power over the 

military: he has managed a wave of high-level promotions and urged the People’s Liberation 

Army to maintain “combat readiness.” His personal linkages to the military have been said to 

help cement his authority as head of China’s armed forces. I look forward to a discussion with 

our witnesses about what we can expect from the PLA under Xi and the other new top military 

leaders. We’re hoping in particular to gain insight about what these personnel changes mean for 

China’s security policies over the coming decade. 

 

We’ll conclude today’s hearing with a panel on policy implications of these transitions for the 

United States. By now, the broad outlines of the U.S. “rebalancing” policy to Asia are well-

known. We’re interested in our witness’ views on how sound the policy is and how well it’s been 

implemented so far. We have made it a priority to invite panelists with different perspectives on 

the issue and we anticipate a fulsome discussion on the policy’s strengths and weaknesses. We 

have asked panelists to consider the Chinese response to the rebalancing, as well as regional 

responses.  

 

Finally, a couple of housekeeping items before we begin. I’d like to offer our sincere 

appreciation to Representative J. Randy Forbes and the House Armed Services Committee and 

their staff for helping us to secure this room today. As always, I’d like to remind witnesses to 

keep remarks to 7 minutes so that we have ample time for our question-and-answer session.  

With that, I’ll yield back to Chairman Reinsch to introduce our first panel.   
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PANEL I INTRODUCTION BY CHAIRMAN REINSCH 

 

 

 CHAIRMAN REINSCH:  Thank you.  

 The f i rs t  panel  features  two dis t inguished  China leadership  

analys t s .   Chri s  Johnson i s  current ly the Freeman Chai r  in  China S tudies  at  

CSIS.   P rior  to  that ,  he was a senior  China  analys t  at  the  CIA.   I  can say that  

apparent ly.  

 [Laughter . ]  

 CHAIRMAN REINSCH:  With  experience advis ing pol icymakers  

on a var ie ty of  China i ssues ,  including nat ional  l eadersh ip t rans i t ions .    

 Dr .  Cheng Li  is  the  Di rector  of  Research a t  the Thornton China 

Center  a t  the  Brookings  Inst i tut ion .   He 's  also Di rector  of  the Nat ional  

Commit tee  on  U.S. -China Rela t ions.   Dr.  Li  t es t i f ied before this  Commission 

during the  las t  major  leadership  t ransi t ion so we 're looking forward  to  h is  

insights  t his  t ime around.   I 'm sure he got  everything r ight  l as t  t ime so  we 're  

going to  wai t  wi th  great  interes t  what  you 're going to  tel l  us  th is  t ime.  

 Thanks to  both of  you for  being here.   Mr.  Johnson,  l et ' s  begin 

with  you,  and then we ' l l  go to  Dr .  Li ,  and then  we ' l l  have quest ions .  
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OPENING STATEMENT OF CHRISTOPHER K. JOHNSON 

SENIOR ADVISOR AND FREEMAN CHAIR IN CHINA STUDIES 

CENTER FOR STRATEGIC AND INTERNATIONAL STUDIES (CSIS) 

 

 MR. JOHNSON:  Thank you very much,  Mr.  Chai rman,  and  let  

me jus t  s tar t  o f f  by t hanking the  Commissioners  for  the opportuni ty to  come 

down and address  them on th is  very important  topic .   In  the  interes t  of  t ime,  

we ' l l  jus t  dive  r ight  in .  

 I 'd  l ike to  s tar t  by g iving a broad  overv iew of my assessment  of  

the  process  and pol i t ical  outcom es  that  we 've  jus t  been through with  the 18th 

Party Congress  las t  fal l  and then  seek to  provide  some very quick thoughts  

and k ind of  broad  s t rokes about  what  i t  al l  may mean for  the new leadership 

team's  approach to  key pol icy mat ters .  

 In  terms of  the  pol i t ical  process  and  i t s  outcomes,  I 'd  l ike  to  

focus my opening remarks  this  morning on what  I bel ieve to  be three key and  

closely related misconcept ions  about  the t ransi t ion  that  are part  of  the broad 

sweep of  analys i s  and commentary that  has  fol lowed the P arty Congress .   I  

think,  f i rs t  and foremost ,  and in  some ways  most  s igni f icant ,  i s  the  not ion 

that 's  been  out  there  in  the sort  of  analyt ic  churn  of  the return  of  former 

President  J iang Zemin in the process ,  or  the idea that  he  dramatical ly 

reinserted  himsel f  in  the  pol i t i cal  process  to  shape the new leadership  l ineup.  

 This  narra t ive al so  posi ts  that  through his  meddl ing,  J iang 

somehow al tered the ru les  of  the  pol i t i cal  game in a way that  runs counter  to  

the  broad t rend toward greater  inst i tut ional izat ion of  the  succession process  

that  we 've  seen developing in  recent  years ,  and  that ,  in  turn,  these act ions  by 

J iang made the process  at  leas t  more  unwieldy as  the  leadership  s t ruggled to  

form a  consensus on  the new l ineup,  i f  not  inherent ly more  unstable .  

 But  in  my assessment ,  the real i t y of  the  s i tua t ion i s  tha t  a  carefu l  

analys i s  of  the eight  years  s ince J iang lef t  formal  of f ice makes  abundant ly 

clear  that  he never real ly lef t  the pol i t i cal  s tage.   His  s t rong influence  was  

manifes t  in  the las t  several  years  in  severa l  ways ,  but  par t icularly in  the  

personnel  sphere ,  in  shaping the  leadership l ineups  that  came when he  

formal ly re t i red at  the  16th  Party Congress  in  2002,  fol lowing again,  the  

17th  Par ty Congress ,  and  then again here recent ly a t  the 18th Par ty Con gress  

in  the  fa l l .  

 So with  that  in  mind,  his  s t rong hand in shaping the new 

leadership  team should therefore  come as  no  surpr ise in  a sys tem that  tends 

to  value personal  power  and  has  few hard and  fast  rules  governing the 

pol i t ical  process .  

 A second key misreading of  the Party Congress  resul ts  is  the idea  

that  Xi  J inping l ikely wil l  be as  const ra ined when i t  comes  to  set t ing his  own 

pol icy agenda as  Hu J intao was when the lat ter  took power  at  the las t  

t rans i t ion a  decade ago.    

 This  is  because  in  this  l ine of  thinking,  Xi  is  surrounded by 

Pol i tburo Standing Commit tee  col leagues  that  he did  not  choose,  and  that  
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he 's  al so  hemmed in  by not  just  one  but  now two ret i red  Par ty General  

Secretaries ,  J iang Zemin and also Hu J intao,  the  depart ing Party  Secretary 

and President ,  both  of  whose  interest s  must  be accommodated  as  Xi  th inks 

about  how he 's  going to  take  on  the  pol icy and  personnel  chal lenges that  he 

faces  going into  the  future.  

 Both  of  these s ta tements  are t rue  as  s imple mat ters  of  fact ,  but  i n  

my own assessment ,  based  on  the  broad context  of  what  we saw with the 

Party Congress ,  they probably lack  broader explanatory power .  

 This  is  because  whatever Xi 's  di fferences  may be with h is  most ly 

J iang Zemin-backed new Pol i tburo Standing Commit tee col l eagues,  there  

presumably i s  far  l ess  pol icy dayl ight  among this  group than i f  more  Hu 

al l i es ,  the people  who did  not  make the  Pol i tburo  Standing Commit tee ,  who I 

assume Dr.  Li  wil l  go into in  great  deta i l ,  were  appoin ted to  the  top ranks.  

 Secondly,  the other  key Party and  personnel  developments  a t  the 

Congress  cer ta inly appear cons is ten t  with a sort  of  broad desi re among the  

top leadership to  ful ly empower Xi  J inping given the  chal lenges that  the  

leadership  is  facing in  the  economics  sphere,  in  the pol i t i c a l  process  sphere ,  

and in  the foreign pol icy sphere as  wel l .  

 There  is  a lso ,  for  reasons  we can go into in  the  quest ion and 

answer period ,  I  think ample reason to bel ieve that  Xi  wil l  be  far  less  

const rained than Hu J intao was when i t  comes to  the  meddl ing  of  re t i red 

predecessors  f rom behind  the  scenes.  

 And the  f inal  misconcept ion I 'd  l ike to  discuss  i s  this  idea that  

the  new Pol i tburo  S tanding Commit tee  leadersh ip is  innately conservat ive  

and therefore al lergic to  any type  of  reform whatsoever .   In  my est imat ion ,  

this  conjecture  is  sort  of  overstated,  i f  not  completely wrongheaded.   While 

i t  i s  t rue that  the new top  leadership i s  defini tely more conservat ive in  

orientat ion than  i f  some of  the more  reform candidates  who did  not  make the  

l is t  were  chosen,  th ese people  are  not  by thei r  sort  of  int r insic  nature  

opposed  to  al l  t ypes  of  reform.  In  fact ,  most  of  them have served  in  thei r  

past  capaci t ies  in  some of  the  most  reform -oriented provinces  in  China,  

where  economic experimentat ion  is  part  of  the job .  

 So I think,  moreover,  a  lo t  of  the new Pol i tburo S tanding 

Commit tee 's  members ,  f ive of  the  seven ,  wil l  actual ly be re t i r ing in  f ive 

years '  t ime i f  the Party cont inues to  hold to  the  informal  age rest r ict ions that  

they've  been  fol lowing in the las t  severa l  Con gresses .   So,  in  many ways ,  

these f ive  individuals ,  thi s  i s  the ir  l as t  t ime in  off ice so they have less  

const rain t  than they might  i f  they were potent ia l l y worried about  having to  

seek  another  f ive -year  term.  

 So what  does  th is  al l  mean?   In  broad s t rokes,  I  th ink  i t  means 

that  the  new leadership team is  (a)  more  s table  than  a lot  of  the  analys is  has  

predic ted and (b)  more able to  take  on some of  the chal lenges  that  they are  

fac ing in  terms  of  the  key economic di f f icul t ies ,  p rimari ly in  the  economic 

sphere that  they are  facing,  than  their  predecessor  leadership.    

 There 's  a  broad  recogni t ion  within the top leadership  that  the  las t  

decade under  Hu J in tao  in  a lot  of  ways  was a los t  decade for  the Party's  
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abi l i t y to  move the system forward ,  and  they' re  t rying  to  empower  the new 

leadership  to  a l low them to be  able to  make some change.  

 The key quest ion  then  is  what  kind of  changes  might  they make?   

I  think the new leadership has  been s ignal ing very s t rongly so far  that  they 

do intend to  engage in  some kind of  e conomic reform program.   Exact ly what  

tha t 's  going to  look l ike i s  going to  be the  subject  of  debate  probably 

between now and the Party Plenum that  we expect  in  the  fal l ,  which should  

rol l  out  whatever  reform program they' r e ab le  to  unvei l .  

 The key quest ion  in  my mind i s  not  so  much the wil l ingness  of  

the  top leaders  in  th is  regard,  but  rather  has  the Party's  Leninis t  sys tem 

become so sclero t ic  in  i t s  or ientat ion and captured  by key vested interes ts  

with in  the sys tem that  despi te  the  leadership 's  good in te nt ions,  are they 

unable to  move the  process  forward?  

 Very quickly,  on foreign pol icy,  the pic ture  is  much less  clear  in  

terms  of  the s igns we 've  been  seeing.   We've  certainly been seeing some very 

nat ional is t ic  and  hard -l ine  rhetoric  coming out  of  Xi  J inp ing and  some of  hi s  

col leagues ,  al though i t ' s  impor tant  to  note  that  a  lot  of  the  language he 's  

been  using i s  k ind of  s tandard  language.   He 's  jus t  f raming i t  in  a  s l ight ly 

dif ferent  way.  

 But  he 's  s t i l l  in  the process  of  consol idat ing power ,  and so  i t 's  

hard  to  know whether  these ini t i al  s tatements  and s ignals  that  he 's  been  

sending reflect  the pol icy orien ta t ion of  foreign pol icy that  we expect  the 

new leadership  to  adopt  or  whether  this  is  jus t  about  proving his  bona f ides  

going forward.  

 And I see I 'm j ust  about  out  of  t ime,  so  I ' l l  s top there  and  look 

forward  to  your quest ions.  
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Interpreting the Transition: Three Misconceptions and their Implications 

At the close of the First Plenum of the 18th
 
Central Committee on November 15, 2012, the 

Chinese Communist Party (CCP) unveiled its new, slimmed-down Politburo Standing 

Committee (PBSC) to the world. With the new leadership lineup no longer a mystery, the 

attention of party insiders in Beijing and foreign China watchers turned quickly to dissecting the 

results of the 18th Party Congress in an effort to interpret their broader meaning. Among such 

analyses, three common misperceptions about the transition process and its outcome have 

substantial ramifications for understanding the political and policy implications as the new 

leadership team begins the necessary work of consolidating power and framing the outlines of its 

governing approach. 

1) The “Return” of Jiang Zemin.  With at least five—and arguably six—of the new PBSC 

members having political ties to former President Jiang Zemin, many observers were stunned by 

the seemingly strong influence in shaping the new leadership lineup wielded by a leader who 

notionally had been formally retired for nearly a decade. This in turn has spawned ominous 

warnings about a dangerous return to elder-mediated politics
1
 (老人政治) as the outcome of the 

Party Congress clearly called into question entrenched assumptions about the incremental 

institutionalization of the Chinese political system. The new PBSC configuration is a poignant 

reminder of one of the eternal verities of Chinese politics—personalities matter. Of course, this is 

a truism in almost any political system. Still, the importance of personal relationships in Chinese 

culture—and of personal networks in Chinese politics—means that in China, more so than in 

other polities, the rule of thumb is people first, then policy. China’s authoritarian system, despite 

some modest tweaks to make the process appear more regularized and predictable, remains a 

largely informal and highly-personalized affair.  

                     
1
 Jeremy Page, “Chinese Party Elders Step Back In,” The Wall Street Journal, September 6, 2012, at 

http://online.wsj.com/article/SB10000872396390444301704577631932672679296.html  

http://online.wsj.com/article/SB10000872396390444301704577631932672679296.html
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This reality has been easy to lose sight of under the fairly monochrome management of the 

outgoing leadership cohort and their obsessively consensus-driven style of decisionmaking under 

the stewardship of President Hu Jintao. Their approach intentionally masked Jiang’s continuing 

behind-the-scenes role. Still, there was ample evidence throughout Hu’s tenure that Jiang never 

really left. Jiang remained number two in the official party hierarchy after stepping down as 

party chief in 2002. More importantly, he retained that status after retiring from his last official 

post as chairman of the Central Military Commission in 2004. Interpreted by many analysts as 

merely an honorific recognition of his status as a retired CCP general secretary, in hindsight, it is 

clear this status instead reflected his continuing influence as the “core” of the third generation 

Chinese leadership and thus its representative in elite decisionmaking. 

Moreover, Jiang’s guiding hand was especially apparent in shaping the senior personnel lineups 

at both the 16th and 17th Party Congresses in 2002 and 2007, respectively. In conjunction with 

his departure as sitting party chief, Jiang expanded the size of the PBSC at the 16th Party 

Congress from the previous seven seats to nine to accommodate additional members of his 

leadership circle.
2
 But the true measure of his victory at that conclave was the simultaneous 

stacking of the full Politburo with his associates. Jiang further consolidated his position at the 

17th Party Congress by placing Xi Jinping in the pole position to replace Hu and by tightening 

his grip on several of the Party’s key levers of power. Putting his supporters firmly in control of 

the CCP’s key investigative organs at the 2007 Congress, for example, sent an unmistakable 

signal that he had fully recovered following the purge of then Shanghai party chief Chen 

Liangyu—a clear attack on Jiang’s powerbase—only a year before.
3
 

Jiang repeated this performance in the runup to the 18th Party Congress. His early support for 

former Politburo member Bo Xilai risked putting him on his back foot in the succession 

sweepstakes as Bo became engulfed in scandal and accusations that his family members were 

involved in the death of a foreign national. But Jiang seized on the equally lurid scandal 

surrounding the death of the son of former CCP General Office Director Ling Jihua in a car 

crash—while driving a Ferrari, no less—to come roaring back. He reportedly criticized Ling for 

seeking to cover-up the crash and even held back a key investigative report for several months to 

maximize its political impact.
4
 Jiang’s adroit manipulation of the incident was a political 

masterstroke on the eve of the leadership handover, in what had become his signature move 

ahead of the last several Party Congresses.  

Against this backdrop, Jiang’s influence over the personnel outcomes at the 18th Party Congress 

was no surprise. In fact, the rise of several of the proteges Jiang placed on the full Politburo at 

the 16th Party Congress to the PBSC this time around speaks volumes about the farsightedness 

of his gameplan in arranging the Politburo deck chairs in 2002. His heavy hand in crafting the 

new lineup should therefore be viewed as what passes for “normal” in a process governed by 

very few formal rules. As such, it would be misleading to conclude that Jiang’s role signified a 

                     
2
 Joseph Fewsmith, “The Sixteenth National Party Congress: The Succession that didn’t Happen,” The China 

Quarterly, No. 173 (March 2003): 3-16 
3
 Joseph Fewsmith, “The 17

th
 Party Congress: Informal Politics and Formal Institutions,” China Leadership 

Monitor, No. 23 (Winter 2008) 
4
 “How Crash Cover-Up Threatens Career of Hu's Top Aide,” South China Morning Post, September 3, 2012, at 

http://www.scmp.com/news/china/article/1028489/how-crash-cover-threatens-career-hus-top-aide 

http://www.scmp.com/news/china/article/1028489/how-crash-cover-threatens-career-hus-top-aide
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fundamental change to the CCP’s way of doing business, or that the process had somehow 

become more unwieldy or intrinsically unstable as a result. 

2) Xi Constrained. A second—and interrelated—misreading of the Party Congress outcome is 

the notion that Xi Jinping likely will be as constrained when it comes to setting his own agenda 

as Hu Jintao was when the latter took power at the last transition a decade ago. This is because, 

so the thinking goes, Xi is surrounded by PBSC colleagues he did not choose. He also is 

hemmed in by not just one, but two retired general secretaries—Hu and Jiang—whose interests 

must be accommodated. Both of these statements are true as matters of fact, but they probably 

lack broader explanatory power. 

In fact, if there is any lesson we should take from the still unfolding transition, it is that past 

precedent may not be the best predictor of future developments or performance. Whatever Xi’s 

differences with his mostly Jiang-backed PBSC colleagues, there presumably is far less policy 

daylight among them than had more Hu allies been appointed to the Party’s top ranks. The key 

personnel developments at the Party Congress—trimming two seats from the PBSC, 

downgrading the party’s security czar, and making Xi party boss and commander-in-chief in one 

fell swoop—certainly appear consistent with such a seeming desire to fully empower Xi. The 

meaningfulness of these changes is amplified still more if viewed through the prism of personal 

political power instead of misguided notions of institutionalization. 

Although it is unclear whether Xi will face the same kind of substantial meddling from his 

retired predecessors that seemingly plagued Hu’s tenure, early indications would suggest 

otherwise. The CCP’s late January announcement that, at his own request, Jiang Zemin would 

now be grouped with other retired leaders in the Party’s official pecking order
5
 sends an 

important signal about his willingness to give Xi sufficient breathing room. Likewise, Hu Jintao 

may lack the inclination—or, more importantly, sufficient authority—to intervene in meaningful 

ways. Having never been designated the official “core” of his generation’s leadership cohort
6
, 

Hu probably lacks adequate justification to weigh in from behind the scenes. Moreover, even 

though several of his proteges were elected to the full Politburo at the 18th Party Congress, Hu’s 

lack of a working majority on the PBSC limits his influence. So, while Xi must be appropriately 

deferential to both Hu and Jiang and mindful of their interests, he probably will be less 

hamstrung by such considerations than Hu. 

This is not to suggest that Xi is entirely unfettered, or that the transition process and its results 

are, or will be, free from consequences, intended or otherwise. By promoting the oldest members 

of the previous full Politburo (save the one female contender, Liu Yandong) to the new Standing 

Committee, for example, five of the seven current members will again face retirement at the next 

five-yearly Congress in 2017 if the leadership maintains the current informal age restrictions 

governing service on the Politburo.
7
 Based on the natural cycling of the Chinese political 

process, this would mean that Xi and his colleagues, after roughly a year of settling in, would 

have at most two to three years to make progress before the political horse trading will begin 

                     
5
 Yang Jingjie, “Jiang Zemin Requested that he be Moved Down in Official Ranking,” Global Times, January 24, 

2013, at http://www.globaltimes.cn/content/757887.shtml 
6
 Alice Miller, “The New Party Politburo Leadership,” China Leadership Monitor, No. 40, January 14, 2013, at 

http://www.hoover.org/publications/china-leadership-monitor/article/137951 
7
 Joseph Fewsmith, “The 18th Party Congress: Testing the Limits of Institutionalization,” China Leadership 

Monitor, No. 40, January 14, 2013, at http://www.hoover.org/publications/china-leadership-monitor/article/137941  

http://www.globaltimes.cn/content/757887.shtml
http://www.hoover.org/publications/china-leadership-monitor/article/137951
http://www.hoover.org/publications/china-leadership-monitor/article/137941
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again in earnest. Still, the implications of this type of constraint are very different than those 

associated with activist elders or a too-finely-balanced PBSC. Xi will have to decide, and 

probably fairly early on in his tenure, to either abide by the traditional timelines described above, 

or, if he concludes he has sufficient room, to attempt a political breakout of some sort. The point 

is that it will be Xi’s own calculus, and not exogenous factors, that fundamentally shape the path 

he ultimately chooses. 

3) The “Conservative” New PBSC Lineup. The suggestion that the new PBSC is innately 

conservative—and thus allergic to any type of reform
8
—also seems overstated, if not 

wrongheaded. Among the common criticisms, new PBSC member Zhang Dejiang is derided for 

being educated in North Korea
9
 and accused of being merely a shill for the state sector of the 

economy, while his colleague Zhang Gaoli is described as “part of the problem” for presiding 

over a massive fixed investment bubble as party chief of Tianjin municipality.
10

 Even Yu 

Zhengsheng has been mysteriously branded as an orthodox figure. Such critiques ignore these 

leaders’ broader experience—stints as party chief in Zhejiang and Guangdong Provinces in the 

case of Zhang Dejiang and in the Shenzhen Special Economic Zone for Zhang Gaoli—in some 

of the country’s most dynamic regions known for practicing economic experimentation. 

Similarly, Yu’s strong connections to the family of Deng Xiaoping
11

 alone would seem to call 

into question characterizing him as an antireform hack. 

Of course, the new lineup is undoubtedly less reformist in orientation than if it included the likes 

of former Guangdong party chief Wang Yang and former CCP Organization Department 

Director Li Yuanchao, who both were relegated to seats on the full Politburo. But, as part of their 

political dealmaking, senior leaders appear to have deliberately traded wider representation of 

the broad spectrum of views within the Party’s ranks for greater unity within the PBSC. If Xi and 

Li Keqiang are able to agree on the basic contours of a revitalized reform program, the Zhangs 

and Yu, as well as remaining PBSC members Liu Yunshan and Wang Qishan, are unlikely to 

stand in the way.
12

 

Implications for Domestic Policy 

During his first public remarks as the newly-minted CCP General Secretary, Xi Jinping won 

plaudits—from both domestic and foreign audiences—for speaking candidly about the many 

challenges facing the CCP, and for deliberately avoiding the kind of ideologically-laced rhetoric 

that has featured so prominently in the speeches of his predecessors. Many observers have 

suggested this approach underscores Xi’s innate confidence as a leader whose “princeling” status 

as the child as one of the regime’s founding fathers imbues him with a born-to-rule leadership 

                     
8
 See, for example, Naomi Rovnick, “The Triumph of Conservative Hardliners in China’s Power Transition,” The 

Atlantic, November 15, 2012, at http://www.theatlantic.com/international/archive/2012/11/the-triumph-of-

conservative-hardliners-in-chinas-power-transition/265273/  
9
 Peter Ford, “Who are China’s next leaders? – Zhang Dejiang,” Christian Science Monitor, November 15, 2012, at 

http://www.csmonitor.com/World/Asia-Pacific/2012/1114/Who-are-China-s-next-leaders/Zhang-Dejiang 
10

 Tom Holland, “Zhang Gaoli’s Tianjin economic model promises disaster for China,” South China Morning Post, 

November 6, 2012, at http://www.scmp.com/business/article/1075766/zhang-gaolis-tianjin-economic-model-

promises-disaster-china 
11

 “Red Nobility: Yu Zhengsheng navigates China’s Factional Politics,” Want China Times, June 22,2012, at 

http://www.wantchinatimes.com/news-subclass-cnt.aspx?id=20120622000110&cid=1601 
12

 Barry Naughton, “Signaling Change: New Leaders begin the Search for Economic Reform, China Leadership 

Monitor, No. 40, January 14, 2013, at http://www.hoover.org/publications/china-leadership-monitor/article/137931 

http://www.theatlantic.com/international/archive/2012/11/the-triumph-of-conservative-hardliners-in-chinas-power-transition/265273/
http://www.theatlantic.com/international/archive/2012/11/the-triumph-of-conservative-hardliners-in-chinas-power-transition/265273/
http://www.csmonitor.com/World/Asia-Pacific/2012/1114/Who-are-China-s-next-leaders/Zhang-Dejiang
http://www.scmp.com/business/article/1075766/zhang-gaolis-tianjin-economic-model-promises-disaster-china
http://www.scmp.com/business/article/1075766/zhang-gaolis-tianjin-economic-model-promises-disaster-china
http://www.wantchinatimes.com/news-subclass-cnt.aspx?id=20120622000110&cid=1601
http://www.hoover.org/publications/china-leadership-monitor/article/137931
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style. With the new leadership lineup no longer a mystery, the new favorite parlor game in 

Beijing and among foreign China watchers is to speculate on whether Xi will embrace reform to 

tackle the laundry list of mounting problems that are steadily eroding the CCP’s legitimacy with 

the Chinese populace. 

Xi and the rest of his so-called “fifth generation” leadership cohort have taken the helm as China 

swiftly approaches another critical inflection point in its political, social, and economic 

development path. The fifth generation’s formative experiences with the chaos of the Cultural 

Revolution and its members’ often unremarkable rise as good stewards deeply invested in the 

current system have led some analysts to prematurely dismiss them as merely another caretaker 

leadership. But the risk of assuming absolute policy continuity during the fifth generation’s 

presumed decade-long tenure is actually far greater than that of contemplating the prospect of 

some sort of discontinuous change. The reality is that China’s rapid rise on the world stage and 

the stresses of more than three decades of “reform and opening up” probably leave the new 

lineup less room to simply muddle through. Whether they choose to reform or to retrench, the 

implications for China, the United States, and the rest of the world will be profound. 

In terms of broad domestic priorities, the new leadership must go beyond merely acknowledging 

the need for a new wave of economic reform and take concrete steps to implement it. Li Keqiang 

signaled his intent as the future steward of China’s economy last February by personally 

endorsing a World Bank study, the China 2030 report
13

, highlighting the need for important 

changes such as taming sprawling state firms and further liberalization in the financial sector. 

The CCP’s fundamental domestic strategic benchmark—its prediction that China will become a 

“moderately well-off society” (小康社会) by 2020—was revalidated at the 18th Party 

Congress
14

 and will expire late in the new leaders’ tenure. They should take full advantage of the 

press of its approach, as well as their mandate to craft the successor policy guideline, to press 

ahead with essential change. This probably can best be facilitated by a two-step process of 

several years of economic consolidation, during which the leadership tackles the distortions to 

the economy wrought by its policy response to the global financial crisis and the unfinished 

business of the current Five-Year Plan, followed by a new wave of economic experimentation 

that sets the country on a firm course toward advancing China to the next stage of economic 

development. 

Xi Jinping sent an important signal regarding the leadership’s prevailing mindset after its first 

few months in office with his repeated references to “crossing the river by feeling the stones” in 

remarks delivered on the margins of a Politburo “study session” held on New Year’s Eve to 

discuss deepening China’s reform in the year ahead.
15

 Xi’s careful comments underscore several 

realities. They suggest a lack of a solid consensus within the leadership over exactly how to 

                     
13

 “China 2030: Building a Modern, Harmonious, and Creative High-Income Society,” The World Bank and the 

Development Research Center of the State Council, People’s Republic of China, February 27, 2012, at http://www-

wds.worldbank.org/external/default/WDSContentServer/WDSP/IB/2012/02/28/000356161_20120228001303/Rend

ered/PDF/671790WP0P127500China020300complete.pdf 
14

 “Full Text of Hu Jintao’s report at the 18th Party Congress,” Xinhua, November 17, 2012, at 

http://news.xinhuanet.com/english/special/18cpcnc/2012-11/17/c_131981259.htm 
15

 “Greater political courage and wisdom to deepen reform; Moving toward reform and opening up under the 

guidelines of the 18th Party Congress 以更大的政治勇气和智慧深化改革 

朝着十八大指引的改革开放方向前进,”People’s Daily Online, January 2, 2013, at 

http://paper.people.com.cn/rmrb/html/2013-01/02/nw.D110000renmrb_20130102_3-01.htm?utm_  

http://www-wds.worldbank.org/external/default/WDSContentServer/WDSP/IB/2012/02/28/000356161_20120228001303/Rendered/PDF/671790WP0P127500China020300complete.pdf
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tackle the many challenges they are facing. They also are an implicit acknowledgement that Xi 

knows he needs more time to continue consolidating power and to formulate whatever reform 

program the leadership is likely to roll out in the coming months (or even years). 

Still, both Xi
16

 and Li Keqiang
17

 in their early speeches seem to be acknowledging that the 

approach under the administration of Hu Jintao and outgoing Premier Wen Jiabao, in which the 

substantial structural impediments to more fundamental reform were left largely unaddressed, 

cannot provide lasting solutions to the current challenges. There seems, in other words, a 

growing recognition that the principal hindrance to reform is not a revanchist band of neoleftists 

akin to those who supported the social leveling battle cry of disgraced Politburo member Bo 

Xilai. Instead, it is the inertia generated by powerful vested interests that distort the outcome of 

the existing reforms to their benefit and block more sweeping policies that would threaten their 

privileged position.  

The rekindled reform debate has tended to focus on two such interests in particular—local 

officials and state-owned enterprises (SOEs)—and the seemingly nefarious nexus between them. 

There is a broad consensus that local officialdom has contributed markedly to worsening social 

tensions through the maintenance of a fiscal system that, in the wake of tax reforms, incentivizes 

them to live off land seizures and corrupt relationships with land developers and speculators. 

This practice was further entrenched in the wake of the government’s four trillion yuan stimulus 

program in response to the 2008-09 global financial crisis, whereby local governments and the 

SOEs collaborated in taking massive capital injections from the state banks and directing them 

into infrastructure and real estate projects of often questionable necessity. Of course, one cannot 

then expect the local governments or the SOEs to willingly accept reforms that might challenge 

their current role as the channel of choice for the government to pump money into the economy. 

Instead, the Party will have to dramatically strengthen central control over the reform agenda and 

its implementation to ensure that it is not high jacked by these vested interests. 

Along these lines, the new leadership seems to understand that it must address the center’s weak 

control over the provinces. Deceased paramount leader Deng Xiaoping’s decentralization 

policies were a necessary evil to promote experimentation and to overcome resistance from his 

orthodox rivals then in command of much of the central bureaucracy. But the pendulum has 

swung too far, as evidenced by the revelations surrounding the fall of Bo Xilai. Bo’s 

transgressions may have represented an extreme case, but the collusion between provincial party 

bosses and the security chiefs and local interests that serve and support them certainly is not 

unique. These relationships allow regional party barons to evade—and in some cases to defy—

central directives, hamstringing Beijing’s ability to ensure smooth policy implementation. Add to 

this the tremendous latitude granted to provincial authorities in executing Beijing’s mandate to 

safeguard social stability, and the lack of accountability can have profound consequences. Xi and 

his cohort are well-versed in these issues, having each spent substantial time during their careers 

working in varied provincial administrations. Using that experience to craft approaches that 
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 Hu Jian, “Xi Jinping tours Guangdong, a veritable record: Write the “China dream” by advancing 
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reassert the center’s dominance will be critical to ensuring that any new policy directions they 

chart out will be meaningfully pursued. 

In what is likely to pass for political reform in the first five years of the Xi-Li administration, 

there is a parallel discussion within party circles concerning the need to advance the rule of law. 

Here again the Bo scandal seems central to the argument. The CCP has expelled Bo from its 

ranks and is moving toward orchestrating his final legal disposition through a formal trial that, 

just like those of Bo’s wife and his erstwhile security chief, will undoubtedly be touted by the 

Party as underscoring that all people are equal before the law. But some opinion makers in the 

Party elite clearly aren’t buying it. Their frustration is perhaps best reflected in the series of 

editorials on the case published ahead of the Party Congress by Hu Shuli of the reformist-leaning 

financial news outlet Caixin.
18

 In essence, they argue that, in its management of the Bo affair, the 

leadership has chosen the path of expediency rooted in a desire to avoid soul-searching that 

might threaten its efforts to rebuild the public facade of unity tarnished after a year where tales of 

intraparty squabbles repeatedly spilled out into the public space. As such, the CCP is 

squandering an opportunity to show that the rule of law in China “must be more than just a 

slogan.” 

Xi has touched on both of these issues in the way he is orchestrating the rollout of the CCP’s still 

unfolding anticorruption campaign. In his remarks during the late January Second Plenum of the 

party’s anticorruption watchdog, the Central Discipline Inspection Commission (CDIC), he 

called for strict adherence to party discipline and absolute compliance with “the decisions of the 

Central Committee.”
19

 Underscoring the message to errant local officials, a sternly worded 

commentary in the official media noted that some officials “pretend to be in agreement with the 

decisions of the Central Committee but are actually at odds.” Directly referencing the Bo Xilai 

affair, it continued that still others “say whatever they like to say and do whatever they want to 

do,” adding categorically that the CCP will never “tolerate any ‘private clubs’ that go their own 

way.”
20

 In the same speech before the CDIC, Xi alluded to the rule of law by suggesting that the 

power of Party barons should be “restricted by a cage of regulations." Signaling that the 

crackdown may be moving into a new phase, Xi also noted that guidelines calling for thrift and 

straightforward policy approaches adopted at a Politburo meeting soon after the new leadership 

took office are just “the first step” in the Party’s efforts to improve its performance and 

reputation with the Chinese public. 

Implications for Foreign Policy 

With such a full plate at home, Xi and the new leadership team will struggle to find the 

wherewithal to also manage foreign policy. But, once Xi collects the last of his formal titles, the 

presidency, in the spring, he will not have a choice. China’s relationships with many of its 

regional neighbors remain strained amid continuing controversies over territorial disputes. In 

particular, the maritime disputes on China’s periphery, already a source of tensions between 

Beijing and its neighbors, may become further aggravated under the new leadership. 
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In the East China Sea, Chinese marine and fishery surveillance vessels and aircraft are 

challenging Japan’s administrative control over disputed islets (called Senkaku by Japan and 

Diaoyu by China) and their adjacent waters, increasing the potential for a clash that could 

escalate, and in some scenarios, draw in the United States. Friction over territorial disputes in the 

South China Sea may also intensify, especially if Beijing seeks to interfere with oil and gas 

exploration and development activities conducted by rival claimants Vietnam and the 

Philippines. Several members of ASEAN, along with the US, continue to push for a Code of 

Conduct for the South China Sea that holds promise for reducing the risk of conflict, but Beijing 

is resisting, preferring instead to manage the disputes bilaterally.
21

 Beijing’s emerging gameplan 

of exploiting these quarrels to alter the status quo and to create new facts on the ground is an 

acute challenge for the United States and its allies in the region. Indications that Xi fully 

endorses this strategy—such as his sweeping statement in a late January inaugural foreign policy 

address to the Politburo that “No foreign country should ever presume that we will bargain over 

our core national interests”
22

—suggest the intensity of this challenge is unlikely to diminish 

under his rule.  

Xi’s tough comments speak to the broader issue of how the new leadership team intends to 

manage China’s “assertiveness debate,” or the dispute over how aggressively China should 

project its resurgent power and influence on the global stage to defend its “core interests.” Hu 

Jintao struggled to stay on top of the debate during his tenure, having to remind the CCP elite on 

several occasions that the regime continues to abide by deceased paramount leader Deng 

Xiaoping’s so-called “bide and hide” (韬光养晦) dictum, under which China adopts a low-key 

foreign policy approach and never takes the lead. The regime also artificially suppressed the 

debate as part of its campaign to maintain stability and avoid controversy through the succession 

period. Now that the transition is nearly complete, the debate is likely—if it hasn’t already—to 

come quickly back to the fore, especially amid continuing uncertainties in the global economy 

and a perception among many regime constituencies that the United States is more aggressively 

seeking to frustrate China’s rise through its “pivot” to Asia.  

Implications for the United States 

Xi also will have to quickly define his approach to managing China’s most important bilateral 

relationship, that with the United States. The rare convergence of a U.S. presidential election 

cycle and China’s a once-in-a-decade leadership transition left both leaderships struggling to 

sustain momentum in the face of powerful forces drawing their respective gazes inward. One 

consequence of the ensuing drift in the bilateral relationship was the emergence of growing 

concerns about “strategic distrust” between Beijing and Washington, or the deepening suspicion 

of each country’s long-term intentions toward the other. 

Xi is likely to confront a dilemma between following his own inclinations and managing the 

emerging sentiments of the Chinese elite and the broader Chinese public. Xi has far more 

familiarity, and therefore comfort, with the United States than Hu Jintao did when taking on the 
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mantle of steward of the bilateral relationship, and there is every indication that he genuinely 

supports healthy bilateral ties with America. But it is equally clear that Chinese suspicions of 

U.S. intentions, especially in the aftermath of the U.S. strategic rebalancing to Asia, are 

hardening. Successfully walking the fine line between instinct and political necessity may well 

define whether Xi can achieve his own stated goal of “building a new type of great power 

relationship” with Washington. 

In the economic and trade relationship, Xi already has signaled his support for the notion that the 

strong economic interdependence between the United States and China offers the best hope for 

finding, in the words of Secretary of State Hillary Clinton, “a new answer to the old question of 

what happens when an established power and a rising power meet.” During his visit Washington 

last February, Xi stated on several occasions that U.S.-China economic and trade ties should 

serve as the "ballast" for and "propeller" of the overall bilateral relationship. Instead, however, 

the economic relationship appears to be emerging as a new trouble spot. Recent squabbles such 

as a regulatory dispute over auditing procedures for Chinese companies listed in the United 

States, the escalating debate in Washington over Chinese investment here, and growing 

frustration in the U.S. business community with Chinese economic espionage are just a few of 

the economic challenges that risk souring the bilateral atmosphere as the new leadership team 

settles in.  

The challenges in the security dimension of the relationship are no less vexing. A major task for 

the United States this year is how to respond to China’s increasing predilection to bully its 

neighbors through the use of white-hulled maritime vessels rather than naval warships, or via the 

employment of crafty economic coercion tactics. In addition to maritime disputes, North Korean 

provocations, such as a third nuclear test or an attack on South Korea, could prove a near-term 

test of the outlines of bilateral cooperation and of Chinese foreign policy under the new 

leadership. America’s continuing pivot to Asia, which China fears is an umbrella for a new US-

led coalition of nations to contain Chinese influence, will undoubtedly remain an irritant 

complicating U.S.-China ties. 

Xi and his colleagues are more cosmopolitan—and more confident—than their predecessors. As 

such, they probably are less likely to defer to the United States on areas of discord, and they can 

be expected to negotiate stubbornly in all of these areas of bilateral friction. Fixing these 

problems won’t be easy, but it is an essential task for the new Chinese leadership and for the 

second Obama administration going into 2013. It will take bold leadership from senior officials 

on both sides to ensure that, again in the words of Secretary Clinton, “there is reason to hope that 

over the coming years, we can in fact chart a path that avoids conflict and builds on the areas 

where our interests align.” 
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 DR.  LI:   Well ,  f i r s t ,  I  want  to  thank the  Commission for  the 

invi tat ion.   I 'm honored  to  speak to  your dis t inguished Commissioners  and 

also speak along with Chri s  Johnson,  one of  America 's  l eading analys t s  on 

China.  

 The topic  of  China 's  pol i t i cal  succession i s  ex tremely important ,  

not  only for  the future of  China,  but  al so for  the fu ture of  U.S . -China  

relat ions .   In  Bei j ing,  perhaps  even more than in  Washington D.C. ,  personnel  

is  pol icy.   To assess  China 's  future t rajectory therefore requires  examining 

various  aspects  of  this  leadership change f rom the overal l  process  and the 

means of  select ion to  the  resul t ing fact ional  balance of  power.  

 Mispercept ions  or  narrow -minded judgments  of  the  capaci ty,  

const rain ts ,  and  in tent ions of  the  top CCP leaders  r isk renderin g our pol icies  

towards China ineffect ive .   Like  many other  things happening in  China ,  the 

Chinese  leadership change i s  a  paradox of  hope and  fear ,  a  paradox of  

pers i s t ing problems and promis ing potent ial .  

 In  the next  s ix  minutes  or  so ,  I  wi l l  p resent  what  I  bel ieve  i s  a  

balanced assessment  of  these problems and promises .   Let  me s tar t  wi th  the  

negat ive  aspects  of  assessment  and then  end wi th a  more posi t ive  assessment .  

 I  wi l l  use  four "un" words,  namely,  "uncompleted ,"  

"unbalanced,"  "unpopular , "  "unsafe,"  to  characterize the top leadership  

format  a t  the  18th  Party Congress .   Remember these are negat ive  aspects .   I  

have posi t ive as  wel l .  

 [Laughter . ]  

 DR.  LI:   In  terms of  being uncompleted ,  thi s  l eadership  

t rans i t ion was  expected  to  be a  generat ional  change  of  the top leadership 

from the so -cal led " fourth genera t ion" to  "f i f th  generat ion" leaders .   

However ,  Xi  J inping and  Li  Keqiang were  the  youngest  members  of  the 

Pol i tburo Standing Commit tee  f ive years  ago .   They are  s t i l l  the youngest  

members  of  the Pol i t buro  Standing Commit tee  f ive years  later .   Five  new 

members  of  18th Party Pol i tburo Standing Commit tee ,  as  my col league just  

ment ioned,  wil l  ret i re .   Actual ly,  they are roughly only three to  f ive  years  

younger than Hu J in tao  and  Wen J iabao  who just  s tepped  down.  

 In  a  sense ,  this  was merely a  leadersh ip change f rom the "fourth 

generat ion" to  "four th -and-a-half  genera t ion ."  P robably a  good metaphor i s  

what  iPhone 4S i s  to   iPhone 4  and  iPhone 5 .   It ' s  not  completed.   Now,  i t  

also means that  the new round of  vicious infight ing for  seat s  of  the Pol i tburo  

Standing Commit tee  wil l  begin  much earl ier  than expected.   It  has  perhaps 

al ready begun.   I  just  got  the phone cal l  f rom Reuters  to  ta lk about  who  wi l l  

serve  on  the  next  Standing Commit tee .   This  is  a  constant  game.  

 Now,  my second "un" word  is  "unbalanced."  The biggest  surprise  
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and potent ial l y the  most  consequent ial  development  is  the fact ional  

imbalance that  has  emerged  in  the  Pol i tburo Standing Commit tee .   Al though 

the  CCP monopol izes  power in  China ,  the Par ty leadersh ip i s  not  monol i thic.   

There  are two main pol i t ical  coal i t ions with in  the CCP leadership.   Namely,  

the  J iang camp and the  Hu camp have been compet ing for  power,  in fluence ,  

and cont rol  over pol icy in i t i at ives  s ince  the later  1990s .  

 Prior  to  the announcement  of  the composi t ion of  the  new guard,  

many analyst s  both in  China and  abroad  bel ieved that  the  new leadersh ip 

would  cont inue to  main ta in the roughly equal  balance  of  power  between 

these two coal i t ions .   Yet  in  the end,  the J iang camp won a  land sl ide victory 

by obtaining s ix  of  the  seven seats  on the  Pol i tburo Standing Commit tee ,  

leaving only one leader in  the Hu camp.   Li  Keqiang,  the premier  designate,  

was ab le  to  keep  a seat  on thi s  premier  decis ion -making body.  

 The thi rd  word i s  "unpopular . "   None of  the seven leaders  i s  

famous for  pol i t i cal  reform.   And,  a lso ,  more importan t ly,  the  princel ings 

dominate  the  leadership  body.   Four  out  of  these seven top  leaders  are 

princel ings,  and  th i s  is  ac tual ly an  unprecedented  h igh  percentage  in  CCP 

his tory,  and  i t ' s  double  that  of  the las t  Party Congress .  

 At  this  t ime,  the Chinese publ ic  is  very cri t i cal  about  the  fact  

tha t  the  b ig fami l ies  and princel ings  contro l  power and f inancial  resources .   

This  real ly resonated very,  very poorly among the  Chinese publ ic .  

 The above factors - - the  uncompleted nature of  the  generat ional  

t rans i t ion of  power,  the unbalanced fact ional  composi t ion,  and the unpopular  

concent ra t ion of  power  by princel ings --al l  come together  to  genera te  a sense 

that  the  pol i t ical  environment  i s  unsafe.   This  is  the  las t  "un" word  I use .  

Now,  for  example ,  i f  the two coal i t ions cannot  cut  a  deal ,  the defeated  

fac t ion potent ia l l y could  come back or  could  reach  out  to  the publ ic for  

support ,  therefore  caus ing a  serious  pol i t ical  cr is is  and also  con cern about  

social  s tabi l i t y.  

 Despi te  these  above negat ive aspects ,  there are at  the same t ime 

some important  pos i t ive t rends in  Chinese  e l i t e  pol i t i cs .   In  spi te  of  al l  the 

problems in the  format ion  of  this  new leadersh ip prior  to  the  18th  Party 

Congress ,  we should not  forget  or  over look the  fact  that  th is  pol i t ical  

succession was  overal l  another  orderly,  peaceful  and ins t i tu t ional ized  

t rans i t ion of  power.  That  was qui te a  remarkable  achievement .  

 Let  me highl ight  the  three  main  posi t ive  developments  and t rends 

in  terms  of  the pol i t ics :  one i s  pol i t ical  inst i tut ional izat ion ,  second i s  the  

new team's  capaci ty,  and  the  th ird i s  Xi  J inping 's  mandate.  

 Very quickly,  inst i tut ional iza t ion.   Some inst i tut ional  

mechanisms have been  endur ing and ef fect ive .   The lead ership change a t  the  

18th  Par ty Congress  primar i ly fol lowed the  rules  and  norms regarding age  

l imits .   As expected ,  71 percent  of  the Pol i tburo Standing Commit tee ,  70 

percent  of  mil i t ary members  of  the CMC, and 70 percent  of  the incoming 

execut ive commit tee of  the  State Counci l  are  newcomers .  

 And,  al so ,  membership in  other  top leadership  bodies ,  l ike  the 

Central  Commit tee,  the  Discip l ine  Commission ,  Secretariat ,  al l  have very 
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high  turnover rates ,  much higher than the  turnover rate of  the  membership  of  

the  U.S.  Congress .  

 Chri s  al so ment ioned Hu J intao s tepping down,  which is  a  

remarkable achievement  in  terms  of  the  CMC chair .   By surrendering the pos t  

of  Commanding Chief  to  Xi ,  Hu J intao s t rengthened not  only the  norm of  

inst i tut ional ized  and undivided pol i t ica l  success ion,  but  also the  relat ionship 

among the  Party,  State and Army.    

 The second point  of  the leadership  team: they are  not  pol i t i cal  

reformers ,  but  they are  al l  very capable  economic adminis t rators .  You can  be 

pol i t ical ly conservat ive,  bu t  econo mical ly very l iberal ,  and these four  

princel ings are very experienced.   They have decades '  long experience  

running coastal  ci t i es .   In  part icular ,  Wang Qishan is  known as  a  very 

capable  f inancial  adminis t rator .   

 So I think that ,  in  spi te  of  or  because of  their  weaknesses  and 

l iabi l i t ies  in  terms of  fundamental  pol i t ical  reform, the new leaders  wi l l  

l ikely pursue bolder  and more aggressive economic  reform to l i f t  publ ic 

conf idence.   This  i s  an area  where we wil l  see some very important  

developments ,  part icu larly p leasing China 's  middle class  in  f inancia l  

l iberal izat ion .  

 And f inal ly,  Xi  J inping 's  mandate.   Because  of  t ime concerns,  I  

don ' t  want  to  go too  far ,  bu t  in  the  pas t  two or  three  months  s ince he became 

Party Chief ,  he al ready has  made some important  moves .   For  example ,  h is  

remarkable speech on the  30th  anniversary of  the Const i tu t ion Amendment .  

In  hi s  remarks,  he emphasized  the  supreme power  of  the Const i tut ion,  which  

is  imperat ive in  br inging about  rule  of  law in China .   He sa id this  should not  

be  l ip  service.   It  should  be  implemented in  a rea l  manner ,  and a few weeks 

after  that  he ended the  so -cal led  "laogai"  sys tem,  which  is  the  i l l egal  and 

unlawful  pol icy a l lowing forced labor camps.   So  that  came to an end.  

 And there are some other  importan t  de velopments ,  but  because of  

t ime const raint s ,  I  am unable  to  discuss  them.   

 Let  me al so  ment ion  that  the lef t -wing inte l lec tuals  or  ul t ra -

nat ional is t s  also applaud Xi  J inping for  some of  his  remarks:  a  tough s tance 

on Taiwan,  on  Eas t  China Sea issues ,  par t icularly tensions  with  Japan,  and  

also that  he  s t i l l  p ra ise s  the Mao era .   That  has  also caused serious  concern.   

But  at  the same t ime,  l iberal  intel lectuals  also applaud Xi  J inping for  some 

of  hi s  l iberal  pol ic ies .   So i t 's  a  honeymoon period.   Sooner or  l ater ,  one 

group wil l  p robably be d isappointed .   The people in  China  talk  about  how Xi  

J inping may become China 's  Chiang Ching -kuo,  the  son of  Chiang Kai -shek ,  

who is  also conservat ive ,  al so a  princel ing.   Yet  al l  o f  a  sudden he opened up 

the  pol i t ical  process  in  Taiwan in la te  1980s .   Chiang Ching-kuo provides  a  

good metaphor  because Gorbachev is  considered  as  a  fai lure  in  China ,  but  

Chiang Ching-kuo was s t i l l  more or  l ess  considered  a success .   So  the 

quest ion  is  whether  he  w i l l  become China 's  Chiang Chi ng-kuo.   I  think we 

wil l  have the answer within  the  next  few years .  

 Thank you very much.  
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Seldom in history has the attention of the world been so closely focused on political 

succession in the People’s Republic of China (PRC) as it was during the 18
th

 National Congress 

of the Chinese Communist Party (CCP) held last fall. The international community’s strong 

interest in the event should not be surprising for four main reasons. First, this is the first CCP 

leadership transition taking place at a time when China has fully emerged as a global economic 

powerhouse. In China, as elsewhere in the world, new leadership often means new policies. The 

policies––be they monetary, trade, industrial, environmental, or energy related–– of the incoming 

top leaders in China have the potential to make a major impact on the global economy. 

 

Second, the significance of the leadership change in China goes well beyond the 

economic realm. As the PRC now carries more weight on the world stage, the Chinese 

government’s handling of domestic political issues, from human rights and religious freedom to 

ethnic tensions and media censorship, is increasingly in the international spotlight. Foreign 

commentary and criticism, especially that which originates in the United States, is often 

interpreted in China as a US-led conspiracy to curtail China’s rise. The Chinese leadership has 

therefore tended to adopt a nationalistic foreign policy toward the United States, other Western 

countries, and some neighboring countries with which is has territorial disputes. Whether 

China’s new leadership will become more militant and confrontational in its foreign policy has 

become a central concern in the Asia-Pacific region, especially in the wake of recent tensions 

with Japan. 

 

 Third, there were several scandals and political crises on the eve of the 18
th

 Party Congress 

last year, most notably the dramatic downfall of Bo Xilai, who was the former Party chief of 

Chongqing and a rising star in the top ranks of the CCP. These events exposed the deep flaws of 

China’s political system. Although the CCP has been guilty of political repression and has made 
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grave mistakes during its long rule, senior Party leaders have generally not been known for 

gangland-style murders. But now Bo’s wife has been convicted of having plotted the murder of a 

British business associate while Bo’s former lieutenant, the police chief of Chongqing, has also 

been found guilty of abusing his power. The public is left wondering: What expectations of 

impunity moved Bo to engage in the misdeeds, including obstruction of justice, alleged on his 

long charge sheet? The astonishingly great amount of bribery in the case of the Bo family and 

also in the cases of other national and local leaders––e.g., recent cases involving former top 

officials in the Railways Ministry taking bribes totaling several billion U.S. dollars—has vividly 

portrayed to the world the unprecedented scale of official corruption. These scandals have 

profoundly undermined the legitimacy of CCP rule, thus constituting an overwhelming challenge 

for the new leadership. The sense of political uncertainty––and fear of disruptive social uprising 

in the world’s most populous country––is on the rise. 

 

 Finally, the importance of this once-in-a-decade generational transition of power is also 

reflected in the scale and scope of the leadership change. The three most important leadership 

bodies in the Party, government, and the military––namely, the Politburo Standing Committee 

(PSC), the State Council, and the Central Military Commission (CMC)––are all expected to 

undergo a membership turnover of about 70 percent, mainly due to the age requirement for 

retirement. The principal figures responsible for the country’s political and ideological affairs, 

economic and financial administration, foreign policy, public security, and military operations 

will now consist largely of newcomers. In Beijing, perhaps even more than in Washington, 

personnel is policy. To understand politics in China therefore requires examining various aspects 

of this leadership change, from the overall process and means of selection to the resulting 

factional balance of power. 

 

 As China’s new leaders have now been unveiled, we can begin to answer some important 

questions: Are there clear winners and losers? What are the main characteristics of the new 

leadership?  In what ways do the newcomers differ from their predecessors? Will the formation 

of the new leadership provide insights into the inner workings of the Party and the potential 

friction between factions? What does this leadership succession tell us about the prospects and 

challenges for China’s political institutionalization, including the degree of political nepotism 

and patron-client ties?  Can the identities of newly promoted leaders help us understand where 

China is headed in terms of economic policy, sociopolitical development, and foreign relations? 

 

 Empirically well-grounded, conceptually rigorous, and analytically balanced assessments 

about this political succession are very valuable to the United States.  

Misperceptions of China's new leadership or narrow-minded judgment of the capacity, 

constraints, and intentions of top CCP leaders risk rendering our policies toward China 

ineffective. Like many other things happening in China, the Chinese leadership change is a 

paradox of fear and hope––a paradox of persisting problems and promising potential–– for 

China, the United States, and the world.  

 

 Fear rears its head because the pluralistic thinking that is growing in China makes 

consensus building among the elite very difficult. Ideological disputes among the leaders 

apparently have become too divisive to reconcile. Controversy about personnel appointments, 

especially regarding the membership in the PSC, the top ruling body in the country, has become 
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viciously contentious, causing serious concerns about elite cohesion and leadership unity. Much-

needed political reforms may be delayed because leaders known for their advocacy for 

democratic change have failed to obtain seats on the PSC. Additionally, the imperative for public 

support may lead some political leaders to derive their popularity from a strong endorsement of 

Chinese militarism in foreign policies.  

  

 There is also hope. Compared to their predecessors, the newly promoted leaders are 

collectively more diverse in terms of their professional and political backgrounds, more 

weathered and adaptable due to their formative experiences during the Cultural Revolution, more 

experienced in economic administration, especially in running coastal cities, and more 

cosmopolitan in their worldviews and policy choices. The concentration of power enjoyed by Xi 

Jinping and his camp in the PSC may give him the sense of having a mandate to reduce the 

policy deadlock that often resulted from the bureaucratic infighting that characterized the Hu era. 

The Xi leadership may carry out bolder economic reform policies, including promoting the 

private sector and financial liberalization.  

 

Negative Aspects of the Assessment 

 

In his assessments of the Chinese economy over the past few years, Premier Wen Jiabao 

candidly used the four “un” words (“unstable, unbalanced, uncoordinated, and unsustainable”) to 

describe the challenging economic situation that the country confronts. In the same vein, one 

may adopt a different set of four “un” words––namely, “uncompleted, unbalanced, unpopular, 

and unsafe”––to characterize the top leadership formed at the 18
th

 Party Congress and to explain 

why this leadership lineup has not lifted the nation’s spirits. These four descriptors of the new 

leadership are examined below. 

 

Uncompleted    

This leadership transition was expected to be a generational change of the top Chinese 

leadership––from the so-called fourth generation of leaders who were primarily born in the 

1940s and completed their college education prior to the Cultural Revolution to the fifth 

generation of leaders who were by and large born in the 1950s and lived their formative years 

during the Cultural Revolution. Ironically, however, Xi Jinping and Li Keqiang were the 

youngest members of the Politburo Standing Committee that was formed at the 17
th

 Party 

Congress over five years ago, and they are still the youngest members of the PSC that was 

selected at the 18
th

 Party Congress five years later. Xi and Li are the only two leaders in the new 

PSC who were born in the 1950s. The average age of the 18
th

 PSC is 63.4, which is older than 

the average age (62.3) of the 17
th

 PSC. Five new members of the 18
th

 PSC are roughly 35 years 

younger than outgoing top leaders Hu Jintao and Wen Jiabao.  

 

 In a sense, this was merely a leadership change from the fourth generation to the “fourth 

and a half” generation (a good metaphor would be the iPhone4S, not a full-fledged change but a 

transition between the iPhone4 and iPhone5). The incomplete nature of this leadership transition 

reveals the intensity of the power struggle at the top. It also reflects the strong desire for many 

senior leaders to stay in power—even if their victory came at the expense of the Party’s ability to 

present to the country a fresh new leadership team for the next decade.  
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Due to age limits, five of the seven members of the PSC will retire at the 19
th

 Party 

Congress that will take place less than five years from now. This implies lengthy, constant, and 

excessive competition in the top leadership ranks. Apparently, the new  

round of vicious fighting for seats of the PSC will begin much earlier than expected. It has 

perhaps already begun. 

 

Unbalanced 

The biggest surprise and potentially the most consequential development, however, is the 

factional imbalance that has emerged in the PSC. Although the CCP monopolizes power in 

China, the Party leadership is not monolithic. Two main political coalitions within the CPC 

leadership have been competing for power, influence, and control over policy initiatives since 

the late 1990s. This bifurcation––a dynamic structure of “one Party, two coalitions”––has created 

something approximating a mechanism of checks and balances in the decision-making process. 

One of the two intra-Party camps in China is the “elitist coalition,” which emerged in the 

Jiang Zemin era. This coalition was previously headed by Jiang, and is currently led by new 

Party chief Xi Jinping. The core group of the elitist coalition consists mainly of princelings: 

leaders who come from families of either veteran revolutionaries or high-ranking officials (both 

Jiang and Xi are princelings). The other is the “populist coalition,” which was led by President 

Hu Jintao prior to the 18
th

 Party Congress and is now headed by his protégé Li Keqiang. The 

core group of the populist coalition is the so-called tuanpai: leaders who advanced their political 

career primarily by way of the Chinese Communist Youth League, as did both Hu and Li. 

Prior to the announcement of the composition of the new guard, many analysts both in 

China and abroad believed that the new leadership would continue to maintain the roughly equal 

balance of power between these two coalitions. Yet in the end, the Jiang camp won a landslide 

victory by obtaining six of the seven seats on the PSC while only one leader in the Hu camp—Li 

Keqiang, the premier designate—was able to keep a seat on this supreme decision-making body.  

 

The factional balance of power now appears to be broken at the top. There were three 

eligible candidates (all of whom both served on the previous Politburo and met the age 

requirement) who failed to be elevated to the PSC at the 18
th

 Party Congress—all were tuanpai 

leaders. These include the only woman candidate, State Councilor Liu Yandong, and two rising 

stars, former Guangdong Party chief Wang Yang and former head of the CCP Organization 

Department Li Yuanchao. All three, especially Wang and Li, are regarded as staunch advocates 

of political reform. This outcome is particularly startling when one considers the fact that Hu 

Jintao and his ally Wen Jiabao decisively expelled Bo Xilai, a notoriously ambitious princeling, 

from the Party on the charge of criminal conduct in early 2012. 

 

What has caused this profound change in the power equation is not entirely clear, but two 

incidents may have played important roles. The first was the now well-known Ferrari crash that 

occurred in Beijing in March 2012, which killed the driver, who was the son of heavyweight 

tuanpai leader Ling Jihua, then director of the CCP General Office and Hu Jintao’s chief of staff. 

Ling was removed from his very powerful post a few months later due to the speculated cover-up 

of the incident and other “dirty tricks” he allegedly played in order to obtain a seat on the PSC. 
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This episode severely damaged the authority and credibility that Hu Jintao wields within the 

leadership. 

 

The second incident was the accusation that Premier Wen Jiabao’s family is corrupt, as 

reported in the New York Times in October 2012. This accusation, though not verified, has 

effectively undermined the premier’s reputation and his potentially strong support for the PSC 

membership of tuanpai leaders (such as Wang Yang and Li Yuanchao) who are like-minded with 

Wen in terms of calling for political reforms in China. Wen was forced to fall largely silent 

during the most crucial period of the leadership succession. 

 

Unpopular  

 The exclusion of Wang Yang and Li Yuanchao from the new PSC could greatly damage 

the CCP leadership’s efforts to obtain public support. Both Wang and Li are popular among the 

Chinese public. During his tenure as Party chief of Guangdong, Wang Yang frequently used the 

phrase “thought emancipation” to urge local officials to break free of ideological and political 

taboos. His input regarding the political experiments of local elections, his support for a more 

open media, and his liberal approach to handling the villagers’ protests in Wukan in the fall of 

2011, all earned him a well-deserved reputation as a down-to-earth and forward-looking leader.  

 

As for Li, an instrumental voice supporting the rule of law, governmental accountability, 

and intra-Party democracy, he has many supporters, especially among liberal intellectuals. He 

has also played a crucial role in recruiting foreign-educated returnees and promoting college 

graduates who work as village cadres. The latter represents one of the largest volunteer 

movements in present-day China. 

 

 In contrast, none of the seven members of the PSC has been known, at least until now, for 

advocating for political reforms. What is even more troubling is the fact that princelings have 

dominated the pivotal power ranks. In fact, the number of princelings in both the top civilian and 

military leadership bodies is unprecedentedly high, including four of the seven PSC members (57 

percent) and four of the eleven CMC members (36 percent). In both organizations, the 

percentage of princelings is double that of the previous congress. 

 

 It has been widely noted that large numbers of prominent Party leaders and families have 

used their political power to convert state assets into their own private wealth. The 

unprecedentedly strong presence of princelings in the new PSC is likely to reinforce public 

resentment of how power and wealth continue to converge in China. The public is also resentful 

of the fact that a large number of senior leaders’ family members possess great wealth and often 

live, work, or study in the United States and other Western countries. 

 

In several recent speeches since becoming Party chief, Xi Jinping claimed that his 

administration’s top priority is to increase fairness and equality and to crack down on corruption. 

The Chinese public generally hears these words with skepticism. What the public sees is that 

princelings dominate the country’s highest levels of power and the families of some of the top 

leaders control the most lucrative businesses in the country. As a result, the credibility of the new 

leadership as a whole will likely be significantly undermined. 
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Unsafe 

 The above factors—the uncompleted nature of the generational transition of power, the 

unbalanced factional composition, and the unpopular concentration of power by princelings—all 

come together to generate a sense that the political environment is unsafe. The constant and 

increasingly intense political competition for the top leadership posts may undermine effective 

governance. If the two coalitions do not remain in balance, the defeated faction could become 

less cooperative. It could, for instance, use its political resources and socioeconomic 

constituencies to engage in a more vicious power struggle and could even risk splitting the Party. 

Public resentment against official corruption, nepotism, and especially the dominance of power 

and wealth by several “big families” or “red nobilities” further weakens the legitimacy of the 

political system, threatening the stability of the country at large. 

 

The biggest challenge to CCP rule likely comes from forces internal rather than external 

to the Party. This makes the above discussion of potential problems within the leadership 

critically important. Yet, this discussion should be closely linked to the tensions in Chinese 

society and the imminent danger of social uprising. China’s official data reveal that there are 

roughly 180,000 mass protests annually, or about 500 incidents per day. According to the official 

media in China, these protests have become increasingly violent in recent years, especially in 

ethnic minority regions. 

 

On the domestic front, the regime has been beset by growing economic disparities, social 

dislocation, repeated industrial and environmental disasters, food safety problems, public health 

crises, and a manual labor shortage in some coastal cities that coincides with high unemployment 

rates for college graduates. In recent years, the property bubble, inflation, and the monopolies 

and meteoric growth of state-owned enterprises (at the expense of the private sector) have 

signaled that there is an urgent need for fundamental changes to China’s economic growth 

model. Foreign policy challenges have also become more acute as the PRC confronts an unstable 

and increasingly complicated external environment. Ultra-nationalistic sentiment seems to have 

gained much momentum, reverberating increasingly loudly in this era of teleconnectivity. 

 

 The scenario of abrupt bottom-up revolution has recently generated much discussion 

within China. One of the most popular books in elite circles today is the Chinese translation of 

Alexis de Tocqueville’s 1856 classic The Old Regime and the Revolution. Senior leaders of the 

CCP (most noticeably Li Keqiang and new PSC member of Wang Qishan) were reported to have 

strongly recommended that officials read the book. In speeches given after becoming CCP 

General Secretary, Xi warned that the Party and the country could collapse if the leadership 

failed to seize the opportunity to reform and improve governance. 

 

Positive Aspects of the Assessment 

  

 Despite the above negative aspects, there are at the same time some important positive 

trends in Chinese elite politics. Despite all the problems in the formation of this new leadership 

prior to the 18
th

 Party Congress, one should not overlook the fact that this political succession 

was overall another orderly, peaceful, and institutionalized power transition. The members of the 

new PSC are perhaps hesitant to pursue much needed political reforms, but as a result they may 

be more inclined to accelerate economic reforms. Such policies would gain them support from 
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the public, especially from the middle class. The concentration of power that Xi and his team 

now possess may prevent the policy deadlock that often plagued the country during Hu’s 

leadership, thus leading to improved governance and better implementation of major 

socioeconomic policies. The first two months of Xi’s tenure as a new Party chief have shown 

promise toward establishing a more accountable leadership. 

 

Institutional Mechanisms in Elite Selection 

Some institutional mechanisms have been enduring and effective. The leadership change 

at the 18
th

 Party Congress primarily followed the rules and norms regarding age limits, and all 

members and alternates of the previous Central Committee who were born in or before 1944 no 

longer serve on the new Central Committee. As expected, 71 percent of the PSC, 70 percent of 

military members of the CMC, and 70 percent of the incoming executive committee of the State 

Council are newcomers.  

 

The turnover rates in other important leadership organs selected at the congress are also 

remarkably high: 64 percent of the Central Committee (the leadership body made up of the most 

important national, provincial, and military leaders in the country), 77 percent of the Central 

Commission for Discipline Inspection (the country’s top anti-corruption agency), and 86 percent 

of the Secretariat (the crucial CCP organ that handles daily administrative affairs of the country, 

decides top leaders’ activities, and sets the agenda before major meetings).  

 

As with previous Party congresses, the Chinese leadership employed a method of multi-

candidate election for the Central Committee known as a “more candidates than seats”-style 

election (cha’e xuanju). At the election for full members of the Central Committee, 2,270 

delegates of the congress chose 205 full members from the 224 candidates on the ballot (i.e., 9.3 

percent were eliminated). Similarly, in the election for alternate members of the Central 

Committee, 171 leaders were elected from a candidate pool of 190 (for an elimination rate of 

11.1 percent). 

 

Those eliminated included prominent figures such as Minister of Commerce Chen 

Deming (who some in China thought had been a contender for the Politburo), Shanghai 

Executive Vice Mayor Yang Xiong (who was later appointed to be Shanghai Mayor), and Ma 

Wen, head of the Ministry of Supervision, the body that monitors government officials (who was 

one of the most influential female leaders in the country). Minister of Finance Xie Xuren, 

Minister of the National Development and Reform Commission Zhang Ping, and top military 

official Zhang Qingsheng were not elected to the new Central Committee, even though they are 

all of eligible age. 

 

In addition, full memberships were distributed evenly across the provinces, government 

ministries, CCP departments, and military organizations. For example, the norm that each 

province has two full membership seats was adhered to (although some members were assigned 

to another province or to the national leadership soon after the congress).  

 

Instead of following the practice of his predecessor Jiang, who retained the chairmanship 

of the CMC for two years following the last succession, Hu Jintao gave up this military position 

during this leadership transition. By surrendering the post of commander-in-chief to Xi, Hu 
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strengthened not only the norm of an institutionalized and undivided political succession but also 

the relationship among the Party, state, and army. It is too early to assess the larger impact of this 

move, however, because the earlier-than-expected military power handover will need to be 

evaluated in the context and complexity of China’s military tensions with its neighboring 

countries. 

Most of these institutional rules and norms are not new. Many important institutional 

measures adopted at the 18
th

 Party Congress were first used either at the 13
th

 Party Congress in 

1987 or the 15
th

 Party Congress in 1997. As early as 1987, the Party had adopted the "more 

candidates than seats”-style election for the Central Committee. The scope and scale of open 

competition in terms of the percentage of candidates eliminated have not increased significantly 

over the past 25 years. There appears to have been no intra-Party multiple-candidate elections for 

the Politburo and PSC. These leaders are still selected the old-fashioned way: through behind-

the-scenes deal-making, a process that retired leaders still influence heavily. 

 The dominance of Jiang’s men in the new PSC does not necessarily mean that now the 

winner again takes all in Chinese elite politics. It should be noted that Hu’s protégés are still well 

represented in other important leadership bodies. Although the Jiang camp has dominated the 

new PSC, the balance between the two camps in the 25-member Politburo, the Secretariat, and 

the CMC have largely remained intact. In fact, many tuanpai leaders have made it into the new 

376-member Central Committee. My research indicates that tuanpai leaders now occupy 96 seats 

in the new Central Committee, constituting 25.5 percent of this very crucial decision-making 

body. This is a steep uptick when compared with the tuanpai’s 86 seats in the previous 371-

member Central Committee (23.2 percent). 

 

Prominent tuanpai leaders such as the aforementioned Li Yuanchao and Wang Yang will 

still meet the age requirement for the next PSC in five years. Li and Wang will likely serve as 

PRC Vice President and Vice Premier after the National People’s Congress (NPC) meeting in 

March, respectively, and thus may continue to have their own political platform. If the “one 

Party, two coalitions” dynamic is a new experiment in Chinese elite politics, the CCP may also 

experiment with a new mechanism of “factional rotation” (paixi lunhuan). This may explain why 

the Hu camp quietly acquiesced to its own political Waterloo in the latest leadership succession. 

Capable Economic Reformers 

           The new top leadership seems to be very capable on the economic front and most—or 

perhaps all—members of the PSC are known for their strong support for market reform. Six of 

them have had substantial leadership experience serving as Party chiefs at the province level. 

Four princeling leaders on the PSC—Xi Jinping, Zhang Dejiang, Yu Zhengsheng, and Wang 

Qishan—all have decades of experience and high levels of competence in economic and 

financial affairs. In spite of—or because of–their weaknesses and liabilities in terms of 

fundamental political reforms, the new leaders will likely opt for bolder and more aggressive 

economic reforms to lift public confidence. 

Xi has long been known for a market-friendly approach to economic development that is 

welcomed by both domestic and foreign businesses alike. Xi’s leadership experience running 

Fujian, Zhejiang, and Shanghai, three economically-advanced regions in the country, has 
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prepared him well to pursue policies promoting the development of the private sector, foreign 

investment and trade, and the liberalization of China’s financial system—all of which 

experienced serious setbacks in recent years under the previous administration. Xi’s first 

domestic trip after becoming the party secretary general was to Shenzhen, the point of origin for 

Deng Xiaoping’s “reform and opening” policy in the late 1970s. China’s stock market, after two 

years’ of sluggishness, rebounded very strongly after Xi’s symbolic trip. 

Another good example of effective leadership is Wang Qishan, the newly appointed anti-

corruption tsar. Over the past few years Wang has served as a principal convener for China in the 

Sino-U.S. Strategic and Economic Dialogue. Wang, whose nickname is “the chief of the fire 

brigade,” is arguably the most competent policy maker in economic and financial affairs in the 

Chinese leadership. The Chinese public regards Wang as a leader who is capable and trustworthy 

during times of emergency or crisis, whether it be China’s response to the 1997 Asian financial 

crisis, the 2003 Severe Acute Respiratory Syndrome (SARS) epidemic, or China’s ongoing 

rampant official corruption. 

The coming economic reforms will probably center on revitalizing the private sector and 

expanding the middle class. The leadership will likely alter the current “strong state sector, weak 

private sector” environment by adopting policies such as tax cuts, more loans to private small 

and medium enterprises (SMEs), and more preferential policies to the services sector. A richer 

and larger middle class in China would also help to stimulate domestic consumption, the next 

main driver of China’s economic growth. According to the Work Report delivered at the 18
th

 

Party Congress, the new leaders will allow for fair competition in all industries except for those 

that are associated with national defense (e.g., military-related industries and 

telecommunication). 

The promotion of the private sector and the acceleration of market reform will inevitably 

undermine the vested interest of monopolized state-owned enterprises (SOEs), which have strong 

ties with political leaders, especially princelings. In the wake of rampant official corruption and 

going public resentment, CCP leaders must make a choice between, on the one hand,  

surrendering some existing interests in order to stay in power and revitalize the economy, or 

confronting a bottom-up revolution, on the other. This choice should not be difficult to make. 

Some Chinese analysts argue that princeling leaders, given their privileged backgrounds, 

have more political capital and resources than their predecessors Hu Jintao and Wen Jiabao (who 

came from humble family backgrounds) in terms of running the Chinese economy, controlling 

SOEs, and coordinating various governmental agencies. The central question, however, is 

whether Xi and the princeling-dominated PSC can achieve sustainable economic development 

without pursuing systemic political reform. Can China really adopt an innovation-driven 

economy while the country’s political system remains as it is? 

 

Xi’s Momentum and Ultimate Choice 

            China’s much needed political reforms include several important components, including 

intra-Party democracy, local elections, the rule of law (especially judicial independence), media 



31 

 

supervision and openness, government accountability and transparency, and the role of civil 

society. One may argue quite reasonably that all of these components are inherently interrelated 

and ultimately tend to reinforce each other. But this does not necessarily mean that Chinese 

political reformers should pursue all of them simultaneously without a well-planned strategy and 

set of priorities. As noted above, the new PSC is politically conservative, but Xi and his team—

whether by choice or by necessity—may still pursue some degree of political change.  

During his first two to three months as Party chief, Xi has made some important moves. 

Chinese legal professionals and especially liberal intellectuals have applauded the speech Xi 

gave on the 30
th

 anniversary of the Constitution Amendment. In his remarks he emphasized the 

supreme power of the Constitution, which is the imperative for rule of law in China. Xi’s eight-

point regulations for Party leaders and his call for stronger measures to crackdown on official 

corruption, particularly his recent remarks that “power must be put in the cage of regulations,” 

have resonated very well with the general public.  

 

These calls are certainly not pure lip service. The elimination of two of the PSC’s 

functional posts (the police czar and the propaganda czar) at the 18
th

 Party Congress was a 

positive development in the structural change of the Chinese political system. Another move in 

the right direction was the official decision made early this year to end the forced labor camps 

(known as laogai), an unlawful practice that had tarnished China’s criminal justice system for far 

too long. Though the Chinese public is still cynical about the real objectives of the new anti-

corruption measures, Xi’s recently proposed regulations and Wang Qishan’s tough stand on 

corruption have already changed official behavior. Purchases of luxury houses and cars have 

declined and VIP rooms in Macao’s casinos have witnessed far fewer visits by CCP elites. 

 

It is important to point out that some of Xi’s words and deeds have also pleased China’s 

left-wing intellectuals and ultra-nationalists. Xi’s favorable comments regarding the Mao era, his 

uncompromising stand on territorial disputes, and particularly his call to prepare for a war with 

Japan are worrisome for many both in China and abroad. At this point, both liberal and left-wing 

intellectuals still have high expectations for Xi. Party leaders, regardless of their factional 

affiliation, by and large want to unite under the new boss in Zhongnanhai, especially in the wake 

of the headline-grabbing crises and scandals that have captured the world’s attention and 

severely damaged the legitimacy of the CCP.  

 

Because the country faces so many daunting challenges, however, this broadly shared 

expectation and enthusiasm for reform in China cannot last for long. Like elsewhere in the 

world, the honeymoon period for new state leaders is short-lived, and leaders are always forced 

to make many tough political decisions.  In Xi’s case, many of the tough decisions must address 

the pressing social, economic, demographic, and environmental challenges that China now faces. 

 

 Some Chinese public intellectuals explicitly regard Xi as mainland China’s Chiang 

Ching-kuo. As the son of Generalissimo Chiang Kai-shek, Chiang Ching-kuo was a princeling 

who was a political conservative for most of his career.  Chiang Ching-kuo surprised many in the 

mid-1980s, however, with his bold and historical move to lift the ban on opposition parties and 

media censorship in Taiwan, initiating the island’s transition from authoritarianism to 
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democracy. Xi Jinping faces similar opportunities and constraints, and only time will reveal how 

he perceives his mandate in this rapidly changing country.  

 

Policy Recommendations for the United States 

 China’s economic power, political uncertainty, social dynamics, and military tensions 

with its neighboring countries constitute a complicated challenge to the United States. Our 

assessment of and approach to China at this critical juncture of global economic development 

and regional security should be cautious, multi-faceted, and forward-looking. We need to pursue 

several crucial and delicate balances.   

 

 We must avoid hewing to conventional, old-fashioned perceptions of this 

rapidly changing country, taking special care to steer clear of dogmatic 

cynicism, on the one hand, and ill-grounded optimism or wishful thinking 

on the other.  

 

 We need to be fully aware of the new institutional norms and rapidly 

changing rules of the game in Chinese elite politics. But at the same time, 

we cannot allow ourselves to be led astray by superficial phenomena or 

CCP propaganda. 

 

 

 We should be sensitive to Chinese factional politics, but not prematurely 

choose a side. We should be aware that Chinese political conservatives 

have the potential to be strong economic reformers.  

 

 We should fully engage with the Chinese civilian and military leadership, 

focusing on the cultivation of a deeper relationship with Xi Jinping and his 

new leadership team. At the same time, we should reach out to the 

Chinese public, clearly expressing America’s firm commitment to 

democracy, human rights, media freedom, and the rule of law, all of which 

the United States holds as fundamental to the long-term stability of any 

country. 

 

 We should openly articulate to the Chinese people the longstanding 

goodwill that the United States extends to the Chinese people and our 

understanding of their national and historical sentiment. At the same time, 

we should consistently exert influence on our allies and partners in the 

Asia-Pacific region (including China) to prevent the use of force by any 

party. 

 

 

 

 

Note: 

 The author thanks Andrew Marble and Ryan McElveen for their helpful comments on an 
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earlier version of this written testimony. Part of the discussion here previously appeared in 

several recent publications by the author. See, for example, Cheng Li, “Top-Level Reform or 

Bottom-Up Revolution?” Journal of Democracy, Vol. 24, No. 1: (January): 41-48; “Rule of the 

Princelings.” The Cairo Review of Global Affairs, No. 8 (Winter, 2013): 94-106; “China in 

Revolution and War,” in Martin Indyk, Tanvi Madan, and Thomas Wright, (eds.), A Presidential 

Briefing Book: Policy Recommendation for President Obama’s Second Term (Washington DC: 

Brookings Institution Press, 2013); and “Opportunity Lost? Inside China's leadership transition.” 

Foreign Policy Online. November 16, 2012, 
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PANEL 1 QUESTION AND ANSWER 

 

 

 CHAIRMAN REINSCH:  Thank you,  and thank you both for  some 

very enl ightening tes t imony.  

 Commissioner  Wortzel .  

 COMMISSIONER WORTZEL:  I  want  to  thank both  of  you for  

some very thought ful  wr i t ten  tes t imony and comments .   I  have a  short  

quest ion  for  each of  you.  

 Dr .  Li ,  you have a  s ingle sentence on  page two of  your tes t imony 

that  fascinated me,  but  I  didn ' t  see f leshed out .   And i t  i s :  " Ideological  

disputes  among the leaders  apparent ly have become too  divis ive to  

reconci le . "   

 Now,  you out l ined  intra -Par ty camps.   You out l ined di fferences  

in  background,  but  you  real ly never  di scussed  ideological  d isputes ,  and  to  

me,  those are the ro le of  the  Par ty,  th ings about  in t ra -Party discipl ine ,  so I 

wondered i f  you  would take a mi nute to  discuss  that?  

 And,  Mr.  Johnson,  i t  s t ruck me that  wi th respect  to  your  

comments  on the inf luence  of  Hu and J iang,  I  wonder i f  you  could lay out  

what  you see  as  Hu 's  opt ions  to  influence pol icy o ther  than  jus t  out l iving 

J iang Zemin?  

 DR.  LI:   It  ha s  been  widely known in China that  there  are serious 

debates  within  the  top leadership .   It ' s  not  secret ;  i t ' s  al ready become publ ic 

knowledge.   Of  course ,  we can use Bo Xilai ,  on  the one hand,  and Wen 

J iabao,  on the o ther  hand,  and these are  the two extrem es .   They basical ly 

disagree on almost  everything regarding China 's  h is tory:  the Mao era,  the 

Deng era,  the  Cul tural  Revolut ion,  and ,  as  we know,  that  Bo Xilai  s tar ted a 

campaign  that  real ly kind  of  fantasized  the Mao era,  the Leninis ts ,  et  cetera.   

But  Wen J iabao even refused to  vis i t  Mao 's  home -place when he had vis i ted 

Hunan eight  t imes ,  and he  also  publ ic ly cal led Bo Xilai  and  thi s  k ind  of  

phenomenon remnants  of  the Cul tural  Revolu t ion.   

 And in terms  of  the China model  which  is  also qui te  di f ferent ,  

tha t  some of  the  nat ional i s ts  think  about  how China  has  a model ,  one  of  

economic  market  l ibera l iza t ion but  wi th in a pol i t i cal  one -Party s tate ,  whi le  

at  the same t ime l ibera l  intel lectua ls  and also leaders  l ike  Wen J iabao  talk 

about  universal  values ,  the  necess i ty for  fundamental  pol i t i cal  change.    

 My four  "un" words  actual ly borrow f rom Wen J iabao 's  s imilar  

four  "un" words for  the  Chinese economy that  were so very cri t i cal  about  the  

China model .  But  i t ' s  not  just  Bo Xilai .   As  we know, Wu Bangguo,  the  

Chairman of  the  NPC, former Pol i tburo Standing Commit tee  member,  al so  

talks  about  f ive  "no 's . "   

 So these  kind  of  ideological  d isputes  real ly emerge and are thus  

very important .   This  is  t he  reason I said that  sooner or  l ater  Xi  J inping 

needs to  take  a pos i t ion  and  to  lead the count ry and  not  jus t  say that  

everything was good in  the  pas t ,  but  make a  serious review:  what  went  
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wrong,  what  are  the  things  we should keep,  what  are the new things  we 

should  take?  

 Thank you very much.  

 COMMISSIONER WORTZEL:  Thank you.  

 MR. JOHNSON:  My own sense  is  that  Hu 's  opt ions for  

inf luencing pol icy f rom ret i rement  are actual ly going to  be fai r l y l imi ted.   

It ' s  hard  to  tel l  so far  exact ly how this  is  going t o  break  down,  and I think 

there 's  a  lot  of  cont roversy,  appropriate ly so,  over  what  role he  might  play 

from ret i rement .   

 My own sense in  jus t  looking a t  the  resu l ts  of  the  Party 

Congress ,  however,  i s  tha t  i t  was a fai r ly major  pol i t i cal  blow for  him.   

Increasingly,  wi thout  the  revolut ionary credent ials  of  the e lder  generat ion 

and the  charismat ic  sor t  of  l eadership s tyle ,  your  abi l i t y,  as  Dr.  Li  pointed 

out  in  his  opening s tatement ,  to  influence i s  very dependent  on  personnel .  

 A lot  of  analys is  has  looked at  the idea  that  whi le  Hu J intao  

didn ' t  do  very wel l  on the Pol i tburo  Standing Commit tee ,  he has  seated a lot  

of  hi s  of f icial  people f rom his  network onto  the  ful l  Pol i tburo  and ,  therefore,  

f ive  years  f rom now, he ' l l  be in  the  posi t ion  to  sort  of  dictate t he Pol i tburo  

Standing Commit tee .   And there 's  been some comparisons  to  what  J iang 

Zemin  did in  2002 with  s tacking the  fu l l  Pol i tburo.  

 My own sense i s  tha t  these  compari sons aren 't  apt  because at  the 

t ime,  in  2002,  the  sort  of  achievement  of  J iang was to  d ominate  both  the  

Standing Commit tee  and the fu l l  Pol i tburo  and  to  hold  on  to  the Mil i tary 

Commission Chai r  as  wel l ,  which Hu J intao didn 't  do.    

 My assessment  of  that  process  is  that  th is  wasn ' t  some 

magnanimous gesture by Hu J intao .  Rather ,  I  bel ieve he  wasn 't  able to  hang 

on to  the Mil i tary Commission Chair  and they subsequent ly dressed  i t  

upbecause  they have to  for  publ ic consumption .  

 So the  real  quest ion ,  and  I think a lot  of  thi s  i s  going to  focus on 

Xi  J inping,  is  how wil l ing wil l  he be  to  accommoda te Hu J intao 's  interest s  

and how much pressue  wi l l  he feel  tha t  he  has  to  accommodate to  Hu’s  

interes ts?   In  other  words,  wi l l  he  go along with  the kind of  pat tern that  

we 've  seen over the las t  couple of  years  in  terms  of  accommodat ing these 

folks ,  or  wi l l  he  be a much s t ronger personal  power cont rol  leader?And,  as  

Dr .  Li  suggested,  I  think  we ' l l  see in  the  next  couple of  year s  exact ly how 

he 's  going to  approach  that  problem.  

 COMMISSIONER WORTZEL:  Thank you.  

 CHAIRMAN REINSCH:  Commissioner  Shea.  

 VICE CHAIRMAN SHEA:  Thank you both  for  being here.   

Wonderful  tes t imony f rom both of  you.  

 Dr .  Li ,  and ,  Mr.  Johnson,  you  ment ioned that  personnel  is  pol icy 

so let ' s  remember  that  for  a  second.   There 's  wide agreement  that  the  Chinese 

economy needs to  move f rom a n inves tment /expor t - led economy to  a  

consumption -oriented  economy,  and that  might  requi re  l ibera l iz ing interest  

rates ,  which  would hurt  SOEs who have benefi t t ed  from very low bank 

f inancing;  l i f t ing currency cont ro ls ,  which  could hurt  expor ters ;   and less  of  
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a dependence on investment ,  which  can hurt  in fras t ructure.  Yet  you  often  

read about  al l  these vested interests  in  China that  are going to  make this  very 

dif f icu l t  to  happen.  

 I  guess  my quest ions to  you are who wil l  these  vested interests  

run to  on the Standing Commit tee  to  protect  thei r  interest s?   I  mean can  you 

name names?   Can you give  us  a l i t t l e  guidance on  that?  

 DR.  LI:   Well ,  I  would be very caut ious  and don’ t  want  to  name 

names.  

 VICE CHAIRMAN SHEA:  I  thought  so .  

 DR.  LI:   - - f i rs t  o f  al l ,  I  do  not  have access ,  l ike The New York 

Times,  to  al l  thi s  kind of  secre t  informat ion ,  al though I 'm very cynical  about  

the ir  f indings.  

 But  i t  i s  fa i r  to  say that  i t  i s  publ ic  knowledge that  the  

leadership ,  inc luding not  only the local  leaders  but  now the  Bo X ilai  case ,  

wi l l  reveal  the  nat ional  l eaders  who are involved  with  some serious  

corrupt ion.   Some b ig famil ies ,  the "red  nobi l i t i es" - - thi s  i s  a  t erm used --are  

involved .   These  are  the people  behind  the  vested interest  groups,  

part icular ly s tate -owned enterp rises  that  dominate China 's  economy,  hur t  

China 's  middle  class  development ,  and  hurt  the foreign companies .    

 Now the quest ion  is  whether  the  leadership,  wi th  such s t rong 

t ies ,  par t icularly the pr incel ing -dominated  leadersh ip,  wi l l  rea l ly crack  down 

on the s ta te  monopol ized  companies?   I  actual ly think they wil l ,  because  this  

is  a  choice between whether  you want  to  put  China 's  economy back  on t rack 

because  an innovat ion -driven economy needs real  compet i t ion,  needs  

pol i t ical  openness .  So,  therefore,  you need to  sacri f ice some of  your interests  

and  privi leges .   

 On the other  hand ,  the  Chinese economy could  cont inue to  

decl ine and,  consequent ly,  a  pol i t i cal  upri s ing against  s tate -owned 

enterpri ses  s tar t s .   This  is  what  the Chinese  leaders  ta lk about ,  the  so -cal led  

"revolut ion ."   So  wi th this  choice ,  on the one hand a revolut ion and  the 

economy never  recoveri ng and forgoing what  has  been  so far  an  impressive  

case over the  pas t  20 years ,  o r  you  surrender  some of  the power,  some of  the 

privi lege ,  to  survive .  

 So for  me the choice i s  very easy to  make:  to  survive .   And al so  

because  of  the concent rat ion  of  power  a nd t ight  cont rol  of  the  s tate -owned 

enterpri ses ,  you can  argue they are  probably in  a  bet ter  pos i t ion  than Hu 

J intao  and  Wen J iabao  to  do so.   That 's  my opinion.  

 VICE CHAIRMAN SHEA:  So  to  summarize ,  you  feel  there 's  

suff icient  wil l  among the  members  of  t he Standing Commit tee to  go agains t  

the  in teres ts  of  these vested  interest s?  

 DR.  LI:   To a certain ex tent .   Surrender  some power and 

privi leges  for  the sake  of  survival .  

 VICE CHAIRMAN SHEA:  Okay.   Thank you.  

 Mr.  Johnson.  

 MR. JOHNSON:  I  would  agree  wi th that  genera l  assessment ,  bu t  

I 'm a l i t t l e  more  caut ious in  terms  of  whether  or  not  I  bel ieve they have the 
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wil l  to  do i t ,  and there  are  severa l  reasons .   One is  th is  i s  where  I think some 

of  the commentary that ' s  been made about  the  conservat ism of  the new 

Pol i tburo Standing Commit tee  is  somewhat  apt .   I  mean Zhang Dej iang,  for  

example,  had  been overseeing the indust r ial  port fol io  for  the las t  f ive  years .   

So he 's  very c losely af f i l i ated with  a lot  of  these s ta te  f i rm bosses  and so on .  

 Likewise,  Zhang G aol i  presided  over  a  massive  f ixed  inves tment  

bubble- -  

 VICE CHAIRMAN SHEA:  You 're  naming names.  

 MR. JOHNSON:  Yeah -- in  Tianj in  municipal i t y.   So those are 

undeniable aspects  of  thei r  sort  of  background.  

 Does  that  mean,  though,  that  somehow they' re  al le rgic  to  reform?   

Here 's  where I think  i t ' s  going to  come down to Xi  J inping and Li  Keqiang,  

and how much they' re wil l ing to  work together .   My own sense i s  tha t  

because  of  the press ing ret i rement  of  the other  f ive  members  of  the Standing 

Commit tee ,  i f  there ' s  a  s t rong consensus  between Xi  and Li  to  do something 

about  th is ,  and  I think Wang Qishan is  a  cr i t i cal  player  in  this  set -up  as  wel l ,  

not  only because he ' s  running the corrupt ion  port fol io  but  because  of  his  

economic  and  f inancial  expert ise .   If  there ' s  a  s t rong consensus by the two of  

them, my own sense  is  that  the other  members  won ' t  res is t ,  you  know, wil l  

go along to some degree.  

 The other  piece ,  though,  i s  the  quest ion  that  can  a  princel ing 

rea l ly take on the s tate -owned f i rms and  vested  in teres ts?   In  a lot  of  ways ,  

i t 's  fai r  to  say that  this  is  almost  l ike cu t t ing their  l ef t  a rm off ,  you know.  

 On the f l ip  s ide,  though,  there is  an idea  out  there that  only a 

princel ing can take on corrupt ion in  these  s tate f i rms in  the  same way only 

Nixon can go t o  China ,  and only a  pr incel ing can take  on  these sort  of  vested 

interes ts  because they know where  the  bodies  are  bur ied,  and they know the  

out l ines  of  the  process ,  and they' re  able  to  do  i t  in  a  way that  reassures  the 

key vested interest s ,  the  real ly key v ested  interest s ,  that  thei r  interests  are 

protected whi le going after  the  broad landscape of  the  s tate f i rms .    

 VICE CHAIRMAN SHEA:  Thank you.   Dr.  Li .  

 DR.  LI:   Can I add  something?  

 CHAIRMAN REINSCH:  Yes.   Go ahead.  

 DR.  LI:   Of  course ,  people have ev ery reason to be  cynical  about  

the  ant i -corrupt ion  effor t ,  about  the crackdown of s ta te -owned enterpri ses ,  

but  I  bel ieve  that  the behavior  of  leaders  is  real ly s tar t ing to  change with  Xi  

J inping 's  e ight  poin ts  regula t ion with  Wang Qishan 's  remarks  that  he  himself  

does not  have chi ldren .   I  t ry to  remind people that  he wanted  to  do what  Zhu 

Rongj i  did .   Zhu Rongj i  said  about  15  years  ago,  he wanted to  buy 100 

bul let s  to  use 99 bul let s  to  ki l l  corrupt  of f icials  and  leave the  las t  one  for  

himsel f .   Now,  people  may say this  is  a  joke,  but  this  is  a  recorded quote .  

 Now,  the behavior  change i s  qui te  evident ,  in  my view.   If  you 

go to  Macau casinos ,  the  VIP  rooms are  not  as  crowded as  before ,  and the 

luxury cars  and vi l las ,which were  usual ly bought  for  a  mist ress ,  those  sales  

have s lowed down and dropped dramat ical ly,  but ,  of  course ,  i t ' s  s t i l l  very 

dif f icu l t  to  deal  with corrupt ion.  
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 In  my opinion  there  are only two ways  to  deal  wi th corrupt ion.   

One i s  Chai rman Mao 's  way in  the  Cul tural  Revolut ion .   At  that  t ime,  the  

corrupt ion was severely cont rol led .   Bo Xilai ' s  way is  s imi lar  to  Mao 's .   The 

other  i s  to  use the  legal  profess ion ,  ru le of  l aw,  but  that  t akes  t ime.   So  

that 's  why I bel ieve what  Xi  J inping said on the 30th  anniversary of  the  

Cons t i tu t ion Amendment  i s  potent ia l l y very important  and  posi t ive.  

 VICE CHAIRMAN SHEA:  Thank you,  both .  

 CHAIRMAN REINSCH:  Commissioner  Fiedler .  

 COMMISSIONER FIEDLER:   I  have a couple  of  quest ions 

leading back  to  the corrupt ion quest ion ,  but  f i rs t  i s  a  fact ional  pol i t ical  

quest ion .   The role of  Zeng Qinghong in the  t ransi t ion,  given  the fact  that  

he 's  wel l -known to  be  the bra ins  behind  J iang Zemin  throughout  h is  his tory,  

what  was  hi s  role  in  thi s  t rans i t ion?   Was  i t  real ly Zeng or  was i t  a  sort  of  

core group around Zeng that  i s  manipula t ing the  s i tua t ion?  

 DR.  LI:   That 's  a  very good quest ion.   I t 's  an excel lent  ques t ion .   

This  is  a  quest ion  I also have been ponder ing.   But ,  o f  course,  there i s  

evidence that  Zeng Qinghong is  s t i l l  heavi ly involved in  the decis ion -

making,  in  the  se lec t ion  process ,  but  how important ,  how big,  i s  subject  to  

debate .  

 And I would  a lso  say that  J iang Zemin 's  power  is  very 

complicated .   To  a certain  ex tent ,  the ac t ivi t i es  he  used,  the  things  that  he  

violated  in  t erms  of  ins t i tu t ional  norms  could  be seen as  a  weakness  rather  

than s t rength.   But  I  think  the most  important  thing we tend  to  forget  

sometimes  that  his  protégées ,  whether  in  power,  in  top leadership or  

want ing to  be in  the  top  leadersh ip,  ac tual ly are more  important  than J iang 

himsel f .   They occupy the previous S tanding Commit tee .   They f ight  for  the 

next  Pol i tburo  Standing Commit tee members .   So  they use  J iang Zemin 's  

leverage to  achieve that .  

 And the  case with  Zeng Qinghong is  tha t  he i s  a  bri l l i ant  

pol i t ic ian because he can  cut  a  deal  and  h e’s  wil l ing to  compromise .   He 

s tepped down as  Pol i tburo  Standing Commit tee member ,  bu t  t raded with the 

three seats  f ive  years  ago .   Now, unfortunately,  there is  no  such f igure at  the 

moment  in  Chinese pol i t ics ,  which  is  cause for  serious concern.  

 Early on,  I  bel ieved  that  Li  Yuanchao could  have played  such  a  

role ,  but  apparent ly he i s  not .  He himself  is  out ,  not  wi l l ingly,  so  that ' s  the 

problem.  Yes ,  that’s  a  concern .  

 COMMISSIONER FIEDLER:   In  the interest  of  t ime,  l et  me lead 

from that  into the corrupt ion discussion .   The previous  di scussion  that  we 

had was focused  on  s ta te  enterprise  princel ing corrupt ion,  but  t ak ing Zeng 

Qinghong,  for  ins tance,  whose  son ,  who never had  a  posi t ion in  bus iness ,  

who 's  in  the  Party a l l  hi s  l i fe ,  whose son buys  a $32 mil l i on house  in  

Aus tral ia  to  knock down,  so one would have to  conjecture that  he had  an 

ex traordinary amount  of  money to spend $32 mil l ion  to  knock down a  house.   

That  level  of  corrupt ion  a t  the princel ing level  rai ses  the quest ion:  i f  Zeng 

Qinghong had  anyth ing to  do  with  fact ional  l eaders ,  i s  the ant i -corrupt ion  

campaign  that  we 're  about  to  witness  real ly a  consol idat ion  of  power in  the 
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old "we ' l l  go  after  the  other  fact ion"?   Isn ' t  the  real  t es t  of  Xi  J inping 's  ant i -

corrupt ion campaign to  go after  some part  of  hi s  own fact ion?  

 MR. JOHNSON:  Le t  me just  say real  quickly on  Zeng Qinghong,  

to  me,  he  played  a s t rong role this  t ime,  but  i t  dates  back  real ly to  the 

bri l l i ance of  the  cooperat ion between he  and J iang in  2002,  and prior  to  that  

actual ly when he  was i n  the  Organizat ion Department ,  the  Party's  personnel  

arm.   You saw them very adroi t l y s tack the  l ine -up in  a  way that  would put  

the ir  people in  pos i t ion to  move up to  the Pol i tburo  and  then  ul t imate ly to  

the  Standing Commit tee.   I  think  Zeng Qinghong playe d  a  fundamental  role  

in  helping Xi  J inping leap over Li  Keqiang as  the now newly des ignated 

leader.  

 So he ,  I  think,  plays  an importan t  role ,  but  i t ' s  always  f rom 

behind the scenes .   J iang Zemin i s  very vain .   He wants  to  be  seen as  

wielding power.  

 COMMISSIONER FIEDLER:   That 's  understood.  

 MR. JOHNSON:  Zeng does  i t  f rom behind the scenes.   

 On the corrupt ion  piece ,  I 'm not  so  sure that  he  has  to  go after  

his  own fact ion.   In  fac t ,  that ' s  the most  di ff icul t  chal lenge,  is  that  he has  to  

assure  hi s  own fact ion that  thei r  interes ts  are  protected whi le he goes about  a  

broader  sweep.  

 One thing that  I  think i s  interest ing in  the  publ ic  react ion  we 're  

seeing to  the ant i -corrupt ion campaign  is  they' re  not  necessari l y in terested in  

the  pursui t  o f  the "b ig f i sh" cases .  In  fact ,  they' re  very skept ical  about  those 

cases ,  for  example Bo Xilai  and  other  big cases ,  because they see i t  as  just  

pol i t ical  infight ing and score -set t l ing.  

 What  I th ink  Xi  J inping needs to  do with the  ant i -corrupt ion 

campaign  is  to  send  a  much broader  message about  hi s  seriousness ,  about  

clamping down on the  things --  

 COMMISSIONER FIEDLER:   Because  i t 's  endemic.  

 MR. JOHNSON:  That 's  r ight .   Clamping down on these things  

that  the  people at  the local  l evel  see everyday,  you  know, in  thei r  s ort  of  

experiences .   Whether  i t ' s  a  consol idat ion,  a  power move,  I  think  wi l l  be  

somewhat  t ransparent ,  and  whether  or  not  this  current  an t i -corrupt ion 

campaign  morphs in to a more  t radi t ional  Party rec t i f icat ion  campaign,  taking 

a page out  of  J iang Zemin 's  book f rom the  late 1990s ,  wi th  the  "Three  

Stresses  Campaign ,"  that  would suggest  much more  s t rongly to  me that  what  

Xi  i s  about ,  what  th is  program is ,  to  consol idate his  own personal  pol i t i ca l  

power,  presumably on the road  toward  launching whatever  economi c  

primari ly reform campaign  he  intends  to  unfold .  

 COMMISSIONER FIEDLER:   Thank you very much.  

 CHAIRMAN REINSCH:  Commissioner  Wessel .    

 Oh,  I 'm sorry.   Dr.  Li .  

 DR.  LI:   I  want  to  respond.   While the  sent iment  in  China and 

also in  China  s tudy communit ie s  is  that  al l  l eaders  are  corrupt  in  China,  I  

disagree with  that .   I  think probably maybe 90 percent  or  85 percent .   We do  

not  know who the  15 percent  or  t en  percent  are because you can imagine  
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other  leaders  a lso  t rash them and they t ry to - -and also i t 's  a  system problem 

because  i f  you  are  a  leader ,  al l  the  forces  wi l l  come to you --s tate -owned 

enterpri ses ,  many o ther  businesses  wil l  just  t ry to  approach  you,  approach 

your fami ly members .   So that ' s  a  sys tem problem.  

 Now,  you ment ioned Zeng Qinghong.   Zeng Qinghong played  a  

direct  role in  promoting Xi  J inping f ive  years  ago to  the  Pol i tburo Standing 

Commit tee .   Now, Chinese leadership has  the  commitment .   You talk about  

"big f ish ."  The Chinese  metaphor i s  the "f l ies  and the t ige rs . "   They wil l  

at tack  f l i es  and the t iger  together ,  bu t ,  of  course,  we have yet  to  see whether  

they wil l  deal  wi th f l i es  seriously.  

 COMMISSIONER FIEDLER:   Or  "k i l l  the  chicken to  scare  the  

monkey."  

 DR.  LI:   But  also -- that ' s  r igh t - -but  a lso  that  i t ' s  everyone 's  

disaster  i f  they real ly put  these 90  percent  of  l eaders  in  jai l .   I  mean the 

count ry cannot  sus tain  th is  kind of  a  drast ic  change.  

 [Laughter . ]  

 DR.  LI:   So  Chinese  leaders  talk about ,  even  l iberal  intel lec tuals  

talk about  how under these kind s of  ci rcumstances ,  how to pursue rea l  

pol i t ical  reform, ru le of  l aw,  and ant i -corrupt ion.  There are  di fferent  ideas .   

Talk about  i f  in  the future  you want  to  be leader,  you  should  real ly report  

your fami ly income,  and et  cetera.   You should  make a  choice between  power 

or  money.   This  i s  o ne  argument  in  the media .  

 The second is  a  k ind of  immunity.   What  you did  before ,  i t ' s  

okay,  but  not  in  the  future .   This  is  another  one.   And al so,  there 's  an  idea 

that  in  the region,  l ike  a  province ,  give immunity to  corrupt  off icia ls ,  but  in  

return  these  leaders  should  pursue serious pol i t i ca l  reform,  elect ion,  media  

openness ,  and  rule of  l aw.   These  are  a l l  the  ideas  around.  

 But  the importan t  th ing is  that  the percept ion,  publ ic percept ion ,  

whether  they bel ieve that  the corrupt ion is  real ly hopeless  o r  corrupt ion  to  a 

cer ta in ex tent  is  a l ready const rained ,  or  there 's  hope that  China wil l  deal  

wi th  corrupt ion very seriously under Xi  J inping and Wang Qishan.  

 Let  me al so  ment ion  that  China  execute s  thousands  of  corrupt  

leaders  every year .   This  is  also h uman r ights  i ssue ,  tha t  sometimes i f  you 

s teal  hal f  mil l ion ,  you wil l  be  executed .   In  my view,  i t ' s  qu i te  excessive,  but  

tha t 's  the  real i t y.   Each year ,  according to  off icial  s tat i s t i cs ,  that  is  probably 

6,000 or  7 ,000.   The real  number  is  probably even higher  than that .  

 So,  again,  th is  is  a  bat t le .   It ' s  very,  very di f f icul t  to  f ight ,  you 

can imagine.   Wang Qishan probably is  the  best  person to  do  so .   On the  one 

hand,  he  himself  is  also l inked to  princel ings .   He himself  is  a  pr incel ing,  

but  at  the  same t ime,  he understands the  danger of  tha t  cr is i s  and  also how to 

upl i f t  publ ic confidence,  which  is  so  low at  the moment .  

 CHAIRMAN REINSCH:  Let  me pursue  the  las t  couple poin ts  for  

just  a  second before  we go  to  Commiss ioner  Wessel ,  i f  I  may.  

 Dr .  Li ,  f rom what  you sa id,  both  with  respect  to  the  endemic 

nature  of  the corrupt ion  problem and the 90 percent ,  o r  whatever percent  i t  

i s ,  as  wel l  as  the  rule of  l aw method of  deal ing with  i t ,  i t  seems to  me that  
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you can 't  solve thi s  problem wi thout  undermining the Party' s  control  of  the  

s ta te ,  which seems to me makes i t  an  insoluble problem for  them.  

 Do you want  to  comment  on that?   Ei ther  of  you?  

 DR.  LI:   Well ,  i t  i s  a  serious  legi t imacy cris is ,  and while  we 

actual ly only ment ioned the Bo Xilai  cr is is ,  there were  others  as  wel l .   The 

reason to expl ain  Hu J intao 's  pol i t i cal  Water loo  or  his  camp's  pol i t i cal  

Water loo  is  rela ted with  Ling J ihua scandal .   This  i s  the  Chief  of  Staf f  whose 

son  was  ki l led in  the Ferrari  incident .   Now,  the problem was  the coverup  

and also the personal i t y assass inat ion  and t he  other  is sues  involved,  a l l  

c ross- fact ion dealmaking,  et  cetera.   We do not  know.   We only see the t ip  of  

the  iceberg probably.  

 So i t ' s  a  serious cr is is  in  the  making,  but  i t ' s  important  to  point  

out  why with this  kind of  serious pol i t i cal  scandal  and  c ri s is ,  the  largest  

s ince 1989 Tiananmen,  and someone argued probably the biggest  ever  in  the  

PRC his tory,  part icularly many people in  China bel ieve  that  way,  because the 

Communis t  Party's  power is  in  jeopardy.  But  why the Chinese economy have 

been  re la t ive ly less  or  not  d is rupted as  was 24 years ,  23  years  ago,  dur ing 

the  Tiananmen cr is i s ,  the answer to  me is  s imple:  the  forces  that  now work in  

China very ac t ively,  social  forces ,  s imply did not  ex is t  23 years  ago or  were 

very t r iv ia l .  

 Let  me give  you some o f  the  top on  my l is t .   One is  the  

ent repreneurial  class  that  did not  emerge unt i l  1989.   They legi t imized  

ent repreneurs .   The middle  c lass  is  ex t remely dynamic ,  and  actual ly I wrote 

a book in the middle 1990s  about  the r i se  of  the Shanghai  middle  c lass .  As  I 

ment ioned el sewhere,  I  want ed  to  publ i sh i t ,  but  they re jec ted  i t  severa l  

t imes because the  reviewers  th ought  tha t  there was no such  a thing as  a  

"China  middle class ."  But  that  was  15 years  ago .   But  now everyone talks  

about  China 's  middle class .  

 Secondly,  commercial ize the media,  which  is  very powerful .   We 

have not  ta lked  about  what  happened at  Southern Weekend or  Southern 

Weekly,  and they real ly pushed the envelope.   The report - - largely because  of  

the  media  commercial izat ion.   And the social  media  i s  ent i rely new.  

 The l egal  profession  is  very dynamic.   They are al lowed to  

pet i t ion.   They're  real ly very ac t ive  and  cal l  for  rea l  const i tut ional ism.  

 And foreign-educated re turnees ,  so cal led "sea turt les , " al so  play 

a very importan t  role.  

 Al l  these forces ,  they ac tual ly are  very cri t i cal  of  the  corrupt ion,  

but  at  the  same t ime,  they don ' t  want  chaos.   They don 't  want  the  revolut ion ,  

by and large ,  unless  i t  real ly becomes completely hopeless .   So  China i s  at  

this  cr i t i ca l  juncture in  i ts  his tory.   Ei ther  you wil l  face a  serious  cr i s is  l ike  

what  happened in Egypt  and o ther  countr ies  over  the past  few years  or  s t i l l  

f ind kind of  gradual  change —both top  down and bot tom up -- these  kinds of  

forces  act ing together .  

 I  think the potent ial  i s  much greater  for  the peaceful  t ransi t ion,  

but  we cannot  el iminate  the  danger  of  the  real  social  upr is ing,  but  that  

const i tutes  a  very di ff icul t  pol icy di scussion  for  the United States  in  how to  
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deal  wi th  China.  

 CHAIRMAN REINSCH:  We' l l  come back  to  that .   Chris ,  do you 

want  to  make a comment  before we go on?  

 MR. JOHNSON:  Yes.   Let  me just  kind of  zero  in  on what  I  

think was your  ques t ion ,  which was how do they manage this  problem, which 

is  they' l l  have to  give  up  some authori ty to  be  able to  move toward the  rule  

of  l aw,  but  how do they do i t  wi thout  giving away the  s tore  basica l ly?  

 And I think you 've seen al ready in the s ignal ing,  especial ly from 

Xi J inping,  thi s  concern i s  there .   There  were  two comments  that  he 's  made 

that  I  think are qui te apropos to  that  poi nt .   The f i rs t  i s  th is  Pol i tburo  s tudy 

session that  they had on New Year 's  Eve where they were  talk ing about  how 

do we move reform forward ,  and what  was s t r iking to  me in hi s  remarks ,  on 

the  margins  of  tha t ,  was he  made repeated  references to  this  idea of  

"crossing the r iver  by feel ing the s tones."  

 In  other  words  a  very caut ious  approach .   It ' s  al so  a  throwback to 

Deng Xiaoping,  which  he has  been doing a lot ,  but  i t 's  a  very caut ious  

comment ,  and to  me i t ' s  a  s t rong symbol  to  the l ibera l  elements  in  the Pa rty 

because  th is  was  r ight  on the heels  of  the Southern Weekend episode and 

everything el se .   Don 't  push  too hard .  I  hear  you.   I 'm t rying to  get  

something done.   If  you  push  too hard,  then,  the conservat ive forces  wi l l  

ret rench,  and  we won 't  ge t  anything done.  

 What  is  s t r iking as  wel l  about  the  ant i -corrupt ion element  of  thi s  

whole  process  i s  tha t  i t  wasn 't  coincidental  to  me that  at  the same t ime they 

were moving toward  more talk about  the  ant i -corrupt ion campaign ,  there  was  

a series  of  ar t icles  in  the  c ent ra l  media about  the  fal l  o f  the  Sovie t  Union 

where  they h ighl ighted  the  issue of  corrupt ion  and  i ts  role in  undermining 

the  Soviet  Union .  

 This ,  to  me,  was a  response to  the  class ic response that  you  get  

when you s tar t  t rying to  tweak in a pol i t ical  spa ce in  the sys tem of,  oh ,  

you 're  Gorbachev;  don 't  do i t .   You know, you ' l l  undermine our power .   So  

those  forces  are  def ini tely there and making those comments ,  and Xi  is  

t rying to  walk a  f ine l ine in  between those two posi t ions.   I  have doubts  

whether  i t ' s  walkable,  bu t  we 'l l  see.  

 CHAIRMAN REINSCH:  So  do I.   Thank you.  

 Commissioner  Wessel .  

 COMMISSIONER WESSEL:   Thank you both for  being here.   

Fascinat ing discussion with enormous repercussions .  

 Dr .  Li ,  I  found your  discussion  of  the iPhone apt  for  a  num ber of  

reasons because,  as  I recal l ,  the 4S i s  where they int roduced Si r i  and the 

voice act ivat ion and  voice recogni t ion.   So using your  analogy and 

comments ,  corrupt ion i s  being deal t  wi th as  corrupt ion  and  is  in  many ways  a  

proxy for  the economic  anxiety  and problems that  the publ ic faces .  

 But  the i ssue --  the  concern I have,  is  by focusing on  some 

out lying or  some important  corrupt ion  act ivi t i es ,  the broad reform that  

probably i s  needed in thei r  economy is  not  going to  be ful f i l led.   

 Can you both comment  on whether  the voice act ivat ion,  meaning 
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the  publ ic 's  anxiety,  is  going to  be addressed by some high profi le  corrupt ion 

cases ,  but  the integral  reforms that  are  needed ,  wi l l  they or  wil l  they not  be 

int roduced over t ime by the new leadership?  

 DR.  LI:   Well ,  i t ' s  a l ready s tar ted  in  the  past  two or  three 

months,  af ter  the 18th Party Congress ,  that  the  three leaders  al ready are  

under inves t igat ion .   They're  more minis ter  level ,  deputy minis ter ,  vice 

minis ter  l evel  leaders .   And what  happened in Chongqing is  fascinat ing.   A 

reporter  cal led  a ci t izen  journal is t  o r  c i t izen  reporter  just  reviewed a l l  these 

videotapes about  the sex  nature involved with  leaders  in  Chongqing,  but  he  

probably possessed  more  of  these kind of  videotapes  or  DVDs or  these k ind  

of  things .   So  th is  i s  one  way.  

 The other  way is --  

 COMMISSIONER WESSEL:   But  wi l l  tha t  be  enough,  meaning 

that  again ,  is  the corrupt ion a prox y for  economic change or  i s  i t  being deal t  

wi th  as  a  pal l ia t ive,  i f  you wil l ,  that  wi l l  reduce demand and give them t ime 

to cont inue the current  process  or  approach?  

 DR.  LI:   Well ,  we do not  know the answer .  I  think no one knows 

the  answer.   That 's  the  quest ion in  many people 's  minds ,  and  when we talk to  

people in  China,  ta lk to  leaders ,  they ce rtain ly s t i l l  want  to  cont rol  the 

media ,  and to  a  certain  ex tent ,  the CCP propaganda s t i l l  funct ions  very wel l .   

On the one hand,  some people,  sort  of  l ike  the U.S. ,  want  to  put  China down,  

and they bel ieve some of  the  sensat ional  accusat ions against  the  fore ign 

press  and foreign coun t r ies ,  and that 's  e ffect ive propaganda to  a  certain 

ex tent .  

 Of  course ,  we also need  to  do much bet ter  in  terms  of  di rec t ly 

talking to  them,  ar t iculat ing our  values ,  our goodwil l ,  et  cetera .   But  th is  

tel l s  us  that  they' re  f ight ing for  media ,  which  is  also  important .   The 

di lemma for  Chinese leadership  is  the  more  you cont rol  the social  media then  

sensat ional  s tories  become more powerful ,  so when you t ry to  crack down,  

you shut  down some of  the  media  or  social  media or  of f icial  or  semi -off icial  

media ,  but  that  wi l l  not  work because  an  innovat ion -driven economy requires  

this  kind of  openness .   This  wi l l  hurt  you eventual ly.  

 So,  therefore,  I  bel ieve that  in  a  mat ter  of  years ,  they wil l  

gradual ly open the media ,  and that ,  therefore ,  the  mainst ream media wil l  

become main source  of  informat ion.   Then the government ,  Chinese  

leadership ,  the  Communist  Party,  can  a l so t ry to  inf luence in  that  way.   But  

they are  very,  very nervous.   

 So when we ta lk  about  democrat ic  change in  China,  i t  includes 

several  components :  ru le of  l aw;  in t ra -Party democracy;  rea l  democracy;  

civ i l  society;  and the media openness;  and government  accountabi l i t y.   Now 

al l  these  things wil l  eventual ly,  u l t imately,  come together ,  but  the sequence,  

what  comes earl ier ,  what  comes relat ively later ,  wi l l  make a  huge d if ference  

in  terms  of  social  s tabi l i t y and the  nature of  peaceful  change.  

 In  that  regard,  the Chinese scholars  are  debat ing.   Chinese 

leaders ,  as  I  say,  are al so thinking about  that .   I  hope that  i t  would be  on the  

r ight  s ide  of  his tory to  gradual ly open  the  media  rather  than just  think  that  
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they can  control  i t  because i t ' s  only the  beginning.   Some of  the IT 

companies  to ld  me that  wi th in 18  months,  China 's  twi t ter ers ,  I  mean the --

they' re  cal led  twit ter ers?  

 COMMISSIONER WESSEL:   Uh -huh.  

 DR.  LI:   Right ,  they went  from zero  to  300 mil l ion  wi thin three  

months and that ’s  only the beginning.   In  the future,  those kind  of  wal l s  wil l  

al l  be broken down because  of  technolog ical  innovat ion.   So that ' s  a  huge 

bat t le  on the moral  high  ground for  the m edia .   I  th ink that ' s  a  d imens ion  we 

should  monitor  very closely.  

 MR. JOHNSON:  Le t  me just  add  two very quick points  on the  

issue  of  publ ic anxiety in  addressing that .   I  think there 's  a  debate here,  i t  

seems to me,  within  not  only the  new leadership  tea m, but  the  broad  Par ty 

el i t e ,  over  the  role of  the publ ic in  supervis ing the  Par ty.  

 This  has  been  one of  Xi  J inping 's  themes so far  that  these  

regula t ions that  he put  out  on get t ing r id  of  formal  banquet ing and  not  

s topping al l  the  t raf f ic  when a senior  l eader comes.   Again ,  these things  

seems sor t  of  r idicu lous  on their  face,  but  what  he 's  saying to  the  publ ic  

effect ively is  these are  observable  things which  you then  can watch and 

report  on.   He 's  ef fect ively saying to  the publ ic we want  you to  supervise  us ,  

and I 'm doing this  in  a way that  is  moni torable by you.  

 There  a lso  has  been  a  s t rong Party an t i -corrupt ion campaign that  

he  has  launched,  has  been  thi s  idea  of  Internet  "gotcha 's , "  and the publ ic 

coming out  and highl ight ing these  cases .   When that  f i r s t  s tar ted  to  happen,  

suddenly th ings were,  you know, there w ere case  af ter  case  being put  out  

there.   

 I  think that  there  was  some concern ,  especial ly in  the more  

conservat ive  part  of  the propaganda sphere ,  that  this  is  going to  go too  far ,  

and Xi  J inping has  so far  endorsed several  t imes  again  th is  idea of  publ ic  

supervis ion using the In ternet ,  but  I  think i t 's  s t i l l  very much a  debate .  

 The other  thing in  terms of  whether  the ir  anxiety wil l  be 

addressed,  I  think this  speaks to  the  fundamental  is sue of  the  degree to  

which  one of  the key chal lenges for  the  new leade rship--Dr .  Li  referred to  

this - - is  they've got  to  get  the  emerging middle  c lass  back on s ide in  a lot  of  

ways .   You know, to  me one of  the  bri l l iances  of  thi s  l eadersh ip  and  thei r  

pragmatism and so on has  been their  s teady coapta t ion of  China 's  r is ing 

middle  c lass .  

 They did i t  very ef fect ively by a l lowing ent repreneurs  to  join the 

Party.   My own sense i s  that  in  the las t  couple of  years ,  as  they focused on  

more  di f fuse  social  s tabi l i t y threats ,  l ike the Jasmine Revolut ion or  Arab  

Spring or  something  l ike t hat  happened,  they've taken thei r  eyes  off  the bal l  

of  thi s  key const i tuency a  l i t t l e  bi t ,  and  they' re  very fed  up with  off icial  

corrupt ion,  wi th environmental  degradat ion,  wi th  food safety issues ,   a l l  of  

those  sort  of  things .  

 And let ' s  face  i t ,  i t ' s  not  the people  scratching a l iving out  of  the 

dir t  tha t  make revolut ions;  i t ' s  the people with r i s ing expectat ions such as  

the  emerging middle class .   So  what  I 'm looking for  is  a  s ign out  of  the new 
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leadership  that  they get  that  problem, and that  they' re  add ress ing some of  

these concerns in  a vis ible and tangible  way that  wi l l  rel ieve that  anxiety 

you refer red  to .  

 COMMISSIONER WESSEL:   Thank you.  

 CHAIRMAN REINSCH:  Thank you.   Commissioner  Talent .  

 COMMISSIONER TALENT:  Thank you,  Mr.  Chai rman.   I 'd  al so  

l ike to  thank the  two witnesses .  

 One quest ion for  you both  to  answer,  and then one for  each  of  

you.   The quest ion for  you both i s  how pervasive,  i f  at  a l l ,  do you bel ieve 

there 's  a  bel ief  wi th in the  leadersh ip in  these d if ferent  fact ions  that  they 

have to  move forward  wi th these broader economic  reforms that  wi tnesses  

are  going to  tes t i fy about  later ,  you  know, the sys temic type of  reforms 

al lowing in terest  ra tes  to  go  up,  having the  economy more consumpt ion  

driven?  

 How pervasive,  i f  at  al l ,  i s  there  sense that  i f  they don 't  do that ,  

they' re  not  going to  be  able to  s tay in  power?   Is  that  a  commonal i t y among 

al l  these  di f ferent  groups?   Something that  might  pul l  them together  and that  

the  new leaders  can use to  sort  of  drive  a consensus behind reform?  

 Mr.  Johnson,  you sa id that  there 's  a  genera l  sense among the 

dif ferent  leaders  tha t  the las t  decade was a lost  decade.   Could you just  

explain  that  a  l i t t l e  bi t?   I 'd  jus t  l ike a l i t t l e  more  detai l  on that .   I  thought  

tha t  was very interest ing.  

 And,  Dr.  Li ,  yo u  said that  i t  was a pos i t ive  s ign  that  Xi  

announced they were ending the labor camps or  rol l ing them back.   I  

understand they have ret renched on that ,  that  they've  sor t  of  qual i f ied that .   

Is  that  qual i f icat ion  a  sense  that  perhaps he was  const ra ined here ,  or ,  in  your  

view,  is  tha t  d id he sor t  of  plan al l  a long to  move i t  two s teps  forward and 

then one back?   

 MR. JOHNSON:  Thank you for  those  quest ions .   Let  me s tar t  of f  

wi th  k ind  of  the genera l  quest ion  of  i s  there a broad  consensus  among them?  

I think there  is  a  broad consensus  that  they understand that  they have 

squeezed as  much ju ice out  of  the orange as  they possibly can  wi th  the 

economic  sys tem as  i t  i s  current ly configured.  

 What  they should  do about  i t ,  I  think there i s  no consensus on 

that ,  you  know,  the  precise  pol icies ,  and I think there 's  a  couple  of  reasons  

for  that .   The pr imary one is  that  the next  wave of  reforms that  they need to  

undertake,  they've  a l ready undertaken  a l l  the  easy reforms.   The low -hanging 

frui t  has  been  picked.   So  the new  chal lenges that  they face  and the reform 

proposals  that  they need  to  look  at  i t  a re very complex ,  number  one,  and I 

think they real ize as  wel l  that  in  the  broad  category areas  of  reform that  

they' re  thinking about ,  there  are  a lso  nested reforms in  each  on e of  those  

areas ,  each  one of  which i s  di ff icul t  in  i ts  own r ight ,  and  i f  they get  that  sub -

reform, i f  you wi l l ,  wrong,  then  the  whole thing could come loose.  

 So this  is  a  serious debate ,  you  know,  with in  the Party r ight  now.  

So take  as  one example ,  the broad category of  urbanizat ion .   Li  Keqiang,  the 

incoming Premier ,  has  been ta lking a  lo t  about  this .   They understand that  
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greater  urbanizat ion  is  cr i t ical  to  unlocking the next  wave of  serious  

economic  growth  for  the sys tem.  

 They understand that  under  t hat  broad umbrel la  of  urbanizat ion,  

though,  there  are several  of  these very chal lenging reforms.   There 's  hukou,  

the  household regis t rat ion system reform.  There 's  l and r ights  reform.   

There 's  social  secur i ty aspects ,  the  heal th  insurance,  and  the ret i reme nt  

pol icies  that  have to  go  with  i t .  And so  because  there are these nested  

reforms under  these  broad  categories ,  and i t 's  a  consensus -oriented sys tem,  

f i rs t  they have to  get  general  consensus on the broad categories ,  and which  

ones they have the pol i t ical  capi tal  and  wil l  to  address .  

 Then we need to  get  into the n i t t y -gri t t y of  how to do those  and 

tackle  those sub -reforms.   So  my sense is  what  they've s ignaled  so  far  is  that  

there is  a  broad  consensus.   I  think actual ly they've  been  qui te  cr i t i ca l  of  the 

previous regime,  and th is  touches on  the lost  decade i ssue .   You know, Xi  

J inping when he went  on this  tour down in Guangdong talked a lot  about  

how, you know,  "empty ta lk  damages  the nat ion."  

 And this  is  at  l east  implici t l y cr i t i cal  of  the previous regime .   

Likewise,  Li  Keqiang in  an  important  speech talked  about  reform being l ike a 

boat ,  that  i f  i t  doesn 't  move forward ,  i t  moves backward,  and he 's  implici t l y 

saying i t ' s  been  moving backward.  

 So the  idea of  the  lost  decade is  pre t ty much that  they had  thi s  

phenomenal  growth  year  af ter  year  af ter  year ,  and l ike so many sys tems they 

didn ' t  t ake advantage of  the  good t imes  to  do the hard reforms.   Instead,  they 

found themselves  in  a  posi t ion  where  they' re  t rying to  do  i t  when the  

economy has  cooled ,  you  know,  and they' re  having to  accept  lower  GDP 

growth as  a  new real i t y.  And how do they then  make that  bridge  from the 

high  GDP growth  to  a  more sus ta inable  GDP growth funct ion?  

 And I think there  is  also just  a  sense that ,  again,  that  previous 

Pol i tburo Standing  Commit tee  wi th the nine members ,  f i r s t  of  a l l ,  was  large,  

which  made i t  di ff icul t  in  a  consensus -oriented sys tem.  And secondly,  i t  was  

so f inely fact ional ly balanced  that  they rea l ly couldn ' t  ge t  anyth ing done 

other  than lowest  common denominator  pol icy solut ions.   We saw a  lot  of  

tha t  over  the  las t  t en years ,  and  so people 's  expecta t ions are  much higher,  

and this  is  one  of  the real  chal lenges ,  I  think,  for  Xi  J inping and  Li  Keqiang,  

is  f inding a way to  buy themselves  the t ime that  they need to  sort  out  t he 

laundry on how to handle these nested reforms despi te the fact  that  there 's  

this  l arge  expectat ions  gap  between what  the society expects  and what  the 

system as  current ly conf igured  can actual ly del iver .  

 DR.  LI:   Well ,  l et  me answer these two quest ions.   One,  the  

general  quest ion about  how pervasive ,  i t  i s  pervasive in  terms of  the sense of  

a  cr is i s ,  the  sense  of  chal lenges  is .   Imagine the Pol i tburo  S tanding 

Commit tee  member when you look at  thei r  agenda,  look  a t  the  issues  they 

discuss .  They're  al l  ver y,  very serious - - food safety,  envi ronment a l  

degradat ion,  and  economic d ispari t y,  et  cetera,  and foreign  pol icies ,  al l  o f  

these b ig chal lenges .  

 So that  explains  the  leadership sometimes  has  to  cooperate.   It  
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does not  mean that - -we talk  about  fact ional  pol i t i cs - - i t  does  not  necessari l y 

mean that  the  fact ional  t ension i s  always confl ic tual .   Sometimes they have 

coopera ted.   But  tha t  when you come to  exact  pol icies ,  you wil l  see they wil l  

divide .    

 You ment ioned urbanizat ion -- I think i t  i s  a  good example.   Le t  

me interpret  in  that  way.   Now you talk about  urbanizat ion,  I  think everyone 

here would  th ink  i t ' s  a  good idea ,  but  what  about  abol ish ing hukou sys tem 

for  major  ci t i es?   That  immediately caused serious  tens ions  between these 

el i t e  groups  and  between soci al  groups at  la rge  because  middle class  

res idents  in  Shanghai ,  Bei j ing,  Tianj in,  Shenzhen wil l  think thei r  priv i leges  

are  threatened ,  for  example,  the  quota of  their  chi ldren to  at tend col lege.  

Previous ly l ike probably 85  percent  of  them can enter  col lege ,  but  when you 

abol ish the hukou sys tem migrant  workers  al so have the same privi leges .   So 

the  percentage of  admission  wi l l  jump by a t  l eas t  hal f .  So  you wil l  not  

support  that  pol icy.  

 At  the same t ime that  Hu J intao  and  Wen J iabao had pol icy,  I  

don ' t  think  the " los t  decade" i s  the r ight  phrase for  i t .   But  the  middle class  

was disappointed  because  in  the past  three or  four years ,  the ir  interests  were 

hurt ,  and ,  of  course ,  the reason i s  more  complicated .   So,  therefore,  the  new 

leadership  pol icy wi l l  be very ,  very,  you know,  suppor t ive of  pleasing the 

middle  c lass .   At  the same t ime,  you  need  to  consider  how to deal  wi th the 

poor people ,  poor  migrant  workers  and  farmers .   So  you wil l  see  al l  these 

tensions  that  wi l l  immediately emerge when they talk about  spe ci f ics .  

 Now,  in  terms of  the decis ion to  end the labor camps,  we do not  

who made that  decis ion.   Maybe that  decis ion  was made even earl ier  than  Xi  

J inping.   But  certainly a  s imilar ly important  development ,  for  example ,  was 

the  downsiz ing of  Pol i tburo S tan ding Commit tee by abol ish ing two seats .   

One i s  the pol ice czar;  the o ther  i s  the  propaganda czar .   Part icularly,  the 

pol ice czar  is  out  of  the top  leadership.   It ' s  an important  decis ion  to  crack  

down on  pol ice  power to  enhance the  legal  profession.   Judi cial  

independence i s  a  s tep  in  that  di rect ion.    

 But  this  is  al l  about  symbol ism because  thi s  occurred  in  the  f i rs t  

few weeks for  Xi  J inping.   It  certain ly made the  l iberal  intel lectuals  happy.   

This  is ,  to  a  certain  ex tent ,  also  a pol icy move for  foreign ers ,  as  the  United  

States  and  Western powers  have been  cr i t ical  of  China .   So  the  real  

substant ial  change compared with this  one ,  this  is  s t i l l  very,  very t iny,  smal l .  

 For  example ,  are  they going to  release  Liu  Xiaobo?   And actual ly 

his  wi fe i s  more  t ight ly control led  at  the moment .   And how should  they deal  

with  the  issues  of  ethnic tensions  in  Xinj iang and  Tibet?  And what  about  

Falun Gong?   All  these issues  wil l  emerge when you rea l ly talk about  serious 

pol i t ical  reform.  

 So the  chal lenges f rom his  perspect ive  are  overwhelming,  but  

again this  may be a smal l  s tep,  but  i t 's  real ly long overdue pol icy change for  

this  kind of  lawful  development  to  deal  with the so -cal led "criminal  just ice 

system."  

 CHAIRMAN REINSCH:  Commissioner  Fiedler ,  you  want  to  
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make a  poin t  on this  issue?  

 COMMISSIONER FIEDLER:   I  just  want  to  make one th ing 

clear .   The discussion has  been the el iminat ion of  re -educat ion through labor  

as  a  process ,  " laoj iao."  The discussion has  not  been  the  el iminat ion of  

"laogai , " reform through  labor.   So  the  forced labor sys tem is  not  being 

discussed  as  being e l iminated .   It  i s  adminis t rat ive detent ion  without  due 

process  for  a  period  of  up to  three  years  that  is  being discussed.   I  just  want  

the  fact s  to  be  clear .  

 DR.  LI:   Technical ly you 're r ight .   But  in  the  announcement  

released to  the people,  l aogai  and the laoj iao in  the Chinese  context ,  a re 

very,  very s imilar .  

 COMMISSIONER FIEDLER:   No,  but  prisoners  who are 

convicted wil l  s t i l l  be  forced to  labor in  the  sys tem.  

 DR.  LI:   Yes.  

 CHAIRMAN REINSCH:  Okay.   Commissioner  Shea.  

 VICE CHAIRMAN SHEA:  Second round here --   el i t e  pol i t ics ,  

fac t ional ism in  the  high  levels  of  Chinese  pol i t i cs .   Help us  understand  that .   

You h inted ,  Dr.  Li ,  tha t  there are ideological  di f ferences potent ial l y between 

the  J iang Zemin fac t ion ,  the Shanghai  c l ique,  and tuanpai ,  the  Communist  

Youth  League,  and you ment ioned hukou,  which I assume the  Communist  

Youth  League fact ion would be more  open  to  changing than the  Shanghai  

fac t ion.  

 So I was wondering i f  you  could --are there  other  ideological  

di f ferences,  number  one,  or  number  two,  is  i t  more about  power?   It ' s  real ly 

sor t  of  two power  centers .  Are  there red l ines  that  each  fac t ion  won ' t  c ross  

when compet ing for  power  against  the o ther?   As China  watchers ,  are  there 

things that  you  look for  to  say,  wow,  fact ional i sm in China  at  the el i te  l evel  

has  rea l ly been heat ing up  because  thi s  is  happening to  so -and-so?   If  you  

could  comment  on both of  those  quest ions.  

 DR.  LI:   These kinds of  div i s ions  in  terms of  the J iang camp and 

the  Hu J intao camp --one is  l ed  by princel ings ,  previously led  by the  

Shanghai  Gang,  as  you ment ioned;  the  o ther  is  l argely led by the  Chinese 

Communis t  Youth League.  Is  the way to  analyze Chinese  pol i t i cs  af ter  the  

s t rongman pol i t i cs?   When you have col lect ive  leadersh ip,  you have fac t ions.   

When you have fact ions ,  fact ions  tend  to  come together  through coal i t ions  or  

camps.   That 's  a  very,  very importan t  way to  look  a t  Chinese pol i t i cs .  

 If  you  do  not  pay a t ten t ion to  fac t ional  pol i t ics ,  you real ly miss  

the  most  impor tant  l andscape.   But  having sa id that ,  the  relat ionship  is  very,  

very complicated .   There  is  some overlap .   Sometimes the pol icy d if ferences 

may not  be that  clear ,  and  a lso  you have the Bo Xilai - l ike f igure .  He i s  a  

princel ing.   He is  el i t i s t .   He i s  a  J iang Zemin  fol lower ,  bu t  al l  a  sudden he 

reached out  to  the  publ ic for  suppor t .   Sounds l ike he takes  Hu J in tao 's  

popul is t  approach as  a person  of  the people that  confused the  people;  r ight .  

 So that  makes our  analys i s  even more  complicated ,  bu t  by and 

large,  you do  see they come f rom di f ferent  backgrounds .   Usual ly,  the 

Communis t  Youth League members  come f rom very humble backgrounds,  
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usual ly f rom in land  regions ,  usual ly have talked  about  the i ssues ,  you know, 

inequal i t y,  d is t r ibut ion,  and also  affordable  housing.  And they' re  more  

concerned about  the  rural  areas ,  et  cetera,  so  the  other  is  more about  the  

development  and  the middle  class ,  en trepreneurial  development ,  and  GDP 

growth,  e t  cetera .  

 But  sometimes they also have over lapping i ssues .   Yo u are  r ight .   

Ul t imately,  i t ' s  f igh t ing for  power,  but  at  the same t ime,  that  does  not  mean 

that  i t ' s  purely for  power because  they do want  to  reach out  to  the  publ ic  for  

support .   They have the kind of  hot  but ton i ssues  resonate very wel l ,  and for  

example,  the two Communist  Youth League off icials  who are out  in  the 

Standing Commit tee ,    Wang Yang and Li  Yuanchao,  both  are considered  

pol i t ical  reformers .   Talk  about  pol i t i ca l  reform issues .   So they are  out .   It ' s  

to  send a  very clear  message that  pol i t i cal  reform is  not  on the  agenda.   So 

that  t el l s  you  that  the  Chinese publ ic can  a lso  sense the  pol icy d if ferences.  

 VICE CHAIRMAN SHEA:  But  when you say that ,  I  mean those  

two indiv iduals ,  I  bel ieve ,  are  af f i l ia ted with  the  Communist  Youth League 

fac t ion.  

 DR.  LI:   Correct .  

 VICE CHAIRMAN SHEA:  So  they've  had ten  years  where  Hu 

J intao  was in  charge ,  and  pol i t ical  reform at  any k ind of  s ignif icant  l evel  has  

not  occurred.   So ,  anyway,  Mr.  Johnson.  

 MR. JOHNSON:  Yeah.   Let  me just  say a couple  of  broad 

overview poin ts ,  because  that  was  a very good assessment  f rom Dr .  Li .   I  

tend to  t ry to  shy away f rom the  term "fact ional ism" s imply because  I don ' t  

think the fact ions are hard,  i f  you wi l l ,  in  the  way that  they were in  the Mao 

period or  even  in  the Deng period w here you had d is t inct ive fact ional  

groupings around a s ingle  leader.  

 They are s t i l l  sor t  of  broken down that  way,  but  they' re  more 

interes t  groups at  th is  poin t .   I  personal ly have always  fel t  tha t  the  tuanpai  

fac t ion,  the Communist  Youth League idea,  is  pret ty weak.   Hu J intao  was  

actual ly only the head  of  the Communis t  Youth League for  a  very brief  t ime 

during h is  tenure,  and because he  became the Party Secretary,  in  my 

analys i s ,  there  were  a  lot  of  people who had that  background and wanted  to  

associate themselves  with  him.  But  i t  wasn 't  the same k ind of  longs tanding 

t ies  tha t  we see,  for  example ,  wi th  a lot  of  J iang 's  group or  some of  the  other  

groups.  

 There  a lso  is  t remendous over lap,  as  Dr.  Li  pointed  out .   You 

know there  are some people  who are pr inc el ings and Communis t  Youth  

League leaders .  They didn ' t  do  that  wel l --  

 [Laughter . ]  

 MR. JOHNSON:  -- in  th is  recent  round,  but  there  are  people  with 

that  dual  background,  i f  you wil l ,  o r  there 's  t r iple  backgrounds,  as  wel l ,  in  

some cases .   So I th ink you ru n a r i sk of  dis t i l l ing a  very complex  

envi ronment  down to too s imple  of  an argument ,  i f  you  wil l ,  i f  you  t ry to  

break  i t  down in to however many major compet ing fact ions .   It ' s  a  pret ty r ich  

tab leau that  we deal  with.  
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 Your  quest ion was about  what  would  be  a s ign that  the wheels  

are  coming off ,  i f  you wil l ,  and I do  th ink that  this  is  the  fundamental  

chal lenge.   As  they t ry to  tackle a  lo t  of  these very complicated  issues ,  as  

Dr .  Li ,  was talking about ,  there is  the real  danger for  ideological  div is ions  in  

a  way that  we real ly  haven ' t  seen s ince the  1980s,  you know, when l ikewise ,  

i f  you  consider  the context  emerging f rom the  Cul tural  Revolut ion ,  they were  

deal ing with  very hard issues .  

 And to me,  one  of  the  key th ings to  watch  for  would be now that  

the  Par ty Congress  and the  whole  personnel  horse -t rading and guaranteeing 

one 's  in teres ts  as  a  ret i red person  has  passed.  If  you  see the compet ing 

groupings act ivat ing thei r  respect ive  e lders ,  suddenly the  e lders  tha t  are  

associated  wi th the various  groups  s tar t  sh owing up in  publ ic and making 

comments  and  so on ,  that  t radi t ional ly in  the  sys tem has been  a  s ignal  of  

t rouble .   So that ' s  something that  I  would look for .  

 VICE CHAIRMAN SHEA:  Interest ing.   Thank you.  

 CHAIRMAN REINSCH:  Thank you.    

 I  s tar ted the  seco nd round inadvertent ly,  not  real iz ing that  we 

have two Commiss ioners  who haven ' t  had  a  f i rs t  round.   So  i f  we don ' t  mind  

changing the order ,  let ' s  go  with  Commissioner  Tobin and then 

Commissioner  Cleveland.  

 COMMISSIONER TOBIN:   Thank you,  gent lemen.  

 I 'm going to  ask each of  you,  i f  you  would,  to  envis ion ,  to  help 

me see  how something might  happen.   Mr.  Johnson,  you spoke about  the  

nested reforms,  and Dr .  Li ,  you refer red  to  rule of  l aw and that  being an 

opt ion  in  the future counter  to  revolut ion.  And you ' ve  a lso  conveyed,  both of  

you,  the idea  of  reaching out  to  get  publ ic  suppor t .  

 As I think  about  reform in  our  cul ture ,  the  only way ef fect ive  

reform, par t icularly nested  reform, could occur is  that  there  is  predictabi l i t y,  

and that  we do move towards ru le  of  law.   Can you envis ion or  help  me 

imagine how we can  have any reform and connect  i t  to  the  current  judicial  

system?   With your expert ise,  I  would l ike  each  of  your  thoughts  on that .  

 DR.  LI:   Well ,  thank you for  that  excel len t  quest ion .   I  th ink that  

you  a lso  remind me to look at  Western  democracies ,  such as  the United 

States ,  that  al so took a long t ime in  terms of  the rule of  l aw,  

const i tut ional i sm.   Relat ively speaking,  China i s ,  o f  course ,  in  the  early 

s tage ,  and the Chinese  economic growth  is  actual ly qui te remarkable .   It ' s  

achieved in i ts  t imeframe what  i t  took  the  UK over a hundred  years ,  the 

United States  over  80 years ,  and  Japan 60 years ,  et  cetera .   

 So you do  see the condensi ng of  th is  t ime and space in  the case 

of  China.   I 'm not  arguing that  the Chinese people  should  wai t  for  a  hundred 

years  for  real  pol i t i cal  reform,  real  rule  of  l aw.  I think  the  demand is  on  the  

r ise,  but  we should  put  i t  in  a  perspect ive .   It ' s  no t  an  eas y job.   It ' s  very 

complicated .  

 Sometimes  some events  would  drast ical ly change the course of  

his tory,  but  i f  the societal  forces  are  real ,  i f  China 's  integrat ion wi th the 

outs ide world i s  rea l ,  i f  foreign  business  in terest s  wanted to  see China  do  the  
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r ight  things  in  the  r ight ,  l eading in  the  r ight  di rec t ion,  I  think these are al l  

importan t  fac tors  in  the push for  change.  

 So I think some of  the  events  happening in  China ,  l ike the media ,  

l ike legal  cases ,  l ike social  demand,  protests ,  i s  exact ly what  happene d in  

Taiwan and many o ther  Southeastern and Eas t  Asian count r ies  in  the past  two 

or  three decades .  

 So I think that  i t 's  s imilar  that  China i s  experiencing this  kind of  

development ,  and what  happened in  Indonesia about  ten years  ago  or  a  

decade ago  probabl y is  exact ly the  s i tuat ion in  China .  

 Now,  thi s  also raises  the  issue of  t ransi t ion .   What  kind of  a  

t rans i t ion?   One is  a  peaceful ,  gradual  one;  the  other  is  erupted  cr is is .  

Another  i s  upris ing.   Then the immediate quest ion  is  whether  China 's  

mil i t ary wil l  do the same thing they d id 23 years  ago .   So  i f  not ,  what  does  

that  mean for  China 's  future pol i t i cal  s tabi l i t y and change?  

 Now these are  al l  i s sues ,  not  just  secret s .  People are thinking 

about  that .   Leaders  are talking about  i t  p r ivately and somet imes  publ ic ly.  So  

these are  the  di f ferent  scenarios .   We do  not  know which one wil l  occur ,  but  

we can say which one is  more l ikely go ing to  happen.   St i l l ,  I  think,  that  the 

gradual  change and through thi s  k ind of  tension ,  this  kind  of  give and take,  

and this  kind  of  demand,  l ike  what  happened in Taiwan,  South Korea,  

Indonesia,  p robably wil l  happen in  China .  

 MR. JOHNSON:  I  would  jus t  add very brief ly that  what  is  

s t r iking to  me about  the evolut ion of  the judiciary,  in  part icular ,  in  the  las t  

15,  20 years ,  i s  that  i t ' s  a  very negat ive  di rec t ion or  i t  has  been .  

 And what 's  s t r iking to  me about  the reform debate in  this  area,  

especial ly regard ing pol i t i cal  reform,  is  they' re  talking about  things that  they 

talked about  at  the high  water  mark of  reform in 1987,  a t  the  13th  Party 

Congress .   So  i t  demonstrates  how long the  shadow of  the  Tiananmen 

crackdown has  been ,  you  know, in  this  part icular  area.  

 And i t ' s  been very corrosive,  I  think,  as  the Party through the  

Pol i t i cs  and  Law Commission  over  the las t  decade,  deca de-and-a-hal f ,  has  

rea l ly taken  over.   So in  that  l ate  1980s  period,  there was th is  ef for t .   They 

cal led  i t  separa t ion of  Party and government  funct ions where they were  

t rying to  create a  real  Minis t ry of  Jus t ice and,  you know, a funct ioning court  

system that ' s  ou ts ide of  the  Party's  tota l  cont rol .   I 'm encouraged by the  

decis ion to  knock down the  power of  the Pol i t i cs  and Law Commission,  

tak ing them off  the Pol i tburo Standing Commit tee  and  kind  of  knock them 

down a  peg to  the  ful l  Pol i tburo  level .   That  do es empower ,  you  know --kind  

of  the message that  Xi  J inping as  Party Secretary gets  to  decide  how that ,  

you  know, port fo l io  is  handled again and des ire  to  kind of  empower  him.  

 So I think this  is  a  key space  to  watch,  especial ly as  they do t ry 

to  tackle  some  of  these nested  reforms and so on .   If  that  can be done in  the  

context  of  an  emerging rule of  l aw infrast ructure,  i t  real ly does serve to  

mit igate the infight ing,  i f  you  wil l ,  over  how to approach  those nested 

reforms.  

 COMMISSIONER TOBIN:   Can you see  i t  emerging?  
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 MR. JOHNSON:  Yeah.   I  think  they' re  sending the r ight  s ignals  

so far .   The quest ion is  wi l l  they come through with the fo l low -through?   

There  are a  lot  of  problems,  for  example ,  wi th  the  power that  the local  

of f icials  have over  the  court s  tha t  opera te in  thei r  ju risdict ions ,  you  know, 

because  there 's  too cozy of  a  relat ionship there,  and  so on.  

 So these  are  many--you know, ta lking about  nes ted reforms,  

these are  many d if f icul t  i ssues ,  and they have to ,  again,  break a  lo t  of  i ron  

r ice bowls  at  the  local  l evel  to  be  able to  do this  proper ly.  

 COMMISSIONER TOBIN:   Thank you.  

 CHAIRMAN REINSCH:  Commissioner  Cleveland .  

 COMMISSIONER CLEVELAND:  My quest ion actual ly fol lows  

nicely on  yours .   I 'm interested in  the  elevat ion  of  Wang Qishan and what  i t  

implies .   In  the s taf f  memo,  they suggest  i t  was sor t  of  a  mismatch and a  

surprise.   

 Given  h is  s tature,  given his  role in  the past ,  can you describe  

how this  came about ,  i f  i t 's  at  al l  obvious;  who his  supporters  may or  may 

not  be;  and does  i t  imply,  as  I th ink ,  tha t  there wil l  be a  del iberate ef fort  to  

address  the corrupt ion i ssues?   Because  he seems to be  sort  of  above the 

fray,  not  above the law,  but  has  an august  s tanding that  may suggest  the  

effor t  wi l l  be credib le.  

 MR. JOHNSON:  Two things .   One I th ink there  was a lot  of  

surprise because here you have a guy who 's  gota  whole  career  working an 

economic port fo l io ,  and I think there  were two primary drivers .   One,  in  my 

own est imat ion,  certain ly has  to  be with  J iang Zemin 's  s t rong -- I mean,  as  Dr.  

Li  pointed out ,  s ix  of  seven  of  the new Standing Commit tee  members  are sort  

of  a l l i ed  loosely with the  J iang camp,  there  had  to  be ,  I  think,  a  sense  f rom 

Hu J in tao and his  fo lks  that  Li  Keqiang,  the incoming Premier ,  should not  be 

in  a pos i t ion then  where he  ha s  to  constant ly look over his  shoulder .   

 The pos i t ion that  Wang Qishan was  l ike ly to  get  was this  

execut ive vice premier  pos i t ion,  where he  would have had substant ial  

purview over  the  economy.  

 I  think there  are al so very di f ferent  v iews between Wang and Li  

Keqiang over the  emphasis  points  of  economic  reform.  As Dr .  Li  was 

saying,  I  think  Li  Keqiang very much emphasizes  much more the  sort  of  soft  

i ssues ,  i f  you wil l ,  of  the economy,  the  housing issue.   They are  ser ious 

issues .   I  don ' t  mean to  say they' re  not  serious .   But  i t ' s  tha t  kind  of  social  

piece.  

 Wang Qishan i s  much more of  a  f inance guy and a banking guy,  

and so there  is  a  lo t  of  concern ,  I  think,  for  example ,  that  wi th him not  in  

that  port fol io ,  some of  the  th ings that  they need to  do in  the f in ancial  reform 

area  might  not  come to pass .  

 But  i t  doesn ' t  necessari l y mean i t ' s  a  bad th ing that  he 's  over  

there,  and ,  in  fact ,  i f  you  look at  the two kinds of  core  issues  that  we 've been 

talking about  in  the  context  of  today's  d iscuss ion  of  the corrupt io n i ssue ,  one 

of  the key concerns  the  Chinese publ ic has  i s  al l  these  revelat ions about  the  

red nobi l i t y and their  weal th  and  so on.  
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 How do they get  thi s  money out  of  the count ry i s  a  key ques t ion  

that  a  lot  of  people  have.   What  is  the immigrat ion s tatus  of  the chi ldren of  

senior  leaders?   Do they hold foreign passport s?   That 's  another  key 

quest ion .   So,  again ,  i f  you  want  to  approach  the problem from a sor t  of  

forens ic  account ing poin t  of  view,  who bet ter  than  Wang Qishan,  to  take  on  

that  responsibi l i t y.   Certainly,  he 's  more capable  in  that  regard  than h is  

predecessor.    

 So the  quest ion in  my mind,  then,  is  wi l l  he  be unleashed,  

unshackled in  that  posi t ion?   If  he is ,  I  think  i t ' s  po tent ial l y 

t ransformational .   The quest ion is  does  Xi  have the power and  wil l ingness  to  

make that  happen and what  are the const raint s  that  Wang Qishan is  deal ing 

with?  

 His  own background is  to  be pret ty tough.  In  hi s  previous 

posi t ions,  he has  thi s  reputat ion  of  the f i re  brigade commander and so  on ,  

but  on  th is  corrupt ion i ss ue ,  again,  i t ' s  going to  requi re  a scalpel ,  not  a  

s ledgehammer ,  to  make sure that  the vested interests  feel  safe  about  how this  

is  going to  unrol l .  And the  quest ion is  does Wang Qishan 's  personal  s tyle 

lend i tsel f  to  that?  

 DR.  LI:   Well ,  Mr.  Johnson al rea dy covered most  of  the things  I 

wanted  to  say.   I  do  not  have any disagreement .   The one th ing is  that  he 

ment ioned the ch ief  of  the  f i re  brigade,  and there are some specif ic  cases  in  

China--one is  the 1997 f inancial  cr is is —in which he  did remarkably wel l .  

The other  bet ter  case i s  SARS in 2003.   So that  real ly scored wel l .   He is  a  

person  that ,  whether  you l ike him or not ,  he 's  qui te  capable.   He 's  a  no -

nonsense person in  the  Chinese percept ion.  

 Now,  the job  is  not  a  demotion .   It ' s  ac tual ly a  very,  very 

importan t  posi t ion.   Whoever gets  a  sea t  in  the  Pol i tburo Standing 

Commit tee  wins  a  b ig v ic tory,  in  my v iew,  but  that  posi t ion almost  puts  him 

as  the thi rd -most  powerfu l  f igure  in  the  count ry next  only to  Xi  J inping and  

Li  Keqiang.  

 Now whether  he can  achieve this  ant i -corrupt ion,  of  course ,  you  

cannot  jus t  expect  one  person,  but  he  wi l l  d raw a del ica te  balance on  the one 

hand to  not  l eave the sys tem upside down  or rea l ly create a chaot ic s i tuat ion,  

whi le  a t  the same t ime upl i f t ing publ ic conf idence,  a t  l east  tha t  there are 

some pol icies  on the way.  He may end up very,  very wel l ,  but ,  again,  i t ' s  

s t i l l  too ear ly to  say.  

 COMMISSIONER CLEVELAND:  But  you share  my impress ion 

that  this  was  a crucial  choice or  decis ion?  

 DR.  LI:   Absolu te ly,  but  al so I want  to  add one thing.   Al though 

he  is  not  on the State Counci l ,  wi l l  not  be  on  the  State Counci l ,  he s t i l l  can 

play a  very important  role  in  terms of  f inance .  One thing is  that  corrupt ion  is  

cer ta inly re lated to  the  f inancial  sector  very,  very s t rongly,  and China  is  

going to  have a very important  governmenta l  s t ructural  change.   We already 

see some plans.   This  includes  the  merging of  the  three commissions  and 

regula tory commissions ,  et  cetera.   

 Now,  hi s  expert ise wil l  be s t i l l  sought ,  and also his  protegees  
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may play very,  very impor tant  roles ,  bu t  the impor tant  thing is  how the  

publ ic  perceives  i t .  

 COMMISSIONER CLEVELAND:  Right .  

 DR.  LI:   And I think sometimes  we should know that  the  publ ic 

sometimes is  also di ssa t is f ied  with  the  fact  that  you  only deal  with  the f l i es ,  

not  the t igers ,  and  a lso there 's  no  real  inst i tut ional  development  except  these 

eight  regulat ions  that  the people  wil l  al so be  di sappoin ted in .   But  now i t ' s  

s t i l l  the early s tage .  Let 's  see what  he  does next ,  in  the  coming months  and 

couple of  years .  

 COMMISSIONER CLEVELAND:  Thank you.  

 CHAIRMAN REINSCH:  Okay.   We are supposed to  f in ish ,  but  

we have one short  quest ion f rom Commissioner  Wortzel  and  one shor t  

quest ion  f rom Commissioner Wessel ,  to  which  you wil l  give  short  answers .  

 Commissioner  Wortzel .  

 COMMISSIONER WORTZEL:  Barry Naughton in  China  

Leadership  Monitor  has  an  interest ing discussion  of  Xi  Zhongxun 's  at t i tude  

toward  Hu Yaobang and Zhao Ziyang and makes  a great  deal  of  Xi  J inping 's  

t r ip  down to the South.  He kind  of  impl ies  that  Xi  i s  rea l ly a pol i t i ca l  

reformer  wai t ing for  his  chance.   So  I 'd  l ike your  thoughts  on that .  

 DR.  LI:   There  is  lo t  of  symboli sm involved in  his  Southern  t r ip .   

And one i s  certainly that  his  fa ther  has  been  widely considered a  pol i t i cal  

reformer  a long with  Hu Yaobang to a  certain  ex tent .   And so that ' s  one  

dimens ion .  But  I think most  important  i s  the  symbolism of opening up  

China 's  economy,  accelerat ing China 's  f inancia l  reform, et  cetera .   That 's  a  

very important  message,  the  most  impor tan t  message.   

 But  a l so there 's  another  symbolism, the  fact  that  he appeared  

along with  Wang Yang,  you know, potent ial l y his  pol i t i cal  r iva l .   This  shows 

the  kind  of  leadersh ip uni ty and cooperat ion which is  very,  very important ,  

because  people af ter  the leadership  announceme nt  al ready talk  about  thi s  

kind  of  spl i t ,  thi s  kind of  divide .   So that ' s  al so a  part  of  symboli sm.  

 But  what  Barry Naughton and you said,   on  the  other  hand,  Xi  

J inping real ly has  been careful  not  to  ta lk too  much about  pol i t i cal  reform.   

To a  certain ex tent ,  in  my v iew,  he  is  s t i l l  pol i t ical ly conservat ive,  but  the  

quest ion  is  whether  he  would give us  a  pleasant  surpri se .   That 's  the i ssue .   

That 's  what  I  referred  to  early on,  l ike  China 's  Chiang Ching -kuo.  

 CHAIRMAN REINSCH:  Okay.   Commissioner  Wessel ,  f ina l  

quest ion .  

 COMMISSIONER WESSEL:   S ince Larry took my quest ion.   

 CHAIRMAN REINSCH:  Oh.  

 COMMISSIONER WESSEL:   No.  

 [Laughter . ]  

 COMMISSIONER WESSEL:   My quest ion is  rather  long.   I f  the 

witnesses  are wil l ing to  respond to  some quest ions later  in  wr i t ing,  that  

would  be f ine .   I  wi l l  submi t  i t  that  way.  

 CHAIRMAN REINSCH:  Okay.   Thank you.   Thank you,  both,  

for  some very thoughtful  comments  that  obviously s t i rred everybody up  and  
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got  us  thinking.   We apprecia te  i t .   

 The next  panel  wi l l  begin  in  about  f ive minutes .   So  thanks  very 

much to the two of  you.   We' l l  take a very short  break.  
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PANEL II INTRODUCTION BY CHAIRMAN REINSCH 

 

 

 CHAIRMAN REINSCH:  Let 's  reconvene and t ry to  s tay on  

schedule .   Our  next  panel  wil l  consider  China 's  economic  t ransi t ion.   Dr.  

Eswar Prasad i s  a  Senior  Professor of  Trade Pol icy a t  Cornel l  Universi t y and 

also holds  posi t ions  at  Brookings  and  at  the Nat ional  Bureau of  Economic 

Research.  

 Nicholas  Borst  is  the China  Program Manager and Research 

Associate at  the Pete rson Inst i tute for  Internat ional  Economics.   He 

previously worked  as  a consul tant  wi th  the  In ternat ional  Finance Corporat ion  

and the  Mult i l ateral  Investment  Guarantee Agency,  otherwise known as  

MIGA.  

 Thank you,  both,  for  join ing us  today and providing tes t imony.   

We ask you to  s t ick to  seven minutes .   Your  ful l  s tatements  wil l  be en tered  

into  the  record ,  and Dr .  Prasad ,  we 'l l  s tar t  wi th you.   Please go ahead.  
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OPENING STATEMENT OF DR. ESWAR PRASAD 

SENIOR PROFESSOR OF TRADE POLICY, CORNELL UNIVERSITY 

 

 

 DR.  PRASAD:  Commissioner Reinsch ,  Vice  Chai rman Shea,  

Commissioners ,  thank you for  the opportuni ty to  share  wi th you my views 

about  progress  on  economic rebalancing and  the  reform process  in  China .  

 I 'm happy to  say I bring good t idings.   In  fact ,  on the economic  

front ,  there  has  been very s igni f icant  progress .   What  we 've been focusing 

on,  what  much of  the world focuses  on ,  is  the  headl ine growth number in  

China.   As  you al l  heard,  China d id not  do too  badly over the las t  year ,  

turning in  growth  of  about  eight  percent  of  GDP, eight  percent  on an  annual  

basis .   But  what  i s  far  more  remarkable  is  what  has  happened to  the  nature  of  

the  growth process ,  and I 'm going to  argue in  my test imony there has  been a 

very s igni f icant  shi f t ,  especial ly over the las t  coup le  of  years ,  but  carrying 

on f rom something that  s tar ted  at  the beginning of  the f inancial  cr i s is .  

 When one speaks about  imbalances  in  China,  much of  the 

at ten t ion tends  to  be focused  on  the  ex ternal  imbalances ,  the current  account  

surplus ,  which  was  at  a  peak  of  10.1 percent  of  GDP in  2007,  or  the  t rade 

surplus ,  which  was  above seven  percent  of  GDP in  2007.    

 Af ter  the f inancial  cr is i s ,  those two surp luses  began to  decl ine  to  

a s igni f icant  ex tent  because  of  cycl ica l  reasons.   China was  growing fast ;  the  

rest  of  the  world ,  especial ly China 's  export  markets ,  weren ' t .  

 But  that  pa t tern has  pers is ted.   Now the  cycl ica l  fac tors  have not  

ent i rely d isappeared ,  but  the fac t  that  we 've  had a pers is ten t  decl ine  in  these  

two surpluses ,  bo th of  which have come in und er  three percent  of  GDP in 

2012,  suggest  tha t  something has  shi f ted domest ical ly.  

 Now,  over the las t  year ,  what  has  happened to the currency is  

worth  watching because  there has  been an  argument  made,  especial ly in  the 

U.S . ,  that  the currency i s  very impor tant  part  of  the reason  why we 've  had  

these large imbalances.   In  the  past ,  of  course,  China  has  in tervened 

massively in  foreign exchange markets  to  keep  the  value  of  the renminbi  

from ri s ing.    

 Over the  las t  year ,  the  value  of  the renminbi  rose  relat ive to  the  

U.S .  dol lar  by jus t  over  one  percent ,  on an inflat ion -adjus ted  bas is  by about  

two percent .   In  previous years ,  such  a  low level  of  appreciat ion would have 

been  accompanied by a  massive  amount  of  reserve  accumulat ion ,  which i s  

one way of  capturing how much foreign  exchange market  in tervent ion there 

is .  

 Las t  year ,  the  amount  of  reserves  that  were bui l t  up  in  terms of  

the  change in  the  s tock of  reserves  was $130 bi l l ion ,  a  l arge amount  except  i f  

you  compare i t  to  the previous f ive years ,  where the  aver age annual  

accumulat ion was $420 bi l l ion,  and  las t  year ,  in  fac t ,  was  the  f i rs t  year  that  

China actual ly recorded an  outf low in i t s  capi tal  account  of  about  $100 

bi l l ion.   So something defini tely has  sh if ted .   
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 Now,  these  outf lows  have created some concern  that  there i s ,  in  

fac t ,  capi tal  f l ying out  of  China because those  in  the  know suspect  that  

things are not  going  to  go  wel l  in  China .   But  to  my mind,  there i s  a  much 

more  benign  in terpretat ion:  that ,  in  fact ,  China has  been opening up the  

capi tal  account ,  making i t  much easier  to  bring in  and  to  take  out  capi ta l  so 

Chinese  households ,  corporat ions ,  inst i tut ional  investors  are al l  using the 

oppor tuni ty to  take capi tal  out .   So,  in  that  sense,  I  think  we have to  take  

more  ser iously the  not ion that  there  migh t  have been  a fundamental  shi f t .  

 Now,  the interest ing ques t ion i s  where  does internal  rebalancing 

f i t  into this?   The not ion was always  that  the ex ternal  imbalance reflected an 

internal  imbalance,  the  fact  that  the  investment  rate,  al though very h igh,  was  

much lower than  an even  higher saving rate,  and  the  addi t ional  aspect  of  

imbalance domest ical ly was that  much of  growth  was being driven  by 

investment  rather  than  consumption.   

 There ,  too ,  the  picture has  changed.   Over the las t  two years ,  i t  

turns  out  t ha t ,  in  fact ,  consumption  growth -- th is  i s  pr ivate consumption  and  

government  consumption added together - -have cont r ibuted  about  55 percent  

of  GDP growth .   Now, thi s  i s  not  very large by comparison  with  many o ther  

economies ,  especia l ly the  U.S. ,  which i s  s t i l l  a  consumption-driven  economy,  

but  for  China,  i t  represents  a  fundamental  shi f t  because  unt i l  then ,  over the 

previous decade,  investment  growth there accounted for  about  60  to  65 

percent  of  GDP growth .   In  fac t ,  in  the year  of  the  f inancial  cr is is  hi t ,  in  

2008 and 2009,  investment  growth  contr ibuted  nearly 90 percent  of  overa l l  

GDP growth,  al though,  of  course,  net  export s  made a  negat ive  contr ibut ion 

to  growth in  those two years .  

 And there are o ther  s igns that  are posi t ive .   Serv ice  sector  

employment  in  2012 was  as  much as  the  increase  in  manufacturing sector  

employment .   The shares  of  the service sector  and  the  manufacturing sector  

in  GDP have now pret ty much equal ized .   So I don ' t  want  to  paint  a  picture 

that  everything is  okay.   It ' s  much too  ear ly to  declare victory.   

 If ,  for  instance,  you  look at  the  level  of  private consumption 

GDP, that  number  s topped decl ining,  f la t tened in  2011,  and  has  gone back up  

a t ic ,  but  i t ' s  s t i l l  b elow 40 percent  of  GDP, which i s  wel l  below the  

advanced economies  and vi r tual ly every other  emerging market  economy.So 

i t 's  no t  l ike they have actual ly made enough progress  to  declare  victory,  but  

I  want  you to be aware  that  there has ,  in  fact ,  been s igni f icant  progress .    

 But  a  big quest ion  in  th inking about  internal  rebalancing is  what  

caused this  to  happen.  There was a very clear  reform agenda on  the  table,  

and the  quest ion  is  whether  the reform agenda has  been met .   And i t  tu rns  

out  there  is  a  lot  of  work  s t i l l  to  be  done on f inancial  market  reforms:  

deal ing with  the indust r ial  pol icy;  deal ing with interest  rate  l iberal izat ion;  

and breaking up the  power  of  the large  banks .  The social  safety net  needs  to  

be  reformed.   So  the  reform agenda hasn ' t  been sh i f ted,  but  what  is  

interes t ing and worth observing al so  is  the  reform st rategy.  

 In  2011 March,  the Nat ional  People 's  Congress  approved the 12th 

Five  Year P lan,  which  laid  out  a  very n ice b lueprint  for  reforms,  and in  the 
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f i rs t  hal f  of  the  year ,  there was some opportunis t ic  moves taken in  order  to  

make some progress  on  these  f ronts ,  but  not  a  great  deal  was accompl ished.  

 In  the second hal f  of  l as t  year ,  reform momentum essent ial l y 

ground to a  hal t  as  the  leadership t ransi t ion  got  underway.   The new 

leadership  has  made i ts  intent ions  very clear  in  broad terms ,  that  they do 

want  to  cont inue thi s  process  of  economic reforms,  but  specif ics  have been 

somewhat  lacking,  except  a  couple  of  days  ago,  the  government  did lay out  

this  plan  for  reducing inequal i t y.  

 Now,  one might  think that  di rect ing economic pol icies  to  reduce 

inequal i t y is  not  necessari l y the  bes t  approach,  but  what  is  interes t ing i s  that  

they' re  using thi s  as  a  f ramework  to  think about  a  variety o f  pol icies  tha t  

need  to  be  put  in  p lace ,  and once one th inks  about  accept ing th is  f ramework,  

i t 's  go ing to  be  much harder  for  the ves ted  in teres ts  to  block these  reforms 

because  now the  idea i s  that  these reforms,  the f inancial  sector  reforms,  

social  safety net ,  and everything else  I ment ioned,  are  going to  b e  seen as  

leading to  something that  is  good for  the masses .  

 So I think in  terms  of  the s t ra tegy,  as  wel l ,  i t  i s  going in  a 

reasonably posi t ive direct ion ,  but ,  again ,  th is  is  not  to  bel ie  the enormous 

chal lenges  that  s t i l l  l i e  ahead  and  the  enormous resi s t ance that  i s  l ikely to  

come forward .  

 So what  does  al l  thi s  mean for  the  U.S.?  

Now,  even though China 's  ex ternal  surpluses  have been decl ining,  the U.S .  

bi lateral  t rade defic i t  wi th  China,  in  fac t ,  i s  l ikely to  cross  $300 bi l l ion  thi s  

year ,  and  that ' s  go in g to  get  a  lot  of  at tent ion,  but ,  o f  course ,  going back to  

the  iPhone analogy,  one has  to  be careful  to  make sure that  the amount  of  

value added in the t rade i s  t aken into  account ,  and the amount  of  value  added 

in Chinese  expor ts  to  the  U.S.  is  probably no where  near  $300 bi l l ion.  

 In  terms of  f inancia l  f lows,  the  fact  tha t  China i sn ' t  accumulat ing 

as  many reserves  means  that  China won ' t  be  buying as  many Treasuries .   In  

fac t ,  in  2012,  the  amount  of  net  purchases  of  U.S.  Treasuries  by China was 

essent ial l y z ero.   So  count ing on Chinese off icial  f inancing is  going to  be 

not  good for  the  U.S. ,  but  on the  other  hand,  there are many other  channels  

through which money is  coming f rom China to  the U.S .  so I  think  we ' l l  see  a  

very s igni f icant  shi f t  in  terms of  the  na ture of  f lows  to  the  U.S .  

 And I think ul t imate ly what  you 're al so going to  see  is  much 

greater  pol i t ical  assert iveness  by China in  the  internat ional  space  because 

the  new adminis t ra t ion does  need  to  essent ia l l y earn  i t s  chops,  and  i t  has  to  

do that  part l y by appearing s t rong internat ional ly.   So I think that  we 're 

entering a  period when f lashpoints  on the  currency are  going to  be less  

importan t ,  and  there  is  potent ial l y good room to focus on  thi s  bi la teral  

relat ionship ,  which  can,  I  think,  be a much more  c onst ruct ive  one than i t  has  

been  in  the  pas t .  

 Thanks.  
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Chairman Reinsch, Vice Chairman Shea, and honorable members of the Commission, 
thank you for the opportunity to share with you my views on China’s progress towards 
rebalancing its economy and the prospects for economic reforms under the new leadership. 
 
Since the financial crisis, China has made substantial progress on reducing its external 
imbalances, with the surpluses on both the current account and the trade balance falling 
sharply from their peaks in 2007. China has also made some progress on domestic 
rebalancing. Recent data suggest that it is time for a revision of the view that the country’s 
growth is driven largely by exports and investment. Private and government consumption 
together accounted for more than half of China’s output growth in 2011-12, signaling a 
significant change in the composition of domestic demand. Physical capital investment, the 
main driver of growth over the previous decade, is no longer the dominant contributor to 
growth while a shrinking trade balance in fact made a negative contribution to growth in 
these two years.  
 
Despite all of this progress, there remain major challenges to putting in place the reforms 
needed to improve the quality and efficiency of growth, continue the shift away from capital-
intensive production, generate more employment, and allow more of the benefits of growth 
to filter down to the average household. 
 
The twelfth five-year plan that was approved by the National People’s Congress in March 
2011 appeared to herald a turning point in China's economic development. It represented, 
at least in rhetoric, a marked shift in emphasis from high growth to the quality, balance and 
sustainability of that growth. The longer-term objective of the plan was to reorient growth to 
make it more balanced and sustainable from different perspectives--economic, social and 
environmental.  

                     
1
 I am grateful to Karim Foda, Parul Sharma, Lei (Sandy) Ye, and especially Boyang Zhang for excellent 

research assistance.  
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There were promising signs of a push for reforms in the first half of 2012, as a number of 
modest but significant actions signaled continued progress towards economic reforms. This 
reform momentum stalled in the latter half of the year, however, partly due to some 
unexpected political turmoil in the lead-up to the political transition that got underway last 
fall. Nevertheless, the economy has continued to turn in a good performance despite a 
weak external environment. While steady growth and low inflation have eased immediate 
policy concerns, China still faces a number of challenges related to the longer-term 
structural transformation of the economy. The new leadership has indicated a desire to 
push forward with reforms, but there have been few indications of specific measures under 
consideration.  
 
In this testimony, I will review progress on different aspects of China’s rebalancing, discuss 
the main policy reforms that are needed, and summarize the implications for the United 
States.  
 

Progress on External Rebalancing 
 
China’s current account and trade surpluses have shrunk steadily and markedly relative to 
their peaks in 2007, when they hit 10.1 percent of GDP and 7.6 percent of GDP, 
respectively. In 2012, both of these surpluses were below 3 percent of GDP (Figure 1). The 
decline in the trade surplus is due to sluggish export growth as many of China’s major 
export markets, including the European Union and the U.S., have been experiencing 
economic difficulties. Meanwhile, bolstered by strong domestic growth, China’s imports 
have increased at a faster pace than exports.  
 
China’s currency policy—tightly managing the value of the renminbi relative to the U.S. 
dollar--has been seen as a determinant of its external balances. During 2012, the renminbi 
appreciated by 1.4 percent relative to the dollar and around 2 percent in inflation-adjusted 
terms as China’s inflation has been slightly higher than U.S. inflation over the past year. A 
broader measure of the currency’s value is the real effective exchange rate—a trade-
weighted measure of the inflation-adjusted exchange rates relative to major trading 
partners. By this measure, China’s currency appreciated by 1.7 percent during 2012, much 
less than the 5 percent appreciation during 2011. 
 
In previous years, such slow appreciation required China’s central bank, the People’s Bank 
of China, to intervene heavily in foreign exchange markets to offset pressures for faster 
currency appreciation. However, the increase in the stock of foreign exchange reserves in 
fact slowed sharply to $130 billion in 2012, compared to average annual increases of $420 
billion in each of the previous 5 years. The fact that the increase in foreign exchange 
reserves was quite modest even though the renminbi appreciated very slowly during 2012 
indicates weakening appreciation pressures on the currency. 
 
This shift is attributable to two factors—the decline in China’s trade surplus and the deficit 
on the capital account in 2012, implying that more capital (other than accumulation of 
reserves) flowed out of the country relative to the amount that came in.  
 
This represents an important shift in the nature of China’s overall capital exports (which is 
roughly equivalent to the current account surplus). Balance of payments data show that, in 
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2011, China’s current account surplus was $202 billion while the increase in international 
reserves, which effectively amounts to official capital outflows, was $388 billion. This implies 
that net capital inflows amounted to about $186 billion. By contrast, in 2012, the current 
account surplus was $214 billion while accumulation of new reserves was only $97 billion. 
The difference represents a net outflow of capital of about $117 billion in 2012. Since the 
Asian financial crisis of 1997-98, this was the first year that China has experienced a 
significant capital account deficit.

2
  

 
The decline in China’s trade and current account surpluses in the immediate aftermath of 
the financial crisis led many researchers (including myself) to predict that those declines 
were largely cyclical—China was continuing to grow strongly while its advanced economy 
export markets were in recession—and would be reversed once cyclical conditions were 
normalized. While there are still significant differences in the business cycle positions of 
China versus its major export markets, the persistent and continued decline in the external 
surpluses suggest a more fundamental shift in China’s dependence on exports to generate 
growth. Acknowledging this shift, the IMF recently reduced its forecast of the medium-term 
current account to about 4-4.5 percent of GDP, well below the level of 7-8 percent it had 
been forecasting only a year ago.  
 
The capital account deficit in 2012 has sparked concerns of capital flight, with the 
connotation being that capital is being sent out of the country by domestic residents and 
corporations that see trouble brewing on the domestic macroeconomic front. A more benign 
interpretation, which I favor, is that rising capital outflows are a natural consequence of 
steps that China is taking to open up its capital account and remove restrictions on outflows. 
As the economy matures and financial markets develop, domestic retail and institutional 
investors will look to foreign investments as a way of diversifying their portfolios. Moreover, 
Chinese corporations and financial institutions are in quest of investments abroad to 
diversify their operations and as a conduit for acquiring technical and managerial expertise.  

 
Back in the days when the current account surplus was larger and growing, Chinese 
officials made the argument that the external surplus was largely a reflection of internal 
imbalances that needed to be fixed with better domestic policies rather than through 
currency appreciation. It is therefore interesting to juxtapose the progress that has been 
made on external rebalancing with the somewhat more limited progress in shifting the 
structure of the domestic economy.  

 

                     
2
 These numbers in this paragraph are based on balance of payments (BOP) data provided by the State 

Administration of Foreign Exchange. The net outflows figure for 2011 is the sum of the financial account 
surplus ($221 billion) and net errors and omissions (minus $35 billion). The BOP figures for accumulation 
of reserves (both total and foreign exchange reserves) do not include mark-to-market changes or 
currency valuation effects on the value of the outstanding stock of reserves. Hence, the increase or 
decrease in foreign exchange reserves (which amount to about 98 percent of China’s total international 
reserves) based on BOP data may be a better indicator of the degree of foreign exchange intervention. 
The headline number for China’s stock of foreign exchange reserves--$3.31 trillion at the end of 2012—
comes from the People’s Bank of China (PBC). Those numbers do seem to incorporate mark-to-market 
and valuation effects. In 2011, accumulation of foreign exchange reserves amounted to $385 billion 
according to BOP data and $334 billion according to the PBC. In 2012, the accumulation was $99 billion 
according to BOP data and $130 billion according to the PBC. 
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Internal Rebalancing Remains a Challenge 
 
Despite global financial turbulence and weak growth in most other major economies, China 
delivered 7.8 percent GDP growth in 2012, with industrial production growing by about 10 
percent (Figure 2). Inflationary pressures have moderated, with CPI inflation now under 3 
percent and producer prices falling (deflation) (Figure 3). This has given Chinese 
policymakers the luxury of focusing on longer-term policies to make growth more balanced 
and sustainable.  
 
A major objective laid out in the twelfth five-year plan is to rebalance domestic growth and 
increase the share of private consumption in GDP. This is seen as necessary to ensure 
greater social stability by increasing the benefits that accrue to the average household from 
China’s strong GDP growth. In addition, shifting away from a capital-intensive production 
structure is important for increasing job growth and ameliorating the destructive 
environmental consequences of rapid growth. There has been progress on these 
dimensions but it is far too early to declare victory.  
 
Investment growth propelled China’s growth over the last decade, accounting for more than 
half of GDP growth (Figure 4).

3
 During and right after the financial crisis, investment growth 

was crucial for sustaining economic momentum. In 2009, the contribution of investment 
growth amounted to a remarkable 88 percent of GDP growth, far higher than the 
contribution of consumption (net exports made a large negative contribution to growth that 
year). Real estate investment and infrastructure investment have been important 
contributors to overall investment growth.  
 
For an economy with a capital stock per worker ratio that is about 9 percent of the U.S. level 
(as estimated by the World Bank), additional investment in physical capital seems desirable. 
However, much of the investment that China has undertaken in recent years has been 
financed through loans provided by state-owned banks, raising concerns about the 
emergence of nonperforming assets on the books of the large state-owned banks if these 
investments turn out not to be commercially viable. Investment-led growth meant that 
employment growth, which has averaged less than 1 percent a year over the last decade, 
was relatively muted compared to the fast pace of output growth.

234
 This pattern of growth 

also has deleterious environmental consequences.  
 
The Chinese government has had to cope with the twin challenges of boosting domestic 
consumption in order to make growth more welfare enhancing for its citizens and of 
generating higher employment growth in order to maintain social stability. The growth model 
fostered by government policies had, until recently, resulted in a rising share of investment 
and a declining share of private consumption in GDP. Moreover, weak employment growth 
and high investment growth had resulted in labor income falling as a share of national 
income and personal disposable income falling as a share of GDP. The government has 

                     
3
 For more details, see Eswar Prasad, 2009, “Is China’s Growth Miracle Built to Last?” China Economic 

Review, Vol. 20, pp. 103–123.  
4
 The annual growth rate of non-agricultural employment averaged around 2.5 percent during this period, 

although this in turn has to be set against the growth rate of non-agricultural output, which has been 2-3 
percentage points higher than that of overall GDP. 
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also been trying to channel more bank credit towards the services sector, which has the 
potential to provide more employment.  
 
In the last two years, there has been progress in many of these dimensions. As noted 
earlier, consumption growth has overtaken investment growth as the main contributor to 
GDP growth. In 2012, the share of private consumption in total GDP stopped declining and 
rose slightly, although the level of this ratio still remains well below that of virtually every 
other advanced or emerging market economy (Figure 5). Another positive development is 
that, in 2011, service sector employment climbed to 3.6 percent, higher than in recent years 
and also higher than industrial sector employment growth of 3.2 percent. In 2012, the 
shares of the industrial and service sectors in total GDP were almost the same, at 45 
percent each. This is a marked change from the situation in 2000, when the GDP share of 
the industrial sector was 46 percent (it reached a peak of 48 percent in 2006) and that of the 
service sector was just 39 percent.  
 
This relatively benign picture is not without risks. The level of investment remains high, at 
nearly 47 percent of GDP. This investment boom is to some extent feeding on itself—so 
long as financing is available for construction and infrastructure projects, investment in 
ancillary industries pays off. But a slowdown in the investment machine, especially if the 
government tightens the supply of bank credit further, could result in excess capacity in 
industries such as steel, aluminum and hard glass. This could eventually dampen 
employment and household income growth. Banks fear a resurgence of bad loans on their 
books if consumption demand doesn’t grow fast enough to soak up output from the new 
factories. In turn, a weakening of domestic consumption growth could eventually increase 
the dependence on export-led growth, exactly the reverse of the balanced private 
consumption-led economy that Chinese leaders want. These concerns have not been borne 
out recently but still remain risks to China’s growth.  
 
Moreover, the Chinese household saving rate has trended upward in recent years; the 
economic uncertainty associated with the crisis and the weak global economic recovery are 
likely to increase savings for precautionary purposes. The household saving rate, as a 
share of household disposable income, is now close to 30 percent (Figure 6). Factors such 
as rising wages could help boost consumption demand. Other fundamental reforms, 
including a stronger social safety net and a better government-funded health care system, 
are also necessary to shift consumption patterns of Chinese households.

5
 The twelfth five-

year plan acknowledged these issues and proposed a number of measures that would 
increase the coverage and extent of government financing of health care, pensions and the 
broader social safety net.  
 
There are other aspects of balanced growth where the government has taken measures 
that seem to have yielded at least modest results. Growth needs to become more balanced 
in terms of reducing regional disparities in economic development, especially when one 
compares the coastal versus the interior provinces. To respond to this issue, the 

                     
5
 For an analysis of the factors driving the trend increase in saving rates of urban households, see Marcos 

Chamon and Eswar Prasad, 2010, “Why Are Saving Rates of Urban Households in China Rising?” 
American Economic Journal: Macroeconomics, Vol. 2, No. 1, pp 93–130; and Marcos Chamon, Kai Liu 
and Eswar Prasad, 2010, “Income Uncertainty and Household Savings in China,” NBER Working Paper 
No. 16565. 
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government has directed large amounts of infrastructure funds towards interior provinces 
through the Develop the West campaign. The rise in food prices in recent years has 
reduced rural-urban income disparities although both official data and estimates by 
academics suggest that overall inequality, as measured by the Gini coefficient, remain very 
high by international standards.  
 
In short, the picture that one can paint with macroeconomic data is one of small but notable 
improvements in the balance of domestic growth in most dimensions, although there are 
many underlying risks that are being masked by high growth. Maintaining high and stable 
growth, even if somewhat below the levels of the past decade, is therefore an important 
objective of policy reforms.  
 

The Reform Agenda 
 

The main challenge for China, especially since it faces a rapidly aging population and a 
labor force that is likely to start shrinking soon, is to maintain rapid productivity growth. This 
will require a shift towards higher value-added production, a more efficient allocation of 
resources through a better financial system, and more balanced growth.  
 
The twelfth five-year plan (the Plan) remains the blueprint for China’s reform agenda. It lists 
a large number of reform priorities but has limited detail on specific courses of action for 
achieving the long-term objectives. The Plan highlights the objectives of further financial 
system reform and progress towards capital account convertibility, but offers few details. 
The Plan has more details concerning policies that have direct implications for the average 
Chinese household--controlling inflation, increasing wages and employment, and 
strengthening the social safety net.  
 
In the remainder of this section, I selectively summarize a few key reform priorities. There 
are many more--including reforms to the tax and expenditure systems, pension reforms, 
reforms to corporate governance in state-owned enterprises--that I do not examine in detail.  
 
Financial sector development  
 
Financial sector reform and development remain key priorities. The Chinese government 
recognizes that a more efficient financial system can play an important role in increasing 
productivity by reducing inefficiencies in the allocation of capital. A reformed banking 
system may also respond to incentives to lend more to small- and medium-sized 
enterprises, especially in the services sector, that tend to be better than large enterprises at 
generating employment.  
 
China’s banking system appears well capitalized and the ratio of nonperforming loans 
relative to assets for the overall banking system is low. These figures mask a number of 
well-known problems, including persistent incentives to lend to state-owned enterprises 
rather than private sector enterprises, weak risk management capacity that results in 
rationing of credit to small and medium-sized enterprises, and asset portfolios that include a 
large amount of subpar assets that may turn into nonperforming loans if GDP growth were 
to slow. Indeed, concerned about the possible fallout from the surge in bank lending during 
the financial crisis, the government has clamped down on growth in monetary aggregates 
and bank credit (Figure 7). The policy complication is that tightening credit hurts 
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employment growth as it tends to disproportionately affect credit flows to small and medium 
sized enterprises, especially those in the private sector.  
Interest rate liberalization is an important element of banking reforms. At present, there is a 
ceiling on deposit rates and a floor on lending rates, resulting in a comfortable and 
noncompetitive spread that helps the profitability of banks. One effect is that households 
earn low or negative inflation-adjusted rates of return on their copious deposits in the 
banking system. Another is that the absence of price competition makes the banking 
system less efficient. Belying expectations--as many Chinese officials have mentioned this 
as a reform priority--the Plan did not contain any specific language about interest rate 
liberalization, suggesting that the prospects for any major reforms in this area are remote for 
the time being.  
 
China’s financial system remains bank-dominated, with limited corporate bond market 
development and limited scope of securities markets. The Plan recognizes the need to 
broaden and deepen financial markets in order to improve their overall functioning and 
enhance their contribution to balanced growth. But this remains an aspiration rather than an 
objective backed up by a well-defined strategy.  
 
Capital account opening  
 
China is eager to make the renminbi an international currency and has already taken a 
number of steps in that direction.

6
 However, contrary to expectations in some quarters, the 

Plan did not lay out a timeline for opening up the capital account and making the currency 
fully convertible. There are other indications that this is seen as a policy objective over the 
next 5-10 years as it would set the stage for China's ascendancy in global financial markets 
and make the renminbi an international currency. Indeed, the Chinese government has 
recently taken a number of relatively modest but symbolically significant steps to increase 
the use of the renminbi in international transactions, including trade settlement. The 
government is appropriately reticent about dismantling capital controls and allowing freer 
cross-border movement of capital without having a robust and well-functioning financial 
system in place. 
 
Exchange rate flexibility 
 
Although pressures on the currency have eased off, a more flexible exchange rate regime 
would serve China well in the long run, particularly as the capital account becomes more 
open and it becomes more difficult to tightly manage the currency’s value. A more flexible 
currency would give the central bank a much freer hand in changing interest rates to meet 
the twin objectives of high growth and low inflation. Faster currency appreciation, which is 
likely to happen over time anyway as China has higher productivity growth than its major 
trading partners, would help rebalance growth by increasing the purchasing power of 
domestic households. This would happen directly through the fall in the price of imported 
goods and, at times of high inflation, also by giving the central bank room to raise deposit 
rates, giving households a better rate of return on their savings. 
 
Industrial policy 

                     
6
 See Eswar Prasad and Lei Ye, The Renminbi’s Role in the Global Monetary System, Brookings 

Institution Report, February 2012.  
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The Plan lays out two sets of objectives in this area. The first is to upgrade and restructure 
a group of traditional industries. Industries such as iron and steel, automobiles, and textiles 
are identified as needing technical upgrading as well as consolidation to benefit from scale 
efficiencies. The second objective is to foster and develop strategic emerging industries that 
are intended to develop into future pillars of the economy. These tend to have a hi-tech or 
environmental focus and include energy conservation and environmental protection; bio-
tech; high-end manufacturing equipment; and new energy (including nuclear and renewable 
energy). The government intends to set up special funds to develop these new strategic 
industries. These funds will encourage start-ups and also complement private investment in 
these industries. One concern that needs to be tracked carefully as these objectives are 
transformed into concrete policy measures is whether they will shift industry dynamics in a 
way that favors state-owned firms. This might have the effect of rolling back some of the 
gradual shift in the last two decades towards a more private sector-led industrial structure.  
 

Small Steps in the Right Direction 
 

While the political process in China is highly opaque, it is important not to underestimate the 
enormous political and institutional constraints to reforms, even if backed by the top 
leadership. Consider for instance that the Plan sent a direct and unambiguous message to 
provincial governments that they should shift from a focus purely on growth to broader 
economic and social considerations. But it is not clear that incentives facing provincial 
governments, which still view high growth as the ultimate objective, can be shifted easily.  
 
In the first half of 2012, the central government made some opportunistic moves to kick-
start momentum on a few key reforms. It increased the flexibility of the exchange rate (in 
principle) when the renminbi was not under pressure to appreciate, relaxed the cap on 
interest rates paid on deposits, increased foreign investors’ access to capital markets, and 
encouraged certain informal financial firms to become part of the formal banking system. 
Each of these moves has broader significance.  
 
For instance, giving informal financial firms the opportunity to join the formal banking system 
serves multiple ends. It brings these institutions under the ambit of the banking regulator 
and reduces the risks they pose to financial stability. Moreover, they now provide more 
overt competition for established banks.  
 
The need for interest rate liberalization is widely recognized. Freeing up deposit rates and 
abandoning the fixed spread between deposit and loan rates would result in better returns 
for depositors (as banks competed for deposits) and encourage banks to sharpen their 
lending practices. The big banks have resisted this fiercely as it would cut into profits. So 
the government cleverly took a small step when it cut rates—freeing up banks to offer 
deposit rates marginally higher than the base rate, arguing that this would make the rate cut 
more palatable to depositors.  
 
A one-shot approach to breaking up big banks or freeing interest rates risked a backlash 
and concerted opposition that could block changes altogether. Reform-minded officials 
therefore took a more subtle approach—using a megaphone to draw attention to the 
problems but avoiding a frontal attack, instead chipping away at the foundations of the 
current financial structure.  
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Even these modest steps towards reforms came to a halt in the latter half of 2012 as the 
leadership transition got underway, preceded by some domestic political turmoil.  

 
Intentions of the New Leadership 

 
The priorities are clear but what is less certain is whether the government has the political 
will to take on an ambitious reform agenda, battling against the vested interests that want to 
maintain the status quo and coping with social pressures from the short-term dislocations 
that the reforms might create. China's leaders may have little choice, however, if they want 
to maintain their legitimacy and social stability.  
 
The new leadership has strongly signaled in its public statements that there will be 
continued impetus for reforms, including to tackle corruption. But there have been few 
specifics offered about particular measures as yet. Appointments to some key positions, 
such as the governorship of the central bank, will be made in the coming months and could 
provide some signals about the reform-mindedness of the top leadership.  
 
One specific proposal is that the government has recently indicated its intention to speed up 
reform of the “hukou” system of household registration that restricts the movement of rural 
residents to urban areas. The new leaders have stressed the importance of urbanization as 
an engine of growth and reform of the hukou system is seen as an important element of that 
process, which should also improve labor mobility.   
 

Implications for the United States 
 

China’s growth and reform process will have direct and indirect implications for the U.S. 
through a number of channels.  
 
Trade: Although its overall trade balance fell steadily and sharply from 2007 to 2012, the 
bilateral trade surplus that China runs with the U.S. has in fact increased and hit a peak of 
$295 billion in 2011. In 2012, this surplus had reached $291 billion by November, making it 
likely that the figure for the full year will top $300 billion.

7
 These numbers are overstated 

because of the fact that about two-fifths of China’s trade is processing trade, with relatively 
low value added in China.  
 
If the shift towards private consumption-led growth proves durable and intensifies, China’s 
demand for imports of consumer goods and services would rise, especially if the exchange 
rate continues to appreciate. This could help boost U.S. exports to China. Indeed, China is 
the one country to which U.S. exports are on track to double over a five-year period, an 
objective set by President Obama in his January 2010 State of the Union speech. The 
ability of U.S. firms to take better advantage of this growing market of course depends on a 
number of factors, including the level of market access that is provided to them.  
 
Financial flows: If external rebalancing turns out to be durable, the pace of reserve 
accumulation will remain slower than in the past and, as a consequence, China will demand 

                     
7
 These numbers are based on U.S. trade data. Chinese data show a smaller surplus of $197 billion in 

2011, rising to $221 billion in 2012.  
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fewer U.S. Treasury securities. Even during 2012, China’s identified holdings of Treasury 
securities barely changed from the level at the end of 2011 ($1.15 trillion). Lower levels of 
official purchases of Treasuries could be offset by financial flows to the U.S. through other 
channels, including mergers and acquisitions activity, equity investments by state-owned 
enterprises and banks, as well as investments by private and institutional investors. Many of 
these investors may also choose to acquire U.S. Treasuries but probably not at the same 
level as official purchases by the central bank.  
 
Industrial policy: China is clearly taking some important steps towards upgrading its 
industries and moving towards more hi-tech and high value added production. With various 
incentives and explicit government support, China is likely to make quick progress in clean 
energy and information technologies. The U.S. and other advanced economies could start 
losing ground in new technologies if China successfully implements its strategy of 
technology leap-frogging.  
 
Potential tensions: China’s high and rising bilateral trade surplus with the U.S. will continue 
to attract attention in the U.S., but there is increasing understanding that it is of limited 
significance by itself in driving the overall U.S. trade deficit. Assuming that turbulence in 
global financial markets settles down, capital will once again start flowing to China and other 
emerging markets. The Federal Reserve’s continued policy of taking aggressive 
unconventional monetary policy actions could result in heightened tensions if there are 
renewed pressures for China’s currency to appreciate. Nevertheless, given the greater 
openness of China’s capital account, rising outflows are likely to balance out some of these 
pressures.  
 
While stable and more balanced growth in China will have largely positive effects for the 
U.S., there is no doubt that China will become more assertive in economic and geopolitical 
discussions as its economic power increases. Indeed, the Chinese government has become 
increasingly vocal about its concerns that U.S. policymaking is contributing to global 
financial instability (while the subtext is that its own policies are arguably more on the right 
track).  
 

Conclusion  
 
The stated desire of China’s new leaders to promote economic reforms provides grounds 
for cautious optimism. The twelfth five-year plan developed in 2011 remains the blueprint for 
improving the country's pattern of economic development. The broad objective of the plan is 
to reorient growth to make it more balanced and sustainable, even if it means settling for 
slower average growth than in the previous decade. The challenge for the new leadership is 
to break down the opposition of interest groups that prefer the status quo and to implement 
reforms needed to attain the plan’s objectives. It is likely that the major elements of the Plan 
will not be acted upon forcefully until the new leaders have found their footing and 
consolidated their power bases. The next few months, when the macroeconomic 
environment is relatively benign and provides space for policy changes, will be a good test 
of the government’s commitment to push for reforms. Progress on these reforms will further 
solidify China’s growth prospects and will have beneficial effects on the U.S. and the rest of 
the world economy as well.  
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Figure 1. China: Current Account and Trade Balance 

(in percent of GDP) 

 
Data sources: State Administration of Foreign Exchange and National Bureau of Statistics. 

 

Notes: Current account balance and trade balance are both expressed as ratios to nominal GDP. The 

figure shows four-quarter trailing moving averages for both variables.  

 

 

Figure 2. China: GDP and Industrial Production Growth 

(year over year quarterly growth rates; in percent) 

 

 
Data source: National Bureau of Statistics. 
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Figure 3. China: Inflation 

(year over year changes in price indexes; in percent) 

 

 
Data source: National Bureau of Statistics. 

 

 
Data source: National Bureau of Statistics  

 

Notes: Consumption includes private and government consumption.  

 

Figure 5. China: Composition of Domestic Demand 
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(variables expressed as ratios to GDP; in percent) 

 
Data source: EIU CountryData. 

Notes: Data for 2012 are estimates. Data for 2013 are forecasts. Investment includes gross fixed 

investment and stockbuilding. 

 

Figure 6. China: Household Saving Rate 

(in percent) 

 
Data source: CEIC. 

Notes: Household savings survey data are based on per capita income and annual consumption 

expenditures. Saving rates from the Urban and Rural Household Surveys expressed as a share of 

disposable income and net income respectively.  
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Figure 7. China: Bank Loans and Money Supply 

(year over year growth; in percent) 

 

 
 

Data source: People’s Bank of China. 
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 MR. BORST:  Chai rman Reinsch,  Vice  Chairman Shea,  honorable  

members  of  the Commission ,  thank you very much for  having me here to  

discuss  this  important  i ssue .  

 For  the past  several  years ,  China 's  top leadersh ip has  repeatedly 

described the count ry's  current  economic model  as  "uncoordinated,  unsteady,  

imbalanced ,  and unsustainable."   Chinese pol icymakers '  gloomy rhetoric on 

the  economy is  an acknowledgement  that  whi le economic  growth over  the  

past  decade may have been  fas t ,  i t  has  not  been very heal thy.    

 During this  period,  the  count ry's  economic  growth  has  been 

based on super -elevated  levels  of  investment  and suppression of  private  

consumption ,  resu l t ing in  the bui ld -up of  s igni f icant  di s tor t ions in  the  

economy.   The longer these d is tort ions accumulate ,  the greater  the  r isk  the  

Chinese  economy wil l  face  a  sharp and wrenching correct ion.   This  is  

because  overinves tment  often leads to  unsustainable asset  bubbles  and  large  

amounts  of  misal located  capi tal .  

 The best  ind icators  on the progress  of  economic  rebalancing in  

China are GDP expendi ture  data showing investment  and consumption as  a  

share  of  the economy.   In  between these  annual  up dates ,  there are  several  

high  frequency indicators  we rely on to  get  a  bet ter  sense of  the progress  of  

rebalancing.  

 I ' l l  refer  you  to  my wri t ten  tes t imony for  what  these  indicators  

are  and  an explanat ion of  why they are  important .   Based  on  these indicato rs ,  

the  current  progress  of  economic rebalancing in  China i s  t epid.   At  the 

current  pace ,  inves tment  levels  wil l  remain elevated in  China  and  

consumption  wil l  remain depressed  for  the  foreseeable  future.  

 There  are four pol icy areas  where  reforms could  s t r engthen  the 

progress  of  rebalancing.   In  rough order  of  importance,  they are:  interest  rate 

l iberal izat ion;  a  market -orien ted exchange rate;  reducing the  underpricing of  

energy;  and address ing excessively high savings rates  through s t rengthening 

the  socia l  safety net  and address ing income inequal i t y.  

 For  a  detai led explanat ion  of  why reform in  these  areas  could 

reduce economic imbalances,  I  refer  you to  my wri t ten  tes t imony and a newly 

released paper  by Nicholas  Lardy and myself  cal led  "The Bluepr int  for  

Rebalancing China 's  Economy."   I  am, a lso,  of  course,  happy to  answer 

quest ions about  th is  during the Q&A session.  

 Many have ident i f ied the  pol i t i cal  barr iers  to  economic  

rebalancing in  China.   A common ref rain is  that  pol i t ical  reform in  China is  

necessary to  break  the  current  deadlock  on economic reform.  This  argument  

advanced by many inside  and  outs ide  of  China  s tates  tha t  the growing power 

of  vested interes ts  has  s t rangled economic reform over the past  decade.  
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 The pol i t i ca l  barr ier  to  economic reform argument  has  some 

val idi ty,  but  i t  i s  of ten  overstated.   In  certain  pol icy areas ,  vested interests  

are  s t rong and  have successful ly res i s ted reform.  However ,  wi th respect  to  

the  key reforms needed for  economic  rebalancing,  the case that  vested 

interes ts  a re organized and  able to  res i s t  changes is  a  lot  l ess  clear .   Most  of  

the  cr i t i cal  pol icy levers  needed to  achieve economic rebalancing are 

cont rol led by the central  government .  

 Rather  than  forc ing changes that  may be  resi s ted  by subordinate  

actors ,  most  of  these reforms s imply requi re that  the  cent ra l  government  s top  

act ively interfering with  the  market .  Other  pol icy changes  that  requi re 

coopera t ion by local  governments  en joy high publ ic support ,  and  ves ted 

interes ts  wi l l  have a  hard t ime resis t ing these pol icies  i f  the  central  

leadership  vigorously and  publ ic ly promotes  them.  

 The reforms needed for  economic  rebalancing are largely al ready 

government  pol icy and within  the  cent ra l  government 's  abi l i t ies .   Therefore,  

there is  no  obvious  reason why fundament a l  pol i t i ca l  reform has to  precede 

economic reform.  The s low pace of  reform in the Hu J intao  -  Wen J iabao era  

s temmed f rom the  top leadership 's  weak commitment  to  economic  

rest ructur ing.  The t remendous speed of  economic  growth  over the  pas t  

decade provided  l i t t le  incent ive for  pol icymakers  to  actual ly move forward 

with  the  di f f icul t  changes needed for  rebalancing.  

 As is  the case with many pol i t i cal  sys tems,  di ff icul t  changes are  

only made when forced by necessi ty.   During the 1990s ,  the  Chinese 

leadership  was  able to  push through s ignif icant  reforms in  the  banking and 

s ta te -owned enterpr ise  sectors  when fears  of  the  Asian  f inancial  cr is is  and 

the  non-performing loan scandal  came to a head.  It  i s  only with  the  economic 

s lowdown in 2012,  which  led  to  the  s lo west  pace  of  economic  expansion in  a  

decade,  tha t  the  rebalancing agenda has  taken on  greater  urgency in China .As 

rebalancing increasingly becomes a necess i ty to  sustain  economic growth  

and,  thus,  the  Communist  Party's  l egi t imacy,  economic  reforms wil l  be 

implemented with greater  urgency.  

 The ramificat ions  of  economic  rebalancing in  China  for  the  

United States  come primari ly through the reduct ion of  China 's  ex ternal  

surpluses .   When a count ry runs a large  and pers is tent  ex ternal  surplus ,  i t  i s  

s iphoning away  global  demand f rom other  countr ies .   It  i s  importan t  to  note 

that  China 's  ex ternal  surpluses  have come down signi f icant ly over  the  past  

few years .   These reduct ions ,  however ,  may be temporary because they were 

driven by global  economic  weakness  and uns ustainably high levels  of  

investment  in  China .  

 Economic rebalancing wil l  increase consumption in  China and 

the  amount  i t  impor ts  from other  countr ies .   This  is  l ikely to  increase 

American exports  and faci l i t ate  our  own process  of  economic adjustment .  A 

reduct ion  in  the  American current  account  defici t  wi l l  have posi t ive benefi ts  

for  economic  growth and  ameliorate  some of  the  adverse  ef fec ts  of  household 

and government  f i scal  consol idat ion.  

 While  economic rebalancing in  China would  have benefi t s  for  the 
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United States ,  i t  i s  not  a  cure -al l  for  our economic  problems,  nor should  

imbalances in  China  be used as  a  scapegoat  for  our bui ld -up  in  debt  or  the 

global  f inancial  cr is is .   Chinese economic rebalancing would be helpfu l ,  bu t  

domest ic  pol icy decis ions wil l  u l t imately determine the  fate  of  our economy.  

 American support  and pressure can  be helpful  in  promoting 

economic reform in  China,  but  i t  i s  by no means  decis ive.   Economic pol icy 

decis ions in  China  wil l  cont inue to  be primari ly based  on  domest ic  concerns.   

Pol icies  that  are viewed as  threats  to  the core interests  of  economic  and  

social  s tabi l i t y or  pol icies  that  weaken s ta te  control  in  sens i t ive economic  

sectors  wil l  be resi s ted .  

 Moreover,  too much pressure f rom the  United States  can ac tual ly 

be  counterproduct ive.   When pol icy debates  between China and the  United 

States  take on  an overly cr i t i ca l  tone,  Chinese publ ic opinion begins  to  v iew 

these i ssues  through a  nat ional i s t ic  and ant i - foreign prism,  and this  resul t s  in  

those  in  China who are  most  opposed to  reform actual ly gaining influence.  

 The Uni ted S ta tes  should cont inue to  advocate for  economic 

reform with in  China ,  and  when possible frame the  debate in  a pos i t ive  way.   

A commitment  by both countr ies  to  engage each  other  di rec t ly on  new 

internat ional  economic  agreements  would be  helpful  in  improving the  tone of  

relat ions .   Di rect  engagement  on  regional  t rade  agreements  is  one such area.    

 A proact ive pol icy by the Uni ted States  combined  wi th a  

recogni t ion of  the  l imits  of  our  influence i s  the best  s t rat egy for  promoting 

economic rebalancing in  China .  

 Thank you.  
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The Imperative to Rebalance 

For the past several years China’s top leadership has repeatedly described the country’s 

current economic model as “uncoordinated, unsteady, imbalanced, and unsustainable.” This 

language is in sharp contrast to what has been a decade of apparent success: high-speed 

economic growth and emergence into the ranks of middle-income countries. What accounts for 

this disparity between rhetoric and record? Chinese policymakers have correctly assessed that the 

country’s economic growth over the past decade has been based on superelevated levels of 

investment and systematic suppression of private consumption. The resulting capital-intensive 

growth model has not generated adequate gains in consumption and employment and instead has 

built up significant distortions in the economy. 

The longer these distortions accumulate, the greater the risk that the Chinese economy 

will face a sharp and wrenching correction, because overinvestment leads to unsustainable asset 

bubbles and large amounts of misallocated capital. China needs a different growth model for the 

next decade to sustain moderately fast growth. Chinese policymakers’ gloomy rhetoric on the 

economy, therefore, is a justified acknowledgment that while economic growth over the past 

decade may have been fast, it has not been very healthy. The desire to move away from the 

excesses of the past decade and put the economy on a more sustainable growth path is the core 

objective of economic rebalancing. 

The task of economic rebalancing is likely to demand much of the energy and attention of 

the new Xi Jinping–Li Keqiang administration. Rebalancing entails large changes in fundamental 

economic policies, such as removing lingering price controls and opening up the closed financial 

system. It will also bring about a shift away from the economic winners of the past decade, 

namely manufacturers and property developers, towards private consumers and the service 

sector. While a more balanced economic model will deliver more sustainable economic growth, 

it also requires a change in traditional modes of economic policymaking. Chinese economic 
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policymakers will have to reduce explicit government controls and intervention and become 

more comfortable with allowing market mechanisms to guide ever larger segments of the 

economy. Despite these challenges, economic rebalancing is eminently achievable and should be 

tackled sooner rather than later.  

The Progress of Economic Rebalancing in China 

The best indicators for economic rebalancing come in the form of yearly GDP 

expenditure data. This data, usually released in March, shows the share of GDP attributable to 

consumption, investment and net exports. This data shows that dramatic economic imbalances 

grew rapidly in China through most of the 2000s, plateauing at high levels over the past two 

years. The expenditure data for 2013 has not yet been released, but it is likely to show little to no 

change in the super-elevated level of investment as a share of GDP. Between annual updates, 

there are several more high frequency updates that can be used to monitor the progress of 

economic rebalancing in China. 

Urban Disposable Income Growing Faster than GDP: If disposable income is growing faster 

than GDP, absent an increase in the savings rate, this will lead to a rising share of consumption. 

Disposable income growth has outpaced GDP for the past year, a positive sign for economic 

rebalancing. It remains to be seen whether this will continue if GDP growth accelerates in 2013. 

Positive Real Interest Rates on Deposits: Positive real interest rates on bank deposits are 

critically important for economic rebalancing. The on-average negative real interest rates over 

the past decade have been a blow to household income and wealth and served as the catalyst for 

speculative investment bubbles in the real estate market. Keeping interest rates above inflation 

for a significant period of time will not only boost incomes but also dissuade savers from taking 

their money out of the banks and speculating in the property market. Interest rates on deposits 

are currently positive in China, but only barely. Absent an increase in deposit rates, rising 

inflation is likely to turn real interest rates negative in 2013. 

Residential Real Estate Investment Growing at a Slower Pace than GDP: Growth in 

residential real estate has been the key driver of economic growth over much of the past decade. 

This sector has grown unsustainably fast, reaching a point where China is investing 11 percent of 

GDP in residential real estate. For comparison, this is far more than either the United States or 

Spain invested at the height of their housing bubbles. The housing sector must come back down 

to reality along with all the sectors (steel, cement, etc.) that have grown unsustainably alongside 

it. The growth of residential real estate investment has slowed significantly from 2011 and is 

roughly advancing at the same pace as GDP growth. This is a neutral sign for economic 

rebalancing. 

Loans to Small Enterprises Growing Faster than Total Enterprise Loans: Financing in 

China needs to shift away from large firms towards smaller firms. In the past, large firms have 

captured a disproportionate share of financing and forced smaller firms to rely on informal 

financing. Small firms are also a good proxy for private enterprises while large and medium 

firms have a much higher percentage of state-owned enterprises. Private firms have a higher 

return on assets than state-owned firms, almost twice as high in fact. Faster credit growth to 

private firms represents an improvement in the allocation of capital in China. Loans to small 
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enterprises have grown faster than total enterprise loans for the past two years. While the gap 

between the two has narrowed in recent quarters, this is still a positive trend for economic 

rebalancing.   

Growth of the Tertiary Sector Faster than the Secondary Sector: As a result of distortionary 

policies, industry has grown much faster in China than services for much of the past decade 

leaving China with a much less developed service industry than most countries at comparable 

levels of economic development. Faster growth in this area will be essential to rebalancing both 

because the service sector is more labor-intensive thus generating more employment and because 

the service sector pays higher wages on average. Fast service sector growth should help the wage 

share of GDP recover from the current low levels and thus boost consumption. Moreover, a 

rapidly growing service sector should reflect rebalancing because households increase their 

consumption of services (relative to goods) as their incomes grow. A slowdown in secondary 

growth over the course of 2012 has led it to grow at the same pace as the tertiary sector, a neutral 

indicator for economic rebalancing. 

An examination of these indicators reveals that economic rebalancing is occurring in 

China, but at a suboptimal pace. Three out of five indicators listed above are positive, but only 

slightly so. The remaining two indicators are only neutral. The slow progress of rebalancing is at 

odds with the urgent rhetoric that policymakers use when describing the necessity of economic 

rebalancing. At the current pace, investment levels will remain super-elevated in China and 

consumption will remain depressed for at least the next decade. 

Policies to Rebalance 

The Interest Rate 

Market-determined interest rates would lead to a rise in deposit rates, and banks would 

have to pass part of the costs of funds to borrowers in the form of lending rates that on average 

would be higher in real terms than has been the case in recent years. This would narrow the 

spread between the return on capital and the bank lending rate and therefore likely reduce 

China’s extraordinarily high rate of investment, thus contributing to the policymakers’ goal of 

reducing China’s dependence on investment as a source of economic growth.  

Higher deposit rates would also promote consumption through three distinct channels. 

First, higher deposit rates translate directly into more income for households. Second, higher 

deposit rates likely will lower the saving rate. This counterintuitive effect is due to severe 

financial repression, which has reduced the return available to savers. Because Chinese 

households are target savers, seeking a set amount of funds for emergencies and expenses, a 

lower deposit rate actually causes households to save at higher rates. Finally, higher lending rates 

lead to less capital intensive economic development resulting in more job creation, higher 

household income, and ultimately higher levels of household consumption. 

The Exchange Rate 

Although China’s current account surplus has declined significantly from the peak levels 

of 2007–08, it is still large.  Thus given China’s persistent large current account surplus, a more 

market-based renminbi exchange rate almost certainly will lead to appreciation. This would 
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contribute to economic rebalancing in two ways. First, by making exports more expensive and 

imports cheaper, currency appreciation would reduce the growth of exports and increase the 

growth of imports, cutting China’s large global external surplus. On the domestic side, an 

appreciation of the currency would also decrease the profitability of the export-oriented 

manufacturing sector to the relative benefit of the service sector of the economy, which has 

languished since 2002. Secondly, a more flexible renminbi will mean less intervention in the 

foreign exchange market, a prerequisite for liberalizing interest rates.  

China’s current account surplus in the first half of 2012 fell to only 2.1 percent of GDP, 

down dramatically from the 10.1 percent peak in 2007. This fall in the external surplus was made 

possible by the 30 percent appreciation in the real effective exchange rate since June 2005 and 

ongoing economic weakness in China’s major export markets, particularly Europe. This drop in 

the current account surplus in part explains the ability of the central bank to significantly reduce 

its intervention in China’s foreign exchange market in the first three quarters of 2012. Compared 

with an annual average of $435 billion in 2007–11, central bank intervention in the foreign 

exchange market dropped dramatically to only $64 billion in the first three quarters of 2012. 

Moreover, in 2012 there was substantial two-way movement in the value of the renminbi, and on 

some occasions the central bank actually appeared to be intervening in the market by selling 

foreign exchange to prevent a more sizeable depreciation of the currency. Thus in 2012 the value 

of the currency increasingly appeared to be determined by supply and demand in the market.  

There are, however, several reasons to believe that significant intervention by the 

People’s Bank of China may not yet be a thing of the past. In the second half of 2011, economic 

fears brought about by a slowdown in the Chinese economy and the European crisis put 

downward pressure on the exchange rate and reduced the need for intervention. These concerns 

have since abated and thus the upward pressure on the exchange rate has returned. Related to the 

concerns, foreign currency deposits in domestic banks started increasing rapidly at the end of 

2011 and the beginning of 2012 as Chinese corporations no longer felt compelled to immediately 

convert their overseas earnings into renminbi. These deposits increased by 58 percent ($149 

billion) between 2011Q3 and 2012Q2, dramatically reducing the need for intervention by the 

central bank. But in the second half of 2012 the buildup of foreign currency deposits in the 

Chinese banking system abruptly stopped, as firms no longer expected much of a chance of 

renminbi depreciation.  

The Price of Energy 

The third price distortion that must be corrected is the cost of energy. Price controls on 

electricity, gasoline, and other liquid fuels act as an implicit subsidy to China’s industrial sector, 

which consumes two-thirds of energy production. This subsidy led to a more capital-intensive 

form of growth at the expense of the service sector. Removing these subsidies would help 

eliminate the incentives for overly capital-intensive growth and gradually increase the wage 

share of GDP as the more labor-intensive service sector develops more rapidly.  

In both electricity and liquid fuels, the central government has been unwilling to pass 

along the full magnitude of cost increases and has instead imposed losses or low rates of return 

on state-owned enterprises. This makes energy-intensive industries, primarily manufacturers, 

more profitable than the service sector, leading to a rising share of investment in manufacturing 

and industry and a falling share of investment in services. In the 1980s and 1990s China’s 
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service sector grew so rapidly that its share of GDP rose by an average of one percentage point 

per year, reaching 41.5 percent in 2002. With the onset of severe financial repression and other 

distortions in 2003, the service sector stagnated, growing by less than two percentage points 

between 2002 and 2011. China’s service sector share of the economy remains a full ten 

percentage points lower than what is typical for other emerging markets. Energy price distortions 

have resulted in a more capital-intensive growth path, which has rewarded capital at the expense 

of labor and led to a drop in the wage share of GDP. This distortion has lowered consumption 

levels and exacerbated income inequality. 

Social Transfers and Reducing Income Inequality 

The effort to unwind economic imbalances in China can be hastened by a greater 

emphasis on transfers and redistribution, which will bring down the saving rate and put more 

money in the hands of those most likely to consume. First, the Chinese government needs to 

continue to build out the social safety net in order to reduce precautionary saving by households. 

The lack of a safety net encourages households to save large amounts to deal with emergencies. 

A more robust social safety net will lessen the need for precautionary saving, lowering the 

household saving rate and increasing private consumption. 

In addition to building out the social safety net, addressing China’s high levels of income 

inequality will contribute to lowering the saving rate. The release of official Gini coefficient 

statistics was delayed for almost a decade as the National Bureau of Statistics worked to 

harmonize income measurement between rural and urban areas. In 2013, officials released 

revised annual Gini coefficients going back to 2003. The new data revealed that despite the 

populism of the Hu Jintao-Wen Jiabao administration, income inequality remained high 

throughout the last decade. During this period, the Gini coefficient hovered between .47 and .49, 

meaning that inequality in China is worse than in Russia and the United States and roughly on 

par with Nigeria and Mexico.  

The most effective way to reduce inequality would be to adopt a more market-based 

interest rate, exchange rate, and energy prices, which will help increase the wage share of GDP 

and thereby reduce the enormous gains that have accrued to capital owners over the past decade 

and worsened inequality. There has been a considerable decline in the wage share of GDP since 

the emergence of severe economic distortions in 2003. A more balanced economic growth model 

should help the wage share of GDP to recover to levels more typical for emerging markets, 

around 55 percent. In addition, the government should increase the progressiveness of taxes in 

China, which relies too much on indirect, and therefore regressive, tax collection. Finally, further 

reforms to the hukou household registration system would reduce inequality between rural and 

urban areas and improve the living standards of China’s migrant workers. The core of economic 

rebalancing is removing the distortions that pushed the economy in an unbalanced direction in 

the first place. These distortions are the misalignment of the fundamental prices, the exchange 

rate, interest rate, and price of energy. The lack of a social safety net and high levels of income 

inequality are important contributors to China’s extremely high household saving rates. Bringing 

these prices back into alignment while increasing social transfers and adopting other polices to 

improve the distribution of income will boost consumption and establish more sustainable 

sources of economic growth for the future. 

The Politics of Economic Rebalancing 
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 A common refrain is that political reform in China is necessary to break the current 

deadlock on economic reform.  This argument, advanced by many inside and outside China, 

states that the growing power of vested interests has strangled economic reform over the past 

decade. It follows that dramatic political reforms will cleanse policymaking of these roadblocks 

and open up space for economic reform to resume. Given the glacial pace of political reform in 

China, proponents of this viewpoint understandably are pessimistic about the prospects for 

further economic reform.  

 The political barrier to economic reform argument has some validity but is significantly 

overstated. In certain policy areas vested interests are strong and have successfully resisted 

reform. A clear example is state-owned enterprise dividends. Despite intense pressure by the 

Ministry of Finance and the State Council, dividends paid by state-owned enterprises starting in 

2007 have increased only marginally and most are ultimately recycled back into the state sector. 

State-owned enterprises and their supervisory body, the State-Owned Asset Supervision and 

Administration Commission (SASAC), represent a vested interest that has successfully resisted 

needed reform. Other examples of vested interests resisting policy reforms include local 

governments ignoring central government housing purchase restrictions and resisting land 

acquisition reforms designed to increase compensation to peasants.  

 With respect to the key reforms needed for rebalancing, the case that vested interests are 

organized and able to resist reform is a lot less clear. The economic imperative for rebalancing is 

clear and shared widely amongst Chinese economists and policymakers. A brief survey of recent 

official economic policy documents is a testament to this point. In late 2010, the 12th Five-Year 

Plan (2011–15) included several core elements of rebalancing, including increasing 

consumption, interest rate liberalization, and opening the capital account. In September 2012, the 

People’s Bank of China and China Banking Regulatory Commission released a financial reform 

plan calling for a more market-oriented exchange rate, interest rate liberalization, and opening 

the capital account.  The change of leadership in China in the fall of 2012 also offered hope for 

economic rebalancing. In his opening speech to the 18th Party Congress in November 2012, Hu 

Jintao reiterated the need for interest rate, exchange rate, and capital account liberalization. Hu’s 

speech reportedly was drafted by a group of high party officials led by his successor, Xi Jinping. 

Thus the speech almost certainly reflects the views of China’s incoming top leadership. 

Moreover, one of Xi Jinping’s first actions after taking office was to travel to the southern 

province of Guangdong, paying homage to Deng Xiaoping’s famous Southern Tour, which 

reignited economic reform in the 1990s. Finally, Chinese leaders at all levels have identified 

income inequality as an important problem, and the NDRC is currently formulating a plan to 

address it.  

 Unlike reforms that rely on the cooperation of local governments or the many thousands 

of state-owned enterprises, the critical policy instruments needed to achieve economic 

rebalancing are centrally controlled. Rather than forcing changes that may be resisted by 

subordinate actors, most of these reforms simply require that the central government stop 

actively interfering with the market. The People’s Bank of China, with approval from the State 

Council, can immediately move forward with liberalizing interest rates, the exchange rate, and 

the capital account. With respect to the interest rate, the dynamic of market competition would 

force all banks, even the large state-owned commercial banks, to begin offering competitive rates 

in order to hold on to deposits. This, in turn, is likely to put upward pressure on lending rates, 



83 

 

which, in turn, will contribute to a reduction in the investment share of GDP. A more market-

oriented renminbi simply requires the People’s Bank of China to further reduce its intervention 

in the foreign exchange markets. More market-determined prices for energy simply require 

modifying NDRC’s price-setting rules so that the changing market prices for oil and coal are 

fully reflected in prices paid by final users of refined petroleum products and electricity.  

The policy changes needed to increase social transfers and income redistribution require 

cooperation from subordinate actors and thus are more difficult. However, these policy changes 

should still be achievable given their immense public popularity. Improving the social safety net 

requires cooperation by local governments, but it will be difficult for them to obstruct these 

popular programs. The rapid roll out of the rural medical and pension programs and the rates of 

participation rates suggest a strong base of support and the ability for the central and local 

government to work together on this issue. Chinese citizens frequently cite inequality as one of 

their highest concerns, and the NDRC has been working on a plan to address issue since 2004. 

The details of the plan that have emerged so far emphasize cracking down on monopoly sectors, 

increasing state-owned enterprise dividends, and providing more support for lower income 

groups. Public support for these proposals is likely to be strong, and vested interests will have a 

hard time resisting these policies if the central leadership vigorously and publicly promotes them. 

 The reforms needed for economic rebalancing are largely already government policy. 

Moreover, the central government can achieve many of these polices directly without 

interference by other actors. The ones that it cannot are extremely politically popular and should 

be difficult for any vested interest to resist. Therefore, there is no obvious reason why 

fundamental political reform has to precede economic reform. The slow pace of reform in the Hu 

Jintao–Wen Jiabao era stemmed from the top leadership’s weak commitment to restructuring. 

The tremendous speed of economic growth over the past decade provided little incentive for 

policymakers to actually move forward with the difficult task of rebalancing. Rocking the boat is 

always difficult, especially when one’s country is posting the highest GDP growth rates ever 

achieved by a large economy. It is only with the economic slowdown in 2012, which led to the 

lowest pace of expansion in a decade, that the rebalancing agenda took on greater urgency. As is 

the case with most political systems, difficult changes are made only when they are forced by 

necessity. The Communist Party continues to derive much of its legitimacy from the rising living 

standards made possible by sustained economic growth. As rebalancing increasingly becomes 

seen as a necessity to sustain economic growth, economic reforms will begin to be implemented 

with increased urgency. Political reform in China is certainly desirable and could be helpful in 

addressing a wide variety of social ills, but it is not a prerequisite to achieving a more balanced 

economy. Instead, a renewed commitment to economic reform by the top leadership, akin to the 

large reform push led by Zhu Rongji in the 1990s, is needed to break the policy deadlock and put 

the Chinese economy back on a more sustainable footing. 

Implications for the United States and Policy Options 

The ramifications of economic rebalancing in China for the United States come primarily 

through the reduction of China’s external surpluses. When a country runs large and persistent 

external surpluses, it is siphoning away global demand from other countries.  It is important to 

note that China’s external surpluses have come down significantly over the past few years. These 

reductions, however, may be temporary because they were driven global economic weakness and 

unsustainably high levels of investment in China. The slow progress in increasing consumption 
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as a share of GDP in China means that China will continue to add much more to global supply 

than global demand.  

Economic rebalancing in China will increase consumption and add to global demand. 

This is likely to increase American exports and facilitate our own process of economic 

adjustment. A reduction in the American current account deficit will have positive benefits for 

economic growth and ameliorate some of the adverse effects of household and government fiscal 

consolidation. In some ways the economic challenges facing the two countries are mirror images. 

While China must take steps to increase consumption and reduce excess savings, the United 

States must decrease consumption and increase savings. Without economic rebalancing in China, 

the United States will face a worse external economic environment, making our fiscal situation 

more difficult to resolve. 

 While economic rebalancing in China would have benefits for the United States, it is not 

a cure-all for our current economic problems, nor should imbalances in China be used as a 

scapegoat for our massive buildup in public debt and the global financial crisis. Chinese 

economic rebalancing would be helpful, but domestic policy decisions will ultimately determine 

the fate of the United States economy.  

This context is important to keep in mind while considering American policy towards 

China and specifically the role of congress. The United States has played a positive role in 

promoting economic reform in China in the past. From the time of Deng Xiaoping’s initial 

reforms, through the accession to the World Trade Organization and more recently in the regular 

exchanges of the Strategic and Economic Dialogue, the United States has been a consistent voice 

for economic liberalization. American support, and sometimes criticism, has been mostly 

productive in terms of boosting the influence of reformers. Even during times of open 

disagreement, such as periodic barbs traded between the governments over the Chinese exchange 

rate, modest pressure by the US government is helpful in pushing Chinese policy in the right 

direction.  

There are two important caveats to this rule. First, while American pressure can be 

helpful it is by no means decisive. Economic policy decisions in China will continue to be 

primarily based on domestic concerns. The same is true of the United States and any great 

power. We can help shape Chinese policy at the margin, but US negotiators should never forget 

that they are but one of many considerations that shape the ultimate decision. Policies that are 

viewed as threats to the core interests of economic and social stability or weakening state control 

in specified sensitive economic sectors will not be adopted, regardless of how much US 

negotiators press. The second caveat is that too much pressure from the United States can be 

counterproductive. Indeed, during the most heated periods of the exchange rate debate, some 

elements of Chinese public opinion began to view the issue through a nationalistic/anti-foreign 

prism. When policy debates take on this tone the domestic forces within China most opposed to 

reform gain influence.  

The United States should continue to advocate for economic reform and when possible 

frame the debate in a positive way. A commitment by both countries to engage each other 

directly on new international economic agreements would be helpful in improving the tone of 

relations. Specifically, the rise in competing regional trade agreements in Asia should not 

prevent the US and China from engaging each other directly. A proactive policy by the United 
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State combined with recognition of the limits of our influence is the best strategy for promoting 

economic rebalancing in China. 
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PANEL II QUESTION AND ANSWER 

 

 

 CHAIRMAN REINSCH:  Great .   Thank you very much.   

 Let ' s  begin with Commissioner Wessel .  

 COMMISSIONER WESSEL:   Thank you,  both ,  and Dr .  Prasad ,  

good to see  you again.  

 This  is  an impor tant  panel ,  and I think,  as  you both know,  las t  

year 's  campaign here was fueled in  many ways  on  both  s ides  of  the ai s le  by 

quest ions about  the  U.S .  posture  vi s -a-v is  China on  some speci f ic  pol icy 

issues ,  currency,  and many o thers .  

 We now have a change of  leadership  and  a  new adminis t rat ion in  

of f ice.   Mr.  Bors t ,  you seem to  be  arguing,  and  I don ' t  think  anyone 

quest ions the  need  for  us  to  address  some pol icy i ssues  here,  bu t  you  seem to 

be  arguing that  we should diminish at tent ion on the U. S .-China i ssues  and let  

them work  thei r  way through proper course .   And Dr.  Prasad,  you  seem to  

paint  an opt imist ic  pic ture of  the change that ' s  occurring in  China .   

 To what  ex tent  do you think the new leadership  is  going to  seek --

"honeymoon" is  probably the  wrong word --but  a  period  of  quiet  engagement  

between the U.S .  and China as  i t  seeks  to  implement  the  pol icies  and  gain 

cont rol  over i ts  processes ,  and how pat ien t  should  we be?   You talked about  

bi lateral  t rade i ssues ,  surpluses  and  def ici t s ,  bu t ,  as  y ou  know,  the  issues  go  

much deeper ,  the in tel lectual  property r ights  and many other  things  that  are 

not  always  measured in  the  exact  t rade  f lows .  

 So what 's  your  percept ion  of  the change in  China ,  change in  

leadership ,  and how should we be  engaging as  we l ook at  the problems that  

many have raised  on  the U.S . -China  b i la teral  f ront?   Both  witnesses ,  please.  

 MR. BORST:  Well ,  I  would never  recommend diminishing the  

at ten t ion that  the U.S.  government  places  on these i ssues .   I  would  jus t  l ike 

to  emphasize that  I  think i t ' s  very much worthy of  at tent ion ,  but  we should  

be  real i s t ic  about  how much we can actual ly achieve.  

 In  terms of  where  the new Chinese leadersh ip  s tands,  I  can tel l  

you  the  convent ional  wisdom a year  or  so ago  was that  the new 

adminis t ra t ion would take about  a  year  to  sort  of  consol idate before  they 

begin  to  push  through any s igni f icant  reforms.   As  Eswar ment ioned,  I  think 

the  re lease  of  this  income inequal i t y plan  las t  week actual ly negates  some of  

tha t ,  and  i t ' s  a  hopeful  s ign  that  we might  s ee more reform coming more 

quickly than  people expected even just  a  year  ago .  

 COMMISSIONER WESSEL:   But  in  terms  of  that  reform,  what  

do you think i t  means for  us?   There  is  a  t endency in China  for  them to  want  

to  source domest ica l ly.   They have an aversi on  to  imports .   They have a  

number of  barr iers ,  et  cetera.   So  as  they increase consumpt ion,  are  they 

going to  al so  increase  openness?  

 MR. BORST:  My hope i s  tha t  they wil l ,  but  I  al so  think  that ,  as  

you  ment ioned,  every new Chinese  adminis t rat ion feels  t he need  to  sor t  of  
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establ ish thei r  credibi l i t y as  a  defender of  the Chinese nat ional  in teres ts ,  and  

I think there 's  a  high l ike l ihood,  at  l eas t  in  the  f i rs t  year  or  so ,  tha t  they 

might  take  sort  of  nat ional i s t  s tands on issues  l ike  that .  

 COMMISSIONER WESSEL:   Dr.  Prasad .  

 DR.  PRASAD:  I 'm going to  s tep  a  l i t t l e  bi t  ou t  of  my normal  

f ield  of  expert ise.   I  think ,  of  course,  one has  to  see  to  see pol i t i cs  and  

economics  together ,  and the new leadership  does have an  imperat ive to  

sol idi fy i ts  own pol i t ical  base  to  appear  s t rong,  and pol i t i cal  developments ,  

especial ly vis -a-vis  Japan and other  events  in  the South China  Sea ,  have 

given  them that  opportuni ty.  

 So I suspect  that ,  in  fact ,  they' re  going to  use the  cover provided  

by that  to  engage more cons truct ively on the  economic s ide ,  especial ly with 

the  U.S.   My sense  i s  that  there i s  a  clear  understanding in  Bei j ing and  in  

Washington  of  the quid pro quo that  would benefi t  bo th s ides .   

 Tim Gei thner in  h is  speech in  the  lead -up to  the  S&ED meet ings  

a couple  of  yea rs  ago laid  this  out  very clear ly.   What  China wants  i s  access  

to  investment  oppor tuni t ies ,  t echnology and so  forth  in  the U.S . ;  the U.S .  

wants  market  access ,and bet ter  protec t ion of  intel lectual  property r ights .  

 And I think under the  surface ,  that  dialog ue is  now going to  

become a much more product ive one.   As I ment ioned,  the t radi t ional  

f lashpoints ,  l ike the  currency,  have essent ial l y d iss ipated.   Now,  of  course,  

this  is  going to  be  driven to  some extent  by pol i t i cal  dynamics  in  our  capi tal  

as  wel l .   So  long as  the  jobs  picture  cont inues  to  improve,  then I think the 

bi lateral  t rade defic i t  that  we 're  running  with China  is  going  to  get  less  

at ten t ion,  and  f rankly I don ' t  think  that ' s  a  number any of  us  should be 

focusing on,  but  i t  does  get  at tent ion.  

 So i f  the economic  s i tuat ion  here  improves,  I  see  a s i tuat ion 

where  we can have a bet ter  re la t ionship .    

 Now,  the Chinese government ,  as  Mr.  Bors t  said,  has ,  in  fac t ,  

indicated  that  i t  has  a  f ramework  for  reforms,  but  there are important  s teps  

that  we wil l  see in  the  coming weeks or  months .   For instance,  what  sor t  of  

appointments  they make a t  the second t ier ,  for  instance,  who i s  going to  head 

the  People 's  Bank of  China  now that  i t ' s  been  made clear  that  Governor  Zhou 

wil l  not  remain  in  that  posi t ion .  

 And there wil l  be  a  l i t t l e  bi t  o f  movement  around that  

appointment ,  and I think  that  wi l l  be a very s igni f icant  s ignal  about  the 

seriousness  wi th which  th is  new leadership intends  to  push  forward  i t s  

reforms,  but  so far  the  s igns  are  posi t ive.  

 COMMISSIONER WESSEL:   Thank you.  

 CHAIRMAN REINSCH:  Commissioner  Shea.  

 VICE CHAIRMAN SHEA:  Thank you,  both ,  for  being here .   I  

enjoyed your tes t imony.    

 I  have a quest ion  for  Dr.  Prasad  and then a quest ion  for  Mr.  

Borst .   Dr .  Prasad -- I 've  got  to  take my glasses  of f  to  read --can meaningful  

rebalancing actual ly occur in  China without  weal th being t ransfer red f rom 

the  s tate  sector  say through privat izat ion of  the s tate enterprises ,  as  the  
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World Bank 2030 report  suggested ,  and have you seen an y evidence that  thi s  

is  actual ly going to  happen?  

 I 've  seen  evidence to  the  contrary.   The Chinese government  just  

announced a  massive reconsol idat ion of  a  number of  di f ferent  indust r ies .   So 

that 's  my quest ion  for  you.   Can there be rebalancing without  p rivat izat ion of  

the  s tate  economy?  

 And for  Mr.  Borst ,  I  know you ment ioned as  one of  the  four  

i tems needed for  rebalancing is  greater  precaut ionary savings and a s t ronger 

Chinese  social  safe ty net ,  and that ' s  often  s tated .  

 I  read a  book by Mike Pet t is  wh o pooh-poohs that  point  and  says  

that  household saving in  China  is  relat ively equal ,  roughly approximate  to  

what  the household  saving i s  in  o ther  Asian count r ies .   It 's  rea l ly the 

ex traordinary savings by the corporate and government  sectors  i s  the  

problem, and that  we place  too much emphasis  on thi s  precaut ionary savings 

at  the household  level .  So  I 'd  l ike  you to respond to  that .  

 DR.  PRASAD:  So  just  to  be clear  again ,  I  was t rying to  paint  as  

opt imist ic  a  picture  as  possible,  and  i t  i s  t rue that  in  some sense ,  things  are 

not  get t ing worse ,  but  they' re  not  get t ing that  much bet ter ,  and that  i s  a  

serious  concern that  the Chinese  leadership is  deal ing with.   They do want  to  

make consumption an important  driver  of  growth,  and  r ight  now i t ' s  

government  and pr i vate  consumption together  that  are  driv ing growth .  

 Making private consumption  a b igger part  of  overal l  GDP is  

rea l ly something they are very keen to  do.   Now,  the issue here again i s  

whether  they have the  r ight  intent ions and the r ight  approach?   This  p la n to  

reduce inequal i t y that  both of  us  have refer red to  has  a  very speci f ic  

measure:  to  ask  s tate -owned enterprises  to  t ransfer  another  f ive  percent  of  

the ir  profi t s  through the  s tate rather  than  hang on to  i t .  

 And that ,  for  instance,  is  something that  we  have not  seen  in  the  

past ,  a  very speci f ic  measure,  because there had been a push in  the  pas t  to  

get  s tate  enterprises  to  provide more  resources  to  the  s tate ,  which  in  turn 

could  be used  to  support  social  and  other  programs.  But  I think  at  leas t  the 

intent ion  does seem to be very much there .  

 Now,  the ques t ion i s  whether  the o ther  reforms are going to  be 

fast  enough and s t rong enough to  suppor t  thi s  rebalancing process ,  and  there,  

again,  the inten t ions are  r ight .   Las t  year ,  we saw some small  s teps ,  bu t  th e  

big s teps  that  need  to  be taken ,  l iberal iz ing interest  rates ,  breaking the power  

of  the big banks ,  are going to  be very d if f icul t .  

 But  here again the government  is  showing some degree  of  

as tuteness  in  approaching th is  because taking on the  big banks  is  di f f icul t  

because  the  sys tem as  i t  i s  now st ructured  works  very wel l  for  them.   The 

way to do  i t  again i s  to  put  i t  in  the r ight  framework and then  to  take smal l  

s teps .   So las t  year  when they reduced  both  deposi t  and lending ra tes ,  they 

told  the  banks we ' re  going to  al low you to offer  s l ight ly higher deposi t  rates  

related to  the benchmark  so  that  people won ' t  get  hurt .  

 So this  was  a  l i t t l e  bi t  of  covert  l iberal izat ion taken  in  an 

oppor tunis t ic  way so I 'm somewhat  more opt imist ic  that  they' re  making 
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progress  but  very s lowly.  

 VICE CHAIRMAN SHEA:  But  my quest ion was about  the  s ta te -

owned enterpri ses .   We commissioned research;  they say that  the s tate -owned 

port ion of  the  economy i s - - roughly 40  to  50 percent  of  the Chinese  economy 

is  s ta te -owned,  and  there a re many hundred more and more  large s tate -owned 

enterpri ses .   Can there  real ly be  t rue  rebalancing in  China without  breaking 

up a large  part  of  the s tate sector?   Breaking up these SOEs and privat iz ing 

them? 

 DR.  PRASAD:  That 's  a  crucial  point  because ,  in  fac t ,  during the  

f inancia l  cr is i s ,  the investment  boom actual ly s t rengthened the  posi t ion  of  

the  s tate  enterprise sector  and  made things  a  l i t t l e  worse in  the dimension 

you 're  talking about .  

 What  the  Chinese government  has  t r ied  to  do  is  rather  than  

privat iz ing the s ta te  enterprises ,  which is  a  very d if f icu l t  t ask,  and  the  

f inancia l  sys tem is  not  wel l -equipped enough a t  this  s tage  to  provide  enough 

direct  f inancing,  what  they' re  t rying to  do i s  corporat ize them.   In  other  

words,  ge t  s tate -owned enterpri ses  to  behave more on  commercial  pr incip les .   

 Now that ' s  a  l i t t l e  d if f icul t  to  do when you have large  s tate  

enterpri ses  in  some sectors  tha t  are  bas ical ly monopol ies  that  are protected 

by the s ta te .   So  I think  privat iza t ion i s  a  very long - term object ive.   If  they 

can get  the s ta te enterprises  to  funct ion  a l i t t l e  more effect ively,  bring in  

some more  compet i t ion f rom the  private  sector  by adding more f inancing 

through the banking sys tem,  then  they' l l  be making progress ,  but  what  you 're 

suggest ing is  probably the r ight  ul t imate object ive,  but  i t ' s  going to  take a 

long t ime.  

 VICE CHAIRMAN SHEA:  Thank you.  

 Mr.  Borst ,  i f  you  could jus t  t ake  a minute to  answer  my quest ion.  

 MR. BORST:  Sure.   Yeah.   Fi rs t ,  to  address  the  issue of  

household savings  and household  consumption,  Chinese household 

consumption  as  a  share  of  GDP i s  a  his toric  low,  sort  of  an out l ier  for  any 

major  economy.   I  bel ieve  the  las t  f igure we have i s  35 percent  of  GDP.   And 

there 's  a  l i t t l e  bi t  o f  debate concerning whether  is  consumption  being 

measured exact ly perfect ly in  China ,  and even  i f  you  sort  of  bui ld in  a 

margin of  er ror ,  i t ' s  s t i l l  far ,  far  too low.  

 So reducing household savings  is  defin i tely a  necessary pol icy,  

and part  of  this  is  bui lding out  the social  safety net ,  and I think  that ' s  been  a  

wel l -covered topic ,  but  one  thing we 've been  focusing on more recent ly i s  

actual ly looking at  income dis t r ibut ion ,  and so the Nat ional  Bureau  of  

Stat i s t i cs  in  China released ,  af ter  sort  of  a  ten -year  hiatus ,  Gini -coeff icient  

f igures  for  China  for  the past  decade.  It  shows that  China is  at  a  very high  

level  of  income inequal i t y.  

 So i f  you  look at  the dis t r ibut ion  of  income with in the country,  

those  wi th savings  or  much higher  income have a  much higher propensi ty to  

save ,  and so you rea l ly need some  effort s  to  get  money,  to  get  income in to 

the  hands  of  lower income people  wi th much higher  marginal  propensi ty to  

consume.  
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 On the issue  of  corporate savings ,  this  i s  something we 've looked 

at  qui te  a  bi t ,  and  we think changes  to  the  interest  rate  could h elp produce 

corporate  savings.   And also tying that  in - -Dr .  Prasad  ment ioned  the  issue of  

corporate  dividends ,  speci f ical ly SOE dividends .   So,  on the one hand,  we 're 

asking the  government  to  bui ld out  the social  safety net ,  bu t  i f  this  is  funded 

through government  savings ,  i t  doesn ' t  actual ly a l ter  the consumption 

balance  within China.  

 So what  we advocate for  is  that  real ly a  lot  of  the new bui ld -out  

of  the social  safety net  needs to  come f rom higher dividends  placed on  s tate -

owned enterpri ses .   And as  Dr .  Prasad ment ioned,  there has  been  progress .   

So before 2007,  the  s ta te -owned enterpr ises  were paying no  div idends.   They 

moved up to  a 0 -5-10 t iered bracket .   In  2011,  those  t i ers  moved up  to  5 -10-

15,  and  i f  this  pol icy out l ined in  the new income inequal i t y plan  is  fol lowed 

through with,  i t  wi l l  be at  a  10 -15-20.   So I think over  the  course of  f ive 

years ,  tha t 's  pret ty sol id  progress .  

 VICE CHAIRMAN SHEA:  Okay.   Thank you.  

 CHAIRMAN REINSCH:  If  I  could fol low up before  we go  to  

Commissioner  Slane ,  you  ment ioned  the  Gini -coeff icient .   There seems to be  

a smal l  debate about  the s ize of  that .   I  think the Chinese have publ ished --

what - - .47 or  something.   Other  people are saying more , .61 or  so .   Where  are 

you on that ,  ei ther  of  you  on that  cont roversy?  

 MR. BORST:  Yeah.   So  thei r  explanat ion of  why they basical ly 

skipped a  decade of  publ ishing these is  tha t  they were  harmoniz ing income 

account ing between urban and rural  areas ,  which i s  a  l egi t imate i ssue  in  

China,  but ,  you know, whether  i t ' s  .47,  .49 ,  or  there 's  an al ternat ive  s tudy 

where  people have sugges ted i t 's  .61 ,  regard less  of  where  you sort  of  fa l l  in  

between that  mix ,  i t ' s  high,  and  the exact  number  I think mat ters  l ess  than  

the  idea  that  i t ' s  higher than  the U.S. ,  i t ' s  higher  than  Russia,  you know, i t ' s  

on par  wi th  count r ies  l ike  Mexico and Nigeria .  

 DR.  PRASAD:  Yes.   If  you ' l l  pardon the expression ,  by any 

measure ,  i t ' s  p re t ty damn high.  Two things ,  two quick observat ions I 'd  l ike 

to  make on that ,  i s  most  household  surveys  on  which  these  calcu la t ions  are 

based are not  very good a t  t racking the incomes of  those  of  the  very top  of  

the  income dis t r ibut ion,  and including those typical ly tends  to  provide much 

greater  measures  of  inequal i t y.   So,  unless  we actual ly have the  household -

level  data  and  see wher e the d is t r ibut ion has  sor t  of  been t runcated,  we won ' t  

rea l ly know what  the level  of  inequal i t y  is .  

 But  one possib le  development  in  inequal i t y is  that  a  major  

cont r ibutor  to  inequal i t y in  recent  years  has  been the widening gap  between 

rural  and urban  incomes ,  which was a  very s igni f icant  contr ibutor .   Wi th  the 

r ise in  food prices  over the las t  th ree  or  four years ,  tha t  gap  has  actual ly 

narrowed.   So,  in  fact ,  at  l eas t  on that  d imension,  the  rura l /urban 

cont r ibut ion to  overal l  inequal i t y has  ac tual ly decl i ned in  the las t  two or  

three years ,  but  s t i l l  i t ' s  a  major  problem.  

 CHAIRMAN REINSCH:  Thank you.  

 Commissioner  Slane .  
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 COMMISSIONER SLANE:   Thank you,  both ,  for  your tes t imony.   

It  was  real ly helpful .    

 Dr .  Prasad  gave me some hope,  and then  Mr.  Borst  took i t  al l  

away.   My quest ion  is  this  edict  that  was issued  some years  ago by the 

cent ral  government  to  go abroad and to encourage their  companies  to  do  

direct  foreign  inves tment ,  we 've seen very l i t t l e  of  i t  in  the  United  States .   

We keep  expect ing them to  come.   How do you see that?  Do you see the 

cent ral  government  incent iv iz ing or  pressuring thei r  companies  to  s tar t  going 

abroad,  and  how does  that  a l l  f i t  in to the rebalancing?  

 DR.  PRASAD:  This  has  been a  determined at tempt  by the 

Chinese  government .   Unt i l  about  three or  four years  ago ,  the  idea was  more 

to  of fset  the  pressures  coming f rom the  capi tal  coming in to China,  but  now 

the  nature  of  that  has  changed because what  China  is  also very keen to  do  

with  very large  s tockpi le of  foreign exchange reser ves  is  to  think  about  using 

at  least  addi t ional  reserve accumulat ion  in  a  way that  generates  higher yie ld 

and helps  them further  other  economic  and pol i t i ca l  object ives .  

 So what  they are very keen for  thei r  corporat ions to  do ,  and  al so  

their  inst i tut ional  investors ,  i s  to  go out  of  the  count ry,  f i rs t  o f  al l ,  for  

divers i f icat ion reasons ,  second,  as  a  condui t  for  bet ter  t echnology and  

managerial  expert i se.  And in  addi t ion,  they've  also  made i t  somewhat  easier  

for  households ,  which  in  principle can  take out  u p to  $50,000 a year  out  of  

the  count ry,  in  princip le ,  wi th no ques t ions  asked.  

 They are making i t  a  l i t t l e  eas ier  by providing the f inancial  

market  s t ructure  to  make that  happen.   You and I can  walk down to a  mutual  

fund down the  s t ree t  and  buy a  mutual  f und that  gives  us  exposure  to  other  

count r ies .   In  China ,  you  can 't  do  that .   So al though there i s  thi s  l arge l imit ,  

i t  cannot  be used by the average household.  

 So China i s  making a very s t rong ef for t ,  and thi s  t i es  in  also  with 

internat ional izat ion plan because the more renminbi  they have outs ide  the  

economy,  the greater  use i t 's  going to  be in  other  f inancial  markets ,  which i s  

going to  help  promote the renminbi 's  role.  

 So I think i t  i s  a  par t  of  the rebalancing process ,  and  i t  does  f i t  

into  the  overal l  approach  of  internat ional iz ing the renminbi  and t rying to  

take  the  pressure off  inf lows .  

 MR. BORST:  I  think Dr .  Prasad  is  exact ly r ight  on  this .   You 

know this  push began as  a  way to offset  hot  money inflows  that  they were  

qui te concerned  about .   It ' s  no w developed into  a method to sor t  of  gain  

access  to  needed natural  resources  that  China has  in  shor t  supply and al so  

gain higher  yields  to  move away f rom basical ly re lying on foreign 

government  debt  which  pays  very l i t t l e  yie lds .  

 I  would  l ike  to  poin t  out ,  though,  that  there has  been a 

s ignif icant  boost  in  Chinese  overseas  foreign d irect  investment  to  the  U.S.  

just  thi s  past  year .   But  despi te  th is  boost ,  one of  the  most  repeated  

complain ts  we hear  when we interact  wi th Chinese  col leagues  is  thi s  idea  of  

the  pol i t ic izat ion  of  foreign  di rect  inves tment  into the  U.S.  And so there 's  a  

couple issues  that  s tand out  in  terms of  Sanyi ,  the  wind  farm case ,  Haier ,  and 
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things l ike that ,  but  even though I know that  the CFIUS standards  are very 

wel l  l aid out ,  t ranspare nt ,  work according to  the ru le  of  l aw,  there  is  a  rea l  

and I think s igni f icant  Chinese  percept ion that  they' re  excluded f rom some 

oppor tuni t ies ,  and I  think  to  the ex tent  tha t  people  in  Congress  and  the  

execut ive branch can help address  those  Chinese conce rns,  even  i f  they' re 

not  based  on the  ac tual  real i t y,  I  think i t  would be  helpful .  

 COMMISSIONER SLANE:   Thank you.  

 CHAIRMAN REINSCH:  Okay.   Commissioner  Wortzel .  

 COMMISSIONER WORTZEL:  Appreciate both of  you being here 

today and  your wri t ten  and  oral  t es t imony.  

 Mr.  Borst ,  on  page two of  your wri t ten tes t imony,  you discussed 

f ive  indicators  for  economic  rebalancing in  China.   Two of  those  indicators  

are  the  urban  disposable  income is  growing fas ter  than  GDP, and  another  i s - -

wel l ,  th ree actual ly- -residen t ial  real  es tate inves tment  is  growing s lower than 

GDP, and you also have a s ta tement  tha t  the posi t ive  interests  on  bank 

depos i ts  just  aren ' t  there.   You 're  not  ge t t ing a lot  of  people --so  i f  u rban 

disposable  income keeps  growing,  where i s  i t  going?  

 MR. BORST:  As opposed  to - -  

 COMMISSIONER WORTZEL:  I  mean what  are  people doing 

with  that  income?   If  they' re  not  buying real  es tate and they ' re not  banking i t  

and they' re  not  consuming a lot  of  other  things ,  which i s  the  goal  of  

rebalancing,  where  i s  the  mon ey going?  

 MR. BORST:  Well ,  f i rs t ,  I  would just  l ike  to  poin t  out  that  

urban resident ial  real  es tate investment  is  growing faster  than  GDP.   It ' s  

come down s ignif icant ly f rom 2011 when i t  was  growing at  about  30 percent  

year -on-year .   We're now growing at  about  11  percent  year -on-year .   But  we 

would  l ike  to  see i t  grow slower than GDP for  a  sustained period to  get  

China 's  rea l  es tate  investment  share  of  GDP down to something more 

reasonable.   So  we did a  cross -count ry compar ison where we looked at  where  

rea l  es tate  investment  in  the U.S.  peaked,  where i t  peaked in Spain,  looking 

at  where i t  peaked in India  and  Taiwan,  and China  is  just  way off  the  charts .  

 So we 're  not  predict ing a  housing crash or  anything l ike that  in  

China,  but  we do think China  needs  to  gradual ly bring that  down as  a share  

of  GDP to get  in  a  more  sustainable area.   In  terms of  where Chinese 

household incomes  are  going,  one  of  the things  we 've been watching qui te  

closely is  the development  of  sort  of  non -tradi t ional  banking products ,  

commonly refer red  to  as  weal th  management  products ,  and  this  is  an area  of  

the  f inancial  sector  tha t  has  grown by leaps and bounds  over  the past  couple 

of  years .  

 So normally household deposi t s  in  China have a capped interest  

rate,  but  these  weal th management  products  have a f ree - f loat ing interest  rate .   

So people have been  very a t t racted  to  them to get  a  higher return,  but  one of  

the  problems is  we think  a lot  of  these  weal th management  products  are 

invest ing in  re la t ively r isky things l ike rea l  es tate ,  inf ras t ructure.  

 Just ,  I  think two months  ago ,  there  was  a blow up a t  one of  these 

weal th management  products  at  Huaxia Bank.   So  I think the more  the  
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Chinese  government  res t r ict s  things  l ike  the property market  and keeps  

f inancia l  repression  in  place,  the more  these  sort  of  non- tradi t ional  avenues  

for  people 's  savings  are going to  grow and increase  and  pose threats .  

 CHAIRMAN REINSCH:  Okay.   Thank you.  

 Commissioner  Goodwin .  

 COMMISSIONER GOODWIN:   Thank you,  Mr.  Chai rman.   Thank 

you,  gent lemen.   Please excuse my hoarse  voice  today.   I 'm f ight ing a  cold 

brought  home by one of  my kids .   They' re l i t t l e  carr ier  monkeys  f rom the  day 

care .  

 One of  our  earl ier  wi tnesses  ac tual ly talked in  his  wri t ten 

tes t imony about  the dis tor t ions to  the Chinese economy brought  about  by the  

Chinese  government 's  response  to  the  global  f inancial  cr is is .   Talk  a  l i t t l e  b i t  

about  precisely what  those dis tort ions  are and the  ef fect  tha t  these  

dis tor t ions have on the  government 's  ef forts  to  in i t i ate and implement  

economic  reform.  

 DR.  PRASAD:  So  even before the f inancial  cr i s is  hi t ,  the 

government  was ta lking about  the rebalancing ef fort  and  was  making 

at tempts  to  reform the  f inancial  sys tem to essent ial l y get  the banks to  behave 

l ike rea l  banks ,  to  d irect  more  lending towards  private  enter prises ,  towards 

smal l  and medium enterpri ses  in  the service  sector ,  and  so forth.  

 The f inancial  cr is i s  put  the kibosh on al l  o f  that  because 

essent ial l y what  happened was that  by October  2008,  i t  was clear  that  the  

economy was s ta l l ing,  and the way they d ecided to  revive the economy was 

essent ial l y through a massive  bank -financed  investment  program.  The banks 

were a  l i t t le  re luctant  to  lend because they had been told  to  be carefu l  about  

new non-performing loans appearing on  their  books,  but  then they were  told 

go out  and  lend,  and  they did lend to  the  tune  of  about  1 .3  to  $1.4 t r i l l ion in  

just  that  one  year ,  about  30 percent  of  GDP.  

 So that  had the  salu tary ef fec t  of  put t ing the  economy back  on  

t rack,  and  as  I ment ioned ,  the cont r ibut ion of  investment  to  GDP growth in  

2009 was nearly 90 percent .   So i t  was real ly investment  power  surge ,  and 

that  set  back  the  ent i re reform effort  in  many ways .   Fi rs t  o f  al l ,  the 

rebalancing ef fort  was  set  back because investment  was  now power ing 

growth again.   The s ta te -owned banks had  now lent  out  a  lo t  of  credi t  so the  

discip l ine that  had  been  imposed on them was  s igni f icant ly reduced .  

 The s ta te-owned enterprises  were now flush  wi th cash,  and  they 

were now in a  much more fel ici tous  pos i t ion  than the private sector  and the  

service  sector .  So  in  that  sense i t  set  back the rebalancing and reform effor t  

in  a  variety of  dimensions ,  but  i t  had the effect  of  the economy cont inuing to  

grow, cont inuing to  have momentum,  and that  in  a  sense has  created room for  

them to be  able to  de al  with many of  the problems,  and  thi s  is  the way China  

has  always  approached i t s  problems.  You bui ld up  problems,  but  so  long as  

you can keep GDP growing,  what  mat ters  is  problem div ided  by GDP,  and  

i t 's  worked for  them.  

 MR. BORST:  I  think two of  the mo st  press ing problems fac ing 

the  Chinese economy r ight  now can  be t raced d irect ly back to  the  response  to  
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2008 and the s t imulus that  fo l lowed.   One of  these i s  local  government  debt  

in  China,  and sor t  of  when they opened the  f loodgates  of  l ending to  f ight  t he  

f inancia l  cr is i s ,  local  governments  who were  prohib i ted f rom di rect ly 

borrowing created  these  plat form companies  that  d id  borrowing for  

inf rast ructure pro jects  on their  behest ,  and previously local  government  debt  

was relat ively low,  and then al l  o f  a  s udden i t  sprang out  to  about  10 .7  

t r i l l ion renminbi ,  and s ince  then they've  made a big ef fort  to  crack  down on 

local  government  borrowing.   But  i t ' s  s t i l l  sor t  of  a  l inger ing concern .   

 The second th ing was  in  addi t ion to  lot s  of  enterpr ise loans ,  also 

mortgage lending shot  up during 2009 and 2010.   And that  f i l te red  di rect ly 

into  the  housing boom that  we saw,  and  so  much of  the pol icy,  economic  

pol icy of  the past  two years ,  has  been addressed a t  sor t  of  gradual ly tamping 

down the housing market  in  China  without  popping what  might  be a  bubble .  

 So those two things  I think have s ignif icant ly cont r ibuted to  the 

s low down in growth and  our  l ingering worries  that  sort  of  have to  be  

digested over  the  next  couple  of  years  and cannot  be resolved  immediately.  

 COMMISSIONER GOODWIN:   Thank you.  

 CHAIRMAN REINSCH:  Commissioner  Talent .  

 COMMISSIONER TALENT:  Thank you,  Mr.  Chai rman.  

 I  have k ind  of  a  broad -based quest ion ,  and I 'd  l ike you both  to  

comment  on ,  and I 'm picking up on what  you said,  Dr.  Prasad,  about  the  

interplay between pol i t i cs  and  economic pol icy here.  

 I  think we al l  understand ,  and cer ta inly the las t  panel  

emphasized ,  this  is  a  government  and  a  leadership  network  that 's  res t ing i ts  

legi t imacy on i t s  economic  pol icies  in  the  way of  benefi ts  to  the  pe ople,  and  

i t 's  no t  going to  move forward  anywhere near  as  fas t  wi th pol i t i cal  reforms 

that  might  give i t  l egi t imacy f rom a pol i t ical  s tandpoin t .  

 Now you both  talk  about ,  and the other  materials  the  s taff  has  

provided,  th is  rebalancing wi th the asse t  bubbl es  and the o ther  dis tort ions  in  

the  economy.   It  s t r ikes  me i t ' s  very unl ikely that  they' re  going to  be able  to  

do this  without  further  episodes  of  severe d is locat ion .   You jus t  commented ,  

Doctor ,  tha t  when the  las t  one  happened,  they went  back  to  the old  pol icies .   

It  was  a lmost  l ike going to  a l i fe  raf t ,  and no  doubt  because  they were 

concerned that  i f  they didn ' t  ge t  the  GDP growth  up r ight  away,  i t  

undermined the legi t imacy of  the leadership ,  and they' re  cer tainly not  going 

to  put  the government  i t sel f  at  r i sk.  

 So I guess  what  I 'm saying to  you is  how l ikely is  i t  that  they can 

do this  without  the  kind  of  at  l east  t emporary d is locat ions that  a  government  

that  had greater  pol i t ical  l egi t imacy could work  through because  they can  

s tay in  power  and  have credibi l i t y wi th people based  on that ,  but  they' re  not  

going to  be able  to  do i t?   You see  the pic ture I 'm drawing,  and i t ' s  a  global  

kind  of  ques t ion,  but  I 'd  l ike  your comments  on i t .  

 MR. BORST:  I  ac tual ly bel ieve that  rebalancing can be  achieved  

in China,  and that  i t  can  be  achieved  while  sustain ing moderately fast  

economic  growth .  

 I  think the key i s  to  not  force  sort  of  a  sel f -defeat ing rapid  
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correct ion,  but  ac tual ly to  put  in  place a series  of  pol icy re forms that  over  

the  course  of  the next  decade woul d gradual ly get  investment  levels  down 

and consumpt ion  levels  up,  and so the key here i s  to  not  shrink the s ize  of  

investment  in  China  in  absolute  terms,  but  to  actual ly have i t  grow more 

s lowly than  consumption.  

 And so reforms in the  area of  in terest  rat e l ibera l iza t ion,  more 

market -based exchange rate,  reducing subsidies  for  indust r ial  f i rms,  lowering 

the  savings rate in  China.   I  think al l  o f  those  th ings wil l  gradual ly boost  

consumption  in  China  to  where  i t  needs  to  be.  

 And one sor t  of  misconcept ion t hat  we hear  a  lot  is  that  

consumption  hasn 't  been  growing quickly in  China.   It  has .   Over the  pas t  

f ive  years ,  household consumption  in  China has  been growing at  9 .5 percent ,  

which  is  amazing.   The problem has  been  that  everyth ing e lse  has  been  

growing so  much more quickly.   So the  idea i s  to  s low down investment  

whi le  doing a series  of  pol icies  to  keep  consumption  s t rong while  th is  

adjustment  is  taking  place  and to  get  to  a  more  balanced  p lace perhaps a  

decade f rom now.  

 DR.  PRASAD:  You 're r ight ,  Commiss ioner  Talent ,  that  

ul t imately what  sustains  the Chinese  government  is  not  in  terms of  

legi t imacy;  i t ' s  i t s  abi l i t y to  del iver  high growth,  growth  that  is  sus ta inable  

in  a variety of  dimensions ,  and that  may requi re bet ter  d is t r ibut ion.   And 

there are enormous r isks  bui lding up  in  the  sys tem because i t  i s  not  a  very 

f lex ible sys tem.  

 Mr.  Borst  has  pointed  out  the local  government  debts ,  which 

could  blow up especial ly i f  the economy slows  down.   There  are lots  of  

hidden problems in the  banking sys tem.   The s ocial  safety net  isn ' t  

funct ioning very wel l ,  but  there are  two issues  to  cons ider  here.   One is  are 

these problems manageable  given the t rajectory the  economy is  on;  and,  

second,  does the government  have resources  to  deal  with these  di s locat ions?  

 Again ,  so  long as  they can keep growth going by hook or  by 

crook,  i t  actual ly does  reduce the  scale of  the problems.   In  some cases ,  i t  

makes the  problems a l i t t l e  worse ,  but  so long as  the resources  are 

increasing,  they can  deal  with this ,  and I think that ' s  one  th ing that  is  to  be 

kept  in  mind.   If  you look at  the level  of  publ ic debt  in  China ,  the  cent ral  

government  expl ici t  publ ic debt  is  l ess  than 20 percent  of  GDP.   You add in 

what  we think we understand about  the  local  government  debt  and so on ,  i t ' s  

s t i l l  under  about  40  to  45 percent  of  GDP.  Perhaps even i f  you  push  i t  up  to  

50,  that  s t i l l  gives  you a lot  of  space  in  f iscal  pol icy to  respond i f  there are 

ex ternal  shocks or  i f  there  are domest ic  shocks .  

 Likewise,  in  monetary pol icy,  they are  somewhat  const rained by 

the  exchange rate regime,  but  r ight  now,  they don ' t  have lots  of  capi tal  

inf lows coming into  China .   Inf lat ion i s  wel l  under  control  so they do  have a  

lot  of  room in monetary pol icy.  

 So I ful ly expect  that  we wil l  see some more  bumps  in  the  road ,  

but  my sense  is  that  China  has  enough macroeconomic pol icy space to  be 

able  to  make sure those are  just  bumps  in  the  road rather  than  having the  



96 

 

t rain  go off  the rai ls ,  al though I 'm sorry about  the mixed metaphor,  but  you  

get  my poin t .  

 COMMISSIONER TALE NT:  Yes,  thank you.  

 CHAIRMAN REINSCH:  Commissioner  Fiedler  is  next .  

 COMMISSIONER FIEDLER:   There  was th is  publ ic debate 

between Nick Lardy and Mike Pet t is  tha t  I  read some of .   I  want  to  s impli fy 

i t ,  I  think.   Nick  doesn 't  think  they' re  in  for  a  hard l anding,  and  Michael  

does.   Is  that  a  fai r  s impl i f icat ion?  

 MR. BORST:  I  think that ' s  a  fa i r  s impli f icat ion.  

 COMMISSIONER FIEDLER:   Okay.   So  you are  giving us  the  

rosy opt imis t ic  v iew to s tar t  wi th ,  and you 've been backing  away ever  s ince  

in  response  to  quest ions .    

 Where are  the  potholes  that  are  sort  of  soft  in  the  road r ight  

now?   And let  me just  suggest  a  couple.   Unemployment  and  

underemployment  and job  creat ion  are a s igni f icant  problem and growing,  

and at  a  t ime when there i s  this  l aissez - fai re capi tal is t  supply and  demand 

and the  cos t  of  l abor,  bu t  you  see a whole bunch of  l ight -manufacturing,  low-

end manufacturing s tar t ing to  leave  the  count ry,  which i s  going to  exacerbate 

the  job creat ion  problem, and  i f  I  were cynical ,  I  would say that  they hav en 't  

s tolen  enough technology yet  to  have h igh -end manufacturing on  thei r  own.  

 And our  manufacturers  are not  moving thei r  high -end there 

because  they' re  worried  about  losing thei r  t echnology.   So  where  are  the 

bumps in the road  that  are  surely there s ince  this  is  not  a  perfect  economy?  

 DR.  PRASAD:  Commissioner Fiedler ,  I  should make i t  very 

clear  that  there are enormous r isks ,  but  one thing I 've  learned  about  the 

Chinese  economy,  and I 've  been s tudying i t  for  about  a  l i t t l e  over a  decade 

r ight  now,  is  the  more I s tudy i t ,  the less  I understand i t  because  the r i sks  

are  very easy to  point  to ,  and  there are  enormous r isks  in  the sys tem, but ,  

again,  the Chinese  government  has  been  able  to  manage thi s  ex tremely 

del icate  balancing given how l i t t l e  f lex ibi l i t y t hey have with thei r  

inst i tut ional  mechanisms,  with  thei r  pol icy mechanisms.   It  works in  a very 

s t range way,  but  thi s  is  not  to  say that  there are no r isks .  

 COMMISSIONER FIEDLER:   No,  what  s t r ikes  me,  le t 's  t ake the 

Wal -Mart  analogy.   Wal -Mart ,  when i t  s t ar ted ,  was smal l  and i t  was  growing,  

and i t  was rapid growth .   Same -s tore sales  were 20 percent  a  year ,  and  this  

and that ,  and  then  i t  hi t  a  maturat ion  point .   Right?   And for  years ,  the  s tock  

has  been  nowhere .  

 Now,  China grew because  i t  came out  of  a  cav e ,  vi r tual ly,  

economical ly.   Now, when i t  matures ,  i t  has  a  mature se t  of  problems,  and 

what  Mr.  Shea  was talk ing about  on  the  s ta te  enterprises  i s  i f  you ' re  wedded 

to such a  high  percentage  of  s tate ownership  of  the funct ioning economy,  

aren 't  you res t r ic ted  in  your  abi l i t y to  deal  with that  matura t ion  problem and 

al l  the problems that  come with matura t ion?  

 DR.  PRASAD:  That 's  a  very good characteriza t ion of  China .   It ' s  

a  mature  economy in terms  of  s ize  with  very immature f inancial  sys tems,  

with  very immature  product ion  s t ructure ,  and  this  is  real ly the  chal lenge they 
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face  because the s ize of  the  labor  force  is  apparent ly a l ready beginning to  

shr ink,  as  you pointed  out .   The low wage jobs are jobs where  China i s  going 

to  be  less  compet i t ive  relat ive to  other  compet i tors ,  including in  East  Asia.  

 So what  China  real ly needs to  do is  genera te  more product ivi ty 

growth.   Now,  they have again been  able to  generate  more product ivi ty 

growth than  you would expect  in  an economy that  has  a weak f inancial  

system, a ter r ib le  al locat ion  of  resources ,  and so on ,  because no mat ter  how 

you do the  math ,  the only way to explain China 's  growth in  the  range of  eight  

to  ten  percent  is  tha t  they've  had  total  factor  product iv i ty growth .  That  is  to  

say once  you account  for  labor inputs  and capi tal  inputs ,  then  thi s  other  

s tuff ,  the magic or  the  ef f iciency with  which  you put  those  toget her ,  they've 

been  generat ing about  two to  three percent  growth a year .  

 But  that  i s  going to  be  the driving force  for  growth for  them.  If  

they cannot  move more resources  to  the  more product ive parts  of  the 

economy,  i f  they cannot  get  the  f inancial  sys tem to al locate resources  bet ter ,  

tha t  product ivi ty growth i s  going to  s low down.  And i f  tha t  s lows  down at  

the  same t ime that  you have the labor force  growth s lowing down,  then you 

are  going to  have long-term growth s lowing down,  and  long -term growth  is  

almost  certainly going to  s low down f rom the pace  we had  las t  year .   We've 

al ready seen s igns  of  that .  

 But  I think i t ' s  s t i l l  an  economy that  has  a  ways  to  go  to  catch  up  

to  the  advanced economies .  Per  capi ta  income i s  s t i l l  l ess  than one - tenth  that  

of  the U.S .   The capi tal  s tock is  one -ten th that  of  the  U.S. ,  capi tal  s tock per  

worker.   So  they have a  ways  to  go ,  and I think that  catch -up process  s t i l l  

has  a number  of  years  to  run .  

 MR. BORST:  I  would just  add  that  unemployment  and  

underemployment  are an  issue  of  concern for  us  in  China ,  part icularly the  

data  issues  around measuring that ,  and actual ly the economic growth  model  

tha t  emerged  over the  past  decade was  inferior  to  what  came before  i t  in  

terms  of  generat ing new employment .  

 So we th ink  the  key for  Ch ina going forward i s  to  rea l ly look at  

service  sector  growth because  per  uni t  o f  economic  output ,  service  sector  

pays  higher  wages,  employs  more  people,  and  so  you could have a shrink in  

the  re la t ive share of  manufacturing and s t i l l  increase  employment  in  China .  

 I  think the days  of  n ine  and  ten  percent  economic  growth  in  

China are probably gone,  and we 're  looking more now in the s ix ,  seven,  e ight  

percent  range.   And the  bigges t  concern  we see going forward would be a 

sharp correct ion in  investment  growth t hat  would have des tabi l iz ing ef fect s  

for  the rest  of  the economy.  

 COMMISSIONER FIEDLER:   Thank you very much.  

 CHAIRMAN REINSCH:  Commissioner  Cleveland .  

 COMMISSIONER CLEVELAND:  You 've led r ight  to  the 

quest ion  I wanted  to  discuss .    

 CHAIRMAN REINSCH:  It  was al l  o rchest rated  that  way.  

 COMMISSIONER CLEVELAND:  To p lease me;  is  that  r ight?  

 CHAIRMAN REINSCH:  Exact ly.  
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 COMMISSIONER CLEVELAND:  Dr.  Prasad ,  I  share  your view --

I 'm looking at  an  op -ed piece  that  you  d id in  the New York Times on  

September  of  2012,  where  you comment  that  i t ' s  d i f f icul t  to  think  of  another  

government ,  democrat ic  or  not ,  tha t  so blunt ly acknowledges  major  problems 

in areas  where  i ts  pol icies  have fai led  to  del iver  much progress .  And I share  

that  v iew.   I  f ind  i t  s tunning of ten,  the  acknowledgement  of  the i ssues .    

 You go on to  ta lk  about  the  economic envi ronment  and  the  

modest  but  s igni f icant  s teps  that  have been taken  on  a number of  is sues ,  

inc luding freeing up  of  res t r ict ions  on capi ta l  inf lows.    

 And Mr.  Bors t ,  you  just  t alk ed  about  the service  sector .   I 'm 

interes ted in  your  assessment  of  inflows and  capi tal  avai lable  to  the  private  

sector ,  the emerging private sector .   Where  do you see that  investment  taking 

off?   What 's  the  source  of  f inancing?   Wil l  they be  energy intensi ve  and ,  i f  

so,  wi l l  they benefi t  f rom the  same kind  of  price cont ro ls  on fuel  that  SOEs 

have?  

 I  guess  what  I 'm asking for  is  an assessment  of  resources  

avai lable to  f inance  thi s  emerging private sector  and speci f ical ly the  service 

sector  that  Mr.  Bors t  was  just  ta lking about .  

 DR.  PRASAD:  In  China,  despi te  al l  we hear  about  foreign d irect  

investment ,  the  equi ty market  and  so  on,  bank f inance  s t i l l  remains the major  

game in  town.   And bank f inance,  and  here  there i s  a  bi t  o f  dif ference  in  

views  between mys elf  and Nick  Lardy,  my sense i s  that  al though the data 

suggested  there has  been  more lending going to  the  private  sector ,  i t ' s  s t i l l  

la rgely going to  enterprises  that  are  in  one form or another  s tate cont rol led.  

 Now,  the government  has  been  using the appr oach of  encouraging 

foreign inf lows,  not  jus t  through foreign di rect  investment  but  al so  into the 

equi ty markets ,  as  a  way of  bui lding up  the  equi ty markets  and t rying to  

bring some order  to  other  f inancia l  markets ,  not  just  equi ty markets ,  but  also 

perhaps eventual ly also the corporate  bond market  which they real ly need.  

 But  the level  of  f inancial  market  development  and  the incent ives  

fac ing the  banking sys tem have not  been  deal t  wi th yet .   So  the  banks  don ' t  

have a great  deal  of  compet i t ion with the mand ate that ' s  spread between 

depos i t  and lending rates .   They don ' t  have that  much compet i t ion .   They just  

compete amongst  themselves .   So they don ' t  real ly have an  incent ive to  lend 

to  the  private  sector .  

 Foreign investment  is  one way around this ,  and  i t ' s  been helping,  

but  in  terms of  magni tude,  i t 's  not  enough.   What  China rea l ly needs is  a  

much broader set  of  markets ,  including a corporate bond market  that  would 

help people  get  bet ter  re turns  on thei r  savings and channel  capi tal  more 

effect ively.  

 So what  has  happened is  that  the  informal  f inancial  sys tem, as  

Mr.  Borst  ment ioned,  has  sort  of  s tepped in to  the breach .   I t 's  not  very wel l  

regula ted,  which  is  what  the government  has  t r ied to  do ,  i s  bring that  into 

the  regulatory fold ,  which  I think i s  sort  of  clever  move but  doesn ' t  real ly 

subst i tute for  the fundamental  reforms they need to  undertake .  

 MR. BORST:  I  would just  add  that  the  private sector  in  China  is  
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growing,  most ly despi te  government  pol icy.   If  you  look at  the  data on  

growth of  loans to  smal l  and  medium enterprises ,  i t ' s  growing dramat ical ly.   

There  are some concerns  about  whether  there  might  be some smaller  SOEs 

included in there .   

 But  al so,  we have about  two years  of  data now on actual  loans to  

private enterpri ses ,  and whi le  s tar t ing f rom a smal l  base,  they too are  

growing qui te rapid ly.   So  the  key source of  f inance for  the pr ivate sector  in  

China over these years  has  actual ly been re ta ined  earn ings.   So  they've  sort  

of  been so  product ive  and  so  profi table  that  they could f inance most  of  the i r  

expansion  f rom thei r  own earnings .  

 But  going forward,  tha t  wi l l  be harder ,  and we think one of  the 

key changes  would be  interest  rate  reform,  which  would resul t  in  a  higher 

lending rate and so  would  give  greater  incent ive  to  banks to  actual ly make 

loans  to  these  private en terpr ises ,  which  might  be a l i t t l e  bi t  r i skier .  And in  

the  previous sys tem, there was very l i t t le  incent ive to  s tep over  that  bound 

and make loans to  them as  opposed to  t radi t ional  big SOEs.  

 COMMISSIONER CLEVELAND:  Can you speak to  y our 

comments  on or  e laborate  on your comments  on  the  service sector  and why 

you see that  as  the  potent ia l  area  for  the most  growth?  

 MR. BORST:  There  is  great  potent ial  for  catch -up  growth  in  the  

service  sector  in  China .   It  grew rapidly during the '90s ,  and bas ical ly 

s tagnated  through most  of  2000s.   And China is  underweight  in  i t s  service  

sector  compared  to  many emerging markets  and part icularly developed 

markets .   So  I th ink  there  is  a  lot  of  potent ia l  for  catch -up growth in  the 

service  sector  in  China ,  part icularly i f  some of  these impl ic i t  subs idies  that  

we th ink have been  boost ing indust ry and manufacturing in  China  are  

removed,  making them excessively prof i table at  the expense of  the  service 

sector .  

 COMMISSIONER CLEVELAND:  Thank you.  

 CHAIRMAN REINSCH:  Commissioner  Tobin.  

 COMMISSIONER TOBIN:   I  think you 've  answered my f i rs t  

quest ion .   And so  le t  me move to another .   I  come f rom -- I 'm  new to  the  

Commission-- I come having been a bus inesswoman,  and  I 'm a lso  a 

researcher,  and  you spoke,  Mr.  Borst ,  about  data  and  measures .   As  I begin 

to  read al l  the  s tat s ,  how confident  can  I be  that  what  I 'm reading is  actual ly 

what 's  going on  there?   

 Let  me ask i t  another  way.   How confident  are  you as  an  

economist  that  the data that  you  are  report ing is  accurat e  data;  how much of  

your data- -and you can speak  not  just  about  your own but  fel low economis ts -

-how much of  your  data  is  coming f rom internat ional  sources  that  are 

somewhat -- that  you  understand how they' re  gathering that  data,  and  how 

much i s  coming through the  channels  of  the  Chinese government?    

 So any guidance you can have on knowing how clear  these s ta ts  

are  would be helpfu l  as  I read.  

 MR. BORST:  Well ,  I ' l l  jus t  go through --  

 COMMISSIONER TOBIN:   And candor obviously is  what  I 'm 
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seeking.  

 MR. BORST:   I  think there are s t i l l  some problems with Chinese  

economic  s tat i s t i cs ,  but  there i s  progress  in  the  r ight  d irect ion,  and  I think i f  

you  compared  Chinese  economic s ta t is t i cs  to  a  lo t  of  other  developing 

count r ies ,  they would come across  pret ty wel l .  

 There  are a  couple of  areas  where we a lways  take the repor ts  

with  a grain of  sal t .   Speci f ical ly,  i f  you look at  GDP data ,  provincial  GDP 

aggregated together  is  always  b igger than  the nat ional  total .  

 COMMISSIONER TOBIN:   Uh -huh.  

 MR. BORST:  But  the  cent ra l  s ta t is t ical  bureau knows that  and 

makes adjustments .   Now, they' re  not  very for thcoming in what  these  

adjustments  are ,  but  i t ' s  a  problem they've  recognized .  

 COMMISSIONER TOBIN:   And you can  see  that ,  and do  you 

comment  on  that  at  poin ts  in  reports?  

 MR. BORST:  We comment  on i t  to  the  ex tent  we can  get  any 

new information on  why they' re  making these adjustments .   If  you ,  as  Dr.  

Prasad  ment ioned ,  there are some quest ions  about  consumption  numbers  in  

China,  part icu larly measuring the  incomes  of  high -income earners ,  bu t  

there 's  also a  quest ion of  measuring the  incomes of  China 's  200  mil l ion 

migrant  workers  who sor t  of  ex is t  in  a  legal  gray area.   So  there are 

problems on the h igh end  and the  low end for  measuring consumption in  

China.  

 If  you  look at  th ings l ike- -one commonly refer red to  f igure  is  the 

retai l  sales  of  consumer goods ,  which comes out  every month,  so  people love 

to  look at  i t .   But  when you real ly d ig into that  data,  you discover there are 

some things  in  there  that  are not  real ly consumer  goods.   You know there ' re  

chemicals  and metal  material s .   So  that ' s  an example of  not  specif ic  Chinese 

dis tor t ion of  anything,  but  just  sort  of  an  analys t  misunderstanding of  what  

this  is  actual ly measur ing.  

 I  think the same thing holds  t rue for  the monthly f ixe d asset  

investment  numbers  where there 's  things l ike  purchases  of  previously owned 

equipment  and land ,  which are not  economical ly counted  as  new investments ,  

which  get  lumped in  there ,  which tend to  di s tort  th ings a bi t .   

 So I think i t 's  a  mix  of  developi ng bet ter  s ta t is t ical  capabi l i t ies  

and also interpret ing s tat is t i cs  the  way they should  be ,  looking at  in  detai l  

what 's  actual ly included.  

 COMMISSIONER TOBIN:   Thank you.  

 DR.  PRASAD:  My advice  on this  would be do  not  bel ieve any 

s ingle  piece of  data tha t  we see f rom China ,  but  t aken  together ,  one  does get  

a  feel  over  t ime about  what  sort  of  indicators  have to  move in the r ight  

direct ion  to  paint  a  part icular  picture  about  China.   So when a lot  is  made of  

quar ter - to-quarter  or  even month - to-month movements  in  certain  c i t i es  l ike  

indust r ial  product ion or  the purchasing managers '  index ,  I  think  those are 

somewhat  overstated -- the  amount  of  interest  paid  to  the month -to-month 

f luctuat ions .  

 When I go to  Bei j ing,  I  can ' t  qu i te  see out  the window,  but  there  
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i s  a  sense that  there  is  s igni f icant  progress ,  and in  the urban areas  of  China ,  

there is  very c lear ly enormous  level  of  development  that  is  tak ing p lace.   

The rural  areas ,  of  course,  are a  di f ferent  picture  a l l  together ,  bu t  overal l ,  

over  the  las t  decade,  i t ' s  hard to  bel ieve  that  thi s  i s  an  economy that  has  not  

had a very s ignif icant  increase in  i ts  per  capi ta  incomes.  

 My sense is  that  there isn ' t  a  grand conspiracy to  provide  

fraudulent  data.   There  is  a  lot  of  incompetence .   There i s  a  lot  of  l ack of  

technical  expert ise when i t  comes  to  co l lect ing s tat i s t i cs ,  but  the  Nat ional  

Bureau  of  S ta t is t i cs ,  which  I 've  deal t  wi th when I used to  work for  the 

In ternat ional  Monetary Fund and now as  an academic  researcher ,  i s  very 

open to ,  f i rs t  o f  al l ,  admit t ing there are  problems with some of  i t s  data ,  and 

to  seeking input  about  how to improve those problems.  

 So,  again,  these  data are not  ent i rely re l iable,  bu t  overal l ,  t aken  

together ,  i f  you  look at  a  var ie ty of  indicators ,  they do  provide a reasonably 

consis tent  picture  over t ime,  not  over  very short  periods .  

 COMMISSIONER TOBIN:   That 's  very helpful .  What  are you 

both  going to  be  looking at  next  in  the coming year?   What  s ta t is t i cs  in  

part icular  are you going to  be  focused on?  

 DR.  PRASAD:  Wel l ,  we 've  talked  about  the  internal  and  

external  rebalancing  so  the sort  of  indicators  tha t  Mr.  Bors t  and I have in  our  

tes t imony,  looking at  the level  of  growth,  the composi t ion  of  growth ,  and 

how that  t i es  in  with re ta i l  sa les ,  personal  income numbers ,  a  sense of  

dif ferent  t ypes of  goods.   That  i s  one indicator .   If  one s tar ts  looking a t  

investment  numbers ,  one  would al so  l ike to  get  numbers  on resident ial  

investment  and  other  t ypes  of  inves tment ,  and some of  these  data come f rom 

dif ferent  sources .  

 Likewise,  on the  ex ternal  balan ces,  there i s  da ta  one  can look at  

from the U.S .  s ide,  as  wel l  as  the Chinese  s ide ,  and the Internat ional  

Monetary Fund does  make a very determined at tempt  to  get  the  data as  

consis tent  wi th internat ional  formats  as  possible.   The Chinese,  of  course,  

have to  report  these  data,  bu t  given  the  sor t  of  report ing requirements ,  i t  

would  take an  enormously sophis t icated operat ion  to  provide  data that  looked 

completely consis tent  but  were  misleading.  

 COMMISSIONER TOBIN:   Very helpfu l .  

 MR. BORST:  I ' l l  jus t  brief l y ment ion that  the  three indicators  

I 'm most  interested  in  r ight  now are res ident ial  real  es tate investment ;  

aggregate  amounts  of  local  government  debt ;  and the  growth of  the corporate 

bond market .  

 COMMISSIONER TOBIN:   Thank you.  

 CHAIRMAN REINSCH:  Okay.   Thank you.   

 We have a couple  more minutes .   We have a  quest ion  f rom 

Commissioner  Wessel  and one f rom --  

 COMMISSIONER WESSEL:   Actual ly,  th ree quick  quest ions ,  i f  I  

can.   One,  do you th ink the current - -  the  new leadership i s  going to  be  bound 

to the  12th  Five  Year Plan  or  are they going to  be seeking to  adjust  that?    

 Number  two,  for  some t ime there  has  been thi s  magic  number 
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tha t  eight  percent  growth in  China  is  the  key to  s tab i l i t y.   Do you bel ieve  

that?   Do you think  i t 's  higher,  lower ,  et  cetera?  

 And,  f inal ly,  Mr.  Bors t ,  s ince  you made some comments  about  

China 's  cr i t i ci sm of  the  U.S.  and  the  lack of  t ransparency in  our investment  

system, going back to  some comments  about  SOEs,  and the fac t  tha t ,  I  

bel ieve,  any investment  over  a  cer ta in amount  has  to  go through 

governmental  approval  in  China,  and  up  to  three  separate governmental  

approvals .  Many people here look at  Chinese investment  in  the  U.S.  as  

furthering the 12th Five  Year plan  or  other  act ivi t i es ,  and therefore  we 'd  l ike  

to  see more t ransparency in  Chinese investments  and  unders tanding the 

intent ,  et  cetera,  and bel ieve that  s t r ict  scrut iny is  appropriate.  

 So some quick  comments  to  that ,  i f  you  could.  

 DR.  PRASAD:  The 12th  Five  Year Plan  provi des  a  very useful  

blueprint .   In  fact ,  i t  l i s ts  every major  reform they need to  undertake.   It  had  

vir tual ly no speci f ics .   So I think  i t  wi l l ,  in  a  sense,  guide the  reform process  

because  everything that  they need to  do  is  in  there ,  and now with this  

inequal i t y plan ,  for  instance,  we 're  beginning to  see  some more speci f ics ,  but  

I  think the overal l  overarching sort  of  reform agenda is  in  the  12th  Five Year  

Plan .  

 Eight  percent  growth is  pret ty good.   I  think  what  is  more  

importan t  rea l ly is  the  balance of  t ha t  growth .   If  they can get  the  balance of  

growth bet ter ,  i f  they can do  some of  the things  that  Mr.  Borst  was  talking 

about ,  including moving to service sector - led  growth generat ing more 

employment ,  tha t  I  think  wil l  a l low the economy to do wel l  and for  pol i t i cal  

and social  s tabi l i t y to  be  main ta ined ,  even  wi th  growth  in  the s ix  to  e ight  

percent  range.  

 COMMISSIONER WESSEL:   So the composi t ion ,  not  the actual  

number,  the  composi t ion  of  the growth  i s  more impor tant?  

 DR.  PRASAD:  Yes,   and  how i t  feeds int o employment  growth  

and so forth.  

 COMMISSIONER WESSEL:   Okay.   

 MR. BORST:  Just  to  echo what  Dr.  Prasad said,  I  would say 

there is  a  lot  of  s tuf f  in  the 12th Five  Year  Plan ,  much too  ambit ious  an 

agenda to  actual ly achieve  in  f ive years ,  and  I don ' t  expe ct  tha t  the  new 

leadership  wi l l  deviate f rom what 's  in  there,  bu t  the  emphasis  might  change.   

 So,  previously,  the Hu J in tao adminis t rat ion was  more focused 

on i ssues  l ike inland development ,  developing less  developed part s  of  the 

count ry l ike  the  wes t .   W e might  see  a pret ty considerable  change.   You 

know,  the  incoming premier  has  ment ioned  that  urbanizat ion  is  going to  be a  

new focus.  

 So I think there are elements  within  the  Five  Year P lan that  talk 

about  urbanizat ion,  but  there  wasn ' t  much progress  on  t hose over the  

previous couple  of  years ,  and going forward,  there  might  be more  of  an 

emphasis  on that .   So not  a  change of  pol icy but  a  change of  emphas is  within  

those  pol icies .  

 In  regards  to  the eight  percent  threshold ,  in  my opin ion ,  I  th ink 
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tha t  was a number  sort  of  plucked out  of  the ai r ,  and  i t  doesn 't  have too  much 

rea l  re levance.   I  would  say i f  personal  incomes are  growing rapid ly and  

employment  is  growing rap idly,  you  could get  by with a much lower  headl ine 

GDP growth and people would  s t i l l  feel  l ike thei r  personal  l iving s tandards 

were improving year  to  year .  

 And I just  want  to  emphasize I agree  wi th you in  terms of  

res t r ict ions  on FDI.   I  think there 've been  a  couple of  changes over  the  past  

year  that  might  ease  things ,  but  i f  you  look a t  the ba lance  between openness  

and t ransparency,  of  course,  the  United  States  is  much more  open  and 

t ransparent  when i t  comes to  welcoming foreign  investment .  

 I  think the i ssue  in  addressing Chinese  concerns about  invest ing 

in  the  U.S.  is  more about  percept ions  t han  real i t y.  

 COMMISSIONER WESSEL:   Thank you.  

 CHAIRMAN REINSCH:  Commissioner  Shea.  

 VICE CHAIRMAN SHEA:  Gent lemen,  i t 's  a lmost  over.   Just  a  

quick  quest ion.   Dr.  Prasad,  you  seem to,  in  my view -- I might  be unfa ir ly 

characteriz ing i t --but  seemed to  minimize the  debt  i ssue .   I  think you said 

the  non-performing loan scandal  came to a head,  and you al so suggested  that  

local  and cent ral  government  debt  was  about  maximum 40 percent  of  GDP.   I  

guess  my quest ion i s  does that  include debt  held  by s tate -owned enterprises?  

That  f igure?  And aren ' t  there  other  serious  folks  who fee l  that  the  debt  l evels  

are  higher?   I  bel ieve Victor  Shih,  for  instance ,  thinks  i t ' s  a  major  problem.   

And when you sa id i t  came to  a head,  d idn ' t  the Chinese government  

esent ial l y recapi ta l ize some of  the  large  Chinese s ta te -owned banks  and  just  

basica l ly borrow money to pay back borrowed money and just  push the  

problem down the  road?  So i t  real ly wasn 't  a  long -term solut ion to  the 

problem.  

 DR.  PRASAD:  Fi rs t  o f  al l ,  Commissioner Shea,  jus t  to  be  clear ,  

we enjoy thi s ,  and  I 'm happy to  s tay here al l  af ternoon and talk  more about  

this .  

 [Laughter . ]  

 VICE CHAIRMAN SHEA:  Great .   Wel l ,  we enjoy your  

comments .  

 DR.  PRASAD:  Thank you.  

 The debt  l imit s  are a serious  concern .   Nobody knows.   We ha ve 

est imates  that  are done by off icial  inst i tut ions  that  are based on the Chinese 

data .   The Chinese have taken a very hard look at  th is ,  but  we don 't  real ly 

know,  and  the  reason is  that  many of  these are what  are cal led  "cont ingent  

l iabi l i t ies , "  in  the  sense  that  these  are  l iab i l i t i es  tha t  are  going to  become a  

problem i f  growth s lows down.So i f  you th ink about  much of  the loans given  

out  by the  s tate -owned banking system, these loans  may look good so long as  

the  economy is  growing fast .   So i f  you have fa st  inves tment  growth in  

inf rast ructure,  that  means more  demand for  cement ,  hard  glass ,  s tee l  and so 

forth .   If  in f rast ructure investment  s lows down,  a  r isk  that  Mr.  Borst  pointed 

out ,  too,  you have a  growth  in  the  other  indust r ies  s lowing down.   So then al l  

of  those s tar t  becoming non -performing loans .  
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 So i t ' s  very d i ff icul t  to  separa te  th is  and  make an  uncondi t ional  

s ta tement  about  the level  of  debt .   The i ssue here again  is  that  cent ral  

government  debt  is  relat ively low.   What  we can  measure in  terms  of  local  

government  debt  is  la rge and very worrying,  and there  is  probably a  lot  more 

hidden in there .   So  I don 't  intend  to  minimize the  debt  problem, but ,  again,  

i f  the Chinese  can cont inue this  balancing act  of  keeping growth going,  that ' s  

going to  genera te  enough resources  to  take  care of  the  problem.   It  does  

mean a  lot  of  missed al locat ion  and  dis tor t ion along the  way.  

 VICE CHAIRMAN SHEA:  Let  me just - -before you respond,  Mr.  

Borst -- I used  your comment  to  us  two years  ago,  I  th ink ,  that  so  long as  the  

denominator -- the denominator  being growth --  i s  growing bigger  than the  

numerator- - the numerator  being al l  the misal locat ion  of  capi tal  and  

corrupt ion-- then the  Chinese can get  by.Do you s t i l l  bel ieve  that?   Well ,  f i r s t  

of  a l l ,  am I appropriately remembering  what  you sa id to  us  a couple  years  

ago?   And i f  so ,  do you s t i l l  sort  of  bel ieve that?  

 DR.  PRASAD:  I  think that ' s  s t i l l  a  fa i r  characterizat ion ,  and i t ' s  

almost  mechanical ly  t rue that  i f  you  keep the  denominator  growing and the 

rat io  is  what  you  care ab out ,  i t ' s  okay.   I  mean Greece  is  in  t rouble  r ight  now 

because  both  the  numerator  and denominator  are  going in  d irect ions  they 

shouldn 't  be going.But  this  has  always  been  the  puzzle .   Can China cont inue 

along th is  growth  process?   But  I think  the  Chinese g overnment  is  also 

beginning to  real ize  that  increasing the  s ize  of  the p ie  is  creat ing a  lot  more 

t rouble  a long the way,  and that  t rouble  is  becoming an  increasing concern to  

the  populat ion as  environmental  consequences are  s tar t ing to  af fect  the 

populat ion.   If  you  can ' t  see out  of  the window in Bei j ing,  people s tar t  

sensing that  something is  wrong,  and that ,  I  think,  is  a  problem they' re  

fac ing now.  

 VICE CHAIRMAN SHEA:  Thank you.  

 MR. BORST:  I  would just  ment ion  that  the  non -performing loan 

issue  in  the '90s  was bas ical ly set t l ed  by carving off  that  debt  from the banks 

and imposing pret ty  res t r ict ive low interest  rates  on the  households ,  where 

households  were basical ly subsidiz ing bank profi tab i l i t y going forward .  

 And,  as  Dr .  Prasad  ment ioned,  you know, growth  can sort  of  cure  

al l  these  evi l s ,  but  I  think  going forward,  growth  is  going to  be s lower The 

most  important  chal lenge fac ing China now is  get t ing the  price of  capi tal  

r ight ,  and  as  long as  capi tal  i s  underpri ced  in  China,  one  wi l l  see 

over investment  and  wasted  investment .  

 But  that  has  to  be  done carefu l ly and  methodical ly.   Government  

debt ,  there 's  some worries ,  not  for  cent ral  debt ,  but  for  local  government  

debt  and cont ingent  l iabi l i t ies ,  and  one of  the thi ngs  we 've looked at  is  

corporate  debt ,  which  is  now almost  100 percent  of  GDP.  And so you can 't  

have a sort  of  wrenching change in  the  interest  ra te  without  imper i l ing a lot  

of  these  corporat ions,  which are  highly indebted.  

 So the  key for  China i s  to  get  the price of  capi tal  r ight ,  quickly,  

but  not  so quickly that  i t  ends up pushing a lot  of  what  would otherwise be 

heal thy enterprises  into  bankruptcy.  
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 VICE CHAIRMAN SHEA:  Thank you.  

 CHAIRMAN REINSCH:  Okay.   Last ,  but  by no  means  leas t ,  i s  a  

very brief  comment  from Commiss ioner Fiedler .  

 COMMISSIONER FIEDLER:   You,  Mr.  Borst ,  you made a 

comment  about ,  sort  of  an  admonit ion  that  we shouldn ' t  be  too cri t i cal  of  the 

Chinese ,  and that  they' re  very sens i t ive ,  and --after  al l ,  they do have nuclear  

weapons.   I  t hink we ought  to  t reat  them as  adul t s ,  and we,  I  think  the t rust  

level  is  we t rus t  them more than the North  Koreans and less  than  the  Br i t ish.   

Okay.   But  being s t raight forward is  always  probably a  bet ter  thing than  

avoiding expressing  our concerns .  

 I  mean certainly that 's  the way I feel  as  a  Commissioner anyway.   

Thank you.  

 CHAIRMAN REINSCH:  Thank you.   Thank you,  both of  you,  for  

your enl ightening and helpful  t es t imony.   

 We wil l  t ake a  break now for  lunch .   We'l l  reconvene at  12 :50.   

Thank you.  
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PANEL III INTRODUCTION BY VICE CHAIRMAN SHEA 

 

 

 VICE CHAIRMAN SHEA:  If  we could al l  please be seated  for  

the  af ternoon session.   Welcome back,  everyone.   

 Our thi rd  panel  today discusses  China 's  mil i t ary leadership 

t rans i t ion.   Before introducing our  gues ts  for  this  panel ,  I  would  l ike  to  

remind al l  o f  our wi tnesses  thi s  af ternoon to please keep your remarks to  

seven minutes .   This  wil l  ensure that  we have suff ic ient  t ime for  our  

quest ion  and  answer  session .  

 Dr .  James Mulvenon,  Defense Group,  Inc . ,  runs  the  Center  for  

In tel l igence Research and  Analys is .   He 's  a  specia l is t  on Chinese  mil i t ary 

and cyberwarfare  and has  publ i shed  frequent ly on China 's  mil i t ary leadership  

issues .  

 Our second witness  this  af ternoon is  Roy Kamphausen .   He 's  a  

Senior  Advisor  for  Pol i t i cal  and  Secur i ty Affai rs  a t  the  Nat ional  Bureau of  

Asian  Research.   A former U.S .  Army off icer ,  Mr.  Kamphausen has  served as  

the  Count ry Di rector  for  China -Taiwan-Mongol ia  Affairs  in  the Off ice  of  the 

Secretary of  Defense.  

 Welcome to  both of  our witnes ses  thi s  af ternoon,  and I think 

we ' l l  s tar t  wi th Dr.  Mulvenon.  
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OPENING STATEMENT OF DR. JAMES MULVENON 

VICE-PRESIDENT, INTELLIGENCE DIVISION, DEFENSE GROUP, INC. 

 

 

 DR.  MULVENON:  Thank you,  Commissioner.   I 'm very happy to  

be  here .   I 'd  l ike  to  thank the  Commiss ion for  invi t ing me back yet  again to  

talk about  a  topic that  I  work on fai r l y regular ly as  the  mil i t ary edi tor  for  the  

China Leadership Monitor ,  which i s  the las t  Pekingology journal  tha t 's  out  

there.   Of course,  i t ' s  onl ine  a t  Stanford .  

 We've  gone through a  very s igni f icant  mil i t ary leadership change 

in  the  las t  th ree or  four months,  and  I just  want  to  give  you some of  the  

highl ights  for  tha t .   My wri t ten  tes t imony has  more of  the  gory detai ls  i f  

you ' re  interested.  

 Probably the  top highl ight  for  the whole  process  a t  the Party 

Congress  las t  October was that  there  was pret ty fever ish  speculat ion  as  to  

whether  the current  Supreme Leader,  Xi  J inping,  was  going to  get  the  

chai rmanship of  the  Cent ra l  Mil i tary Commission .   His  predecessor ,  Hu 

J intao ,  and Hu J intao 's  predecessor ,  J iang Zemin ,  had both been  forced to  

wai t  at  l east  two years  by thei r  predecessors  to  be ab le  to  get  the pos i t ion on  

the  Mi l i tary Commission.   So  they got  the  State and the Par ty posi t ions,  but  

not  the Mil i tary.  

 But  Xi  J inping was elevated  at  the Party Congress  to  be  chai r  of  

the  Cent ral  Mil i tary Commission  so  there was no  two -year  delay.   Even 

Xinhua,  the  Chinese  s tate media,  described this  as ,  quote,  "an  unusual  twis t  

in  leadership  t ransi t ions ," which I thought  was probably as  much expressing 

their  own surpri se a t  what  happened.  

 But  Xi  J inping has  some s igni f icant  advantages over both  Hu 

J intao  and  J iang Zemin as  former  senior  leaders  with  respect  to  thei r  

relat ionship  wi th the mil i t ary.   Obvious ly,  he 's  a  PLA princel ing,  a  Chinese  

mil i t ary princel ing.   His  father  Xi  Zhongxun,  was  a s ignif icant  revolut ionary 

hero ,  who was he h imself  in  the  run -up to get t ing this  posi t ion.  A long 

art icle appeared  that  many of  us  not iced,  whichnoted al l  o f  the connect ions 

he  had  to  the  Chinese  mil i tary over  hi s  career ,  no t  the  least  of  which  was a 

previously unknown st int  as  bas ical ly mil i t ary assis tant  to  the  then  Defense  

Minis ter  Geng Biao in  the  late '70s  when he wore a  uniform and had  

s ignif icant  exper ience.   So  that  was a surpri se to  many o f  us .  

 The rest  of  the Cent ral  Mil i tary Commission  is  l argely a  new 

group.   Eight  out  of  ten of  the  members  were  replaced,  and  there were  many 

surprises .   And I ' l l  d iscuss  at  the  end ,  make s igni f icant  sel f -cr i t ic ism on 

behalf  of  the PLA- watching community  about  many of  the  things  that  we did 

not  predict .   I  know you don ' t  hear  that  much up  here  on Capi tol  Hi l l ,  but  I ' l l  

g ive i t  a  whir l .  

 But  one of  the  things that  wasn ' t  a  surpr ise ,  the two people who 

are  very highly regarded  and  expected to  be promoted  be fore the Bo Xilai  

scandal ,  who were c losely associated wi th Bo Xilai ,  were,  in  fact ,  not  
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elevated  to  the  Cent ral  Mil i tary Commission ,  both Liu  Yuan,  the  pol i t i cal  

commissar ,  as  wel l  as  Zhang Haiyang,  the  pol i t i cal  commissar  of  the  Second 

Art i l l e ry.  

 But  we 've  seen a  wholesale shi f t  in  thi s  PLA leadership,  a l though 

I would  say that  what  we cont inue to  see i s  the cont inuing professional ism of  

the  people get t ing these  posi t ions rather  than a  ret rogression back  to  a more  

pol i t ical  age.    

 Just  a  couple of  h ighl ights  about  some of  the individuals ,  and as  

I said,  in  my wri t ten tes t imony,  there 's  a  lot  more gory deta i ls .   The two new 

vice  chai rmen,  Fan  Changlong --i t 's  di f f icu l t  for  many of  us  to  f igure out  how 

he got  this  posi t ion  considering he had to  make what 's  ca l led a " two-grade 

jump," which we previously had  thought  was  impossib le  in  senior  Chinese  

mil i t ary appointments .   But  in  the  ar t icles  that  came out  af terwards ,  

apparent ly he actual ly d is t inguished himself  in  hi s  management  of  both  the 

1998 f lood management  that  the mi l i t ary was  involved  in  in  China,  as  wel l  as  

in  the  mi l i t ary's  response  to  the  2008 earthquake.  

 The other  new vice chai rman,  Xu Qil iang,  i s  now the h ighes t -

ranking Chinese Ai r  Force  off icer  of  al l  t ime.   Not  a  very pol i t i cal  person,  

which  is  surpr is ing,  because that  second Vice  Chai rman posi t ion i s  

t radi t ional ly associa ted  with  being a  pol i t ical  of f icer ,  al though one of  our  

sel f -cr i t i cisms i s ,  in  fact ,  that  that  was a mistake  a l l  along,  and that  i f  you  

go back and real ly look  a t  those  guys ,  mo st  of  them weren ' t  real ly a l l  that  

pol i t ical .  

 The new Minis ter  of  Defense is  a  man named Chang Wanquan.   

He actual ly hasn ' t  been appointed Minis ter  of  Defense  yet  because that ' s  a  

s ta te  posi t ion ,  and so he won ' t  get  tha t  posi t ion unt i l  the  March Nat ional  

People 's  Congress .   So he 's  l i s ted  as  a  Cent ral  Mil i tary Commission  member 

now without  por t fol io .   But  to  people  who know what  they' r e looking at ,  they 

say,  wel l ,  that  must  mean he has  to  wai t  f ive months to  be appointed  

Minis ter  of  Defense .  

 Fang Fenghui  i s  the  new Chief  of  the  General  Staf f .   He spent  hi s  

ent i re  career  out  in  the  Lanzhou Mil i tary Region ,  out  in  the  northwes t ,  

probably put t ing down separa t is t  revol t s ,  and probably has  a very keen  

understanding of  the volat i le  separat i s t  s i tua t ion out  there .  

 He was also in  charge  of  the 60th anniversary parade for  the 

Communis t  Party.   So i t  meant  he got  to  spend a  lot  of  t ime with the Party 

boss ,  which probably helped him get  thi s  new posi t ion,  making sure that  the 

s ix  months  that  everyone was  marching in  a s t ra ight  l ine.  

 And Ma Xiaot ian ,  our  old fr iend  f rom the  mil i tary - to-mil i tary 

relat ionship ,  who is  an Ai r  Force off icer  but  a  very joint  person,  former  

Deputy Chief  of  the  Staf f  for  In tel l igence and Foreign  Affa irs ,  the U.S. ' s  

primari ly interlocutor  in  t he mil -mil .   I 've  met  with him a  number of  t imes ,  

as  has  Roy.   He 's  a  tough guy.   He has  memorized the  U.N.  Convent ion  on 

the  Law of  the  Sea  f rom front  to  back  and l ikes  to  lecture f rom i t  a t  l ength ,  

and he  is  a  formidable  person to  deal  with.  

 Final ly,  just  to  ment ion  a  number of  our sel f -cr i t i cisms.   We had 
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previously bel ieved i t  was a norm in the  Chinese mi l i t ary that  you  could  not  

make a  jump of two grades,  not  ranks,  but  grades in  posi t ion.   But  the  

elevat ion  of  Fan Changlong to  be one of  the v ice  chai rmen after  having never 

served on the Central  Mil i tary Commission  shat ters  tha t  norm.  

 We had always  bel ieved  that  one of  the  vice chai rmen posi t ions  

was a pol i t i cal  of f icer ,  but  i f  you  go back  and  look a t  the  previous  people 

who have held the  posi t ion ,  l i ke Chi  Haot ian and  Liu Huaqing and other  

people l ike  that ,  you real ize ,  in  fac t ,  we were  mis label ing them.  

 We expected Wu Shengl i ,  the  Commander of  the Navy,  to  be 

elevated  to  Minis ter  of  Defense,  and that  didn ' t  happen.  The speculat ion  is  

tha t  this  is  because what the  Navy is  doing r ight  now is  so  important ,  and he 's  

so charismat ical ly associated  with  i t ,  that  they didn ' t  want  to  ac tual ly move 

him f rom that  posi t ion so he 's  one of  the two guys  who ended up  s taying.  

 We expected these changes  to  s ignal  a  dr amatic reform of  the 

mil i t ary region  s t ructure,  perhaps even i ts  abol i t ion  in  favor of  more of  a  

joint  command sys tem,  but  the fac t  that  almost  al l  o f  the elevat ions were 

former ground force  mil i t ary region commanders  rather  than the  more joint  

guys  we associate with the deputy ch iefs  of  s taf f  suggest  that  that ' s  not  going 

to  happen.  

 And,  then ,  f inal ly the  X -factor  that  I  would  offer  for  you  that  

could  potent ial l y upturn this  applecart  over  the next  couple of  years  i s  this  

very serious ef fort  a t  do ing a co rrupt ion  purge  wi thin the Party,  but  there are  

s ignif icant  amounts  of  smoke coming out  of  the mi l i t ary r ight  now about  the 

ex tent  of  sen ior  mil i tary off icer  corrupt ion,  and we cont inue to  see  the 

out l ines  of  the  evidence of  that ,  and so  expect ,  I  think ,  ov er  the next  year  or  

two some very s igni f icant  senior  people  taken down for  corrupt ion.  

 Thank you.  
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 INTRODUCTION 

 

Thank you, Mr. Chairman and the other members of the U.S.-China Economic and 

Security Review Commission for the opportunity to take part in the hearings you are holding 

today on the topic of “China’s New Leadership and Implications for the United States.” My 

remarks will focus on the personalities of the new Central Military Commission.  

Every five years, the advent of a Party Congress heralds a significant turnover of senior 

military officers on the Central Military Commission. Every two Congresses since the early 

1990s, speculation about whether the CMC chairman will step down after two five-year terms or 

hold on for a “decent interval” becomes rife, and outside analysts pore over the military 

appointments to look for evidence of “factional” influence. The 18
th

 Party Congress did not 

disappoint on either account. In mid- to late October 2012, eight out of ten of the uniformed 

members of the leading Central Military Commission were replaced. Moreover, the Party’s new 

general-secretary Xi Jinping, who had been the only civilian CMC Vice Chairman since 2010, 

also replaced Hu Jintao as CMC Chairman, defying expectations that the latter would stay on for 

an additional two years. This article examines the reasons for Xi’s “early” promotion and 

profiles the new members, exploring their backgrounds and possible clues as to their preferences 

and outlooks. 

 

Surprise, Surprise: Xi Takes Over the CMC 

 

In what even official Chinese media described as an “unusual twist to China’s leadership 

transition,”
241

 Xi Jinping was named chairman of the Central Military Commission at the first 

plenary session of the 18
th

 CCP Central Committee, ending months of speculation about whether 

Hu Jintao could or would retain the chairmanship for a “decent interval” after passing the CCP 

general-secretary position to Xi.
2
 The argument in favor of Hu staying on was primarily 

historical precedent, since both Deng Xiaoping and Jiang Zemin had maintained leadership of 

the military for approximately two years after stepping down from their Party positions. Yet Xi 

had powerful advantages over Hu, including his pedigree as the son of a legendary communist 

guerrilla (Xi Zhongxun), his longstanding princeling ties to senior military leaders, and his 

experience as a uniformed mishu to Defense Minister Geng Biao in the late 1970s and early 

1980s, accompanying Geng on visits by official military delegations to Europe and the United 

States.
3
 Structurally, the move will be supported by those who felt that the “two centers” 

approach introduced unnecessary ambiguity in the chain of command.
4
 Chinese official media 

went so far as to praise Hu for “voluntarily” leaving the post, and Xi magnamimously offered 

                     

Notes 
1
 Yan Hao, "Xinhua insight: Hu praised for voluntarily resigning from top military post,” Xinhua, 17 November 

2012. 
2
 “Xi Jinping named Chairman of CPC Central Military Commission,” Xinhua, 15 November 2012. 

3
 Keith Richburg, “China’s other transition: military to be led by new generation,” Washington Post, 23 October 

2012, accessed at: http://www.washingtonpost.com/world/asia_pacific/chinas-other-transition-military-to-be-led-by-

new-generation/2012/10/23/a8fd9504-19e5-11e2-ad4a-e5a958b60a1e_print.html. 
4
 James Mulvenon, “Party-army relations since the 16th Party Congress: The battle of the two centers?” in Andrew 

Scobell and Larry Wortzel, Civil-military change in China: Elites, institutes, and ideas after the 16th Party Congress, 

Carlisle, PA: Strategic Studies Institute, Army War College, 2004, chapter 2, pp.11-48. 
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that Hu’s decision “embodies his exemplary conduct and nobility of character.”
5
 Even though Xi 

is taking the helm of the CMC from Hu Jintao, the head of the latter’s office, Chen Shiju, has 

reportedly been appointed head of the CMC General Office,
6
 suggesting some latent Hu 

influence over the body’s activities.
7
 

After Xi assumed the chairmanship, Hu and Xi presented a common front to the troops. 

They addressed an enlarged meeting of the Central Military Commission on 16 November, 

“urging continuous efforts to advance army building and to fulfill the historic missions 

shouldered by the military.”
8
 Hu lauded Xi, assuring the assembled generals that he could 

“shoulder great responsibilities of being chairman of the Central Military Commission while 

uniting and leading the commission to fulfill the great historic missions.”
9
 

 

China’s New CMC Leaders 

 

In official protocol order, the new members of the CMC are Fan Changlong, Xu Qiliang, 

Chang Wanquan, Fang Fenghui, Zhang Yang, Zhao Keshi, Zhang Youxia, Wu Shengli, Ma 

Xiaotian, and Wei Fenghe.
10

  

 

General Fan Changlong, Vice Chairman 

Of all of the promotions to the CMC, General Fan Changlong’s is the most surprising, 

because it violates what had previously been considered an ironclad norm in the PLA against 

“skipping a grade,” in this case moving from MR leader to CMC vice-chair and without pausing 

at the CMC member grade.
11

  

 

Fan Changlong has experienced a typical Army career, rising through the ranks as an 

artillery officer before moving to national command.
12

 He was born in May 1947 in Dandong, 

Liaoning Province, and worked on a commune before joining 3
rd

 Company, 122
nd

 Artillery 

Battalion, 16
th

 Artillery Corps in the Shenyang Military Region in January 1969. Fan joined the 

Party in September 1969, and spent the next thirty years moving systematically up the ranks of 

16
th

 Corps, serving in political positions in the 1970s and regimental command positions in the 

early 1980s. For ten months in 1975 he attended an artillery academy, and between 1980 and 

                     
5
 Yan Hao, "Xinhua insight: Hu praised for voluntarily resigning from top military post,” Xinhua, 17 November 

2012. 
6
 The CMC General Office is a Military Region deputy leader-grade organization, which means that Chen now has 

the same grade and holds the rank of lieutenant general or major general. It is an unusual step to place a civilian in a 

military billet. Hat tip to Ken Allen.  
7
 One strange anomaly noticed by Ken Allen: the CMC’s General Office is concurrently MND’s General Office. It 

is a Military Region Deputy Leader-grade organization, whose director is either a lieutenant general (primary rank) 

or major general (secondary rank). But as John Corbett points out, having a civilian in the job is not unprecedented. 

Jia Tingan moved from Deputy Director of the Shanghai party committee General Office—working for Jiang 

Zemin—to be Deputy Director of the CMC General Office as of 1994 with the rank of Major General. Jia then went 

on to be promoted to Deputy Director of the General Political Department in December 2007, undermining the 

argument that he was simply a paper-pushing apparatchik. Hat tip to both of them. 
8
 “Hu, Xi urge army to fulfill historic missions under new leadership,” Xinhua, 16 November 2012.  

9
 “Hu, Xi urge army to fulfill historic missions under new leadership,” Xinhua, 16 November 2012. 

10
 “List of Chairman, Vice Chairmen, Members of CPC Central Military Commission,” Xinhua, 15 November 2012.  

11
 For the definitive treatment of the critically important PLA grades and ranks system, see Ken Allen’s chapter in 

The People’s Liberation Army as organization: Reference volume v1.0, Santa Monica, CA: RAND, 2001.  
12

 Fan’s official bio can be found here: http://news.xinhuanet.com/english/china/2012-11/04/c_131950268.htm, 

accessed 4 November 2012.  
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1982 he was a student at an Army academy. In September 1985, he moved to division-level 

headquarters and was promoted to deputy commander of the 48
th

 Division, then commander of 

the 46
th

 Division in September 1990. Fan was elevated to the 16
th

 Corps headquarters in 

February 1993, serving two years as chief of staff and then five years as Corps commander. In 

1998, he came to the attention of senior military leaders with his actions during the military 

response to flood fighting.
13

 He became chief of staff of the Shenyang Military Region in 

December 2002, where he served for three years before moving to Beijing as an Assistant Chief 

of the General Staff in December 2003. Before becoming Vice-Chairman, Fan’s last position 

was commander of the Jinan Military Region, where, because of his political officer background, 

he also served as head of the MR Party Committee. While serving in Jinan, he showed a keen 

interest in military agriculture, including prescribed fertilizers and biological control for plant 

diseases and insect pests.
14

 He led important unit experiments in joint logistics, command 

structures, and training methods.
15

 Fan also reportedly played a key role in the PLA response to 

the May 2008 earthquake in Sichuan, personally leading 20,000 troops from Jinan to the scene of 

the disaster that killed 80,000 people.
16

 According to the South China Morning Post,  

General Chen Bingde, the Chief of the General Staff, revealed in a memoir published in 

2010 that he bypassed routine procedures and called Fan at 9.34 pm on May 12, seven hours 

after the quake struck, ordering two army corps from the Jinan Military Area Command to 

prepare immediately for a disaster relief mission in the quake zone and ”await orders to set out at 

any time.”
17

 

Politically, he was an alternate on the 16
th

 Congress Central Committee, a full member of 

the 17
th

 Party Congress Central Committee, and now a member of the 18
th

 Party Congress 

Politburo.  

Fan Changlong’s bio highlights the weakness of foreign PLA leadership analysis, since 

nothing in the raw details of his career explains his meteoric rise to CMC Vice-Chair, except 

perhaps the recognition of his leadership during both the 1998 floods and the May 2008 

earthquake relief effort. In a PLA striving to fulfill the goals of the “New Historic Missions,” 

these types of achievements may have equal or greater weight than performance of traditional 

military tasks, and “increasingly serve as proxies for combat experience.”
18

 Fan also 

overlapped with Xu Caihou and Liang Guanglie when the former commanded the 16
th

 Group 

Army and the latter commanded the superordinate Shenyang Military Region. Yet Fan will be 

                     
13

 Hat tip to Daniel Tobin, Kim Fassler, Justin Godby, “Parsing the selection of China’s new high command,” 

China Brief, Volume 12, Issue 22, 16 November 2012. 
14

 “Sun Huangtian, others attend PLA agriculture S&T meeting,” Jiefangjun bao, 26 July 2012, p.1. 
15

 Hat tip to Daniel Tobin, Kim Fassler, Justin Godby, “Parsing the selection of China’s new high command,” China 

Brief, Volume 12, Issue 22, 16 November 2012. For examples of the experiments, see Liao Xilong, “Personally 

experiencing Jinan Theater’s major joint logistics reform,” Jiefangjun bao, 16 December 2008; and Huang Chao and 

Xu Hu, “Combine troops level by level, conduct multi-level joint training—an armored division under the Jinan 

Military Region Tests and perfects new operational methods by using actual troops and real equipment,” Jiefangjun 

bao, 11 November 2008.  
16

 One of the main tasks of the Jinan Military Area Command, thanks to its ability to mobilize quickly and deploy 

airborne troops, is to serve as a supporting force for military or emergency missions. See Choi Chi-yuk, “General 

Fan Changlong tipped for top post in China military commission,” South China Morning Post, 22 October 2012.  
17

 Choi Chi-yuk, “General Fan Changlong tipped for top post in China military commission,” South China Morning 

Post, 22 October 2012. 
18

 See Daniel Tobin, Kim Fassler, Justin Godby, “Parsing the selection of China’s new high command,” China Brief, 

Volume 12, Issue 22, 16 November 2012. 
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past mandatory retirement age at the 19
th

 Party Congress and therefore will likely serve only a 

single term as CMC Vice-Chair. 

 

General Xu Qiliang, Vice Chairman
19

 

 

Xu Qiliang is a career Air Force officer and pilot. He was born in March 1950 in Linqu, 

Shandong Province, joining the PLAAF as a student in July 1966 at the PLAAF 1
st
 Aviation 

Preparatory School. He is the son of late Lieutenant General Xu Lefu, a former Deputy Political 

Commissar of the Air Force.
20

 Xu briefly served as a “basic trainee” in the 335
th

 Regiment, 

112nd Division, 38
th

 Army, before joining the Communist Party in July 1967. He entered the 

PLAAF 8
th

 Aviation School in Liushuquan, Xinjiang
21

 in December 1967, graduating from the 

5
th

 Aviation School, Wuwei, Gansu, in November 1968 with a senior technical (associates) 

degree.
22

 Xu was first posted as a pilot to the 77
th

 Regiment of the 26
th

 Air Division in August 

1969, rising quickly to be a deputy commander and finally commander of the 26
th

 Division’s 

Independent Flight Group (battalion) in May 1976. His promotions continued within the 

division, including being one of the deputy commanders in September 1980 and the commander 

in May 1983, interrupted by a six-month attendance in the Senior Course at the Air Force 

Command College between March and October 1982. From the 26
th

 Division,
23

 Xu continued to 

serve in logical command positions; he was selected as a deputy commander of the 4
th

 Air Corps 

in Shanghai in May 1984 and then served as chief of staff of the renamed Shanghai Command 

Post from August 1985 to August 1986.
24

 In an appropriate move for his grade and position, he 

left command to attend the National Defense University’s (NDU) Basic Course as a student from 

September 1986 to June 1988. After his stint in the classroom, he returned to the PLAAF as an 

acting deputy commander of the 8
th

 Air Corps in Fuzhou, Fujian, before becoming the chief of 

staff in July 1989 and finally commander of the unit in June 1990. At this point, Xu moved to 

Beijing, assuming duties in January 1993 as one of the deputy chiefs of staff in PLAAF 

Headquarters and then chief of staff beginning in October 1994.
25

 Twice during his headquarters 

stint he attended short courses at NDU, first as a student in the Campaign Refresher Course from 

September to November 1994 and then as a student in the National Defense Research 

Department from July to October 1998. In February 1999, Xu concurrently became commander 

of the Shenyang Military Region Air Force and one of the deputy commanders of the MR itself, 

which is an MR deputy leader-grade billet. From March to July 2001, he took the “generals 

course” at NDU. In June 2004, Xu was appointed as one of the Deputy Chiefs of the General 

Staff, which is an MR leader-grade billet, and was promoted to full general in July 2007l. Three 

months later, he was appointed as the PLAAF Commander and a concurrent Central Military 
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th
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th

 Flight College and 3
rd
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th
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Commission member. Politically, Xu’s memberships in leading Party bodies paralleled his 

military promotions. He was an alternate member of the 14
th

 and 15
th

 Party Congresses in 1992 

and 1997, respectively, rising to become a member of the 16
th

 and 17
th

 Party Congress Central 

Committees in 2002 and 2007. Finally, with his elevation to the vice-chairmanship, Xu became a 

member of the 18
th

 Party Congress Politburo.  

Xu Qiliang now holds the highest position achieved by an air force officer in the post-Mao 

era.
26

 But this move also allows us to discard the popular shibboleth that the second CMC Vice-

Chairmanship is reserved for a “political officer.” The most recent Vice-Chair, Xu Caihou, did 

follow a typical political officer career path, but the previous occupants (Liu Huaqing, Cao 

Gangchuan, Chi Haotian, et al.) were not. Even if the leadership had wanted to further the Xu 

Caihou example, none of the three top political commissars in the PLA (General Liu Yuan, 61, of 

the General Armament Department; General Zhang Haiyang, 61, of the Second Artillery Force; 

and General Zhang Yang, 61, of the Guangzhou Military Region) were members of the CMC and 

were not senior enough to succeed Xu Caihou as CMC vice-chairman. However, Fan 

Changlong’s two-step grade elevation to Vice-Chair would seem to undermine that thesis, unless 

it was simply impossible to contemplate two two-step promotions at the same time.  

 

General Chang Wanquan, expected Minister of Defense
27

 

 

Chang Wanquan was born in Nanyang, Henan, in January 1949, joining the PLA in March 

1968 and the CCP later in the same year. After a few years of soldiering, he was promoted to 

chief of staff of the 140
th

 Division’s training section in July 1970, moving up to chief of staff of 

the 47
th

 Army’s training bureau in the Lanzhou Military Region in March 1974. From February 

to September 1978, Chang served as chief of staff of the Lanzhou MR Headquarters’ Operations 

Department (second section), and then became the mishuzhang of the MR General Office mishu 

section. In February 1980, he returned to the 47
th

 Army, serving as one of the deputy chiefs of 

staff and then chief of the Headquarters Department’s Training Bureau. From May 1983 to 

September 1985, Chang was promoted to chief of staff of the 47
th

 Army’s 140
th

 Division, and 

then one of the deputy division commanders until August 1990. For the next two years, he 

headed the Lanzhou Military Region Operations Department, and then assumed command of the 

61
st
 Division. From November 1994 to June 1998, he served as chief of staff of the 47

th
 Army, 

leaving to head the National Defense University’s Campaign Education and Research 

Department. Chang returned as commander of the 47
th

 Army in October 2000, rising to chief of 

staff of the Lanzhou Military Region. In December 2003, he became chief of staff of the Beijing 

Military Region, and one year later was promoted in grade to command the Shenyang Military 

Region. Chang became director of the General Armament Department in September 2007. 

Politically, he was a member of the 16
th

, 17
th

, and 18
th

 Party Congress Central Committees. 

Chang Wanquan’s appearance on the official CMC protocol list without an assigned 

position guarantees that he will be appointed Defense Minister at the National People’s 

Congress in March 2013. He is widely credited with the successes associated with the country’s 

manned space program, which is administered by Chang’s General Armament Department. 

Outside analysts predicted before the Congress that Chang would be promoted to the Vice-Chair 
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position that was ultimately awarded to Fan Changlong, but instead he was moved “up” to 

Defense Minister.  

 

General Fang Fenghui, Chief of the General Staff
28

 

 

Fang Fenghui was born in April 1951 in Xianyang, Shaanxi. He joined the PLA in 1968, 

and served for 34 years in the Lanzhou Military Region, primarily in Xinjiang. Among his 

positions was chief of staff of the Xinjiang Military District and commander of the 21
st
 Group 

Army. In December 2003, Fang was appointed chief of staff of the Guangzhou Military Region, 

and was promoted in 2007 to be commander of the Beijing Military Region and elected to the 

17
th

 Party Congress Central Committee. In 2009, he was in charge of the 60
th

 anniversary 

National Day parade in Beijing, accompanying Hu Jintao in reviewing the troops.  

Fang is young enough to serve one five-year term as Chief of the General Staff, then 

potentially follow past patterns and move up to CMC Vice-Chair in charge of professional PLA 

affairs. His service in three different military regions casts him in a positive light compared with 

competing officers.  

 

General Zhang Yang, Director, General Political Department
29

 

 

Zhang Yang was born in August 1951 in Wuqiang, Hebei. From 1996 to 2000, he served 

as the political commissar of the 163
rd

 Division. In 2000, Zhang was appointed director of the 

42
nd

 Group Army’s Political Department, and was elevated to political commissar. He was 

elected as a deputy at the 10
th

 National People’s Congress in 2003. From 2004 to 2007, Zhang 

served as director of the Political Department of the Guangzhou Military Region, eventually 

rising to political commissar and election as a member of the 17
th

 Party Congress Central 

Committee in 2007.  

Zhang’s career is a bit unusual for a GPD Director, since he has only served in political 

positions in units and has never done a tour in Beijing at GPD headquarters. At age 61, Zhang 

Yang could serve two terms on the CMC, first as GPD Director and possibly one as CMC Vice 

Chairman in charge of political affairs. 

 

General Zhao Keshi, Director, General Logistics Department
30

 

 

Zhao Keshi was born in November 1947 in Gaoyang, Hebei, and joined the PLA in 1968. 

Until 1988, he moved up the system as an apparatchik in the Army Headquarters training 

command. Between 1990 and 1994, Zhao served as deputy director and then director of the 

Nanjing Military Region Training Department. From 1994 to 1999, he served as chief of staff of 

the 31
st
 Group Army. From 1999 to 2001, he was one of the deputy chiefs of staff of the Nanjing 
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Military Region, moving to command the 31
st
 Group Army from 2001 to 2004. Zhao then 

returned to the Nanjing Military Region as chief of staff in 2004 and assumed command in 2007. 

Zhao will be 70 at the 19
th

 Party Congress in 2017, strongly suggesting that he will only 

be able to serve one term on the CMC.  

 

General Zhang Youxia, Director, General Armament Department 

 

Zhang Youxia was born in July 1950 in Weinan County, Shaanxi, and also joined the PLA 

in 1968. He is the son of Zhang Zongxun, an original Marshal of the revolution who reportedly 

fought alongside Xi Jinping’s father during the Revolution.
31

 In the 1970s and 1980s, he 

participated in various episodes of the border war and subsequent skirmishes with Vietnam, and 

was reportedly wounded.
32

 He was a division commander in the 13
th

 Group Army, then deputy 

commander of the 14
th

 Group Army, and then commander of the 13
th

 Group Army in Chengdu 

Military Region.
33

 In 2005, Zhang was appointed one of the deputy commanders of the Beijing 

Military Region, and then assumed command of the Shenyang Military Region in 2007. In 2009, 

he was quoted in People’s Daily, the Communist Party mouthpiece, as saying: “The fires of war 

are burning throughout the world. In this area, the gap between the Chinese military and foreign 

militaries is growing by the day. This is a real problem.”
34

 In his position at GAD, Zhang takes 

over the responsibility of improving the PLA’s weaponry and technology. 

At age 62, Zhang Youxia could serve two terms on the CMC.  

 

Admiral Wu Shengli, Commander, Navy
35

 

 

Wu Shengli was born in August 1945 in Wuqiao, Hebei, joining the PLA in 1964. He first 

attended the PLA Institute of Surveying and Mapping, and joined naval units after graduation. 

During his navy career, Wu commanded a destroyer zhidui (flotilla), served as chief of staff of 

the Fujian base, was commandant of the Dalian Naval Academy, served as one of the deputy 

commanders of the East Sea Fleet, and concurrently commanded the South Sea Fleet as one of 

the deputy commanders of the Guangzhou Military Region. He became one of the Deputy Chiefs 

of the General Staff in 2004. In August 2006, Wu became the PLAN commander when Zhang 

Dingfa died, and did not receive his third star until July 2007 (after he met the time-in-rank 

criteria); however, he did not become a CMC member until the 17
th

 Party Congress in October 

2007. He was the only officer who retained his original position in the changes accompanying 

the 18
th

 Party Congress. Politically, he was a member of the 17
th

 and 18
th

 Party Congress Central 

Committees 
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Outside analysts were surprised that Wu Shengli remained in place and did not become 

defense minister, but it may be that the current PLAN modernization, which is strongly 

associated with Wu, is too important right now to be placed in other hands.  

 

General Ma Xiaotian, Commander, Air Force
36

 

 

Ma Xiaotian was born in Gongyi, Henan, in August 1949, joining the PLA in July 1965 

and the CCP in July 1969. His PLAAF career began as a student in the Air Force 2
nd

 Aviation 

Preparatory School, and continued with his education as a pilot at the 12
th

 Aviation School. After 

graduation in May 1968, Ma returned to the school as a flight instructor. From December 1970 to 

January 1972, he was a student at the 5
th

 Aviation School, then left to join an aviation unit where 

he served successively as a pilot, squadron leader, deputy regiment commander, and regiment 

commander. In May 1985, Ma became one of the deputy commanders of an air division, and was 

promoted to division command in the early 1990s. From May 1993 to April 1994, he attended 

the Basic Course at National Defense University. After graduation, he was elevated to chief of 

staff and then command of the 10
th

 Air Corps. A Hong Kong magazine asserts that Ma served as 

a commander during the joint drill of the three services in the Taiwan Strait in 1996.
37

 In March 

1997, Ma moved to Beijing as one of the deputy chiefs of staff at PLAAF headquarters, and was 

then promoted in August 1998 to chief of staff of the Guangzhou Military Region Air Force. 

From June 1999 to January 2001, he concurrently served as commander of the Lanzhou Military 

Region Air Force and one of the deputy commanders of the military region itself. From January 

2001 to July 2003, Ma held identical positions in the Nanjing Military Region. In July 2003, he 

moved back to Beijing as one of the deputy commanders of PLAAF headquarters, and then 

assumed the position of National Defense University commandant in August 2006. From 

September 2007 to October 2010, Ma was one of the deputy chiefs of the General Staff for 

foreign [affairs?] and held the affairs and intelligence portfolio that included managing the 

military-to-military relationship with the United States.  

Ma Xiaotian is in many ways the model of a modern PLA leader, commanding units in his 

service, serving in regional and service headquarters, and successfully performing in “joint” 

positions in national PME and the general staff. While he was eminently qualified to lead the 

PLAAF, Ma also made a name for himself as an articulate and tough strategic interlocutor in 

military-to-military relationships with the United States, as well as a globally savvy officer 

guiding the PLA’s increasingly complex foreign interactions. Yet his age prevents him from 

spending more than one term on the CMC. 

 

General Wei Fenghe, Commander, Second Artillery
38

 

 

Wei Fenghe was born in March 1954 in Liaocheng, Shandong, joining the PLA in 

December 1970 and the CCP in January 1972. For 20 years he moved up the ranks within a 

Second Artillery brigade, pausing from 1982 to 1984 for education at the Second Artillery 

Command College. Between 1990 and 2001, Wei successively served as chief of staff and then 
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commander of a brigade, leaving in July 2001 to become the chief of staff at the 54
th

 Base. From 

December 2002 to December 2004, he commanded the 53
rd

 Base, moving to Beijing for a 

position as one of the deputy chiefs of staff and then chief of staff of Second Artillery 

headquarters. In December 2010, Wei was promoted as one of the deputy chiefs of the general 

staff. Interestingly, Wei was the only officer elevated to the Central Military Commission in 

October 2012 who was not a full general, but was quickly promoted on 23 November.
39

 This 

sequence was not unprecedented. According to John Corbett, “The timing and process—

promotion of the lone LTG [lieutenant general] to full general about one week after the Party 

Congress by the newly elected Chairman (or re-elected in 2007) mirrors the 2007 promotion of 

Chang Wanquan to full general after he was put on the CMC as General Armament Director.”
40

 

Wei Fenghe’s career path, commanding a Second Artillery brigade and then a base, is 

very similar to his predecessor Jing Zhiyuan.
41

 At age 58, Wei is also young enough to serve two 

complete five-year terms on the CMC.  

 

CONCLUSION 

 

The 18
th

 Party Congress witnessed the largest-scale change in PLA leadership in years, but 

analysts remain divided over the reasoning behind individual choices. Perhaps the only 

consensus involves the dogs that did not bark; namely, the strong suspicion that GLD political 

commissar Liu Yuan and Second Artillery political commissar Zhang Haiyang did not advance 

because of their tainted relationship with disgraced official Bo Xilai. Regarding the winners, 

however, explanations are still bogged down in outdated notions of faction and loyalty. 

Specifically, outside analysts were quick to identify five or more of the CMC appointees as loyal 

to Hu Jintao, based primarily on the rationale that their previous grade and rank promotions had 

been signed by Hu as CMC Chairman or they had served in the same geographic proximity as 

Hu or Jiang Zemin sometime in the last 20 years. These logical fallacies are compounded by the 

resurrection of “field army” explanations for personnel groupings, and the expected but tiresome 

false dichotomies of “hardliners” versus “moderates.” Yet it is striking that five of the officers 

chosen for the CMC, like the majority of the new Politburo Standing Committee, can only serve 

one five-year term before reaching mandatory retirement age, suggesting that some of the 

choices were short-term compromises.  

 

Although the appointment of Fan Changlong as a CMC vice chair came as a surprise 

because he skipped a grade, the remaining candidates came from a narrow pool of officers who 

had moved up the career ladder and met the required time-in-grade and time-in-rank criteria in 

key staff officer and leadership billets. In the end, however, there is always some horse trading 

that occurs based on guanxi. 
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OPENING STATEMENT OF ROY D. KAMPHAUSEN 

SENIOR ADVISOR FOR POLITICAL AND SECURITY AFFAIRS 

NATIONAL BUREAU OF ASIAN RESEARCH 

 

 

 MR. KAMPHAUSEN:  Thank you.   It ' s  a  pr ivi lege  to  be  back  

before the Commiss ion and  thanks  to  our hearing co -Chai rs  for  this  

oppor tuni ty.  

 Many of  the  comments  that  I ' l l  o ffer  today are  real ly the resul t  o f  

the  work that  we 've been  in  partners hip  with  at  NBR wi th  Army War  Col lege  

as  we 've helped  to  sponsor the Carl is le  PLA Conference for  the las t  seven 

years ,  and had the  benefi t  o f  exper ts  l ike James part icipat ing in  that  event ,  

and resu l t ing in  the edi ted volumes ,  the  s ix  that  are now out  as  a  resu l t  of  

those  conferences.  

 We've  dovetai led  our approach in  the oral  tes t imony,  I think,  to  

focus on di fferent  things.   I 'd  l ike to  focus on three  quest ions that  the s taf f  

has  asked us  to  look  at .  

 The f i rs t  i s  to  make some comments  about  the  changing,  

potent ia l l y changing re la t ionship between the PLA and the Party.   And the 

short  answer  is ,  in  my judgment ,  there is  no fundamenta l  change that ' s  t aking 

place,  but  thi s  goes wel l  beyond the assert ions  that  the PLA makes about  

i tsel f  being a  Par ty Army.  

 In  fact ,  there are s t ructura l  components  to  this  that  make i t  

unl ikely that  that  re lat ionship wil l  change in  any fundamental  way.  

 A couple  of  key points ,  and ,  then ,  as  James  said,  more deta i l  i s  

in  the  wri t ten  s tatement .   Fi rs t ,  PLA leaders  themselves  are s enior  Party 

leaders  by vi r tue of  the ir  s tatus  as  ful l  members  of  the Central  Commit tee or ,  

in  some cases ,  as  al ternate members .   They are  senior  Party leaders .   And in  

some cases ,  we can actual ly predict  or  forecast  who might  be a next -

generat ion  PLA leade r by understanding more about  the cohort  of  PLA 

officers  who are  members  or  al ternates  on the Central  Commit tee .  

 For  instance,  Xu Qi l iang,  as  J ames said ,  f i r s t  Ai r  Force  Vice 

Chair  of  the CMC,  was f i rs t  made an al ternate member of  the  Cent ral  

Commit tee  in  1992,  ful l  member  in  2002 .  He became a CMC member in  

2007,  and  Vice Chai r  in  2012.   His  Party leadersh ip predates  hi s  senior  

mil i t ary leadership.  

 The second piece of  thi s ,  the s t ructural  piece that  makes  a  

fundamental  break between the PLA and the Party unl ikely to  occur,  i s  the  

very nature  by which off icers  in  the  PLA and pol i t i ca l  and Party leaders  r ise  

to  cent ral  leadership posi t ions.  

 They do  i t  by earning thei r  credent ials  in  the  provinces  and  for  

the  mil i t ary by thei r  experience in  the mil i t ary regions.   This  experience and 

this  exposure  creates  in teract ions  between Party and pol i t i cal  leaders  and 

their  mil i t ary counterpar ts  at  much e ar l ier  points  in  thei r  careers ,  and this ,  I  

think,  l ends to  coherence between the Party and  the PLA that ' s  notable .  
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 As James sa id,  i t ' s  not  part icular ly important  that  there i s  not  a  

new Vice Chair  on the  CMC who does not  come f rom a commissar  

background.  It ' s  not  always  been the  case  that  we 've had a pol i t ical  Vice  

Chair ,  and in  fact ,  i t  doesn ' t  say that  the PLA is  becoming less  pol i t ical  

because  there i s  no pol i t ical  commissar  Vice  Chai r .  

 The second point  I 'd  l ike to  address  is  the  PLA's  abi l i t y to  

inf luence Pol i tburo  Standing Commit tee  del iberat ions  on nat ional  securi ty 

issues  as  wel l  as  other  issues .   Fi rs t ,  over  the las t  20 years ,  we 've seen a 

decl ining abi l i t y a t  the  s t ructura l  l evel  for  the PLA to  have inputs .   There is  

no longer  a  PLA member  who 's  a  member of  the Pol i tburo  Standing 

Commit tee .   For the  las t  ten years ,  there has  not  be en  a  CMC Vice Chai r  who 

s i ts  on  the  Cent ral  Commit tee 's  Secretariat ,  which  is  the s t ructure  that  runs 

the  Par ty's  day- to-day af fai rs .  So we 've seen somewhat  of  a  

ret renchment  from the  PLA in those  key roles .   

 There  are three  remain ing ways  in  which they c an  influence ,  at  a  

s t ructural  l evel ,  the interact ion  and  development  of  pol icy.  

 Fi rs t  i s  through thei r  interact ions,  the uniformed PLA's  

interact ions ,  wi th the CMC Chai r ,  Xi  J inping himsel f ,  in  the CMC set t ing.   

We know they meet  regularly,  perhaps  as  muc h as  once a  week,  and they al so  

accompany him on h is  mi l i t ary related  v is i ts  around the country.   That 's  one 

importan t  way that  they can  shape the  th inking of  the top leadership  on  

mil i tary issues .  

 The second is  through the two members  of  the  CMC, the two  

Vice  Chai rs  tha t  James  talked about ,  who are members  of  the  larger  

Pol i tburo.   This  i s  a  s t ructural  way that  the  PLA can  influence the  top 

leadership  del iberat ions .  

 And the  th ird i s  through the PLA part ic ipat ion in  leading smal l  

groups-- foreign af fa i rs ,  na t ional  securi ty,  and so  for th.  

 However ,  that ' s  the s t ructural  piece .   The PLA has  great  

autonomy in  the  execut ion  of  nat ional  securi ty p lans  and  opera t ions,  and  th is  

autonomy,  this  absence of  a  mandate to  coordinate  wi th  other  elements  of  the  

Chinese  government ,  can lead to  a phenomenon that  sometimes  is  observed  

by the outs ide as  a  PLA that ' s  out  of  control ,  o r  a  "rogue PLA."  

 This  presents  huge chal lenges  to  the  pol i t i ca l  l eadership ,  

part icular ly in  thei r  deal ings wi th other  regional  players ,  as  they w ant  to  

convey an image of  a  China  that ' s  peaceful ly r i s ing,  on  the  one hand;  on the  

other ,  they have a  PLA that  act s  with great  au tonomy.  

 Well ,  these  civi l -mi l i tary re lat ions  issues  and  interact ions ,  I  

think,  wi l l  mani fest  themselves  in  two important  mode rnizat ion  and  reform 

issues  that  l i e  before this  new CMC.  

 The f i rs t  i s  the  l ikely imperat ive to  reform the mil i t ary region 

s t ructure.   Now, the  mil i t ary regions  were set  up to  conduct  nat ional  defense,  

defend China 's  sovereignty a t  a  t ime when China was u nder great  threat  on 

nearly a l l  i t s  borders .   Those  days  have gone by.   The borders  are 

demarcated.   Confidence -bui lding measures  have replaced uncertainty,  and 

we have a new regional  securi ty s t ructure,  no t  new,  but  a  regional  securi ty 
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st ructure in  cent ra l  Asia that  has  rep laced  the Sovie t  threat .  

 The imperat ive to  have mil i t ary regions  f rom a nat ional  defense  

perspect ive has  gone away,  but  the imperat ive to  keep the mil i t ary regions 

from a  civi l -mil i t ary re la t ions perspect ive  remains ,  and thi s  in t roduces  a 

tension that  the leaders  of  the  CMC wil l  have to  address .  

 The f inal  is sue to  put  on the table for  your considerat ion --

perhaps we can  discuss - - is  the degree  to  which the interact ion between the  

services  wil l  be manifes ted in  civi l -mi l i tary re la t ions as  i t  pertains  to  who 

gets  bigger  budgets ,  who gets  more priori t y,  and who actual ly succeeds in  

going forward in  a global  environment  in  which the  PLA's  interes ts  are 

becoming much more global  in  nature.  

 The PLA remains  an  Army-dominated force .   Fi f ty of  the  top 60 

general s  or  admirals  come f rom the Army.   Six ty percent  of  the  budgets  and 

s t ructure and people  are in  the Army,  but  the Army is  not  going to  be the 

force  of  choice to  help  defend China 's  nat ional  securi ty in terests ,  as  they 

occur  around the world ,  and so there  is  a  t ension there ,  and that  t ension wil l  

manifes t  i t sel f ,  I  think,  in  aspects  of  civ i l -mil i t ary relat ions .  

 Thank you.  
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Introduction 

 

This statement is submitted to the U.S.-China Economic and Security Review 

Commission to address issues related to the transition to the new top military leadership 

in China.  The statement addresses the composition of the new Central Military 

Commission, important factors in the selection of the leaders, and highlights salient 

elements in the backgrounds of specific leaders.  The statement also addresses important 

factors of civil-military relations, including the relationship of the People’s Liberation 

Army (PLA) to China’s top political leadership, potential reform of the military-region 

structure of the PLA, and the likely competition for budget resources.  

 

Composition of the China’s New Central Military Commission   

 

As expected, new Chinese Communist Party general secretary Xi Jinping was appointed 

in November 2012 as the Central Military Commission (CMC) chairman.  Additionally, 

army general Fan Changlong and air force general Xu Qiliang were promoted to 

positions as vice chairmen of the CMC—Fan from Jinan Military Region commander and 

Xu from PLA Air Force commander. Other members of the new CMC include General 

Chang Wanquan, who will become the next Minister of National Defense when that 

position is confirmed in early spring 2013; General Fang Fenghui, chief of the General 

Staff Department (GSD), who previously had been Beijing Military Region commander 

since 2007; General Zhang Yang, director of the General Political Department (GPD), 

who comes to the job from the Guangzhou Military Region political commissar position 

and is the first new GPD director in at least twenty years who was previously not a GPD 

deputy director; General Zhao Keshi, director of the General Logistics Department 

(GLD), formerly commander of the Nanjing Military Region; General Zhang Youxia, 

who is director of the General Armaments Department (GAD), the former commander of 

the Shenyang Military Region, and the son of a famous Chinese general who had served 

with Xi Jinping’s father, making Zhang a “princeling”; Admiral Wu Shengli, commander 

of the People’s Liberation Army (PLA) Navy, retained the same position on the CMC 
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despite expectations that he might become a CMC vice chairman; General Ma Xiaotian, 

commander of the 

PLA Air Force and formerly the deputy chief of general staff in charge of intelligence 

and foreign affairs; and General Wei Fenghe, commander of the Second Artillery, 

China’s missile force.  No civilian vice-chairman was appointed, but if past practice 

holds, China’s 6
th

 generation paramount leader could be appointed as a vice chair of the 

CMC at a future party Congress plenum.  

 

Changing Relationship Between the PLA and China’s Communist Party?  

 

The PLA remains firmly a “party army” in that the loyalty of China’s military is pledged 

to the Chinese Communist Party (CCP).  In many respects, the close relationship between 

the PLA and the Chinese Communist Party reflects the reality that the PLA is the Party, 

or at least is comprised of senior Party leaders.  Almost all officers above company grade 

are Party members.  Moreover, throughout their careers, PLA generals and admirals have 

directed or been central to the party committees that exist at every level of command.  

Perhaps most importantly, all CMC members – as well as more than fifty of the next top 

sixty military leaders – are full or alternate members of the Central Committee of the 

CCP.   The military is a large “bloc” within the Central Committee; over the last four 

Party Congresses PLA members have consistently been about a quarter of the total 

number of Central Committee members.   Central Committee membership often is an 

indicator of future promotion for those in the deputy military region grade position.  For 

instance, although he just became a vice chair of the CMC in November 2012, General 

Xu Qiliang was already an alternate Central Committee member in 1992 at the 14
th

 Party 

Congress; he became a full member a decade later at the 16
th

 Party Congress in 2002 

when he was a deputy military region grade officer as the Shenyang Military Region air 

force commander. 

 

PLA leaders in regional command and leadership positions have ample opportunities to 

interact with local party and government leaders through the various civil-military 

interactions.  Additionally, China’s top military leaders usually command or serve as a 

political commissar in a different military region from the one in which they spent the 
bulk of their career, thereby increasing the opportunities to interact with local political 
leaders.  (There are exceptions, of course.  Zhang Yang spent his entire career in the 

Guangzhou Military Region, ultimately rising to the position of military-region political 

commissar.  And Zhao Keshi was in the Nanjing Military Region for his entire career 

before becoming the military region commander.)  Because the political and military 

promotion systems both funnel successful cadres to central leadership roles in Beijing, 

relationships formed at earlier points in a career often translate into more partnerships at 

senior levels.  

 

Outside observers overlook this dynamic when they emphasize the loyalty that a new 

three-star full general must feel toward the general secretary that pinned on his last star, 
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suggesting that PLA officers are “politicized” at the point of promotion. In fact, the 

nature of the Chinese system serves to ensure that political-military relationships are 

formed and strengthened at much earlier points in an officer’s career.  By the point in his 

career that a PLA officer becomes a member of the CMC, he will have had extensive 

personal and professional interactions with a variety of political and Party leaders, and he 

is himself, by virtue of his Central Committee status, a Party leader in his own right.     

 

In this regard, it might be inconsequential that neither of the two new vice chairmen 

comes from a political commissar background (although according to his biography, 

General Fan did fill a tour as a company level commissar early in his career.) While the 

CMC has had vice chairman with “political” backgrounds during parts of the past twenty 

years, it is difficult to ascertain that one portfolio is necessarily “political.”  It is likely a 

mistake to conclude that the absence of an officer with a strict political commissar 

background as a vice chairman of the CMC means that the PLA has become less of a 

Party organization.  

 

 

Did Xi Jinping’s ascension to CMC Chairmanship differ from that of his predecessors?  

 

To be sure, some aspects of the leadership change in the PLA caught observers unawares. 

Perhaps the biggest news was that Hu Jintao did not follow the practice of Jiang Zemin 

and retain his CMC chairmanship after relinquishing his role as general secretary of the 

Communist Party and ranking member on the Politburo Standing Committee, the highest 

collective leadership body in China. Whether this was the result of a back-room deal to 

limit the influence of retired top political leaders such as Jiang Zemin—either because Hu 

Jintao saw the wisdom of avoiding the “twin centers” problem in military leadership that 

he himself had faced or because Xi Jinping built an effective coalition to prevent Hu from 

remaining on—we don’t know. We do have a sense, however, that consolidating 

authority under Xi might help avoid some of the civil-military challenges that plagued 

China in the early years of Hu’s CMC chairmanship. 

 

Xi Jinping does have experience, albeit limited, with the PLA before becoming CMC 

chairman. He spent time as a junior staff officer in the CMC General Office as a mishu 

(essentially an aide-de-camp) to then minister of defense Geng Biao from 1979-1982, and 

this no doubt provides him with perspective on the activities of the CMC at its highest 

levels. Additionally, in his various party roles, Xi has supervised PLA units and served 

on joint party-army committees. However, while he certainly exudes more charisma than 

the reserved Hu Jintao, the degree to which Xi is able to personally impact PLA priorities 

and modernization programs will remain difficult to assess, especially in these early days. 

 

Xi Jinping’s activities and initiatives after he became civilian vice chairman of the CMC 

in October 2010 at the fifth plenum of the 17
th

 Party Congress do not shed a great deal of 

light on what his priorities might be as Chairman.  For instance, he met with military 
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chiefs of the Shanghai Cooperation Organization countries in Beijing in April 2011; 

joined CMC Chairman Hu Jintao in a promotion ceremony for officers promoted to 

general in July 2011; and traveled to Tibet and inspected army troops in July 2011, 

among other activities. 

 

 

How does the PLA influence Politburo Standing Committee deliberations and decisions?  

Does this apply for issues that are not strictly military in nature? 

 

Since the venerable Admiral Liu Huaqing retired in 1992, the uniformed PLA has not had 

direct representation on the Politburo Standing Committee (PSC).   Additionally, 

beginning with the 17
th

 Party Congress in 2007 there is no longer representation of the 

PLA in the Secretariat of the Central Committee, which manages the daily workflow of 

the Party.   Absent those two direct points of access, today there are two structural means 

by which the PLA can influence PSC deliberations and decisions: 1) through their regular 

interactions with Xi Jinping in his role as CMC Chairman, 2) via the uniformed members 

of the CMC who are members of the larger Politburo (Generals Fan Changlong and Xu 

Qiliang are both Politburo members) and 3) through PLA participation in PSC-level 

leading small groups (including foreign affairs, national security).   

 

As a Party organization subordinate to the PSC, the CMC does not have a mandate to 

interact and coordinate with other elements of the PRC governmental structure.  To be 

sure, China’s Ministry of National Defense (MND) does sit on the State Council, and 

coordinates with other ministries of the Chinese government on issues such as 

conscription, mobilization, education and demobilization, among others.   But little to no 

coordination appears to occur on issues related to national security policy and operations.  

Consequently, many analysts have concluded that the PLA generally regards itself as 

accountable only to the top party leadership, perhaps even only to the party general 

secretary, who is also CMC chairman. The absence of a mandate to coordinate – the 

notion of a Chinese-style inter-agency process remains a far-off possibility – has resulted 

in high degree of autonomy for the PLA in the execution of defense and national 

security-related operations and policies.  Typical of this approach would be the response 

of then CMC vice chairman and army general Guo Boxiong to criticisms about the PLA’s 

anti-satellite launch in January 2007. Guo downplayed the event’s significance and 

waved off any risk of space debris, in essence conveying that reactions to the launch were 

overwrought in the West. In the process, General Guo displayed a surprising lack of 

regard for the second- order consequences of seemingly autonomous PLA decisions, such 

as the thousands of pieces of space debris created as a result of the operation, as well as 

an apparent lack of appreciation for these decisions’ impact on other states. 

 

The autonomy in execution that the PLA appears to possess has been construed in some 

corners to mean that the PLA that has “gone rogue” or is out of control of the Party. I 

don’t believe this to be the case, in large part due to the symbiotic relationship of the top 



127 

 

Party and military leadership I described earlier, but the impression alone creates a 

problem for the political leadership that seeks to downplay regional concerns of a China 

threat.   

 

The PLA does not appear to have the ability or inclination to shape the deliberations and 

decisions of the PSC on issues other than on defense and national security. 

 

Priorities for the New Leadership to Consider 

 

What are the issues that face China’s new military leadership and how might their 

strategic direction differ? 

 

To be sure, a transition to new military leadership suggests the possibility of new 

approaches, but many of the issues that confront the new leadership remain the same as 

before.   Nonetheless, some aspects warrant highlighting. 

 

First, the composition of the CMC is more “joint” than ever before. General Xu Qiliang 

is the first air force general to be a vice chairman.  When his successor as Air Force chief, 

General Ma Xiaotian, is added to PLA Navy commander Admiral Wu Shengli, the 

number of non-Army officers on the ten person CMC increases from two to three, the 

most ever.  At one point prior to the transition before it became known that Admiral Wu 

would remain as Navy commander, it appeared that two of the top three positions in the 

PLA would be held by non-Army leaders.  (Some informed speculation has suggested 

that Fan Changlong was “helicopter promoted” from Military Region command precisely 

so that an Army general would remain in one of the CMC vice chairs.)   

 

The increased number of air force and navy representation on the CMC notwithstanding, 

the PLA remains an army-dominated force, especially at the top leadership levels. Seven 

of the ten CMC leaders are army generals, all general department directors are army 

generals, and all seven military-region commanders are army generals as well. Indeed, 

nearly three-quarters of the fifty-odd top ranking officers in the PLA are army officers. 

 

Second, the direction of PLA modernization likely will remain focused on the “goals and 

tasks of China's national defense in the new era” as outlined in the 2010 Defense White 

Paper.  These goals are listed as:  

 Safeguarding national sovereignty, security and interests of national development.   

 Maintaining social harmony and stability.  

 Accelerating the modernization of national defense and the armed forces, 

particularly to “attain major progress in informationization by 2020”. 

 Maintaining world peace and stability.     

 

While the new leaders are unlikely to reshape the aforementioned goals and tasks, they 

do bring their own particular background and experiences to these roles.  For instance, 
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General Fan Changlong was widely regarded as a top-notch commander who led 

important military exercises, spearheaded the PLA’s operational response to the 2008 

earthquake, and achieved key modernization initiatives in the Jinan Military Region.  

Those experiences could add impetus to further operational and doctrinal reforms. 

 

General Xu Qiliang has been an advocate for advanced concepts of air force deployment, 

and promoted a strong role for the PLA air force in China’s space program.  He could 

contribute to an evolving PLA aerospace capability and doctrinal development. 

 

Additionally, both leaders have extensive background in Northeast China’s Shenyang 

Military Region bordering North Korea.  General Xu commanded the military region’s 

air force and General Fan spent 30 years in the MR, rising to the position of military-

region chief of staff before taking command of the Jinan Military Region in 2004.  While 

we might be tempted to conclude that North Korea’s uncertain prospects prompted 

China’s top political leaders to promote two leaders with on-the-ground experience in 

Shenyang, this analytical approach might overlook other factors in the selection process, 

including a desire to balance the geographic origins of the top military leadership. For 

instance, five of seven military regions are represented on the Central Military 

Commission.  

 

Modernization Issues with Civil-Military Implications 

 

Even as the PLA continues its path of modernization, influenced and tweaked by the new 

leaders perhaps but not fundamentally altered, there are two additional issues that will 

have important bearing on the overall trajectory of PLA modernization.  These are 

deliberations about 1) whether and how to undertake military-region restructuring and 2) 

the competition between the services for resources.  

 

Military Region Restructuring 

 

The impetus to undertake structural reform that goes beyond the tactical and operational-

level restructuring of the last decade to address fundamental military-region structural 

reform is likely to grow in intensity. The current structure evokes the pre-modernization 

period in which PLA ground forces were essentially static garrison forces whose chief 

role was to carry out sectoral defense of Chinese territory and internal security and 

stability missions.  However, China’s regional security situation has changed 

dramatically from the 1950’s: it faces no imminent military threat on its borders and the 

strategic challenge from the Soviet Union has been replaced with multilateral confidence 

building mechanisms such as the Shanghai Cooperation Organization and clearly 

demarcated borders.  In short, the defense against external threats rationale for the current 

military region structure has largely gone away.  
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Reform of the existing structure would doubtless be a complex process, which would 

likely include an evaluation of strategic and regional security as well as the domestic 

security situation, assessments of the capabilities of existing units and structures, and 

alignment of units with the roles and missions that a modified structure might permit.  

The potential outcomes that might be considered range from reducing the number of 

military regions from seven to five (or less) all the way to consideration of an entirely 

functional capabilities structure. 

 

An updated capabilities-based structure could more easily accomplish a variety of tasks, 

including the positioning of forces capable of responding to border contingencies and 

projecting land power around China’s periphery. A capabilities-based structure also 

presents opportunities to reduce redundant or superfluous forces and organizational 

structures, allowing for resource reallocation or savings. And ground-force exercise 

patterns of the last several years have demonstrated that cross military region operations 

are increasingly becoming the norm, suggesting that fixed military region boundaries 

may become less relevant, which could be the first step in a restructuring process.   

 

The outcome of this debate will have important ramifications for the degree to which the 

PLA, particularly the ground forces, becomes more expeditionary. 

However, the debate will hinge on much more than a clear-eyed assessment of roles, 

missions and capabilities of the PLA in the new era because the military-region structure 

serves more roles than simply to help prepare for operational contingencies.  Indeed, the 

military-region structure is a central feature of civil-military relations in China and would 

not easily be changed.  The provincial military districts and their subordinate military 

districts and sub-districts perform critical civil-military roles related to mobilization for 

national defense, disaster relief, civil defense, conscription and demobilization and thus 

represent entrenched bureaucracies that might prove difficult to dislodge.  And as 

mentioned above, it is at the provincial-military region level where important political-

military relationships are often initially formed.  Thus, any significant changes to the 

military-region structure are likely to be contentious events.   

 

Nonetheless, the pressure from a purely military and operational perspective to begin 

reform will likely intensify during this CMC’s tenure. Although five new CMC members 

come directly from military-region commander or political commissar postings, it might 

be hasty to conclude that they are either solid supporters of the status quo or ardent 

reformers. In any case, their recent experiences as military-region commanders will 

doubtless inform their thinking. 

 

Second, related to but distinct from military-region restructuring, we may also see intra-

PLA struggles between the land forces, surging navy, Second Artillery, and air force over 

resources and priorities.  This dynamic would intensify in future years if downward 

budget pressures on defense expenditures come to pass. The land forces still constitute 

the bulk of the PLA (some 60% of manpower, units, resources), serve as the Communist 
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Party’s link to its revolutionary past, and are charged with the fundamental national 

security missions of defending China’s sovereignty and the rule of the Communist Party. 

Yet, as we have seen, the number of ground forces in place to carry out these missions is 

outsized for the tasks themselves, suggesting an opportunity for further realignment of 

forces. This realignment, or “rebalancing” between the army, navy, air force, and Second 

Artillery, becomes more justifiable as the PLA looks to secure China’s national security 

interests on a global scale. 

 

In many respects, the allocation of resources between the services will provide insight 

into how expeditionary China’s CMC hopes the PLA will become. An outsider can easily 

conjure up a variety of scenarios and approaches through which a future PLA might seek 

to project power—for instance, from a modest regional power- projection posture in 

which land forces still play a significant role, all the way to a full-scale global capability 

in which a blue water navy and robust air force and Second Artillery (the latter of which 

might be promoted to a full service) are more prominent. Will we see a more joint 

orientation? Will the regional air forces and fleets come out from under their 

subordination to the military regions, perhaps adopting an “expeditionary force” model of 

air strike groups with a mix of fighters, bombers, and early-warning aircraft? Moreover, 

might the PLA Air Force contest for a role in managing China’s space mission, currently 

controlled by the GAD and GSD, as the country seeks to pursue its aerospace strategy of 

“integrated air and space operations, being prepared for simultaneous offensive and 

defensive operations”?  

 

There is good reason to believe these issues are being debated internally though there is 

limited evidence of the debate.  But as with the case of military region restructuring, the 

ultimate outcome will be a result of much more than just a consideration of the military 

factors involved.  Domestic politics and the competition between services, albeit if 

different in character from that of Western democracies, will pay a huge, even decisive 

role in the final determination of programmatic requirements and budgets.  And we can 

expect that the competition between the services will manifest itself in the tenor of civil-

military relations in coming years.  

 

 

China’s new military leaders attitudes toward foreign powers and international 

experience.   

 

At this early juncture, it is difficult to ascertain the specific views that new leaders might 

have toward foreign powers, especially the United States.  We know that CMC Chairman 

Xi Jinping apparently has fond memories of his visit to Muscatine, Iowa in the 1980’s, 

memories that were warmed during his return visit last year.  The two new vice chairman 

also have had some exposure to the U.S.  Fan Changlong made an official visit to the 

United States in September 2011 as the leader of the Jinan Military Region delegation.  

General Xu Qiliang visited the US in 1997 as Chief of Staff, PLA Air Force.  As 
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commander of the PLA Air Force, he was supposed to visit the US in 2008, but that trip 

was cancelled due to the Sichuan earthquake. (The last PLA Air Force commander 

official visit to the U.S. occurred in 1995; the U.S. Chief of Staff of the Air Force visited 

China in 1998.)  More recently, General Xu met with a delegation of retired US admirals 

and generals in December 2012.   

 

The degree to which these visits resulted in positive views toward the U.S. is even more 

difficult to know, and may not matter a great deal, because of the degree to which the 

individual views of top leaders are constrained within China’s collective leadership 

model.  While positive views of the U.S. would be nice, we should also be looking for a 

clearer understanding of the U.S. that would inform their views articulated in internal 

“debates” or “discussions” to the extent they take place among CMC members.  

 

 

What impact will the domestic political corruption scandals in the last year have on the 

CMC and the PLA?   

 

As a political structure that is subordinate to the Party, the political corruption events of 

the past year will inevitably have an impact on the PLA.  Already, we have seen the 

promulgation of new regulations that limit the ability of PLA leaders to engage in 

extravagant activities at banquets or during travel.  While largely symbolic, the new rules 

suggest a more restrictive environment for military leaders.  Moreover, the widely 

publicized intra-PLA anti-corruption efforts like those led by General Logistics 

Department Political Commissar Liu Yuan imply that the PLA leaders are under scrutiny 

like their political counterparts.  What will be interesting to watch is whether the anti-

corruption efforts make headway against some of the pernicious “pay for promotion” 

schemes that are allegedly rampant within the PLA.   

 

The much-discussed “princeling” phenomenon may also be relevant to this issue.  

Military princelings, the children or in-laws of current or former political or military 

leaders, were “born red” after the founding of the People’s Republic of China (PRC), and 

are often well connected with political cadres of similar lineage. Of the new slate of CMC 

leaders, CMC vice chairman Xu Qiliang is the son of the late air force lieutenant general 

Xu Lefu; PLA air force chief Ma Xiaotian is the son of Ma Zaiyao, former dean of the 

Political Institute of the PLA; and the new GLD director, Zhang Youxia, is the son of 

General Zhang Zongwun, a revolutionary general. But not all eligible princelings were 

promoted.  For instance, neither General Liu Yuan, political commissar of the General 

Logistics Department and the son of former state president Liu Shaoqi, nor Zhang 

Haiyang, political commissar of the Chengdu Military Region and the son of legendary 

general Zhang Zhen, was selected to become director of the General Political 

Department, despite both being highly rated candidates. While some candidates might 

suppose that their princeling connections with deposed Chongqing leader Bo Xilai 

doomed their prospects for promotion, other factors may have played a role as well. In 
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General Liu’s case, for instance, the zeal with which he pursued a high- profile anti-

corruption campaign, which resulted in the sacking of Lieutenant General Gu Junshan, 

deputy director of the GLD, may have alarmed some leaders enough to prevent his 

promotion. The reality is that not everyone can be promoted to a limited number of 

positions, and a candidate’s princeling connections appear to be only one of several 

determining factors in how new leaders were selected. 

  

 

Do you foresee a changing role for the Ministry of National Defense? 

 
In short, I do not anticipate fundamental changes to the functions of the Ministry of 
National Defense (MND).  Rather, I see an evolution of functions and inclusion of new roles 
in keeping with the traditional externally-focused role of the MND.  The PRC’s Ministry of 
National Defense has always been the “face of the PLA” to foreign militaries and the outside 
world.  Its traditional roles have centered around the management of the PLA’s 
international relations, via the MND Foreign Affairs Office.  These include high-level 
interactions, functional military professional visits, strategic dialogues, and so on.  In recent 
years the MND has added an Information office /spokesperson office which manages the 
public image of the PLA and disseminates periodic multi-lingual information updates (the 
office is staffed by former MND Foreign Affairs Officers) and a Peacekeeping Center which 
manages China’s participation in UN-sponsored peacekeeping missions.  Both functions are 
essentially in line with the historic foreign affairs functions of the PLA in that they manage 
some international aspects of the PLA.     
 
Within the PLA branches and services, have there been any leadership or organizational 

changes with particular strategic significance? 

 

The most interesting development was that Admiral Wu Shengli retained his position as 

Commander of the PLA Navy, and as a result, remained a CMC member, rather than 

become one of the two uniformed vice-chairman of the CMC.  The speculation as to why 

he did not move up includes several possibilities such as his contentment with continuing 

to shape the development of the PLA Navy, or that the bureaucratically entrenched and 

ground force-centric PLA was unable to contemplate two non-Army CMC vice chairmen. 
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PANEL III QUESTION AND ANSWER 

 

 

 VICE CHAIRMAN SHEA:  Thank you,  both ,  for  your very 

interes t ing tes t imonies .  

 I  guess  I ' l l  s tar t  o ff  wi th  a quest ion .   There 's  a  recent  report  that  

a  Japanese vessel  near  in  the  Eas t  China  Sea was  painted by,  I  bel ieve,  a  

Chinese  Coast  Guard vessel  wi th f i re  radar ,  which  the  Japanese  insis t  was a 

provocat ive act .   

 Your  understandin g of  the Chinese chain of  command,  and  you 

ment ioned,  Mr.  Kamphausen,  about  the  great  autonomy of the  PLA,  do you 

have any sense of  how that  t ype  of  decis ion  to  ac tual ly lock on your  radar  in  

a very tense s i tuat ion involving disputed is lands would  be decid ed?   Is  this  

something you think  was  done autonomously by the  Army?   Do you think 

there was  pol i t i cal  input ,  pol i t i cal  au thorizat ion,  or  maybe a  decis ion at  a  

low level  wi thin the  Chinese mi l i t ary wi thout  higher -ups knowing about  i t?   

What 's  your  sense and  what  implicat ions do you draw f rom your conclusions?  

 DR.  MULVENON:  Well ,  Roy i s  a  very good person  to  talk  about  

this  because of  h is  experience  when he was on act ive duty running the  

Mil i tary Mari t ime Cooperat ion Agreement ,  which was  supposed to  handle  our  

discussions  with  the  Chinese about  thi s  issue .  

 I  would  say that  at  a  s t rategic level ,  when people ask me the 

quest ion  about  rogue PLA, I often say that  I  don ' t  think that  the PLA is  

necessari l y ac t ing rogue.   What  we ident i fy as  the behavior  over  the  las t  t en 

years  or  so that  appears  to  be  at  variance with what  the Foreign Minis t ry is  

saying i s  in  some ways  a ref lect ion of  the  fact  that  the  modernizat ion of  the  

Chinese  mil i tary has  al lowed i t  to  expand the geographic scope of  what  i t  

regards  as  normal  pat rol l ing behavior  and normal  mil i t ary act iv i ty.  

 And i t  has  expanded beyond the  t radi t ional  mechanisms that  the 

Party had  to  ac tual ly govern the use of  mil i t ary forces .   And the  mil i t ary 

says ,  you know, why should we have to  go  back  to  you every t ime,  "M other ,  

may I? "  This  is  what  normal  modern mil i tar ies  do.   We're  just  pushing 

farther  out .  

 But  the problem was they began chafing up against  U.S.  and 

Japanese and other  regional  navies  and a i r  forces  a long thei r  per iphery.   As 

ear ly as  the  2001 EP-3  cri s is ,  I  think we began to  see that  phenomenon.  

 And up to  a couple of  years  ago,  in  the South China Sea,  there  

was real  concern that  the Chinese  had  set  up  these  State Oceanic 

Adminis t rat ion  ships  primari ly to  al low them to  harass  our USN S ships  and 

other  things while not  making a mil i t ary encounter .   But  they had  some 

unfortunate incidents  down there.  I  bel ieve that  we have seen  evidence that  

the  Chinese pol i t i ca l  c ivi l ian leadership  has  begun to reassert  an abi l i t y to  

not  only have a pre t ty tact ical  l evel  of  understanding of  what 's  going on 

down there ,  but  to  a lso set  up rules  of  engagement  and to  manage that  

knowing that  i t  can  become a rea l  s t rategic  cr is is ;  and so there 's  a  s igni f icant  
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amount  of  report ing ,  for  instance ,  tha t  Xi  J inping i s  managing a  leading  

group that  is  deal ing with  these  mar i t ime disputes .  

 And so,  given the advancements  that  we see  in  Chinese mil i tary 

intel l igence and survei l lance and reconnaissance,  which  gives  the  leadersh ip 

the  abi l i t y to  have a  much bet ter  unders tanding of  what 's  go in g on  down 

there than  they would have previously,  combined with the  fact  that  I  think  

the  leadersh ip now understands  that  they were engaging in  uncoordinated  

behavior ,  and i t  was  potent ial l y very escalatory and  very dangerous means 

that  they are  exercis ing much greater  control  down there than they have in  

the  pas t .  

 VICE CHAIRMAN SHEA:  Mr.  Kamphausen.  

 MR. KAMPHAUSEN:  A couple points .   Fi rs t ,  they were ,  in  fact ,  

PLA Navy vessel s ,  two f r igates ,  two di f ferent  f r igates  of  the E ast  Sea  Fleet ,  

and this  is  conce rning.   It  rai ses  quest ions  about  what  thei r  rules  of  

engagement  are,  and  perhaps  more important ly,  at  a  s t rategic level ,  whether  

there 's  an  appreciat ion for  the degree  to  which th is  was  a very escala tory act .   

 I t ' s  not  unknown to navies .   I 'm an  army guy ,  but  navies  engage 

in  i t .   I t  was a big problem we had with the  Soviets  during the  Cold War.   It  

was a provis ion of  the  INCSEA agreement  that  we reached with  the  Soviets ,  

and i t ' s  not  clear  the Chinese  have an appreciat ion  of  the act ions  that  the  

ship  that  is  being painted,  i f  you  wil l ,  must  take in  response .   You don ' t  have 

a choice to  make a determinat ion that  you bel ieve they' re  just  not  going to  

shoot ,  even  though I bel ieve they' re not  going to  shoot ,  because  I think they 

understand the impl icat ions  of  that .  

 The second part  of  i t  i s  thi s  took p lace  wel l  away f rom the  

Senkakus,  between a hundred and 150 k i lometers  away.   The Japanese 

themselves  apparent ly are  not  convinced  that  i t ' s  related,  and they've  said - -

some of  thei r  own s tatements  that  have been  not  part icularly helpful  in  

defusing the cris i s  when they've  talked  about  warning shots  and  that  sor t  of  

thing.  

 So I think your  chief  quest ion  was,  though,  who approved i t?    

 VICE CHAIRMAN SHEA:  Right .  

 MR. KAMPHAUSEN:  And the Japanese are not  convince d  that  i t  

took  p lace above the E ast  Sea  Fleet  l evel .   I  think the problem wi th  giving an  

excuse i s  tha t  the  people that  we hold  accountable  are the ones we in teract  

wi th ,  and so  a t  a  nat ional  level ,  you ' re accountable ;  you 're  responsib le .   

Whether  the exac t  order  was given or  whether  lax  rules  of  engagement  were 

permi t ted to  be formed,  I think  we have to  hold the leadership  accountable 

i r respect ive  of  whether  they issued  the order .  

 VICE CHAIRMAN SHEA:  Well ,  the  system i s  at  fau l t  then .  

 MR. KAMPHAUSEN:  That 's  essent ial ly the  point  I  would make.   

And the  detai l s  of  the  event  mat ter ,  bu t  in  the end the sys tem has  to  take 

accountabi l i t y for  what  has  taken  p lace.  

 VICE CHAIRMAN SHEA:  Thank you very much.  

 Commissioner  Fiedler .  

 COMMISSIONER FIEDLER:   I  have  some smaller  quest ions,  but  
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I ac tual ly want  to  get  into a larger  ques t ion  of  decis ion -making coordinat ion .   

James ,  you  sor t  of  lost  me,  or  you dropped i t  at  one point .   Let ' s  just  t ake a  

s tep back.   The CMC is  supposed  to  be the  ul t imate mil i t ary body,  r i ght?  

 DR.  MULVENON:  Uh -huh.  

 COMMISSIONER FIEDLER:   They're  supposed  to  be the 

ul t imate coordinat ing body with in the mil i t ary?  

 DR.  MULVENON:  Within  the  mil i tary.  

 COMMISSIONER FIEDLER:   Within  the mil i t ary.  

 DR.  MULVENON:  Right .   The problems we 're  di s cuss ing,  

though,  have a lot  to  do with the  lack of  coordinat ion with  the  Minis t ry of  

Foreign Affa irs .  

 COMMISSIONER FIEDLER:   No,  I - -wel l ,  I 've  always  viewed,  I  

mean that ' s  a  s imilar  problem here.  

 DR.  MULVENON:  Right .  

 COMMISSIONER FIEDLER:   I  mean we ma y have a Nat ional  

Securi ty Counci l ,  but  tha t  funct ions di f ferent ly in  every adminis t rat ion .  

 DR.  MULVENON:  Right .  

 COMMISSIONER FIEDLER:   It  ge ts  s t ructured internal ly.   I  

have a very rudimentary understanding of  thei r  decis ion -making process  and 

coordinat ion .   I  don ' t  know if  we have any more  sense than I do how much 

t ime Xi  J inping spends  in  a  day deal ing with nat ional  secur i ty i ssues?   I  have 

no sense of , in  h is  posi t ion  as  head of  the  CMC, whether  he  has  large  s taf f ,  

smal l  s taf f ,  he beefed  i t  up ,  he  ton ed i t  down,  who 's  on i t .  This  begs the 

quest ion ,  I  mean,  in  t ime,  th is  becomes a more  dangerous s i tua t ion for  us  i f  

we cannot  make these  decis ions knowledgeably.  

 And I don ' t  want  to  get  in to  mil -mil  t ransparency whining,  but  

we don ' t  real ly understand the  decis ion-making process;  is  that  fa i r?  

 DR.  MULVENON:  Well ,  that ' s  defini te ly t rue .   I  mean i t 's  less  

of  a  black  box than  i t  used to  be,  but  i t ' s  s t i l l  far  too dark for  my tas te.   I  

wi l l  say that  the  convent ional  wisdom,  which  I l a rgely ascr ibe  to ,  i s  th at  Xi  

J inping by v ir tue of  his  s t ronger relat ionship with the Chinese mil i t ary wil l  

be  bet ter  pos i t ioned  to  be ab le  to  ac tual ly manage and government  and the 

PLA as  Chairman of  the CMC than  some of  h is  predecessors  had who had 

very l i t t l e  personal  knowledg e coming in,  and therefore could be  f rankly --  

 COMMISSIONER FIEDLER:   Easi ly conned.  

 DR.  MULVENON:  -- ruled a  l i t t le  b i t  by the  mil i t ary.   Now, the  

problem is ,  and you diminish the Nat ional  Securi ty Counci l  i ssue.   Most  

people who look at  this  think  that  that ' s  actual ly a  cr i t i cal  problem,  that  

they--  

 COMMISSIONER FIEDLER:   Oh,  no.   I 'm not  diminishing the  

problem;  I 'm actual ly saying they don ' t  have a Nat ional  Securi ty Counci l .  

 DR.  MULVENON:  Yeah.  

 COMMISSIONER FIEDLER:   Maybe,  I 'm not  saying they shou ld 

have one l ike ours .  

 DR.  MULVENON:  Right .  

 COMMISSIONER FIEDLER:   Okay?   But  they don 't  have 
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anything even  c losely resembling a coordinat ing s t ructure outs ide of  some 

black box in  the  CMC.  

 DR.  MULVENON:  Well ,  no,  they recognize  they have a 

coordinat ing problem.  They've  been  working for  ten years  through various  

cr is i s  management  s tudies  and  things to  t ry to  f igure out  where  to  put  a  box 

in the  org chart  that  wouldn ' t  gore  somebody's  ox  about  th is  kind of  

coordinat ion ,  and we have been hearing  that  th ey have set  up ad hoc bodies  

in  the  las t  couple of  years  to  help them with  this  coordinat ion,  and  we 

haven ' t  real ly seen the  same kind of  uncoordinated behavior  that  we saw,  for  

instance,  wi th  the  2007 ASAT test  or  with EP -3--  

 COMMISSIONER FIEDLER:   Right .  

 DR.  MULVENON:  --as  a  recogni t ion ,  I  think ,  of  the fact  that  

they have this  problem.  

 COMMISSIONER FIEDLER:   But ,  Roy,  you were discuss ing the  

sor t  of  l eading smal l  groups .   Leading smal l  groups t radi t ional ly wi thin the  

Party are al l  i ssue  oriented.   We ll ,  unless  you can ant icipate the i ssue ,  you  

then,  you 're creat ing the  s t ructure  to  deal  with the i ssue  after  i t ' s  blown up in  

your face.  

 So what  is  our recogni t ion  in  the  government  about  this  as  a  

problem in  knowing who to deal  with  and when?  

 MR. KAMPHAUSEN:  In  the U.S .  government?  

 COMMISSIONER FIEDLER:   Yeah.   I  mean,  look,  we sa t  here 

and l i s tened  to  al l  k inds  of  tes t imony during the ASAT test .   The White 

House said that  i t  was  rogue.   The Pentagon said ,  no ,  i t  wasn 't  rogue.   And 

so what  are we to th ink?   How is  our  government  supposed to  know who to 

deal  wi th  real ly on these  issues  beyond Xi  J inping?  

 MR. KAMPHAUSEN:  Wel l ,  the opaci ty of  thei r  system is  not  

our d isadvantage in  the  sense that  we have counterpar ts  at  the  top leadership  

level  who ,  as  I said ear l ier ,  a re  accountable  for  the  ac t ions that  t ake  place of  

the ir  subordinates .  

 If  you  recal l  a t  the  t ime -- I 'm a  big fan of  his - -but  our Nat ional  

Securi ty Advisor  sa id af ter  the  ant i -satel l i te  l aunch,  he said i t ' s  not  clear  to  

me that  Hu J intao  knew.  

 COMMISSIONER FIEDLER:   Yeah,  I  know.  

 MR. KAMPHAUSEN:  I  th ink  that 's  a  very unhelpful  th ing for  an 

American leader to  say.   Whether  he d id or  he d idn 't ,  i t ' s  not  our problem. 

He is  accountable for  what  took p lace,  and we need  to ,  I  th ink,  address  i t  at  

tha t  l evel .  

 COMMISSIONER FIEDLER:   In  other  words,  you  just  ho ld them 

accountable  whether  he knew or he d idn ' t?   I  agree with  that .  

 MR. KAMPHAUSEN:  Oh,  I mean --  

 COMMISSIONER FIEDLER:   I  agree with that .  No,  no ,  no .    

 MR. KAMPHAUSEN:  I  don ' t  th ink i t 's  up  to  us  to  f igure  out  the  

bel ly but ton in  the  sys tem that  we have to  talk to  in  order  to  get  the  r ight  

answer.  

 COMMISSIONER FIEDLER:   No,  but  whether  or  not  we 're  
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nervous i s  whether  we understand that  they have a predictable ,  dependable 

decis ion-making sys tem.  

 DR.  MULVENON:  Right .   But  i f  we hold them accountable  for  

something very s ignif icant  that  happens  that  they weren ' t  ac tual ly 

coordinat ing or  moni toring wel l ,  i t  encourages them the  next  t ime --  

 COMMISSIONER FIEDLER:   To have a  bet ter  sys t em.  

 DR.  MULVENON:  Yeah.  

 COMMISSIONER FIEDLER:   I  agree with that .  

 MR. KAMPHAUSEN:  You know one of  the things I l earned from 

Larry in  my days  when I worked for  him was --a museum--  

 COMMISSIONER FIEDLER:   You just  blew al l  the credib i l i t y - -  

 [Laughter . ]  

 MR. KAMPHAUSEN:  Did I have any to s tar t  wi th?   I  mean --  

 [Laughter . ]  

 MR. KAMPHAUSEN:  There 's  a  museum we went  to  in  Tianj in  

that  t alks  about  the operat ions of  the  PLA during the Bei j ing Tianj in 

campaign ,  which  was one of  the three  big campaigns  a t  the  end of  the 

Revolu t ion.   And one of  the  things that  Larry remarked to me at  the  t ime,  

and I 've  remembered i t  ever  s ince ,  i s  that  the Party and the  mil i t ary s t ructure 

were wri t ing doct r ine  in  the  midst  of  one  of  the three greatest  campaigns  that  

the  PLA ever  conducted .  

 His  point  was  let ' s  not  underes t imate the  durabi l i t y and 

f lex ibi l i t y of  tha t  system to produce in  a  cr is is .   And so your point  touches 

on that .   Your  quest ion touches on  that .   To the degree that  we worry that  

our inabi l i t y to  understand thei r  sys tem means they' re  not  going to  be  able to  

reach good outcomes that  we can l ive with,  I  th ink  that 's  a  fai r  concern,  but  

let ' s  not  worry more  about  their  sys tem than they worry about  i t .  

 COMMISSIONER FIEDLER:   I  got  the poin t .  

 VICE CHAIRMAN SHEA:  Ok ay.   Commissioner Wessel .  

 COMMISSIONER WESSEL:   Thank you,  gent lemen,  and  we al l  

learn f rom Larry everyday.  

 [Laughter . ]  

 COMMISSIONER WESSEL:   Quest ion  as  to  what  does  al l  this  

mean,  you  know,  the quest ion  of  the decis ion -making s t ructure ,  et  cetera?   

Looking at  the  recent  changes in  leadership  and  what  preceded that  in  terms  

of  fai r l y dramatic  plat form development  in  terms of  naval ,  a i r  and other  

capabi l i t i es ,  the r ise in  cyberwarfare ac t ivi t i es  or  e lect ronic recon,  whatever 

you want  to  cal l  i t ,  what  exp ectat ions ,  i f  any,  do  you have of  a  change?  

 As we look at  China ,  even  though we 've  ta lked  a b i t  about  the  

decis ion-making s t ructure ,  should  we expect  any changes?   Are the  r isks  

diminished,  increased?   How do you v iew i t  going forward  over the next  

several  years?    

 Both ,  p lease .   

 MR. KAMPHAUSEN:  Couple thoughts  to  s tar t .  People  mat ter ,  

but  I  think  i t ' s  a  par t icular ly Western or ien ta t ion to  place  more emphas is  on  

the  individuals  than  maybe is  warranted .  
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 If  Xu Qil iang is  the f i rs t  Ai r  Force  Vice  Chai r  of  the  CMC, he  

cares  about  the PLA Air  Force  get t ing a  piece  of  the space  mission .   He 's  

going to  weigh in  on that ,  to  be sure .   He has  al ready prior  to  becoming Vice 

Chair .  

 But  his  personal  inf luence  is  perhaps less  relevant  than the 

broader  in teract ion of  the col lect ive  leadership  s t ructure .   S imilar ly,  Fan 

Changlong,  as  James said,  is  notable for  the degree to  which he gets  th ings 

done in  an opera t ional  set t ing.   He 's  highly regarded as  a mil i t ary leader ,  as  

a  commander,  as  someone who gets  things  done.  

 And so he  wil l  certa inly put  his  personal  imprimatur  on things,  

but  the degree  to  which the fundamenta l  di rect ion of  the  Chinese 

modernizat ion,  mi l i tary modernizat ion reform might  change with al l  these  

new leaders ,  I  don 't  think we can see  for  a  period of  t ime,  and I 'm doubt ful  

tha t  much wil l  t ake  place.  

 DR.  MULVENON:  I 'm s t ruck at  the next  level  up by the 

s ignif icant  amount  of  cr i t i cism that  we ' re f inding among Chinese 

commentators  and o ther  people about  Hu J intao 's  weaknesses ,  about  how he 

was largely a  lowest  common denominator  leader ,  who h id  behind  the  

col lect ive leadership,  didn 't  assert  his  own leadership,  didn ' t  pu t  his  own 

stamp on  i t ,  and al lowed China to  dri f t  for  t en years ,  and that  Xi  J inping,  by 

cont rast ,  and  you have to ,  you  have to  obviousl y correct  for  the fact  that  you  

know some sources  are  pro  Xi ,  and some are not ,  that  he 's  much more  

comfortable in  the posi t ion .  

 He 's  much more comfortab le being "primus inter  pares ," f i r s t  

among equals ,  and  he bel ieves  that  he and his  princel ing cohort  h ave a r ight  

to  rule ,  and that  he  is  going to  be a more assert ive leader,  and that  the 

Chinese  mil i tary and the  progress  they've  made over the las t  15 years ,  the 

revolut ionary progress  they've  made over the  las t  15 years ,  gives  h im a  set  of  

tools  with  which  he can,  in  fact ,  be a more dynamic,  asser t ive  leader  where  

we can actual ly associate  indiv idual  pol icies  with  him.  

 And i f  you  map that  onto the behavior  that  we 've seen in  the 

mari t ime disputes ,  I  do  th ink  that  that  i s  a  rec ipe for  a  much more --what 's  a  

good Washington word --"chal lenging" envi ronment  for  us  to  be deal ing with,  

one in  which the  Chinese are  more asser t ive,  are more  r isk  acceptant  ra ther  

than r i sk averse ,  part icu larly when i t  comes to  chal lenging claimants  to  

various  ter r i tories  and things  b elow the level - - I mean f rankly the  

aggressiveness  they've  shown towards the Japanese given the clar i t y with  

which  we have art icula ted the terms  of  the  mutual  defense t reaty have been 

s t r iking to  me.  

 It  bespeaks a level  of  wi l l ingness  to  take  on  r isk,  even  i f  i t  

involves  the  United  States ,  that  I  think  i s  relat ively unprecedented.  

 COMMISSIONER WESSEL:   Thank you.    

 In  one  of  the ear l ier  panels ,  we heard  about  s tabi l i t y and 

nat ional ism having-- the  interact ion of  those two i ssues .   To  what  ex tent  do 

you th ink  the  new leadersh ip as  i t  looks at  some of  the  economic chal lenges,  

threats ,  whatever  word you want  to  use,  is  going to  rely more on the import  
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of  the mil i t ary/ the s t rength  of  the mi l i t ary to  impart  nat ional ism and 

therefore enhance s tabi l i t y?  

 DR.  MULVENON:  Well ,  I  mean to  the  ear l ier  quest ion,  I  think  

Xi  J inping actual ly spends very few hours  in  his  day working on mil i tary 

affai rs  and  largely leaves  that  to  the  s taffs  because Xi  J inping and the 

civ i l i an  leadership face  a dozen s t ructural  chal lenges in  China ,  the  s ize of  

which  any one of  which would  bring a  wel l -funct ioning Western  democracy 

to  i t s  knees,  and  they've  got  a  dozen of  them, and  so  I do th ink they spend 

the  vas t  major i t y of  thei r  t ime focused inwardly on s tabi l i t y issues .  

 And the  mil i t ary a re  clearly- -s t i l l ,  despi te  the f lood  f ight ing  and 

the  2008 earthquake and al l  of  the  heroic things  that  they d id,  they s t i l l  do 

not  want  to  be  involved in  these kinds of  domest ic af fai rs ,  and even though 

under the new his toric missions,  one  of  those i s  hum ani tar ian  di saster  re l ief ,  

tha t  most  of  the new his tor ic  missions  for  the PLA are much more ex ternal ly 

focused,  and  so they cont inue to  talk about  the  fai lures  of  the  government  to  

bui ld a force,  whether  i t ' s  the People 's  Armed Pol ice or  other  forces ,  that  can 

take  care of  these  domest ic issues  and let  them focus  on  what  they' re  

supposed to  be  focused on.  

 COMMISSIONER WESSEL:   Thank you.  

 VICE CHAIRMAN SHEA:  Okay.   Now, I 'm going to  see how 

smart  he is .   Commissioner  Wortzel .  

 [Laughter . ]  

 DR.  MULVENON:  Roy and I have too many s tories  about  him.   

He 's  not  going to  pul l - -  

 COMMISSIONER WORTZEL:  I 'm not  going to  do anyth ing bad  

with  these  guys .   They know everything.  

 The convent ional  wisdom is  that  Xi  J inping is  very c lose to  Liu  

Shaoqi 's  son,  Liu Yuan,  a nd  to  Zhang Zhen 's  son,  Zhang Haiyang.   Both of  

them have a long publ ica t ion record or  speaking record of  being pret ty 

s t r ident  against  the United States ,  and of  course both were s idel ined  and 

didn ' t  get  what  we thought  they would  get  on  the  Cent ral  Mi l i ta ry 

Commission.  

 But  Liu  Yuan is  increasing the most  sen ior  and  major  spokesman 

tak ing a s t r ident  ant i -American and ant i -Japanese  posi t ion on the  Eas t  China 

Sea and the Senkakus.   And he  s t i l l  i s  arguably pret ty c lose  to  Xi  J inping,  

and Xi  J inping i s  runnin g the leading group to  deal  with the  Senkakus  and  

the  Eas t  China  Sea .  

 So I 'd  l ike to  get  your  views on  the ex tent  to  which these 

personal  ar t iculat ions of  s t rong posi t ions f rom a  very high -ranking off icer  of  

the  PLA may actual ly ref lect  the posi t ion of  Xi  J inping and  the  leading group 

in the  CMC.  

 DR.  MULVENON:  Right .   Wel l ,  Larry,  you know that  one  of  the 

rea l  chal lenges  of  being a China  watcher i s  that  there  are a  lot  of  loud  voices  

of  people wearing uniforms in China .   Most  of  them are what  we cal l  

"barbarian handlers , "  people l ike Luo Yuan,  Zhang Zhaozhong,  you know, 

Yang Yi ,  these guys ,  people are pol i t i ca l ly vet ted ,  sent  to  conferences  to  
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hang out  with  people l ike Roy and me,  give us  the message.   They're  t rus ted,  

but  they don ' t  rea l ly in  many cases  have the opera t ional  experience or  the 

rea l  mi l i t ary background that  gives  us  the  confidence  that  they' re  anyth ing 

other  than art icu la te  spokesmen of  a  cer tain l ine.  

 But  Liu  Yuan and Zhang Haiyang and  those guys  who don 't  come 

to foreign conferences  and  c hat  with us ,  but  instead  were  very publ ic 

ar t iculators  of  th is  idea of  a  s t ronger  China ,  of  an ant i -American  bent ,  

almost  a  neo -Maoist  ideological  agenda,  I  t ake those  much more  ser iously.   I  

know that  I 'm not  reading something that  I 'm supposed to  be  read ing because 

i t 's  publ i shed  in  Engl ish on the PLA Web si te ,  and given  thei r  pol i t i ca l  

credent ial s ,  they' re  also --and thei r  princel ing backgrounds -- they' re  also 

fai r l y immune f rom signif icant  consequences  for  the ir  behavior .  

 So when Liu Yuan came out  a  year  or  two ago and  very s t r ident ly 

cal led  for  ant i -corrupt ion measures  with in the  Chinese mil i t ary,  and  then 

immediately took  down a Deputy Di rector  of  the General  Logis t ics  

Depar tment ,  Gu Junshan,  people were  afraid because they thought  he had the 

mode to ac tual ly make things happen,  and his  pol i t i cal  fal l  f rom grace means 

that  he  won ' t  have more  of  a  mil i t ary career ,  but  I  think he  would be  a  very 

s ignif icant  advisor  and voice internal ly  that  is  very s igni f icant  for  us  to  

watch.  

 MR. KAMPHAUSEN:  If  I  could add to  that ,  they are  two s ides  

of  the same coin,  I  think ,  that  J ames has  al luded to .   He 's  exact ly r ight  we 

need  to  pay a t ten t ion and  understand the message that  we are to  receive from 

those  very s t r ident  voices .  

 But  the o ther  part  of  i t  i s  the  degree to  which  he  has  that  

ex ternal  message so  that  he can  carry out  some of  th is  internal  work.   That  

there 's  a  domest ic p iece to  i t .   And a t  l east  in  Liu Yuan 's  case ,  the  ant i -

corrupt ion efforts  are real ly s t r ik ing close to  home for  many top leaders  of  

the  PLA.   And so the degree  to  which  he can  have an ex ternal ly -orien ted 

message that  has  a very s t r ident  message for  the  United  States  and  Japan  to  

some degree  provides  some cover for  some of  the things  he needs to  do  

domest ical ly,  speci f ical ly to  the PLA i t sel f .   And so I think  they' re  in  some 

respects  re la ted to  each other .  

 COMMISSIONER WORTZEL:  You 're  not  helping me here.   My 

implicat ion  is  I  in fer  f rom that  that  Xi  J inping and  the leading group are  very 

happy with  the  message he 's  del iver ing.  

 DR.  MULVENON:  Well ,  I  mean he could be  a  useful  idio t  for  

them.  You know,  he could  be  someone that  i s  saying things  that  al low him 

then to  tack to  the  moderate  middle and go,  wel l ,  I 'm not  that ,  I 'm not  crazy 

l ike that  guy,  you  know.  

 But  I do  think --and  I do think that  we f ind that  Xi  J inping,  for  

instance,  we have him on record in  Mexico  as  saying some very s t r ident  

things about  the Uni ted  States  to  an audience that  he didn 't  think was going 

to  get  publ ic ized on  the outs ide  in  Chinese.   So i t ' s  not  unknown even here in  

Washington  for  leaders  to  have di fferent  messages  for  di fferent  audiences.  

 But  I think that  Liu Yuan has  a  lot  more  credibi l i t y with that  
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message than some of  the TV commentators  that  unfortunately get  a  lot  of  

play into our sys tem.  

 MR. KAMPHAUSEN:  As Admiral  Dennis  Blair  said once  in  

response  to  an outburs t  f rom Zhu Chenghu,  sometimes i t ' s  useful  for  your 

adversary to  know or think you have a wild  dog in  the house ,  and I think 

there is  some meri t  to  tha t .   I  don ' t  think we 're  going to  say that  he 's  

speaking for  Xi  J inping,  but  his  message hasn ' t  been squelched  a t  l east ,  and 

we should  draw some conclusions f rom that .  

 VICE CHAIRMAN SHEA:  Commissioner Slane .  

 COMMISSIONER SLANE:   Thank you al l  for  both  coming today.   

It ' s  been very,  very helpful .   I  have  been reading a lot  of  or  some a larmist  

ar t icles  about  the Senkakus s i tuat ion ,  and later  on  th is  year ,  we ' re  going to  

Tokyo,  and we 're meet ing with Japanese government  off ic ials .  

 I 'm in terested in  your  views on  where you think thi s  is  going to  

go,  the  impact  that  the  PLA may have on the  problem,  and  what  we should be  

focused on?  

 MR. KAMPHAUSEN:  Wel l ,  I  guess  a  couple of  points .   Fi rs t ,  

the  s tory s tar ts  in  the Phi l ippines  and a  new model  of  an opportunis t ic  kind  

of  behavior  that  changes the s tatus  quo on terms that  are  more to  the l iking 

of  Bei j ing was  tes ted there,  and  so  we are seeing,  I  think,  evidence that  that  

model  is ,  there 's  effort  being made to  apply i t  in  the  Senkakus ,  even  though  

some of  the  basic  dynamics  are di fferent .   Certainly,  Chinese calc u la t ions 

have been  complicated  by American assert ions  of  the degree to  which our 

t reaty wi th the Japanese  appl ies .  

 But  we 're seeing enormous pressure to  change the s tatus  quo,  

and,  in  fact ,  the  s tatus  quo has  changed.   We're  not  going to  go  back  to  the 

s ta tus  quo ante in  any meaningful  way.  

 The chal lenge for  the Japanese is  to  not  give the impression  that  

they have lost  adminis t rat ive  control .   At  that  point --and Chinese pressure,  I  

think,  is  intended to  convey that  meaning both  to  Japan and to the  

internat ional  community.   The point  at  which  that  l ine i s  crossed ,  then we 

see both the int roduct ion of  the  abi l i t y on the Chinese  part  to  escalate 

mil i t ar i l y a t  that  point ,  and  we see internat ional  l egal  remedies  that  China  

could  potent ial l y pursue  because ,  i f  Japan  doesn ' t  have cont rol ,  then who 

does,  and  then we need to  see  an  ef fort  to  actual ly have i t  declared as  a  

Chinese  cont rol led  terr i tory.  So I think those  are some of  the  important  

dimens ions for  us  to  think  about .  

 DR.  MULVENON:  I  agree  with Roy.   Sca rborough Shoal  is  an 

exemplar  for  this ,  you know, rea l ly thi s  new Chinese s t ra tegy of  not  invading 

a possession  but  bas ical ly changing the adminis t ra t ive sort  of  aspects  of  i t .   

So,  you  know,  f rom this  point  forward ,  there wil l  be a  Chinese  presence 

around  Scarborough Shoal .   They've  roped  off  the  ent rance to  i t .   For al l  

intents  and purposes ,  the Fi l ipinos  have lost  control  of  tha t  possession,  and  

the  s tatus  quo of  i t  has  changed.  

 I  think that  the interest ing wrinkle  on  the Japanese case  is  that  

the  Chinese,  f i r s t  and foremost ,  want  the Japanese to  s imply acknowledge 
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tha t  there is  a  di spute at  al l .   And there  is  a  great  debate amongst  ourselves  

as  to  whether  now i t ' s  too  late for  the Japanese to  actual ly p lay that  card and 

say,  okay,  we can  tone  thi s  down i f  we s imply admit  that  there is  a  dispute 

because  maybe too much has  happened al ready.  

 There  was  an  opportuni ty to  do that  a  month  ago that  they d idn ' t  

take .   But  the  di f ference here is  that  the  Japanese ,  for  them to cont inue to  

assert  thei r  adminis t rat i ve  control ,  given the  overfl ights  of  the  Y -8,  given 

the  other  is sues  that  they' re  having,  I  th ink the potent ial  here for  even an 

inadvertent  escalat ion i s  very h igh ,  and  there  are  no  good mechanisms 

bi lateral ly or  t r i l ateral ly to  s tep this  down.  

 And this  is  why people  are  engaged in a l l  kinds of  di scuss ions 

r ight  now about  communicat ions to  the  Japanese  and  what  are  the  modal i t i es  

under which they would  respond and how would  we separa te the combatants ,  

and what 's  the ro le  of  PACOM, and there 's  just  a  t reme ndous amount  of  

ambigui ty and  uncer tainty about  thi s  tha t  is  considered by most  people  to  be  

very dangerous.  

 VICE CHAIRMAN SHEA:  Commissioner Cleveland .  

 COMMISSIONER CLEVELAND:  You feel  l ess  alarmed or  more  

alarmed?  

 COMMISSIONER SLANE:   No,  I don 't  fe e l  tha t .   I  fee l  more 

alarmed.  

 DR.  MULVENON:  Yeah.  

 COMMISSIONER SLANE:   Is  that  a  fai r  s ta tement?  

 DR.  MULVENON:  I 'm very concerned  about  i t .   I  watch  that  

s i tuat ion  pret ty c losely.    

 MR. KAMPHAUSEN:  I  guess  my concern in  thi s  case i s  that  

there are,  i t ' s  not  inevi table that  i t  wi l l  resul t  in  confl ict .  

 DR.  MULVENON:  Right .  

 MR. KAMPHAUSEN:  In  fact ,  there have been  some de -

escalatory s teps  that  both  s ides  have taken,  perhaps  beginning wi th 

Yamaguchi 's  v is i t  to  Bei j ing a  few weeks ago.    

 That  sa id ,  the  s t ructural  change that  occurred  is  that  the Chinese  

bel ieve there 's  a  model  now for  assert ing control  over a  ter r i tory that  they 

previously didn ' t  control .   That ,  in  my mind,  i s  the  more alarming 

development ,  and I personal ly don ' t  think we 'l l  see shot s  f i red in  the 

Senkakus.   I  think we wil l  see  a de -escalat ion.  

 It  wi l l  be  enormously chal lenging for  the Japanese to  maintain  

their  presence there .   It  wi l l  be  increasingly cos t ly.   The Chinese wil l  keep  

the  pressure  on.   I  doubt  tha t  wi l l  l ead to  confl ic t .   I  think the  bigger  i ssue  is  

this  new model  that  has  emerged  that  we ' l l  see  tes ted  potent ial l y in  other  

areas .  

 COMMISSIONER CLEVELAND:  Thank you.  

 I 'm s t ruggl ing with  how to pose thi s  quest ion .   So  bear  with me.   

In  your  wri t ten  tes t imony,  Mr.  Kamphau sen,  you  talk about  the  shi f t  in  the 

understanding of  the regional  mil i tary s t ructures ,  and  you say that  there i s  no 

mil i t ary threat  on the border ,  the s t ra teg ic chal lenge is  abated ,  and borders  
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are  clearly demarcated .  

 Therefore,  the  nat ional  defense  rat i onale for  the current  mil i tary 

regional  s t ructure has  largely gone away.    

 And I 'm wondering,  i f  i t  has  gone away in a  securi ty sense,  but  

in  an  economic sense,  i t ' s  begun to change?   When you ta lk later  about  

s t ruggle for  resources ,  ant i -corrupt ion  effor ts  s t r ik ing close  to  home in  the  

PLA, I 'm th inking part icularly of  Burma and the encroachment  in to  northern 

Burma by mi l i tary corporat ions ,  for  l ack of  a  bet ter  word ,  and I 'm wondering 

i f  we view th is  regional  s t ructure s t r ict l y through the mil i t ary prism,  indeed ,  

there 's  no need for  any k ind of  change,  but  I  real ly wonder about  mil i t ary 

expansion  in  a very dif ferent  sense ,  through that  economic prism.  

 Is  that  c lear?   I 'm in terested --  

 MR. KAMPHAUSEN:  I  th ink  so.   The poin t  I 'm t rying to  make 

with  the  current  s t ructure  is  that  i t  has  out l ived  i ts  usefu lness ,  and a  new 

st ructure wil l  af ford  the f lex ibi l i t y to  deal  with emerging issues  in  far  more 

robus t  ways ,  tha t  you don ' t  need f ixed s tat ionary forces  to  defend your 

borders  with Russ ia  or  Central  Asia t he  way you did  20 years  ago .   And i f  

you  rest ructure -- thi s  is  the  mil i tary imperat ive to  i t -- i f  you rest ructure ,  you  

cut  cos ts ,  reduce s t ructures ,  int roduce more  f lex ib i l i t y;  you 're  ac tual ly bet ter  

prepared  to  respond to some of  these cr ises .  

 The point  I  was  a lso  t rying to  make is  that  brings with i t  civ i l -

mil i t ary baggage,  that  these s t ructures  themselves  are  ent renched 

bureaucracies ,  tha t  they' re  the  ways  in  which  the  PLA gets  t roops into  the 

PLA, i t  responds to  civ i l  disas ter ,  civ i l  defense ,  i t  responds  to  disasters ,  i t  

demobi l izes ,  and  you take that  s t ructure  away,  there wil l  be  fundamental  

changes that  occur in  the  dynamic of  civi l -mil i tary re la t ions,  but  you are 

bet ter  able to  respond to some of  the  cr ises  that  emerge.  

 COMMISSIONER CLEVELAND:  And se t t ing aside  the  mil i tary 

purposes  for  the s t ructure ,  how do you see the mil i t ary maneuvering on  i t s  

borders ,  and  I don ' t  mean in  a mi l i t ary sense ,  but  operat ing on i ts  borders  to  

support  thei r  economic  interest s  individual ly or  as  groups?  

 MR. KAMPHAUSEN:  I  guess  there are  a  couple of  areas  in  

which  PLA act ivi ty is  support ing economic act ivi ty,  and  perhaps the 

principal  one  is  in  Tibet  where PLA contr ibut ions to  inf ras t ructure  

development  are,  on  the one hand,  enhancing the  local  economic envi ronment  

in  ways  that  are leading to  economic development ,  but  on the  other  hand,  

enabl ing the potent ial  future movement  of  forces  to  the  border  regions,  

especial ly with India.  

 Now,  that ' s  a  cont r ibut ion  that  the PLA has made.   The PLA has 

always  been  involved and  cont inues to  be involved in  nat ional  development .   

They have a  role in  laying f iber -opt ic l ines  and developing and bui lding 

roads and that  sort  of  thing,  and that  ro le cont inues ,  part icularly in  the 

dif f icu l t ,  hard -to- reach areas  on  China 's  per iphery.  

 And so i t ' s  not  necessari l y new, but  perhaps the areas  where i t 's  

tak ing p lace are dif ferent  than  eve r  before.   What  you may be asking,  and  i f  

I 'm wrong,  then  s top me,  but  the degree  to  which PLA act iv i t ies  are 
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fac i l i t at ing di rect  economic  in teract ions with  Chine se neighboring countr ies?    

 And we don ' t  rea l ly see that  at  a  macro level .   I 'm certain  i t  

occurs  at  a  micro level  in  the  local i t i es ,  that  there  are  PLA uni t s  tha t  are  

involved .   We've al l  seen in  years  gone by PLA l icense  or  PLA mil i tary -

l icensed t rucks  carrying commercial  goods .   And those days have largely 

gone by,  but  I  th ink  we 'd be  fool ish to  conclude that  they have ceased al l  

together .  

 DR.  MULVENON:  Yeah.   I  fee l  l ike i t ' s  deja vu  a l l  over  again  

for  me because  i t  was --what- -18 years  ago,  J ef f ,  when you and I were  doing 

PLA incorporated s tuf f ,  and  I wrote my dissertat ion  on  the  Chinese  mil i tary's  

business  empire,  and they d id  a  lo t  of  t rans -border business  in  there,  and  that  

la rgely was off icial ly ended in 1998 when they d ivested from the economy,  

but  the feel ing was/ is  always  that  Chinese  mil i tary businesses  were d ivested,  

maybe one s tep removed,  to  the  bro ther - in-law and the cous in and the 

nephew, and that  was sort  of  the pol i t i cal  bargain .  

 This  recent  push about  PLA corrupt ion has  brought  al l  o f  this  

back  to  the  surface  again,  and  you see  a  t remendous  amount  of  sor t  of  

thrashing around in the  water ,  t rying to  understand 12  years  la ter  who 

actual ly owns  those mil i t ary businesses ,  to  what  ex tent  are they s t i l l  related 

to  uni t s ,  to  what  ex tent  do uni t s  s t i l l  commercial ly benefi t  f rom those 

businesses ,  and that  is  a  s igni f icant  complicat ing factor  for  foreign relat ions  

with  some of  those count r ies ,  part icular ly in  Burma and other  p laces  where  

you have these  cons truct ion  companies  that  not  too many year s  ago were  

off icial  mil i tary construct ion companies  and obviously s t i l l  had very c lose  

t ies  because  with  the rebels  in  Burma,  they have to  be  defended.  

 So there 's  al l  these  sor t  of  para -mil i tary looking people 

defending these construct ion companies ,  and  y ou have to  ask yoursel f  where 

did those guys  come f rom, and I think  that ' s  an open  quest ion r ight  now.  

 COMMISSIONER CLEVELAND:  That  was the quest ion  I was 

asking.   Thanks.  

 VICE CHAIRMAN SHEA:  Okay.   Commissioner Bartholomew.  

 COMMISSIONER BARTHOLOMEW:  Thank you very much,  Mr.  

Chairman,  and  thank you to  our  wi tnesses ,  both  for  appearing today,  and I 

was going to  say,  and dare I say,  for  your  decades of  cont r ibut ion  to  the 

f ield ,  but  Dr.  Mulvenon,  s ince you invoked 18 years  ago ,  I  don ' t  feel  qui te  as  

bad saying that .   Sometimes I 'm amazed at  the  issues  and  how we 're  s t i l l  

talking about  some of  them.  

 Mr.  Kamphausen ,  could  you,  you  said  that  there 's  no longer a 

s t ructural  way for  the  mil i tary to  inf luence leadership del ibera t ions;  correct?   

Did  I ge t  that  correct?  

 MR. KAMPHAUSEN:  There are fewer s t ructural  ways .  

 COMMISSIONER BARTHOLOMEW:  Fewer s t ructural  ways.   I  

was just  wondering how that  t i es  into  or  could encourage rogue PLA 

act iv i t i es  because sometimes  i f  you  can ' t  accomplish what  you th ink  you 

want  to  accompli sh  with in  the sys tem,  you do  something outs ide that  forces  

an  issue.   Do you see that  as  a  dynamic  we should  be concerned about?  Both 
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of  you?  

 MR. KAMPHAUSEN:  I  don ' t  part icularly,  but  l et  me elaborate a 

bi t .   Fi rs t ,  at  the  ear l ier  points  in  t ime when the  PLA had d irect  

representat ion  on the Standing Commit tee,  they were int imately involved  in  a 

whole  range of  i ssues ,  inc luding domest ic  pol icy issues .  

 So part  of  the  reason they are  not  part  of  a  di rec t  representa t ive --

have di rect  representat i ves  on  the  Standing Commit tee i s  because  the 

leadership  wanted them out  of  those del iberat ions and sort  of  pushed  them 

towards a more  profess ional  mi l i t ary - focused act ivi ty.   So  i t 's  a  consequence 

of  a  series  of  decis ions  that  they are  not ;  i t ' s  inten t iona l  on  the part  of  the 

leadership .  

 But  the second part ,  o r  your ques t ion then  says ,  doesn 't  that  

int roduce the  possib i l i t y that  the  autonomy creates  a  lack  of  accountabi l i t y,  

and I don ' t  bel ieve  that ' s  the case .   I  think the ev idence to  suppor t  i t  i s  

always  invoked at  the  t ime of  a  cr is is ,  and those  are real ly  not  t imes to  make 

great  judgments  about  the  degree to  which  the mil i tary is  au tonomous or  not .  

 I  think the presence  of  these o ther  s t ructural  means  that  s t i l l  do  

endure and the fact  tha t  i t  i s  known a nd expected  that  the PLA wi l l  have 

autonomy in  execut ion of  nat ional  secur i ty plans  and operat ions  does not  

necessari l y imply that  they are out  of  control .   The cont ro l  ex is ts  at  the point  

of  approval ,  and  then execut ion  is  decentral ized .   And I think we w ould see  a  

reining in  of  the PLA i f  they crossed a l ine  that  they weren ' t  supposed  to .  

 So I 'm not  as  concerned about  the  absence of  role/ the  absence of  

presence  in  the top  del ibera t ive body somehow then leading to  an out -of -

s ight /out -of-mind s i tuat ion in  which they can get  away with  murder.   I  don ' t  

think i t  real ly plays  out  tha t  way.  

 COMMISSIONER BARTHOLOMEW:  Dr.  Mulvenon.  

 DR.  MULVENON:  I  spent  too much t ime reading Chinese 

mil i t ary wri t ings about  command and control ,  and  one of  the interest ing 

things  is  that  one  of  the di lemmas  and one of  the things that  they s t ruggle  

with  the  most  is  what  they refer  to  as  " the  edge."  In  other  words,  the uni t s  

operat ing on the edge and  whether  or  not  they are  complete ly under cont rol  

because  those are the ones  that  a re bumping up against  the  Japanese 

Mari t ime Sel f -Defense Force and things l ike  that .  

 You know,  Bei j ing,  as  a  rule,  i s  among one of  the world 's  

greatest  control  f reaks when i t  comes  to  thi s  sor t  of  thing.   But  i t 's  

interes t ing the role  that  t echnology has  played in  ameliorat ing this  problem.   

The Chinese  over the las t  15 years  have implemented  a  very sophis t icated 

command and control  inf rast ructure,  and an intel l igence and survei l lance and 

reconnaissance  inf rast ructure .   It  has  led to  the  same kind of  perve rs ions we 

have in  our  sys tem where  instead of  pushing join tness  and f lex ibi l i t y and 

ini t i at ive to  lower levels ,  i t  jus t  gives  h igher echelon the temptat ion to  have 

tact ical  cont ro l  of  the  bat t lef ield.  

 And the  Chinese complain  about  the fact  that  they have  that  

problem.  It s  senior  leaders  in  Bei j ing now have the ab i l i t y to  see at  a  

tact ical  level  what 's  going on and have a common opera t ional  picture of  
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what 's  going on  in  these  exchanges at  the  lower  level ,  and therefore they' re  

int ruding in to  i t .   So I thi nk the Chinese mil i t ary's  complaint  i s  tha t  the  

center  i s  ge t t ing too  involved in  thei r  business ,  not  that  they' re  not  get t ing 

involved  enough.  

 And they' re  s t i l l  t rying to  work out  that  dynamic.   I  think that  

the  civi l i an  leadership,  part icu larly in  the  w ake of  the EP-3  cris is  and  other  

things,  also made i t  pr ior i t y that  they themselves  had access  to  that  

informat ion,  to  know what  was  going on at  the local  l evel  because  they d idn 't  

want  to  be surprised  again about  a  chain  of  events  that  led to  an escalator y 

spi ra l  wi th the  United  States  or  with  Japan that  they weren ' t  p repared for ,  

and so in  a  sense ,  they have been t rying to  use technology in  a  variety of  ad  

hoc leadership  groups in  order  to  deal  with  that  very s i tuat ion you 're  

describing.   But  they themsel ves  recognize i t  as  a  problem,  and they s t ruggle 

with  i t .  

 COMMISSIONER BARTHOLOMEW:  Okay.   Mr.  Chai rman,  i f  

there 's  a  second round,  I  might  have another  quest ion .  

 VICE CHAIRMAN SHEA:  Sure.   Thank you.  

 Commissioner  Tobin.  

 COMMISSIONER TOBIN:   I  want  to  thank both of  you for  the  

informat ion you 've  brought  forward today,  and I don 't  have a  quest ion as  of  

this  day,  but  l ater  this  spring,  Commiss ioner Brookes  and  I  wi l l  be  leading 

an  in -depth  review,  and we 'l l  p robably be tappi ng you,  t alking with you 

about  the  China Seas issue.   So p lease  watch i t  closely so  we can hear  a  few 

months f rom now further .   

 Thank you.  

 VICE CHAIRMAN SHEA:  Great .  

 COMMISSIONER TALENT:  Mr.  Chai rman.  

 VICE CHAIRMAN SHEA:  Sure.   Commissioner Talent .  

 COMMISSIONER TALENT:  Mr.  Kamphausen ,  I  real ly 

appreciated  your discussion of  the  local  regional  s t ructure of  the mi l i t ary 

and how that  bears  on the i ssue  of  whether  the PLA is  becoming 

expedi t ionary,  but  I  want  to  make sure I  did  understand your ul t imate  

conclus ion  to  be  that  they can and probably wi l l  move in a  more  

expedi t ionary di rect ion even i f  they are  not  able to  reform that  s t ructure?   So 

I want  to  make sure I understand  your opinion  properly.   You 're not  saying 

that  unless  we see that  s t ructure ,  o rganizat ional  s t ructure reforming,  they' re  

not  going to  move in an expedi t ionary direct ion?   You 're  saying they can,  but  

i t  wi l l  be more  di f f icul t ,  o r  am I incorrect  about  how I read --  

 MR. KAMPHAUSEN:  No,  Commiss ioner,  you  heard  me 

correct ly.   The degree  to  which the  mil i tary region s t ructure reforms  di rect ly 

affects  the  degree to  which  the  ground forces  become more  expedi t ionary.   

 The Chinese  ground force exercise  act iv i ty of  the  las t  several  

years  has  demonst ra ted  they' re  increasingly comfortable  opera t ing across  

mil i t ary region  borders ,  having forces  from one mil i tary region exerci se  in  

the  one adjacent  or  even  two away,  and this  sugges ts  that  even  wi thin thei r  

own p lanning,  the  mil i t ary region  s t ructure is  not  meaningful  as  they think 
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about  how they deploy forces  wi thin China .  

 But  i t  does  inhibi t  thei r  abi l i t y to  think  about  how they deploy 

those  ground forces  up to  and perhaps  even over  thei r  borders ,  and a new 

st ructure creates  more f lex ibi l i t y that  makes  that  process  an  eas ier  one ,  

especial ly for  the  ground forces .  

 Now,  that ' s  not  the  only answer.   They've  got  rea l  chal lenges  in  

mobil i t y that  they have to  address  as  wel l  in  terms of  ai r  t ransport s  and 

hel icopters ,  in  part icular .   It ' s  not  the  great  answer to  the problem or  the  

only answer,  bu t  i t  c er ta inly has  bearing on i t .  

 COMMISSIONER TALENT:  And one more .   Have they 

undertaken  a more  or  l ess  formal  series  of  protocols  or  reforms to  t ry and  

encourage join tness?   I  know they ta lk a lot  about  join tness ,  but  are they 

doing the kind of  th ings  that  we began doing,  you know --what - - I guess  30 

years  ago  moving off icers  through di f ferent  kind of  joint  ass ignments  

throughout  thei r  career  or  making abi l i t ies  in  jo intness  sort  of  a  determinant  

of  promotion?   Have you seen  any of  that ,  o r  are they s t i l l  at  s ort  of  the 

discussion levels  of  al l  tha t?  

 MR. KAMPHAUSEN:  James ,  I  hope,  comments  as  wel l .   My 

sense i s  i t ' s  s t i l l  very early in  that  process .   It ' s  been excruciat ingly s low,  

and i t  suggests  that  they have a di fferent  idea about  jointness  than we do,  

tha t  perhaps the most  they are  aspir ing to  i s  ei ther  sequent ial  or  coincidental  

operat ions by di f ferent  services  at  the same t ime,  same p lace,  but  perhaps 

not  as  part  of  a  join t  command s t ructure .  

 The ground forces ,  you  know, 60  or  the  top  70 ranked off icers  in  

the  PLA are ground forces .  

 COMMISSIONER TALENT:  Right .  

 MR. KAMPHAUSEN:  I  mean we went  from two to three  

members  of  the CMC who are non -ground force off icers .   I t 's  s t i l l  a  ground 

force  dominated ent i t y,  and  the  movement  towards something that  looks  more  

joint  has  been  excruciat ingly s low.   

 Now,  reform of the mil i t ary region  s t ructure provides  a  hin t  

about  a  degree of  seriousness .   R ight .   I f  they undertake  that ,  i t  opens  up 

oppor tuni t ies  for  the creat ion of ,  i f  not  a  join t  s t ructure,  perhaps one -off  

joint  t ask forces  to  respond to part icular  chal lenges .   But  that ' s  for  them to  

f igure  out .   There  are some s teps  they have to  take before that ,  and i t  jus t  

has  been  a very,  very s low process .  

 COMMISSIONER TALENT:  Yeah,  I  ra ise  the  point ,  and then  I ' l l  

yie ld back,  Mr.  Chairman,  because I think that ' s  a  major - - they' re  obviously 

t rying to  grow thei r  capabi l i t ies .   You a l l  di scuss  that .   I  jus t  wonder  how 

big an obstacle  that ' s  going to  be  to  them real ly being able  to  use these 

capabi l i t i es  on the periphery  or  under  these ci rcumstances ,  and whether  they 

rea l ize  how big an  obstacle that 's  going to  be?   Because i t  sounds to  me l ike 

they' re  very embryonic  in  terms  of  that  kind  of  development ,  and the nature  

of  these  modern,  modern  warfare confronta t ions makes a  s ignif icant  degree  

of  jointness ,  which  is  not  easy to  develop,  just  necessary.  

 DR.  MULVENON:  I  mean the  Chinese mil i t ary joke  about  
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jointness  was d if ferent  services  were going to  come to the same place  and  

then exercise  separa tely.  

 [Laughter . ]  

 DR.  MULVENON:  So they are  at  a  very early s tage.   Now,  we,  

you  know, smal l  s igns.   We see Ai r  Force and Navy off icers  wearing thei r  

own service uni forms at  the Nat ional  Defense Universi t y,  whereas  in  the 

past ,  they would al l  wear  Army green .   The Deputy Chiefs  o f  the General  

Staff  are  showing up represent ing di f ferent  services ,  and  then  a  number of  

years  ago ,  each of  the  service branch commanders  was elevated to  a Cent ra l  

Mil i tary Commiss ion member s lo t .  

 Those  are  a l l  very s low,  smal l ,  posi t ive  s igns ,  but  they h ave a 

long way to go,  and  I agree  that  i t  actual ly acts  as  an impediment .   It  

subopt imizes  the advanced mil i tary equipment  that  they've  acquired.  

 VICE CHAIRMAN SHEA:  I  have a second round ques t ion.   I 'm 

going to  go  off  the  schedule  here  a l i t t l e  bi t  and  talk - -because we have Dr .  

Mulvenon here who is  an  expert  on  cyber,  and  I thought  I would  take  an 

oppor tuni ty to  ask  a  ques t ion on that  i f  tha t 's  okay.    

 About  a  year  ago,  three  di s t inguished Americans ,  Michael  

McConnel l ,  Michael  Cher toff ,  and Bi l l  Lynn,  D emocrat ,  Republ icans,  s igned  

an  op-ed  ca l led  "China 's  Cyber  Thievery is  Nat ional  Pol icy and Must  be  

Chal lenged."   They say that  China has  a  s tate s t rategy to  advance i ts  

economy technological ly through intel lectual  property thef t  and  cyber  thef t .    

 I t  says  i t ' s  cost ing the  United  States  mil l ions of  jobs and bi l l ions 

of  dol lars ,  and  then  they say the Uni ted States  needs to  respond with  a l l  the 

diplomatic,  t rade,  economic  and  technological  tools  at  our  disposal .  

 My quest ion  to  you is ,  i s  the Uni ted S ta tes  r esponding to  th is  

threat ,  which  I assume you share?   You agree?    

 DR.  MULVENON:  Yeah.  

 VICE CHAIRMAN SHEA:  Are we responding with  a l l  the 

diplomatic,  t rade,  economic  and  technological  tools  at  our  disposal ,  and i f  

not ,  what  more should we be  doing?  

 CHAIRMAN REINSCH:  And what  are the  tools?  

 DR.  MULVENON:  Right .   Wel l ,  I  wi l l  say that  I 've  part icipated 

in  nearly every round of  the Track 1 .5  d ialogue we have with the  Chinese on 

cyber  issues ,  and at  the  las t  round here  in  Washington ,  I  addressed  the  

Chinese  s ide ,  and I said,  I  said as  a  pol i t ical  scient is t ,  I  said I want  to  say 

that  China has  achieved something qui te  remarkable ,  and,  of  course,  the  

Chinese  a l l  sa t  up in  thei r  seats  and  said,  you  know,  is  i t  our  manned space  

program,  you know,  is  i t  the  Olympics?   You know, what  was i t?   I  said,  no ,  

I  said the scope and  scale  of  your  in t rus ion set  has  been so brazen in  i ts  

scale and scope,  tha t  you 've done something that  most  pol i t ical  scient i s ts  

thought  was impossible :  you 've actual ly motivated a whole of  government  

response  f rom the U.S.  government .  

 Ent i re depar tments  of  the U.S.  government  who just  had their  

head  in  the  sand on the  issue are now mobil ized  on the i ssue,  part icularly on 

the  economic and t rade s ide ,  and the reason is ,  i s  because  unt i l  ab out  2006,  
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the  in trusion  set  was largely focused on  dot -gov and dot -mi l  and  c lassi f ied 

defense  contractors  l ike me,  and to  be  honest ,  to  a  certain  ex tent ,  al l  i s  fai r  

in  love and war.   But  in  '06,  when they s tar ted  going af ter  the heart  of  the 

American innovat ion economy and s tar ted  ex fi l t rat ing out  i rreplaceable 

intel lectual  property f rom some of  our most  advanced  companies ,  i t  was  only 

then that  I  saw the  movement  with in the U.S .  government  to  say th is  is  

something we have to  do something about .  

 For  a  long t ime,  we had an  at t r ibut ion problem.   We don ' t  have 

an  a t t r ibut ion problem anymore ,  and over the  las t  two years ,  most  of  the  

focus has  been now that  we don ' t  have an at t r ibut ion problem, what  do  we do 

about  i t?   And a  lo t  of  looking a t  what  works and wha t  doesn 't .   Clear ly,  our  

demarching of  the Chinese didn ' t  have the  desul tory ef fect  that  we desi red .  

 But  you may have seen a  variety of  things across  those  tools ,  to  

Commissioner  Reinsch 's  point .   DOJ is  going to  begin indic t ing indiv iduals  

and companies  in  China as  part  of  this  commercial  confederated cyber  

espionage empire  that  they' re  running.   Universi t i es  that  are involved in  this  

act iv i ty are going to  be put  on  ent i t i es  l i s ts ,  and  as  such  they can ' t  get  vi sas;  

they can ' t  come here for  academic  exchan ges.    

 On the S ta te  Department  s ide,  a  lot  of  what  we 're doing on  the 

global  Internet  governance agenda is  very much focused on set t ing in  p lace  a  

norms regime that  governs  thi s  kind of  behavior ,  and then there 's  a  lot  of ,  

you  know, potent ial  other  tools  that  we have,  which would  be  sub rosa.  

 VICE CHAIRMAN SHEA:  How about  economic  tools?  

 DR.  MULVENON:  Economic tools  i s  more di ff icul t  a l though I 

would  say that  I  was very s t ruck  two years  ago,  two years  ago December ,  

when 30 d if ferent  European and  Americ an  t rade associat ions came out  

complain ing about  the  indigenous innovat ion pol icies ,  the  mid -to-long-  range 

S&T plan,  and bas ical ly saying after  30 years ,  i t ' s  now increasingly d i ff icul t  

for  us  to  make money in  China,  and  i t ' s  increasingly obvious to  us  th at  you  

have a nat ional  s t rategy to  compel  technology t ransfer  f rom our companies  to  

nat ional  champions that  you 've designated ,  who have unfai r  advantages,  who 

have WTO viola t ion  advantages,  and  then you 're going to  push 

mult inat ionals  out  of  the China mark et ,  and then you 're  going to  compete 

with  them global ly,  and cyber  espionage has  been a  core  e lement  of  

fac i l i t at ing that  indigenous innovat ion  s t rategy.  

 And the  only analyt ic  di lemma we have is  there 's  s t i l l  not  a  clear  

enough se t  of  examples  of  companie s  where the source code was exf i l t rated,  

given  to  a Chinese nat ional  champion,  which  then reverse engineered i t  and 

marketed  i t  and  demonst rab le  loss  of  U.S.  market  share.   That 's  real ly a l l  

tha t  remains to  be  proven i s  that  that  i s ,  in  fact ,  happening.  

 VICE CHAIRMAN SHEA:  Okay.   Sure .  

 CHAIRMAN REINSCH:  There is  one  case of  tha t  tha t  was 

l i t igated ,  and they set t l ed.   You don ' t  happen to know the  detai l s  of  the 

set t l ement ;  do you?  

 DR.  MULVENON:  I  wish.   But  I would  def ine i t  more  broadly.   

I 'd  put  Nort el  in  tha t  category.  There 's  a  lot  of  companies  that  I  think are  
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going out  of  business  for  reasons that  have a  lo t  to  do with the  combinat ion  

of  the Chinese s t ructural  environment  in  which  they were forced  to  operate 

combined with intel lectual  proper ty the ft .  

 CHAIRMAN REINSCH:  In  the example  you ci ted,  i t ' s  a  good 

example,  and  we have some powerful  tools  here  through the  use of  the  U.S.  

judicial  sys tem,  and  even i f  you don 't  win a judgment ,  even i f  you  don ' t  ever  

col lect  a  dime,  you can cause a world of  p ain to  the other  party.  

 It ' s  been l i t t l e  used ,  and as  I sa id,  in  the one case I 'm aware of ,  

which  is  a  big one,  bi l l ions  of  dol lars  in  damages al leged,  i t  was set t l ed very 

quiet ly without  any fanfare,  and  I 'm t rying to  f igure out  what  that  means .   

Maybe we can  confer  af terwards .  

 VICE CHAIRMAN SHEA:  Well ,  jus t  l i s tening to  the tools ,  they 

don ' t  seem-- I mean indict ing a few people ,  denying some v isas  doesn 't  seem 

very s t rong to  me.   That 's  my personal  view.  

 Jef f .   Commissioner  Fiedler .  

 COMMISSIONER FIEDLER:   At  the r isk of  interrupt ing that  

fascinat ing conversat ion,  I  want  to  get  back  to  a quick  factual  th ing on the 

People 's  Armed Pol ice.   Who is  control l ing the People 's  Armed Pol ice  today?  

 DR.  MULVENON:  Day- to-day cont rol  of  the People 's  Armed 

Pol ice  fa l ls  under  the Minis t ry of  Publ ic  Securi ty,  and in  cr i s is ,  i t  fal l s  to  

the  General  Staf f  Department  of  the PLA.  

 COMMISSIONER FIEDLER:   And in terms  of  rough numbers ,  in  

the  las t  f ive years ,  what  was  the  increase  in  the manpower in  the  PAP?  

 DR.  MULVENON:  I  don ' t  have that  at  my f inger t ips .   Al l  I  

would  say is  there  cont inues  to  be a  lament  that  despi te  whatever manpower 

levels  they have,  thei r  t raining i s  insuff icien t  to  deal  with  the  internal  cr ises  

they have.  

 COMMISSIONER FIEDLER:   They used to  be  the dumping 

ground--a bet ter  way to  say that  is  the  demobi l iza t ion t rough for  the PLA.  Is  

tha t  s t i l l  t rue?  

 DR.  MULVENON:  Yeah,  i t  i s ,  and  as  you know, during 

divest i ture in  '98 ,  the  most  corrupt  elements  of  the  Chinese mil i t ary economy 

were,  in  fact ,  passed  to  the  People 's  Armed Pol ice .  

 COMMISSIONER FIEDLER:   We have had tes t imony  a t  var ious  

t imes that  the s ta te  securi ty budget ,  publ ic  securi ty budget ,  and presumably 

combined with the  PAP budget ,  exceeds that  of  the mil i t ary.   Do we know 

sor t  of  roughly how  that ' s  divided?   I  mean at  l east  what  the PAP is  get t ing?  

That  would  give us  a sense of  the  number.  

 DR.  MULVENON:  The PAP budget  is  broken out  in  the s tate 

s ta t is t i cs .   I  don ' t  have i t  at  my f ingert ips ,  bu t  you 're  r ight .   The Chinese  

themselves  are  the  ones who said that  the internal  securi ty budget  now 

exceeds  the  announced mil i tary defense --  

 COMMISSIONER FIEDLER:   Yeah,  I  don 't  think i t  does ,  in  fact ,  

but  I  mean--  

 DR.  MULVENON:  But  to  me,  i t ' s  remarkable  that  they would 

say such a  thing out  loud.  
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 COMMISSIONER FIEDLER:   That 's  r ight .  

 DR.  MULVENON:  Because  i t  real ly is  the  mani fes ta t ion of  thei r  

greatest  fears  about  internal  s tabi l i t y.  

 COMMISSIONER FIEDLER:   So in  terms of  nat ional  cr is i s ,  

nat ional  domest ic  cr is is ,  the  General  Staff  t akes  over  the PAP? 

 DR.  MULVENON:  Yeah,  that ' s --yeah.  

 COMMISSIONER FIEDLER:   So they' r e just  using d if ferent  

shooters  than before?  

 DR.  MULVENON:  Right .  

 COMMISSIONER FIEDLER:   Yeah.  

 DR.  MULVENON:  The Chinese  mil i t ary s t i l l  wants  desperately 

to  avoid  another  Tiananmen-l ike  s i tuat ion in  which f ront - l ine  t roops  have to  

engage in  cont rol l ing civi l  unrest .  

 COMMISSIONER FIEDLER:   But  they' re s t i l l  cont rol l ing the  

disposi t ion  of  those  t roops.    

 VICE CHAIRMAN SHEA:  Commissioner Wortzel  has  a  comment  

on this  subject  and  then Commissioner  Wessel .  

 COMMISSIONER WORTZEL:  I  just  sort  of  did  some research 

on these numbers ,  and i f  you bel ieve the Defense White Paper publ ished in  

2011 in the Internat ional  Inst i tute of  St rategic S tudies ,  the  People 's  Armed 

Pol ice  dropped from about  1 .2  mil l ion after  Tiananmen,  and  is  now down to  a  

660,000.   I  don 't  know where the other  people went .  

 VICE CHAIRMAN SHEA:  Commissioner Wessel .  

 COMMISSIONER WESSEL:   I  l ef t  one of  the  earl ier  discussions  

a l i t t l e  confused so I 'm hoping you can  help m e.   The discussion about  the  

Phi l ippines  and the fac t  tha t  wi th  the  rope,  et  cetera,  at  the  end,  that  the 

Chinese  were v iewed as  having won that  episode,  shal l  we say.  

 And then I thought  I heard  you say that  Japan ,  in  part  to  reduce 

the  scope of  the tension ,  should  s imilar ly accept  the s tatus ,  ques t ion the 

s ta tus  and  agree  to  that .   Please,  go  ahead .  

 MR. KAMPHAUSEN:  I  didn ' t  mean to infer  that .   I  think what  

James  said was that  one of  the ingredients  of  the cr is is  is  the Japanese 

posi t ion that  adminis t ra t ive cont rol  is  not  in  dispute.  

 COMMISSIONER WESSEL:   Right .  

 MR. KAMPHAUSEN:  And that  a t  an  earl ier  poin t ,  there  was  a  

sense that  a  wil l ingness  on  the par t  of  the  Japanese  to  acknowledge that  a  

dispute occurs  might  have de -escalated tensions ,  but  that  w e are now pas t  

tha t  point .  

 COMMISSIONER WESSEL:   Okay.  

 MR. KAMPHAUSEN:  And even i f  they were to  do  that ,  i t  would 

have perhaps much more  l imi ted effect ,  and I don ' t  think ei ther  of  us  is -- I 

won ' t  speak  for  James ,  but  I  know him pret ty wel l -- I don ' t  think ei ther  of  us  

is  arguing that  the  Japanese  need  to  take the s teps  to  uni latera l ly to  de -

escalate the tension.  

 And so i f --  

 COMMISSIONER WESSEL:   Okay.   You 've cleared  that  up.   
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Okay.  

 DR.  MULVENON:  Yeah,  I  mean a  core  s t ructural  di f ference --

I 'm not  an  i nternat ional  l awyer ,  but  the  core  s t ructural  di f ference  is  that  our  

t reaty wi th the Fi l ip inos  did not  requi re ,  did not  cover ter r i tor ies ,  the 

mari t ime terr i tories  tha t  were disputed outs ide  of  the Phi l ippines  themselves .  

The Mutual  Defense  Treaty covers  ar eas  under  Japanese  adminis t rat ive 

cont rol ,  and the Senkakus  are  under  adminis t rat ive cont rol  and therefore  fal l  

under the t reaty.  So  that  is  a  fundamental  di fference between the  two 

s i tuat ions as  to  how the U.S .  reacts  and the  sor t  of  automatici t y of  our  

response  related to  that .  

 So that 's  why there wasn ' t  pressure to  automatical ly respond to  

Scarborough Shoal .  We've  been  much clearer  about  the  automatici t y of  our 

response  to  an issue  involving adminis t rat ive  control  of  Senkakus .  

 COMMISSIONER WESSEL:   So is  the  de-escalat ion ,  though,  

going to  be v iewed by the Chinese  as  a  win  and  t ransfer  escalatory -- the  

chal lenge,  as  you noted earl ier ,  a  threat  to  being born  more by the U.S .?  

 DR.  MULVENON:  I  think at  thi s  point  i f  the Japanese did  come 

out  as  a  de -escalatory measure and somehow di luted  thei r  s tanding on  

adminis t ra t ive cont rol ,  then  the  Chinese  would interpret  tha t  as  a  successfu l  

execut ion of  thi s  new s t rategy;  and  that ' s  precisely why Abe is  not  

considering doing that .  

 COMMISSIONER WESSEL:   Okay.   Than k you.  

 VICE CHAIRMAN SHEA:  Well ,  that  concludes our panel .   I  

want  to  thank both of  our  wi tnesses  for  thei r  very interes t ing and helpfu l  

tes t imony and appreciate your  part icipat ion today.  

 We wil l  recess  unt i l  2:15pm so that ' s  t en minutes  from now.  
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PANEL IV INTRODUCTION BY VICE CHAIRMAN SHEA 

 

 

 VICE CHAIRMAN SHEA:  Good afternoon.   Our  f inal  panel  of  

the  day wil l  di scuss  pol icy impl icat ions  for  the  United  States .  

 We're honored to  have Lieutenant  General  Gregson provide 

tes t imony on  the  subject .   General  Gregson is  current ly Senior  Director  of  

the  China Program at  the Center  for  the Nat ional  Interest .   He previously 

served as  Assis tant  Secretary of  Defense for  As ian and Paci f ic  Securi ty 

Affai rs ,  fol lowing a  long and dis t inguished career  in  the U.S.  Marine  Corps.   

And I want  to  thank you,  General  Gregson,  not  only for  being here but  for  

your service to  our count ry.  

 We also have Dr .  David "Mike" Lampton,  who i s  a  Professor at  

Johns Hopkins  SAIS and serves  as  the  Director  of  China Studies  there ,  and 

he 's  al so  a  mil i t ary veteran ,  as  I unders tand.   So thank you as  wel l .  

 Dr .  Michael  Ausl in  is  a  Res ident  Scholar  in  Asian Studies  and 

the  Director  of  Japan Studies  a t  AEI.   And we won’ t  hold  th is  against  him.   

Previous ly,  he was  an  Associate  Professor  of  His tory a t  Yale.  

 We'l l  begin  wi th General  Gregson.  
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OPENING STATEMENT OF  

LTGEN WALLACE ‘CHIP’ GREGSON, JR. (USMC, RET.) 

SENIOR DIRECTOR, CHINA AND THE PACIFIC  

CENTER FOR THE NATIONAL INTEREST 

 

 

 LtGEN GREGSON:   Mr.  Chai rman,  Vice Chairman,  thank you 

very much,  and  thanks for  the opportuni ty to  speak before  the  Commiss ion.   I  

suppl ied  wri t ten remarks .   I  assume they' l l  be en tered  for  the  record.  

 VICE CHAIRMAN SHEA:  Yes,  they wil l ,  s i r .  

 LtGEN GREGSON:   I ' l l  be very brief  in  my int roductory 

remarks.   In  the  las t  few decades ,  hundreds of  mil l ions of  people in  Asia  

rose  f rom poverty to  higher s tandards of  l iving,  l argely,  bu t  not  solely,  due 

to  the  growth of  the  Chinese economy.  

 The l ibera l  economic order  largely underwri t ten by the United  

States  enabled t hat  growth.   The United  Sta tes ,  a l l  of  our  fr iends  and  a l l i es  

in  Asia,  and our  o ther  fr iends around the world also had s t rong and  important  

economic  relat ionships  with China .  

 China 's  economy,  wel l -connected around the  wor ld ,  is  v i tal  to  

the  global  sys tem.   At  the same t ime,  China i s  rapidly increasing the s ize of  

the ir  mil i t ary forces  and making rap id advances in  mil i t ary capabi l i t i es .   

China has  resolved nearly a l l  o f  the  issues  on thei r  14 land  borders ,  ye t  many 

unresolved issues  remain,  par t icularly sea ward .  

 Confl ict  wi th China  would create  catas t rophic consequences.   

Likewise,  U.S.  inabi l i t y to  suppor t  our interes ts ,  as  wel l  as  those of  our  

al l i es  and fr iends,  would  a lso  be catas t rophic and would threaten peace and 

s tabi l i t y.   C lari t y of  U.S.  pol icy an d s t rategy i s  cr i t i cal ly needed i f  we are  to  

achieve  that  balance .  

 Other  U.S .  i ssues  may seem more  urgent ,  but  none are  more  

importan t .   The securi ty or  mi l i t ary component  is  essent ial  but  not  suff icient .  

We must  l ead with diplomatic,  economic and t rade  c omponents .   Maintain ing 

or  enhancing s tab i l i t y in  Asia promises  benefi ts  across  the world .   On the 

other  hand,  a  r ise  of  tensions can lead to  very severe consequences.   

 Thank you.  
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Mr. Chairman, members of the Commission, thank you for the opportunity to appear before you 

today to discuss the U.S. “Rebalance” to Asia in the context of developments in China and 

implications for the United States. 

Our allies and friends in Asia enthusiastically welcomed our president’s announcement that Asia 

will be a top priority for our security mission and presence.  They welcomed our secretary of 

state’s “pivot” announcement calling for increased diplomatic, economic, and security 

investment.  Well aware of the political and economic conditions in the U.S., they await 

implementing actions – with some worry.   

Our policy announcements were the beginning of our work, not the product.  Incredible 

opportunities – economic, trade, and otherwise – beckon across the region, but tensions, disputes, 

and threats increase.  Prompt U.S. action is required on many challenges, but most urgently on 

economic matters, trade agreements, and security.  All must be done in close consultation with 

our allies, friends, and yes, China.  Our policies and strategies must be regional in orientation to 

fulfill the intent of the announcements.  Any specific China considerations must be integrated 

within the broader policies and strategies.   

In very broad terms, three things are needed: a strategic concept, resources, and an organization 

that can effectively and efficiently apply resources to implement the concept.  We need a 

national strategic concept describing what we’re doing, how and why.  It must win support in the 

region, and here at home.  Support by the American people is essential to secure the resources 

needed for implementation.  Any concept that cannot win the support of the electorate is destined 

to fail.  An organizational structure with all necessary authorities must be created within the 

government to ensure leadership, resource stewardship, efficient implementation, and oversight.   

The United States, our allies and our friends have unique and complex relationships with China.  

These are mixtures of cooperation, competition and conflicting interests.  Asia bears many 

enduring, bone-deep historical grievances, territorial disputes and clashes over access to seabed 



156 

 

resources.   Military forces, naval forces and armed law enforcement agencies of all nations 

operate in close proximity.   U.S. strategic clarity, including a publicly discussable U.S. military 

strategy focused on defense of our allies provides assurance, clarifies alliance roles and missions, 

guides U.S. force shaping, and avoids unnecessary provocation and miscalculation.    

In the past, our security policies and strategies were clearly focused, and publicly debated.  The 

story goes that as the Soviet Union was collapsing the Chairman of the Joint Chiefs of Staff 

summoned his Chairman’s Study Group – his personal think tank.  This 4-person group 

consisted of three carefully-chosen colonels and a Navy captain representing each service.  The 

Chairman had a simple question: “What do we do now that we’ve lost our best enemy?”  The 

massive U.S. national security establishment that emerged to win the Cold War had 

accomplished its mission without another world war or nuclear conflagration.  As the USSR 

climbed down from the ramparts, our national security structure’s single organizing principle 

was collapsing, and with it our old models and conventions.  They did not work anymore.     

In many ways we are still looking for a new “best enemy” – a single organizing principle.  Life 

was much simpler for our bureaucratic functions when we had a single, well-defined villain, 

right out of central casting.  The villain is gone.  China is most definitely not the new answer.  

We have a vital economic relationship with China, as do our friends and allies in Asia and as 

does Europe and the rest of the world.  Most important, not one of our allies or friends wants us 

to pick a fight with China – but they do want us to maintain security and stability, and protect 

allied vital interests.   

The U.S. needs China to be a successful contributor to the international system.  That’s settled 

policy from the time we championed their accession to the World Trade Organization in 2001.  

At the same time, we need to work with our allies and friends and support their interests, many 

well beyond those considered “traditional” security interests.  We have many fundamental 

disagreements with China.  We need to have as many positive conversations and cooperative 

programs with China as possible to provide a proper context for our disagreements.  Every one 

of our allies and friends wants to have a productive relationship with China.  They need the 

United States to play a different role than we did when the world was bi-polar, and we were the 

quarterback of the “Free World” team.  Our challenge is developing a compelling strategy for 

Asia that supports our interests and those of our allies and friends without a declared enemy.    

The U.S. is coming to grips with the importance, and the unique nature, of our Asian challenges.  

President Obama declared: “As we end today’s wars, I have directed my national security team 

to make our presence and mission in the Asia Pacific a top priority.”
1
  Secretary Clinton 

described our new approach as a “pivot” or “rebalancing” toward Asia.  This remains the most 

enduring description to date of our emerging policy in Asia and the Pacific.  She said we stand at 

a “pivot point” as we prepare to withdraw from Iraq and Afghanistan, that we have to be smart 

and systematic about where we invest our time and energy, and that “One of the most important 

tasks of American statecraft over the next decade will therefore be to lock in a substantially 

                     
1
 “Remarks by President Obama to the Australian Parliament,” Parliament House, Canberra, Australia, November 

17, 2011, available at <www.whitehouse.gov/the-press-office/2011/11/17/remarks-president-obama-australian-

parliament>. 
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increased investment -- diplomatic, economic, strategic, and otherwise -- in the Asia-Pacific 

region.”
2
    

In short order, and in an atmosphere of Continuing Resolutions without actual resolution, 

imminent fiscal cliffs, potential national default, unknown budget allocations, and transition of 

key Asian policy-makers, we began discussing our future Asia and Pacific force posture.  

Secretary Gates introduced the concept of a “widely distributed, operationally resilient, 

politically sustainable” forward presence.  U.S. and Japanese force realignments that began years 

before in the Bush administration – the 2005 Alliance Transformation and Realignment 

Agreement and the 2006 “Roadmap” Agreement – were quickly appropriated to symbolize our 

new policy and strategy.   

The Services are now being asked what their contributions might be to our newly declared 

priority.  Each service is responsible to “provide forces trained and equipped” for employment 

by the regional unified commanders in support of the national security interests of the United 

States.  The development of national strategy as well as the national military strategy – critical 

assumptions; ends, ways and means coherence; priorities; sequencing; and theory of victory – is 

above the Services’ pay grade, as they say.  We need a declared strategic concept for our forces 

that supports our Asia and the Pacific policy and national strategic concept.  Then we can shape 

the composition, locations, and activities of the joint force.   

“Asia and the Pacific,” the subject of the president’s announcement and the object of our 

rebalancing and realignment, stretches from the Indian sub-continent to the western shores of the 

Americas, north and south.  It spans two oceans that are increasingly linked by shipping, energy, 

trade, and strategy.  It includes five U.S. treaty allies.  It includes sovereign U.S. territory, one 

island nation in Covenant with the United States that is treated like a territory, and three island 

nations in Compacts of Free Association with the U.S.  It includes the world’s most populous 

country, and its future most populous country.  The world’s largest and second largest Muslim 

populations within single national boundaries are in this region.  It’s home to three maritime 

straits – the Malacca, the Sunda, and the Lombok – that permit the easy passage of well over 

1100 fully laden supertankers per year, most passing on into the South China Sea bringing 

energy to China, Japan, the Republic of Korea, Taiwan, and other countries. 

This body of water is bounded by China, Vietnam, the Philippines, Brunei, Malaysia, Indonesia, 

Taiwan, and Singapore.  Many nations have competing claims to various islands and reefs in the 

South China Sea, and thus competing claims to fishing grounds, sea-bed resources, and exclusive 

economic zones.  Fifty percent of the world’s seaborne commercial tonnage and 1/3 of the 

world’s value in trade traverses this sea.  If the world has a critical commercial intersection, this 

is it.   

Traditional international law, as favored by the United States and our allies, calls for freedom of 

navigation and peaceful settlement of disputes.  This is being increasingly challenged by China’s 

claim of historical rights to the entire South and East China seas.   

                     
2
 “America’s Pacific Century” Foreign Policy Nov 2011, available at: 

http://www.foreignpolicy.com/articles/2011/10/11/americas_pacific_century 

http://www.foreignpolicy.com/articles/2011/10/11/americas_pacific_century
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China today is pulled in two divergent directions by continental and maritime interests on a truly 

trans-regional scale.  Fourteen land powers share terrestrial frontiers with China while six 

maritime countries together enclose the entire Chinese coastline.  Of these twenty neighboring 

states, six rank among the world’s top ten in population, eight rank among the top twenty-five in 

military forces, and four possess nuclear weapons. 

 

China settled twelve of fourteen land border disputes.  China no longer has any natural enemies 

on her borders, but neither does she have any natural friends.  The closest “friends” might be 

North Korea and Pakistan.  A few months ago Burma would have been included, but things have 

changed.  It’s not obvious sharing borders with North Korea and Pakistan provides any 

advantages.  Neither does China have any natural seafaring partners among the six nations on her 

seaward frontier. 

 

The East China Sea and South China Sea merit special attention.  Beginning in 2009 and 

accelerating in 2010 and 2011, China began exerting ever more pressure on these seas as 

evidenced by its expanding territorial claims, the more brazen actions taken by its fishing vessels 

and its unilateral claims to potentially lucrative seabed drilling rights.  These seas bathe the areas 

that are home to China’s industry, economy, and wealth.  The GDP per capita in the greater 

coastal region area is seven to ten times higher than it is inland.   In no other place in the world 

do the critical interests of so many states overlap.  China would accrue immense strategic 

benefits if these became the equivalent of inland seas. The offshore states would face 

correspondingly great disadvantages.  This region must be very carefully managed to ensure 

continued peace and tranquility. 

 

The Asia and Pacific region as a whole has many built-in stresses that can cause conflict.  Some 

of the more dominant, or powerful, include demographics, energy, food and agricultural, and 

fresh water.  All are interrelated, as numbers of people and their movement affects food security, 

water availability and purity, and energy production and use.  These goals often conflict.  For 

example, the use of hydropower to produce energy often reduces the availability of agricultural 

land and fresh water. 

 

The world will add nearly 60 million people per year, reaching over eight billion by the 2030s.  

Most growth will be in developing countries.  The United States, alone among developed 

countries, is expected to add 50 million people.  Europe, Japan, Russia, and Korea will join those 

in absolute population decline.  Welfare systems in developed countries are based on 

assumptions of moderate economic and population growth.   Aging and declining populations 

will stress support systems.   

China will add some 170 million, but the population will be aging, and predominantly male.  

India, in contrast, will add 320 million people, becoming the world’s most populous nation 

before 2030.   

Remittance flows are essential parts of the economies of many states.  In 2007, the top three 

recipients of emigrant remittances were India, China, and Mexico.  Disruption or alteration of 

these flows due to failing governments, war, pestilence, natural disaster or other phenomenon 

can generate uncontrolled population movements and damage peace and stability.   
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India will continue to grow, risking tension between the rich and the poor, as well as among 

Hindus, Muslims, and Buddhists.   The Maoists in much of eastern India are India’s most 

important security challenge, according to the Indians themselves.   

Rapid development in China, India, and other countries creates a relentless drive to assure 

adequate and secure supplies of fuel to sustain growth, maintain satisfaction, and prevent internal 

strife and chaos.  Multiple disputes over access to seabed resources in the South China Sea 

regularly fill the news.  Massive additional production and refining capacity is needed to avert 

resource shortages as world population grows.  Japan is currently coping with energy shortages 

caused by a complex natural disaster, illustrating the fragility of energy infrastructure.  One 

bright spot in the otherwise troubling energy picture is the most recent International Energy 

Agency’s annual report.  It states that the world’s energy map “is being redrawn by the 

resurgence of oil and gas production in the United States”.  According to this agency, the U.S. 

has the potential to surpass Saudi Arabia and Russia in oil production by 2020.   

Every fresh water system on the east, southeast, and south Asian littoral is under heavy pressure 

from pollution.  The search for affordable energy invites upstream countries to build 

hydroelectric dams on rivers coming out of their mountains.  Ungoverned, this can cause 

devastation to downstream nations and cultures that depend on nutrients in the rivers to sustain 

their food security.   

Ocean fish stocks are already under pressure from over-fishing and illegal fishing.  Without 

some agreement, some code of conduct on fishing and effective enforcement means, many 

species, and nations, are in danger.  One such dispute caused the death of a Korean 

Coastguardsman at the hand of a Chinese fisherman. 

Nuclear issues, both weapons and power generation, are a reality in Asia.  The United States, 

Russia, and China essentially balance and deter one another.  But another relationship is that 

among China, India and Pakistan.   

China keeps a careful eye on India's nuclear arsenal. Meanwhile, Pakistan is rapidly building its 

arsenal. If India decides to increase its arsenal, this would likely put pressure on China to react.   

If China thinks it must increase its arsenal to maintain deterrence that is likely to affect the US-

China-Russia balance, with unknown results.   

Weapons programs involving nuclear weapons and missiles in China and North Korea are 

matters of concern for our allies and friends.   Many Asian voices call for independent nuclear 

capabilities.  U.S. presence and strong involvement is essential to support our guarantees of 

extended deterrence and to prevent an arms race.  

And then there is the threat from the global trans-national terrorist movements and associated 

criminal networks.  Terror networks and their sponsors are already present in Asia.  They gain 

support from financial flows, both formal and illicit.  There are reports of technology 

cooperation in terms of weapons and material.  Other countries struggle with elimination of safe-

haven and transit operations supporting terror networks.  We may be realigning or rebalancing 

our presence to favor Asia and the Pacific, but we’re hardly likely to be done with this particular 

threat.  The threat is most assuredly not done with us.    
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North Korean leadership is only too willing to sell anything to those with cash.  They are widely 

suspected to be in league with Iran’s nuclear ambitions.  Narcotics, sophisticated counterfeit 

currency, and weapons material round out their offerings.    

In support of our national and alliance efforts to meet all these challenges, we are realigning, or 

rebalancing our forces across the Asia and Pacific region.  It has become far more discussed than 

understood.   One particular airfield in Okinawa, Japan – Marine Corps Air Station Futenma – 

captures most of the commentary.  It’s merely one part of an overall initiative within Japan that 

involves a number of successful, and continuing, major initiatives involving both U.S. and 

Japanese forces.  Future U.S.-Japan initiatives may include more joint basing, U.S. and Japanese 

forces together on the same bases.    

A few principles should be stated to put our forward presence in context. 

We deploy forces overseas to operate in support of the policy and strategy of the United States, 

including most importantly the defense of our allies.  More broadly we help to assure peace and 

stability across the region.  We do this with the active cooperation and support of our allies and 

friends.         

Military and naval bases overseas are very useful things.  They make a profound political 

statement long before they make a military statement.  Any presence of foreign forces in another 

country requires a compromise of various principles of sovereignty on the part of both countries 

involved.  Any such presence is a strong validation, at some cost, of commitment to common 

security goals.   

Bases are also very useful, and cost-effective, means to develop, train, and maintain forces.  

Bases support alliance training and development.  Bases provide valuable deployment platforms 

and support for forces operating throughout the region.  Whether one fights from these bases in 

conflict, or from other locations, is a different question driven by a number of factors.  But to 

fight early, you have to be there.    

Our forces overseas have an important deterrent role.  But if that was all they did, their role 

would be a very expensive and unprofitable undertaking.  The role of our forward deployed 

forces is far broader and more constructive than simply waiting for someone to turn the master 

arming switch on.  Broad, active, widely distributed presence throughout the theater dampens 

sources of instability, deters conflict, gives substance to U.S. security commitments, and ensures 

continuing American access to the region.  The presence and the efforts of our forces helps shape 

the regional geopolitical climate, and they remain immediately available to respond if needed. 

Our bases in Asia and the Pacific are concentrated in Alaska, Hawaii, Korea, and Japan.  Diego 

Garcia is a very important facility in the Indian Ocean, but it is not a base in the traditional sense.  

After a long period of decline following Vietnam, our force presence in Guam and the 

Commonwealth of the Northern Mariana Islands is again growing.  These are traditional bases 

supporting personnel on long tours with their families.  As a result, they have schools, 

commissaries, exchanges, movie theaters, hospitals, dental clinics, recreational facilities, and so 

on.  Our concentration in Japan and Korea reflects the enduring, and urgent, threat of North 

Korea, our historic obligation to Taiwan, and our Cold War history.   
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This model of presence will be changing, with forces deployed far more often away from our 

traditional bases.  As mentioned earlier, Secretary Gates introduced the concept of a “widely 

distributed, operationally resilient, politically sustainable” forward presence.  This signals 

recognition of the importance of South East Asia and the Indian Ocean area.  The concept 

expands the geographic distribution of our forces, and the geographic reach and distribution of 

our alliances.  In all the rhetoric and discussion of our alliance transformation and realignment 

agreement with Japan, very few observers note the U.S. promise to provide for the continuous 

presence of Japanese forces and their training in Guam.  This is already underway, and it will be 

increasing.  This establishes the presence of Japanese forces on U.S. soil, an appropriate 

counterpart to our presence in Japan.  This is an expansion of the U.S.-Japan alliance to Guam, 

the Commonwealth of the Northern Mariana Islands, and in the future to the Compact States.  It 

is a major strategic step forward designed to rapidly increase the efficiency and effectiveness of 

our alliance forces when we are operating together in high-intensity, modern operations. 

Our presence guidance also calls for a more lean, agile, and expeditionary posture.  

Expeditionary in this sense means self-sustaining, stepping lightly on the local infrastructure, 

making do with things as they are.  It means making do with conditions that we find, not building 

“Little America” on foreign soil and enclosing it inside a fence line.  It’s tough to win friends 

when we are living better on deployment, including in combat, than our hosts do at home. 

Our presence guidance signals increased emphasis on robust, continuous, bi- and multi-national 

training, accomplished through expansion of the U.S. and Australian synthetic training 

environments.  These systems, already in place, permit combinations of live, virtual, and 

constructive forces arrayed in an interactive, hyper-realistic simulation system that replicates 

faithfully the uncertainty, friction, fog and stress of high-intensity air-land-sea-space-cyberspace 

integrated operations and combat for commanders and their staffs.   

The Marine presence in Australia is, along with Guam, a big first step to these goals.  It is a 

training presence, not a base.  The force there will be an immediately deployable, combat-

capable combined arms air-ground force.  It will be expeditionary, self-sustaining, and self-

contained.  One mission will be to work and train with forces from Australia, and in the future 

Japan and other friends and allies.  They will be supported by pre-positioned ships and 

amphibious ships.  Mobility will be supported with Joint High Speed Vessels, and commercial 

High Speed Vessels, as well as organic aircraft, including FA-18, MV-22, KC-130, and F-35B in 

the future.  Combined deployments with Australian, and eventually other forces, are possible. 

Our policy for Asia and the Pacific is pretty well defined, if not so well understood.  Our forces 

are in place.  The posture, operational employment, and presence will be much improved over 

the coming months and years.   

The missing component is a declared strategy to complement, and implement, our policy.   We 

must develop, and discuss with our allies as well as our own public, a viable strategy to support 

our goals.  A proper strategy includes critical assumptions, ends-ways-means coherence, 

priorities, sequencing, and a theory of victory.  While many official documents include the word 

“strategy” in the title, few include the specificity and the discipline to take us beyond aspirational 

statements.   
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Other voices call for increased definition of our strategy in Asia and the Pacific.   The Center for 

Strategic and International Studies (CSIS) recently completed a critical assessment of our Pacific 

posture for Congress.   CSIS concluded, in part: 

“There are clear connections between shaping actions and contingency preparation.  

Given rapid advances in Chinese military capabilities, the consequences of conflict with 

that nation are almost unthinkable and should be avoided to the greatest extent possible, 

consistent with US interests.  It is therefore critical to achieve the right combination of 

assurance and dissuasion and to maintain a favorable peace before conflict occurs.  At the 

same time, the ability of the United States to work with allies and partners to achieve 

those peaceful ends will depend on the perceptions, both of allies and partners and of 

China, of the U.S. ability to prevail in the event of conflict.  U.S. force posture must 

demonstrate a readiness and a capacity to fight and win, even under more challenging 

circumstances associated with A2AD and other threats to U.S. military operations in the 

Western Pacific.  Demonstrating such capacity is not automatic; one way to undercut 

dramatically the regional confidence in the U.S. commitment and the American ability to 

shape decisions and preserve peace would be to adopt a posture that pulled back from the 

Western Pacific and focused only on the survivability of U.S. forces and reductions in 

annual costs of forward presence.  Forward presence and engagement are not simply 

helpful to shaping the environment and setting the stage for effective responses to 

contingencies – they are indispensable for minimizing the likelihood of larger conflicts.”
3
 

(Emphasis in the original) 

The resources available for defense, including engagement operations, are certain to be more 

limited.   We’re headed for a fleet of 246 ships, significantly short of the 346 called for by the bi-

partisan Quadrennial Defense Review independent panel.  This is important because, no matter 

how capable the ship, it can only be in one place at a time.  And power projection that stays is 

about ships.   

Our defense budget will be capped based on national need, not on military requirements.  The 

reduction is not just in terms of the amount of the nation’s treasury allocated to defense.  We face 

another reduction, more serious, from the resources required per weapon.   The costs of vehicles, 

aircraft, ships, munitions, and personnel continue to rise at a rapid rate.  Presence requirements 

will be faced with increasing unit costs, increasing flying hour, driving hour, and steaming hour 

costs.  We are certain to be much smaller, and on an inevitable path to very small indeed.  

Solutions do not come readily to mind.   

Our policy calls for a renewed emphasis on air and naval forces while sustaining ground force 

presence.  Along with the calls for rebalancing we will no longer size ground forces for long-

term stability operations.  The number of ships will be reduced by stretching out new ship 

programs while retiring others early.  Tactical fighter programs will also be reduced. 

Already we hear from friends in Asia that they fear this budget reduction will be like the last 

such force reduction episode in the 1990s.  In their memory, we reduced our presence in Asia 

                     
3
 U.S. Force Posture Strategy in the Asia Pacific Region: An Independent Assessment.  Center for Strategic and 

International Studies, 10 July 2012 pages 17-18. 
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then, and called it an improvement, because individual weapons systems were better.  Our own 

documents call for preserving readiness over more force structure.  Smaller but better, in other 

words.  Increased readiness is good, of course.   But at some point, quantity has a quality of its 

own.  

We have a pressing need for forward presence and extensive engagement operations, confronted 

by severe budgetary pressures.  We need a coherent strategy to efficiently apply our resources 

and our alliance resources to our overall goals.  Such a strategy must address the reality of 

nuclear weapons and the history of confrontations between nuclear armed states.  It must define 

and expand “engagement” and its connection to contingency plans.  While conflict is unlikely, 

every strategy must take into account the likelihood that any conflict will be a long war, and not 

assume, as we often do – and as Europe did in 1914 – that wars will be short.  Any worthy 

strategy must also take a cold-blooded look at the new warfare domains of cyber and space, and 

their effect on escalation.   

We had a public understanding of the tenets of our strategy in NATO during the latter days of the 

Cold War.  We need that level of public understanding again.  Most important, we must have a 

strategy that achieves some compatible relationship between ends and means.  An incoherent 

competition for declining resources will confuse our own public, alarm our allies, and waste the 

resources we have. 

Of paramount importance to the U.S. are the security of our homeland and the security of our 

allies.   Other important objectives flow from that.  A public strategic concept that calls for 

defense of the territory and the interests of our allies and friends avoids unnecessary 

demagoguery of our intentions, reassures allies and friends, helps to rationalize roles, missions 

and responsibilities across our alliances, and provides our own citizens with a rationale for 

defense resources.   

****************************************************************************** 

Chief U.S. Policy Goals in the Asia Pacific: 

- Peace, stability, and prosperity 

- Be a stabilizing military influence and economic partner in the Asia Pacific 

- Strengthen relationships across the region 

- Ensure U.S. access 

- Promote regional security through enhanced military-to-military cooperation 

- Focus on regional institutions to advance clear and shared objectives 

- Expand economic opportunity and growth  

- Promote democracy and human rights 

Actions in the region that achieve those goals: 

- Senior official attention and participation 
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- Force realignment initiatives 

- President Obama attendance at events: 

o APEC 2009, 2010, 2011 

o EAS 2011, 2012  

- Established the Strategic and Economic Dialogue with China (April 2009) 

- Established Comprehensive Partnership with Indonesia (November 2010) 

- First non-ASEAN country to establish a dedicated Mission to ASEAN in 2010. 

- Revised missile agreement with South Korea increasing the payload and range 

Successes of those policies: 

- American exports to Asia have increased approximately $87 billion since 2008 

- Burma opening up, releasing political prisoners, lifting of sanctions 

o U.S. eases import ban on most Burmese goods 

o U.S. lifts sanctions on leading Burmese officials which blocked assets and wouldn’t 

let them participate in transactions with U.S. nationals 

o U.S. lifted ban on U.S. investment in Burma 

- KORUS FTA (approved November 2011, came into force on March 15, 2012) 

- New security initiatives with Australia, Japan, South Korea, Thailand and the Philippines  

- Japan relaxed its ban on military exports to allow it to take part in the joint development and 

production of arms with other countries and to supply military equipment for humanitarian 

missions.  Now, Japan’s defense budget should stretch much further. 

- American presence in the region reassures our friends and allies, providing a stabilizing force 

as powers rise and countries continue to grow and develop. 

Shortcomings/Challenges Ahead: 

- Lack of implementing action on the “pivot”  

- TPP stalled 

- Failure to resume or replace the Six-Party talks 

- North Korea’s weapons programs continue 

- Need to renew the Compact of Free Association with Palau, reassure the Pacific Islands that 

the U.S. is not abandoning them 
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- Human rights abuses are still challenging 

How is China reacting to recent developments in U.S. policy? 

Similar to here in the United States, there is no monolithic “Chinese view” on U.S. policy in the 

region. Rather there is a range of views and reactions depending on which official you are 

speaking to, which governmental agency they represent, etc. 

The general attitude of Chinese officials could be overall thought to be rather muted and 

restrained. The Hu administration wanted to avoid any serious deterioration in U.S.-China 

relations. For example, Xi Jinping has stated he wants to “Control and manage the differences 

(guan kong fenqi)” and State Councillor Dai Bingguo has said, “Major Powers like China and the 

U.S. should focus their Asia-Pacific policies and interactions on regional peace, development 

and cooperation.” 

Official Comments on Specific Issues 

 TPP - Chinese Assistant Minister of Commerce Yu Jianhua: “TPP has set very high 

benchmarks; whether or not all these members will reach that high benchmark we’ll have to 

wait and see.” 

 Deployment of U.S. Marines in Australia - Ministry of Foreign Affairs spokesman Geng 

Yansheng: “Any strengthening and expansion of military alliances is an expression of a Cold 

War mentality.” He added that the U.S. had stated many times that it welcomes a strong, 

prosperous and stable China and has no intention to contain China, saying that “We hope the 

U.S. does what it says.”   

 South China Sea - Wen Jiabao: “[South China Sea disputes] ought to be resolved through 

friendly consultations and discussions by the sovereign countries directly involved. Outside 

forces should not use any excuses to interfere.” MFA spokesman Liu Weimin: Territorial 

disputes should be handled bilaterally and that “foreign intervention will not help settle the 

issue but will complicate it instead and is not conducive to peace, stability, and development 

of the region.”  

 U.S. arms sales to Taiwan - Rear Admiral Yang Yi: “We are going to give a lesson to the 

U.S. government that harming others will harm yourself.”  
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Commentator and Scholar Reactions 

 Chen Xiangyang, deputy director of the Institute of World Political Studies at the China 

Institutes of Contemporary International Relations (CICIR): The real intention of the U.S. in 

getting involved in the South China Sea issue is to “sow discord between China and 

ASEAN” and promote its new Asia-Pacific strategy.   

 Li Xiguang, Director, at the Center for International Communication Studies at Tsinghua 

University: “The aim of the new U.S. Asia policy is to isolate and encircle China.”  

 Shi Yinhong, professor at People’s University, advised the Chinese government to “think 

about the reason why the [US] is suddenly so popular in the region.”  “Is it because China 

has not been good enough when it comes to diplomacy with its neighboring countries?”  

 Zhu Feng, professor at Beijing University, called for China to “stop blaming the United 

States, Japan, Vietnam or the Philippines, and reflect first on its own diplomatic blunders.” 
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 DR.  LAMPTON:   Thank you for  having me here to  share  my 

views ,  and I look forward  to  the  interact ion .   

 Let  me s tar t  by saying that  wi th respect  to  my two col leagues '  

wr i t t en  tes t imony,  i t  appears  that  I  agree wit h them on what  I would take  to  

be  three major  points :   One is  that  the  United States  needs a  clearer  s t rategy 

in  Asia.   Poin t  two,  resources  are  a  severe problem for  the  pol icy we have;  

and,  three ,  U.S .  domest ic gridlock and governance problems are  a  bad  

message to  the Asia -Pacif ic  and  to  the  rest  of  the world.   So i t  seems to  me 

we see some of  the  same problems --a l l  three of  us .  

 The rebalancing or  pivot  pol icy was intended to achieve a 

balance  in  the  region,  but  in i t i al  implementa t ion could  have been s t ro nger  

and further  development  i s  needed.   The al tered  foreign  pol icy leadership  in  

Washington ,  combined  wi th  what  wil l  soon be  a completed  team of  

counterparts  in  China ,  of fers  an  opportuni ty for  those adjustments  and more  

sel f -consciously moving toward  coo pera t ive balance .  

 Achieving cooperat ive  balance in  Asia  presents  both Washington  

and Bei j ing with  a Rubik 's  cube of  chal lenges and t radeoffs .   How do both  

China and the United States  make prudent  hedges  against  downside 

possibi l i t i es  without  producing an upward  sp iral  in  mil i t ary compet i t ion?   

Can China 's  new leaders  consol idate power  a t  home without  provocat ive act s  

abroad?   How can  the  United  States  be support ive  of  t reaty al l i es  and other  

regional  f r iends wi thout  seeming,  in  Chinese eyes ,  to  be  bent  on what  they 

would  cal l  "containment"?  How do we reassure  our  a l l i es  without  providing 

them a blank check  to  pursue  goals  that  are not  ours?   What  is  the 

appropriate mix  of  mil i t ary,  economic ,  diplomatic and cul tural  inst ruments  

tha t  we ought  to  employ to ach ieve  balance?   And what  i s  the  f i t t ing and  

feasible  al locat ion  of  f inancial  resources  to  the Asia -  Paci f ic ,  to  other  

regions ,  much less  the  resources  that  need  to  be devoted here at  home?  

 I  would  note,  for  example ,  that  today Vice President  Biden is  

reported to  have said Europe is  the cornerstone of  our  engagement  with the 

world .   It ' s  that  bas ic.   Nothing has  changed.   Well ,  the theme of  this  

Hearing bel ies  thi s - -something has  changed.   So  that ' s  what  I  mean.   We 

need  some s t rategy here at  a  very basic  le vel .  

 Wil l  the  Middle  Eas t ,  Central  Asia,  Nor th Africa,  and  other  hot  

spots  cool  down,  thereby providing the  respi te  tha t  rebalancing presupposes?   

 My recent  t r ips  to  China make i t  clear  that  there i s  a  debate  

occurring in  China  skewed toward those  who se e Washington 's  rebalancing 

pol icy and act ions  as  conta inment .   But  there are more  balanced  and 

cosmopol i tan voices  in  China ,  as  wel l .    
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 Xi  J inping faces  an  immediate need to  consol idate  hi s  power,  a  

requirement  that  places  great  importance on winning the support  of  the 

People 's  Libera t ion Army and playing to  domest ic  nat ional i s t ic  passions .   At  

the  same t ime,  I  bel ieve ,  that  in  the not - too-dis tant  future,  this  is  going to  

give way to  what  I bel ieve are  hi s  f i rs t ,  second ,  and  thi rd priori t ies ;  these 

are  main ly domest ic  issues ,  economic  and organizat ional  is sues ,  in  China 

that  the  las t  panel  t alked about .  

 Al l  of  the  prior i t i es  that  are f i rs t ,  second,  and thi rd  to  Xi  J inping 

are  domest ic  in  character ,  I  bel ieve.   The point  is  that  Xi  J inping is  walk ing 

a t igh trope.   On the  other  hand,  he  is  consol idat ing domest ic power ,  in  part  

through muscular  ex ternal  pol icy,  which  means s tanding up against  Japan  and  

for  sovereignty.  On the  other  hand,  Xi  does not  want  to  agi tate the ex ternal  

envi ronments  to  the  degree  that  he  engenders  a  countervai l ing coal i t ion and 

has  to  d ivert  major  at ten t ion to  ex ternal  cr ises .  

 As par t  of  thi s  effor t ,  Xi  is  al so improving relat ions  with  Russia 

and h is  ini t ia l  t r ips  abroad in  h is  f i rs t  year  may wel l  be  des igned  to  send the 

message that  t he United States  is  l ess  important  to  China than i t  used to  be.   

But  once this  t ransi t ional  phase  is  completed ,  I  expect  to  see him assume a 

posture  more al igned with  what  al l  knowledgeable Chinese  cont inue to  say,  

namely,  that  the  United States  is  China 's  most  impor tant  relat ionship .  

 This  suggests  that  the  quest ion for  the United States ,  therefore,  

is  how do we get  through this  awkward  t ransi t ion period  wi th the  least  

possible  damage?   Now,  i t ' s  f i t t ing at  this  moment  to  reassess  and modi fy the  

mechanism of dialogue between Washington  and China.   The St rategic  and  

Economic Dialogue annual  meet ings have come to involve hundreds of  

persons .   Get t ing the r ight  handful  of  l eaders  wi th clout  on a given  issue in  

the  room is  worth  more than  a  cast  of  hundreds.  

 Beef ing up mil i tary-to-mi l i tary exchanges and s t rategic d ialogue 

has  been  done,  but  more  needs  to  be done.   The development  of  regular  

meet ings  between the Assis tant  Secre tary - level  of  China’s  Foreign Minis t r y 

and the  U.S.  Department  of  State has  been  a  goo d development  and  ought  to  

be  cont inued.  

 In  a  re la ted vein,  pu t t ing one very senior  person  vis ibly in  

charge of  major  pol icy in  the  relat ionship has  worked  in  the  past  and 

something equivalent  should  be done again.   Our two heads of  s tate should  

get  together  as  early as  possible to  ar t iculate  a  compel l ing s t rategic 

foundat ion  for  the b i lateral  relat ions .    

 In  the economic rea lm,  local  l eaders  in  both  China and the U.S .  

often are  the  most  predisposed towards coopera t ion and bui lding the 

interdependencies  t hat  wi l l  moderate confl ict .   More v igorous  ef fort  should 

be  made to  encourage Chinese inves tment  in  the  United  States  and ,  v ice  

versa ,  in  part  by fos tering s tate,  p rovince and local  l evel  cooperat ion .  

 Final ly,  America 's  f r iends and thi rd -par t ies  can in  th ei r  zealous  

pursu i t  of  thei r  own society's  in teres ts  and concerns drag the Uni ted S ta tes  

into  confrontat ions  that  are  not  in  America 's  interest .   

 Thank you.   
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INTRODUCTION: 
 
Hearing Co-Chairs Reinsch and Shea, and Members of the Commission: 
 
Thank you for inviting me to share my views with you today. 
 
Whether America and China cooperate or have high levels of conflict in the years to come will 
be a principal determinant of whether or not peace, prosperity, and stability can be achieved in 
the Asia-Pacific.  The best approach to trying to achieve the best outcome is by pursuing a 
policy of Cooperative Balance.  This involves the major powers not seeking absolute dominance; 
cooperating to minimize and manage crises; building integrating economic and security 
structures and supportive norms; increasing regional and bilateral economic interdependence; 
and, building mechanisms of effective multilateral and bilateral dialogue. 
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The “Rebalancing” or “Pivot”1 policy was intended to achieve balance in the region, but initial 
implementation could have been stronger and further development is needed. The altered 
foreign policy leadership in Washington, combined with what will soon be a completed team of 
counterparts in China, offers an opportunity for those adjustments and more self consciously 
moving toward Cooperative Balance. 
 
Achieving Cooperative Balance will not be easy and presents both Washington and Beijing with 
a Rubik’s Cube of challenges and tradeoffs:  How do both China and the United States make 
prudent “hedges” against downside possibilities, without producing an upward spiral in military 
competition that is corrosive of cooperation, both bilaterally and throughout the region?  Can 
China’s new leaders consolidate power at home without engaging in provocative acts abroad 
and inflaming nationalism?  How can the United States be supportive of treaty allies and other 
regional friends without seeming in Chinese eyes to be bent on “containment”?  How do we 
reassure our allies without providing them a blank check to pursue goals that are not ours and 
could inflict great cost on America?  What is the appropriate mix of economic, military, 
diplomatic, and cultural instruments that should be employed to achieve balance?  What is the 
fitting and feasible allocation of financial resources to the Asia-Pacific, versus other regions, 
much less what resources must be directed to critical domestic needs?  Will the Middle East, 
Central Asia, North Africa, and other hot spots cool down, thereby providing the respite that 
“rebalancing” presupposes?  Finally, what are the benchmarks we should use to judge the 
success or failure of our policies? 
 
With respect to the evaluation of policy, it should be judged by the degree of regional stability 
achieved, the degree to which it contributes to continued high-speed economic growth in the 
Asia-Pacific, and the degree of Sino-American cooperation on regional and global issues that 
develops.  A pivot that is associated with lower economic growth, more big power friction in 
the region, and less cooperation on global issues ought not to be declared a success, using the 
rationale that the situation would have been even worse in the policy’s absence.  With 
appropriate adjustments and seizing the opportunity that new foreign policy leaderships in 
both countries provides, there are reasons for cautious optimism.   
 
U.S. POLICY GOALS: 
 
There are several notable and commendable aspects of the current U.S. “rebalancing” policy:  
1) It views Asia as a whole, putting U.S. policy vis-à-vis China into a broader Asian context.  2) It 
puts the strategic emphasis on maintaining balance among the major power centers in the 
region.  3) It emphasizes the importance of norms and international law in dispute resolution. 
4) It seeks to reassure China’s smaller neighbors made nervous by a Chinese foreign policy that 
became notably less reassuring from about 2009 on. 5)  It has focused additional diplomatic 

                     
1
 I use the terms “rebalancing” and “pivot” in this Testimony interchangeably simply because the word “pivot” was 

used initially by the first Obama Administration, because upon occasion the president and/or presidential 
spokesmen still use it, and because “pivot” conveys the sense of change most Chinese seemingly perceive.  I prefer 
“rebalancing” myself.  
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and cultural resources on an area of ever-greater importance to America and, at a minimum, 
promises sustained security resources to a region that is divided by volatile nationalistic 
conflicts and deep distrust—one thinks of South Korea and Japan; Japan and China; North and 
South Korea; North Korea and everyone else; the Philippines and China; Vietnam and China; the 
Philippines and Vietnam; without even mentioning South Asia.  Conflicting nationalisms in Asia 
is the central interstate challenge in the region. 
 
Although the latest episode between Japan and China in the East China Sea is not over, at a 
critical moment Washington appropriately urged caution on Beijing and restraint on Japan.  The 
combination of deterrence of the PRC and restraint of Japan offers a reasonable prospect for 
moving this conflict off the front burner, with a hopeful sign being the January meeting of Xi 
Jinping with Natsuo Yamaguchi of the ruling coalition in Japan and the note from Prime 
Minister Abe that he carried. Likewise, if China moves in the direction of restraining North 
Korea, as it appears to be trying to do lately, then both of these moves are constructive efforts 
to pursue a policy of Cooperative Balance.  In short, Cooperative Balance involves both America 
and China throwing their weight in the direction of maintaining stability in particular cases, 
even if they don’t agree in all respects. 
 
CHINESE POLICY GOALS, PERCEPTIONS, AND CONSTRAINTS: 
 
It also is important how Chinese leaders, citizens, and key interest groups (such as the People’s 
Liberation Army, PLA) conceive of their own objectives and view Washington’s 
rebalancing/pivot policy.  The historical moment in which the Chinese polity currently finds 
itself shapes behavior. 
 
My recent trips to China in September of last year and January of this year make it clear that 
there is a debate occurring in China, skewed (heavily) toward those who see Washington’s 
rebalancing policy and actions as principally directed at Beijing—“containing China’s growth 
and influence.”  Within the more cosmopolitan corners of the Chinese policy process and at its 
senior levels, however, there are individuals and groups that recognize there are several non-
China-directed reasons for the United States to pursue “rebalancing,” including: Growing U.S. 
economic interests in the world’s most dynamic economic region; Reassuring U.S. allies and 
smaller neighbors that they will not be dominated by Beijing; Guarding against warlike North 
Korean behavior; Dampening proliferation and arms spiral pressures in the region; Securing the 
sea lanes of communication from a variety of threats; And, there is even recognition in Beijing 
that the budgetary competition in Washington requires big problems to justify big budgets. Not 
a few in China also candidly admit that the PLA uses the same tactics in Beijing’s budget wars. 
Further, the level of alarm in Beijing is dampened by the belief among many observers in the 
PRC that instability elsewhere in the world likely will remain so high as to diminish 
Washington’s ability to dramatically shift leadership attention and resources (from Central Asia, 
the Middle East, and new hotspots) to the Asia-Pacific.  Still others think that, in financial terms, 
the pivot may end up meaning that the Asia-Pacific simply gets a somewhat larger fraction of a 
shrinking U.S. defense pie.  In other words, “more U.S. emphasis” on the Asia-Pacific may be a 
relative, not absolute, concept.    
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While there are more and less skeptical PRC observers of the U.S. pivot/rebalancing, this debate 
is unfolding as China is transitioning from the era of Hu Jintao to that of Xi Jinping.  
Consequently, U.S. actions and policy are filtered through the lenses of domestic currents and 
domestic political needs in the PRC.  Xi Jinping faces an immediate need to consolidate his 
power, a requirement that places great importance on winning the support of the PLA and 
playing to domestic nationalistic passions.  At the same time that this is a pressing, short-term 
need, I believe and have been told that this will give way to the overwhelming first, second, and 
third priority of the new regime.  Those priorities revolve around domestic issues—reducing the 
corrosive degree of corruption; building a new economic growth engine; addressing severe 
socio-economic inequalities; pushing ahead with restructuring of the State Council; and, 
accelerating economic reform. The point is that Xi Jinping is walking a tightrope.  On the one 
hand, he is consolidating domestic power, in part through a muscular external policy (which 
means standing up against Japan, and for sovereignty), while, on the other hand, Xi does not 
want to so agitate the external environment that he engenders a countervailing coalition and 
has to divert major attention to external crises and security challenges.  As part of this effort, Xi 
also is improving relations with Russia and his initial trips abroad in his first year may well be 
aimed at the BRICS, sending the message that he is not overly dependent on the United States. 
 
Once this transitional phase is largely completed, however, I expect to see Xi assume a posture 
much more aligned with what all knowledgeable Chinese continue to say—the United States is 
China’s most important bilateral relationship.  As for the United States, it is my understanding 
that the Obama Administration has concluded that Xi Jinping is a person with whom it can 
productively deal.  Further, the concatenation of foreign policy leadership I expect to come out 
of next month’s National People’s Congress in Beijing, and (at this writing) the presumed new 
Secretaries of State and Defense in Washington, I believe will provide a reasonably strong basis 
to move positively forward.  All this suggests that the question for the United States is: How can 
we get through this awkward transition period with the least possible damage?  This brings us 
to the initial implementation of the “pivot” or “rebalancing” policy, a policy that the Obama 
Administration has been adjusting since its initial unveiling in late 2011.    
 
THE ROUGH EDGES OF THE “PIVOT’S” INITIAL IMPLEMENTATION:2 
 
The Obama administration’s rhetorical flourishes surrounding the initial launch of the “pivot” 
(“back to Asia” and “forward-deployed diplomacy”) obscured the facts that the United States 
never had departed the region and that key features of the effort date back to the presidencies 
of Bill Clinton and George W. Bush—namely reshaping the U.S.-Japan Alliance (not least with 
North Korea in mind), gradually enlarging military facilities and forces on Guam, emphasizing 
long-range strike capability, and improving relations with Vietnam and India. The newest, and 
very beneficial, part of the effort was the Obama administration’s seizure of the opportunity to 

                     
2
 This section draws very heavily from, David M. Lampton, “China and The United States: Beyond Balance,” Asia 

Policy, No. 14 (July 2012), pp. 40-44.  
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improve relations with Myanmar (Burma), afforded by hopeful indications of possible political 
change in that country. 
 
To the degree that rebalancing has provided incentives for restraint and cooperative Chinese 
behavior—as appears to have been the case in some aspects of recent PRC policy toward North 
Korea and Iran—as well as renewed emphasis on soft power as an element of PRC statecraft, 
the policy has had upsides. The downside is that rebalancing as it initially was launched 
compounded mutual strategic distrust between Beijing and Washington. Further, there always 
is the fear in the region that Washington will go too far in hedging against Beijing and put 
China’s neighbors in the unwelcome position of having to choose between the two powers, to 
choose between their economic and security interests. 
 
In some areas where the new initiative represented or proposed genuine change, one could ask 
hard questions. Was it wise to place a small number of U.S. marines and air assets in Darwin 
and elsewhere in Australia on a rotating basis, given that these forces are located so remotely 
as to be largely irrelevant while at the same time signaling hostile intent to Beijing?  Is the 
insertion of the United States more centrally into disputes over rocks and atolls in the vast 
South and East China Seas unwise (since great nations do not fight over rocks)? Does U.S. 
involvement incentivize Vietnam and the Philippines to stake out positions that are designed to 
align Washington (and U.S. energy companies) ever more closely with their claims? Quite 
frankly, none of the parties to these disputes have the best interests of the United States in 
mind. It was troubling when Secretary of State Clinton stood on the deck of a U.S. warship in 
Manila Bay and said, “We will stand and fight with you.”  President Obama’s remarks in his 
October 22, 2012, debate with Mitt Romney referring to China as an “adversary” didn’t help 
matters 
 
Further, credibility is not simply a Cold War concept—it is the coin of the realm in international 
affairs. Given the pressures on the U.S. budget, and the defense budget in particular, is it 
credible to say that defense resources in the Asia-Pacific will be insulated from the pain that 
nearly every other corner of American life, and every other theater of military operations, is 
going to feel? Is it feasible to think that a Japan with rapidly rotating governments and a 
weakened economy will provide the resources for the significant levels of burden-sharing that 
the U.S. policy seemingly presupposes? In short, rebalancing is premised on U.S. resources that 
may not be available and on the provision of allied resources that may not fully materialize. The 
recent U.S.-Japan agreement to relocate 9,000 marines on Okinawa to Guam and elsewhere in 
the Asia-Pacific, even as Tokyo continues to be unable to deliver on earlier promises germane 
to Okinawa, is just one troublesome indicator of possible gaps between rhetoric and action. 
Further, the capacity of the United States to move resources from Central Asia and the Middle 
East to the Asia-Pacific presumes that those turbulent theaters to China’s west will cooperate 
with Washington’s plan. Turning to South Korea, governments come and go, and with each 
succession, how Seoul positions itself in the complex Washington-Beijing-Pyongyang triangle is 
subject to change. Although Washington had an unusually cooperative partner in the 
administration of South Korean president Lee Myung-bak (though the Japanese would have a 
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somewhat different view), his successor, President Park Geun-hye, may “rebalance Seoul” both 
on the Peninsula and vis-à-vis Beijing, while maintaining sound relations with Washington. 
 
Another dimension of the rebalancing effort pertains to the genuine need for the United States 
to further strengthen its position as a free trade leader in the region. A great first step was the 
Korea-U.S. Free Trade Agreement (KORUS) that went into force in March 2012, brought to 
fruition by the Obama administration’s hard work and bipartisan support in Congress. However, 
the move in the rebalancing initiative to promote the Trans-Pacific Partnership (TPP) of 
generally modestly sized Pacific Basin economies (that now includes Mexico and Canada which 
participated in the 15th round of negotiations) seems weak compared to Beijing’s push for a 
free trade agreement with Japan and South Korea, and even to the PRC’s strengthening of free 
trade (and now currency) ties with Taiwan through the Economic Cooperation Framework 
Agreement (ECFA). It is unclear whether the major economic players in Asia (China, South 
Korea, and Japan) can or will ever join a TPP free trade area. The United States ought to be 
doing what it can to come up with feasible arrangements with the region’s major financial and 
economic players, not relying to such an extent on a “high-quality” arrangement with smaller 
economies, and in the process sending the message to Beijing that Washington is not interested 
in PRC participation except on U.S. terms.  In this regard, one might also find it odd that 
Vietnam is in the TPP negotiating structure while China is not—are Vietnam’s free-trade 
practices of higher standard than China’s?  It is fitting to note that Beijing, too, has been 
pushing alternative trade groupings designed to exclude Washington. Instead, the United States 
and China should forge a shared vision of a unified Pacific trading system, not a balkanized 
structure. 
 
In short, to some extent there was less to rebalancing than meets the eye, though the increased 
senior U.S. leadership attention to, and travel in, the region has been striking and welcome. To 
the degree that there is substance to the policy, some of it is unnecessarily provocative, some 
of it may be infeasible, some of it is good, and some is well received in the region as long as the 
United States does not push too far.  The military soundtrack was initially turned up too loud, 
while the volume on the economic soundtrack initially was too low.  Some, perhaps much, of 
this has been recognized and partially addressed in the intervening year-plus and further 
adjustments in this direction are warranted, particularly if the East China Sea continues to move 
in the direction of what (hopefully) seems to be the back burner, at least for a while. 
 
SO, WHAT ARE THE MOST PRODUCTIVE NEXT STEPS? 
 
The central strategic challenge that the United States and China face is how to get along with 
each other so that each country can focus on rebuilding itself. Just as the anti-Soviet rationale 
provided a foundation for relations that proved durable in the 1970s and 1980s, and as 
economic mutual interest buttressed productive ties in the 1990s and up to the present, the 
shared imperative today is to rebuild our respective homelands—we are both societies in need 
of reform. Beijing’s and Washington’s commitment to those similar projects is the foundation 
for sound ties on which both should build, knowing that cooperation and competition will both 
be features of relations.  Neither the United States nor China can afford to be at loggerheads if 
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we each wish to build better homes for ourselves and cooperate on pressing global issues such 
as climate change.  I further believe that Xi Jinping and those around him have concluded that 
they cannot free-ride in the international system for ever, and that there is increasing 
consensus in Beijing that the PRC cannot remain a passive observer to ever more numerous 
situations in which its interests are increasingly engaged—we see China pledging to boost UN 
contributions,3 at the moment being modestly helpful regarding North Korea, and attacking 
climate change with arguably as much or more commitment than Washington.  We will see, but 
there is reason for hope. 
 
Another step that is needed is to gradually develop integrative economic and security 
structures in Asia that bring nations together, rather than divide them.  A place to start in which 
the Chinese have expressed interest is a Northeast Asia Security Forum including China, Japan, 
the Koreas [North Korea obviously is a problem], the United States, and Russia.  I would like to 
see the United States and China in the same organizations rather than building competing 
organizations in both security and economic domains. 
 
Now is a fitting moment to reassess and modify the mechanism of dialogue between Beijing 
and Washington--the Strategic and Economic Dialogue (S&ED).  Annual S&ED meetings have 
come to involve hundreds of persons.  Getting the right handful of leaders with clout on a given 
issue in the room together is worth more than a cast of hundreds, though having working 
groups interacting frequently on key issues and projects is a feature of the current dialogue that 
should be preserved.  Beefing-up military-to-military exchange and strategic dialogue also is 
essential, and the development of regular meetings between assistant secretary-level Foreign 
Ministry and State Department officials responsible for U.S.-China relations has been a good 
development.  In a related vein, putting one very senior person visibly in charge of coordinating 
major policy in the relationship has worked in the past (e.g., Secretary of the Treasury Hank 
Paulson and Vice Premier Wang Qishan) and something equivalent should be done again.  Our 
two heads of state should get together as early as possible to articulate a strategic foundation 
for bilateral relations that is compelling to our people, and durable. 
 
In the economic realm, local leaders in both China and the United States often are the most 
predisposed toward cooperation and building the interdependencies that moderate conflict.  
More vigorous efforts should be made to encourage Chinese investment in the United States 
and vice versa, in part by fostering state-province and local-level cooperation.  Governors-to-
Governors forums of increased scope, duration, and frequency should be encouraged. 
  
Finally, America’s friends and third parties can, in their zealous pursuit of their own society’s 
interests and concerns, drag the United States into confrontations that are not in U.S. interests.  
The George W. Bush Administration’s experience with Taiwan’s Chen Shui-bian and the recent 
experience in the East China Sea are suggestive in this regard.  No one should be given a blank 
check to be filled out in American blood.  

                     
3
 Cheng Guangjin, “Xi Vows to boost UN cooperation, equality,” Chinadaily.com , updated December 28, 2012 

(accessed January 26, 2013). 
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 DR.  AUSLIN:  Chai rman Reinsch,  Vice Chairman Shea,  members  

of  the Commission ,  thank you for  the  opportuni ty to  come again before  you 

and talk a l i t t l e  bi t  about  American  pol icy in  Asia.   I  know i t 's  been a  long 

day,  i t ' s  the end of  a  long day,  so  I wi l l  t r y to  emulate the General  in  the  

brevi ty of  my remarks s ince I have submit ted some comments  for  the  record .  

 Very brief ly,  le t  me jus t  run through an  out l ine  pre t ty much of  

what  I submit ted to  you and  talk  about  three things .   Firs t ,  the  background to 

our pol icy,  what  i t  i s ,  as  I  see i t ,  in  the Asia -Pacif ic .   Second,  where we 're  

doing wel l ;  where  we 're doing poor ly.   And third,  what  are some of  the  

bumps in the road  ahead?  

 It ' s  nice ,  as  al l  o f  you are wel l  aware who work  on Asia  and 

Washington ,  that  i t ' s  one  of  the less  content ious  areas  of  pol icy most  of  the 

t ime.  

 [Laughter . ]  

 DR.  AUSLIN:  And I think that ' s  ref lected  in  the  nat ional  pol icy 

the  United States  has  pursued  in  the  reg ion.   I  think  success ive  Democrat ic  

and Republ ican adminis t rat ions ,  and the  C ongress  as  wel l ,  have had  broadly 

agreed upon goals  for  the United  States  for  decades  now.   That  includes 

ensuring economic growth,  f reedom of  navigat ion ,  securi ty of  our al l i es  and 

partners ,  so as  to  provide  the  prerequis i te  for  s tab i l i t y that  East  Asia ,  and 

Asia more broadly,  needs to  cont inue i t s  democrat ic  and  economic evolut ion .   

 On top of  that ,  we layer  our value sys tem and promote 

l iberal ism,  promote  civ i l  society and rules -based regimes throughout  the  

region,  both  inside  count r ies  as  wel l  as  for  in ternat ional  re lat ions in  the  

region as  a  whole.  

 That  pol icy has  s tayed  remarkably consis tent  even as  the  region  

i tsel f  has  changed and changed dramatical ly,  most ly I would argue for  the  

bet ter .   There was a  rather  s tat ic  approach ,  I  think,  in  the  mind-set  that  we 

had to  the region during the Cold  War,  and,  in  fact ,  I  would argue Asia  was 

seen  largely as  a  subset  of  the  Cold War centered  on  Europe.  

 But  al l  that  began to change.  Historical ly,  very interest ingly,  the 

moment  the  Cold War ended,   the beginning  of  the r i se  of  China,   the 

popping of  the  Japanese  bubble ,  and a  search for  a  new American 

internat ional  ident i ty,  I  would argue,  drew us much more  se lf -consciously to  

Asia for  the  past  two decades .  

 If  that  was an  in termedia te  period of  t rying to  at  leas t  sense out  

what  the landscape i s ,  we ' re now moving in to  a  new era  where  the  parameters  

of  how Asia  is  going to  look ,  I  think,  are becoming clearer .   I  think f rom the  

economic  perspect ive,  we 've done very wel l  in  terms of  promoting our 

pol icies  and  helping  our f r iends in  the region  as  a  whole r i se up out  of  
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poverty,  es tabl i sh successful  and s table  t rading regimes,  in tegrate into the  

world  economy,  and  the l ike.  

 When you turn  to  the secur i ty s ide ,  as  wel l ,  i t  seems as  though 

we 've  been relat ively successful .   The region  has  not  seen a  sys temic region -

wide war s ince World War  II,  even though there  have been numerous bat t les  

and wars ,  some of  which we have been  engaged in ,  of  course .  But  i f  you  

think of  s tab i l i t y broadly wri t ,  and that  is  our securi ty goal ,  I  think  again  

we 've  been largely successful .    

 I  think the s tory is  a  l i t t l e  bi t  murkier  when you turn  to  the 

pol i t ical  s ide.   There we have seen  progress ,  part icular ly in  the  1980s with  

democrat izat ion  sweeping through the region ,  but  I  would argue i t  was 

always  indiv idual ly.   It  wasn ' t  a  wave of  democrat izat ion l ike the type  that  

we saw,  for  example,  in  Eas tern  Europe,  but  rather  i t  was very country 

specif ic  and  count ry dependent .   

 And so we have,  I  think ,  on  balance,  a  good record,  i f  somewhat  

mixed,  in  terms  of  seeing the evolut ion  of  l iberal  regimes,  in  essence ,  the  

inculcat ion of  l iberal  and democrat ic  values .  And,  of  course,  i t  i s  an ongoing 

s t ruggle.    

 So where  do we s tand today in terms  of  what 's  working and  

what 's  not  working?   Again ,  because the  pol icy has  been s table ,  I  think,  in  

general ,  i t  i s  working as  we define i t  now.  If  you take what  successive 

adminis t ra t ions have sa id they want  to  see,  then the  pol icy is  working.   In  

that  sense,  I  don ' t  see that  the Obama adminis t rat ion 's  rebalance,  or  p ivot ,  

whichever  term you prefer ,  i s  material l y  di fferent  from the Bush  

adminis t ra t ion or  successive adminis t rat ions  before i t .  

 The danger,  o f  course ,  i s  tha t  the  ac t ions wil l  not  match  the  

words,  that  the rhetoric  of  the p ivot ,  though laudable ,  I  would ad d ,  does not  

match  the  resources  we ei ther  devote to  i t  or  the  resul t s  tha t  come f rom when 

the  pivot ,  the rebalance,  has  to  meet  speci f ic  i ssues .  As  I was walking in  the 

door,  I  heard  some of  my other  col leagues d iscussing with you the  Senkakus  

issue .That  may be the  key tes t  in  terms of  where the Uni ted  Sta tes  meets  the  

road  in  th is  new pivot  and engagement  in  Asia.  

 So that ,  I  think ,  i s  actual ly where we run the  danger  of  things not  

going as  wel l ,  i n  that  we raise  expectat ions .   We,  in  essence,  make unmet  

promises  to  our  partners  that  what  we are going to  be doing is  somehow 

dif ferent  f rom what  we al ready have been doing.   And maybe that ' s  the  

debate  that  we need:  is  what  we have been  doing okay?   Does  i t  match what ,  

in  terms  of  s t ra tegy,  ends  and  means ,  or  do  we have to  have a  fundamental  

rethink  or  not?  

 And with  that ,  then ,  le t  me turn  to  some of  the  road  bumps  

ahead ,  the landscape ahead ,  as  I cal l  i t  in  my prepared  remarks ,  that  may 

lead  us  in to  a  di scussion of  whether  tha t  s t rategy is  successful  and  wil l  be 

successful  in  the  coming years?  

 I  think there 's  a  lot  of  things you could focus on.   I  jus t  chose  

three.   The f i rs t  i s  the  ter r i torial  disputes .   Clearly,  i t ' s  interest ing.  You 

know,  look ,  l et ' s  be hones t ,  i t ' s  good for  business ,  so  to  speak ,  when th i ngs 
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get  a  l i t t l e  bi t  hai ry in  Asia ;  we al l  want  to  talk  about  i t .   We al l  get  to  go  on 

CNN or Fox News or  wherever  i t  i s ,  but  I  would say I 'm surpri sed by the 

degree to  which thi s  has  real ly ramped up ra ther  dramatical ly over  t ime,  and 

where  th ings in  Asia ,  a t  l east  to  me f rom a  securi ty perspect ive ,  were  often  

very s tat ic .   You know,  we jump on  smal l  changes.  

 I  think some of  the  changes we 're seeing today are much more 

s ignif icant .  The Japanese  announcement  of  the  ac t ions the Chinese took las t  

month in  us ing f i re  cont rol  radar  to  target  ships  and  hel icopters  is  a  mater ia l  

t ype of  change,  or  a t  l east  potent ial l y i s  a  mater ia l  t ype  of  change.   So I 

think we have to  be  very aware of  the s igni f icance of  these  terr i torial  

disputes  in  the East  and South China Se as  and  the impor tance they have to  

our fr iends and al l ies .  

 Second is  North Korea.   Again ,  we 're probably fac ing a thi rd 

nuclear  tes t  in  a  mat ter  of  days  or  weeks.   This ,  I  think,  over t ime is  eroding 

the  sense of  confidence that  Seoul  and  Tokyo have that  the  United  States  

rea l ly has  a  plan for  deal ing with North  Korea  short  of  the  fact  that  we know 

we could  end  that  regime i f  we were  so  pushed.  

 But  there 's  a  long landscape in  between where  we are today and 

that ,  and  I th ink  the  ongoing cri s is  is  something  that  worries  our  f r iends  and  

al l i es  in  the  region.    

 And then,  thi rdly,  and f inal ly,  to  wrap up,  i t ' s  what 's  happening 

at  home.   I  mean al l  o f  us  t ravel  through Asia.   We al l  know that  people  are 

paying close at tent ion.   They know what  sequest ra t ion means.   They know 

what  budget  cuts  mean and  they know what  pol i t ical  dysfunct ion means.  

They worry that  i t  wi l l  undermine our abi l i t y to  have a clear  pol icy to  

properly resource i t  and to  have the pol i t ical  wi l l  to  act  on i t  when 

necessary.  So those  are  th e  three things I think we should  look at  when we 

talk about  s t rategy.  

 Thank you.  
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Chairman Reinsch and Vice Chairman Shea, Members of the Commission: 

Thank you for the opportunity to testify before you today on United States policy in the Asia-

Pacific region and China’s new leadership. As this panel is devoted more directly to the US 

rebalance to Asia, and because you have heard from a number of China experts earlier in the day, 

I will largely limit my remarks to the implications for US policy of the broad strategic trends in 

the region. 

The next decade has the potential to be as transformative in world history as the decade of the 

nineteen-teens. One world order is struggling to maintain its viability in a rapidly changing 

environment, and a host of challengers for regional dominance are springing up around the 

globe. Meanwhile, the established powers that created the post-World War II system are 

dwindling in strength, failing at fundamental economic reform, and attempting to limit their 

ability to project power and exercise influence beyond their borders. Whether or not China, Iran, 

Russia, or Venezuela indeed become the most powerful players in their respective regions, there 

is little doubt that some of the certainties we have taken for granted over the past half-century, 

including the power balance of the international system and the attractiveness of the liberal 

international order will be increasingly called into question. 

Perhaps nowhere is this reality more important than in the Asia-Pacific. The Commission knows 

better than most the centrality of the Asia-Pacific to the global economy, the potential threats it 

poses to regional and global stability, and also the opportunities it could afford for the expansion 

of peace and prosperity over the next generation. I find it difficult to credit any one ingredient 

with creating the Asia-Pacific and world that we know today. Yet there is little doubt that the 

positive role played by the United States, and its willingness to sacrifice national blood and 

treasure in the process, has been a significant element in the maintenance of regional stability 

and the rise to prosperity of Asia. That role, however, is increasingly at risk, and with it, the 

assurance of a peaceful and prosperous Asia-Pacific that we have taken for granted for so long.  

A background to US policy in the Asia-Pacific 

Successive presidential administrations, Republican and Democratic alike, as well as Congress, 

have agreed on the goals of US policy in the Asia-Pacific. Our broad, strategic-level objectives 

are to ensure economic growth, freedom of navigation, and the security of our allies and partners, 

so as to provide the prerequisite of stability needed for Asia to continue its evolution. 

Additionally, our American sensibilities regarding the value of liberal democracy in promoting 

sustained economic and social development of any polity has led us to support democratic 

regimes, promote the rule of law, and encourage nations beginning their trek along the road of 

liberalization to stick with the often difficult choices that have to be made. 

While the United States has been a Pacific power since the 19
th

 century, it is the post-World War 

II international system with which we deal today. After the defeat of the Japanese Empire and 

the final decolonization of European-held territory throughout the Asia-Pacific, the emergence of 

nation-states in the struggle to secure stable political mechanisms while pursuing domestic 

development has been the hallmark of the last 60 years. The decades of the Cold War also split 

Asia into two ideological blocs, one capitalist and democratic and another authoritarian and 

centrally controlled. In addition, the Nonaligned Movement for a time attempted to provide a 

third way in opposition to both these systems, although without making a permanent political 
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impact on the region. The end of the Cold War was accompanied by a development that began 

about a decade earlier and has proven to be the single most important change in Asia’s postwar 

history: the beginning of economic reform in China and the integration of the People’s Republic 

of China into the world economy. 

This development has shaped the past two decades of Asian economic growth, much as Japan’s 

postwar recovery during the 1950s and 1960s set the stage for the growth of Asia’s export-

oriented economy through the 1990s. In a historically short period of time, China has become the 

primary economic partner for most Asian nations, as well as for the United States and many 

other nations around the globe. Along with the global free trade regime championed by the 

United States and multilateral agreements such as the General Agreement on Tariffs and Trade 

(GATT), Asia’s economic development has lifted hundreds of millions of people out of poverty 

throughout the region. It has also promoted technology transfer between the West and Asia, as 

well as numerous intellectual exchanges that maintain a vibrant network of scientists, 

researchers, and businessmen. From this perspective, American policy to ensure the free flow of 

goods and open trade borders, underwritten by security guarantees of the US Navy to maintain 

freedom of navigation, has been a crucial ingredient in the transformation of the world economy, 

or what about a decade ago academics liked to call “globalization.”  

Yet the story has been murkier in relation to America’s political goals in the Asia-Pacific. Our 

policy of ensuring stability, deterring aggression, and promoting democracy has had a more 

uneven outcome. In order to pursue these goals, American strategy since the 1950s has been to 

maintain a forward presence in the region of permanently deployed US Army, Navy, Marine 

Corps, and Air Force units. This presence has been structured by bilateral treaty alliances known 

as the “hub-and-spokes” system. The alliance with Japan (signed in 1960) has been the 

cornerstone of US presence in Asia, enabling the hosting of nearly 40,000 military personnel and 

their equipment throughout the Japanese archipelago. In addition, our security commitments to 

South Korea (signed in 1953) have kept around 30,000 US troops near the Demilitarized Zone on 

a combat footing for over half a century. In the early 1990s, America lost the southern anchor of 

its Asia-Pacific strategy, with the withdrawal of US military forces from the Philippines. 

However, access to Thai airbases and naval facilities in Singapore has allowed the US to 

maintain a presence in Southeast Asia, though much-reduced. In total, the United States 

maintains approximately 325,000 military and civilian personnel throughout Pacific region under 

the control of US Pacific Command (PACOM), headquartered in Hawaii. 

Long-term deployment of hundreds of thousands of troops thousands of miles away from home 

under a series of half-century old alliances is nearly unprecedented in world history. Few would 

question their importance in bolstering allies or maintaining stability along the border separating 

North and South Korea. In addition, US Navy patrols of the Western Pacific and the East and 

South China Seas in partnership with other countries’ naval forces have no doubt contributed to 

preserving freedom of navigation. The quick response capabilities of US Marines based in 

Okinawa and US Air Force units in Japan and on Guam have contributed immeasurably to 

humanitarian relief missions as well as provided a further layer of assurance that the United 

States would be able to come quickly to the aid of its allies or attempt to contain conflict in the 

region. 

If Washington’s goal after World War II was to prevent another regional war from erupting in 

Asia, its policy has been singularly successful. Despite cross-border wars between China and 
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India, China and Vietnam, and some smaller nations, not to mention the US wars in Vietnam and 

Korea, the region as a whole has been spared the type of devastation visited on it during the 

1940s. Moreover, due to this stability, and even with the communist takeover of China in 1949, 

Asia was never split geographically into two blocs. Rather, the countries on Asia’s peripheries, 

such as Japan, South Korea, Taiwan, and Singapore, were able to maintain economic growth 

even before mainland China embarked on reforms in the late 1970s. Southeast Asia began to 

catch up in the first decade of the 21
st
 century. 

The security environment in the Asia-Pacific, while largely benign since the 1970s, is 

nonetheless rapidly changing. The great catalyst of this change, of course, is China and its rapid 

modernization and expansion of its military forces. While China is still primarily a continental 

power, the major economies of the region are all maritime powers, and therefore react with great 

apprehension to Beijing’s strides toward a blue water navy and its ability to maintain presence 

far off its littoral, in places such as the Somali Basin, as well as the beginnings of its power 

projection capability. China’s military modernization, moreover, is a 360-degree effort, and 

includes the development of advanced air, space, maritime, and land forces. It is the only country 

in the Asia-Pacific able to undertake such a comprehensive military modernization program. 

Predictably, however, China’s growth has resulted in a reaction on the part of nations throughout 

the region, in both the military and political-diplomatic sense. Despite a decade of declining 

defense budgets that just last month was reversed by the new conservative Liberal Democratic 

Party (LDP) government in Japan, Tokyo has maintained its maritime and air capabilities, and 

has sought to partner even more closely with the United States on issues ranging from 

cooperation on ballistic missile defense to intelligence, surveillance, and reconnaissance (ISR) 

sharing and joint training. Partially in response to China’s maritime growth, nearly every nation 

in the region, from Australia to Vietnam, is growing their submarine capabilities. Those that can 

afford it are also increasing their air capabilities by purchasing advanced jets; close allies of the 

United States, such as Japan, Australia, and South Korea, are either planning or expected to 

purchase the F-35 Joint Strike Fighter to enhance cooperation with the US on joint defense 

issues. From a security perspective, then, the guarantees that America extended to its allies (in 

the general sense of its ability to shape the security environment), have been maintained up to the 

present day, but the unique stabilizing role the United States has played over the past six decades 

is in danger of weakening as China grows and other countries step up their self-defense 

capabilities in response. 

Yet if Washington’s goal was to spread democracy and promote liberalism, then that is a struggle 

still being waged. There is no doubt that the great wave of democratization in Asia in the 1980s 

was due to domestic issues and nationalism in countries such as Taiwan, South Korea, and the 

Philippines. But one would be hard-pressed to say that the close relations each of those countries 

shared with the United States, and the potential of transmitting democratic knowledge and civil 

society norms, played no role at all. On the other hand, authoritarian regimes maintained their 

grip on power in China and much of Southeast Asia, at least until Indonesia and Malaysia began 

to experiment with more open political systems in the 2000s. Unlike in Eastern Europe, when the 

collapse of the Soviet Union and the end of the Cold War signaled the defeat of an ideology that 

held nearly a dozen countries in its sway, the more variegated political map of Asia meant that 

progress remained at the individual level of states, and not as a region-wide movement. 
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Moreover, as China gained both economic strength and confidence during the 1990s and 2000, it 

sought to increase its political influence, as well. Its “smile diplomacy” was employed alongside 

generous trade and aid packages to develop friendships and diplomatic support throughout the 

region, from tiny oceanic states to large countries. Beijing did not seem to be driven by any 

values, or desire to convert states to its style of governance. Rather its goals were transactional; 

namely, to gain support for China in regional and international forums. Yet in the zero-sum 

world of great-power politics, both Beijing and Washington (along with smaller players like 

Tokyo) saw each other’s actions as conflicting and designed to secure a more dominant position 

for each in the region. 

For the historian and policymaker alike, identifying the results of US policy in Asia during the 

Cold War and after is as important to understand as it is impossible to answer. We cannot be 

certain an Asia without a US presence would have experienced another regional war; nor can we 

assume that Asian economic growth would never have happened without the stability 

underpinned by American power that the region enjoyed. Even so, if we accept that the United 

States was an important, perhaps crucial, element in Asia’s post-Cold War history, then at least 

we should be willing to admit that to have removed the US and its power from the regional mix 

would have altered the system to some unknowable degree or another. Similarly, to remove the 

United States today as an ingredient in Asia’s international relations would be to introduce 

extraordinary level of uncertainty into the system.  

 

 

The current American approach: it success and weakness 

Current American policy in the Asia-Pacific is therefore built on a decades-long tradition of 

alliance relationships, forward presence, and an unvarying set of principles. American 

involvement in the region has been deepened by the development of China as an integral part of 

the American economy, but it also is now beginning to be challenged by China’s emergence as 

an increasingly troubling military competitor in the region. Simultaneously, doubts about 

America’s long-term commitment to the region going forward are being fuelled by continually 

anemic economic growth as well as fears of a decline in US capabilities thanks to budget cuts. It 

is of no small historical significance and interest that what many perceive as America’s decline is 

happening precisely at the moment of China’s rise. It is this confluence, along with Asia’s 

general economic growth compared to other regions of the world that may set the stage in the 

coming decade or so for a tectonic shift in global power. 

The Obama administration’s approach to the Asia-Pacific is not materially different from that of 

its predecessors. It has maintained close alliance relationships built on decades of common 

agreement. It has continually sought to deepen and expand the US-China relationship to create a 

greater sense of trust and working ties between the two largest economies of the world and 

perhaps its two most influential countries. It has followed the Bush administration’s lead by 

engaging China at the highest levels and establishing the Strategic and Economic Dialogue as a 

venue for meetings between Chinese and American principals. Furthermore, it has maintained 

America’s forward-based military presence, and allowed Pacific Command to respond to 

strategic uncertainty by deploying America’s most advanced military assets to the region.  
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Yet the Obama administration has also brought increased international attention to Asia by 

embarking on a strategic initiative to “rebalance” to the region. The ostensible reason for this 

initiative, according to the administration, is that the Asia-Pacific is increasingly crucial to 

America’s future, particularly from an economic standpoint. However, many observers have 

argued that the real impetus for the rebalance is the growing perception of a Chinese military and 

political challenge. A Chinese military that has benefitted from double-digit budget increases 

each year over the past decade is now fielding advanced naval and air weapons systems, and has 

continued the development of a credible anti-access/area denial suite of capabilities that could be 

used to prevent American forces from operating freely or intervening in a conflict between China 

and its neighbors. This development runs parallel with increasing Chinese assertiveness in its 

maritime claims in the East and South China Seas, which largely has been exercised through its 

paramilitary forces (though in recent weeks, Chinese air force planes have been sent to shadow 

Japanese Air Self Defense Forces jets over the Senkaku Islands). Should Beijing’s increased 

capabilities give pause to American decision makers, then US treaty guarantees to its allies 

would correspondingly become suspect. This, then, would lead inexorably to a diminution of 

American influence in the Asia-Pacific with greater consequences than a general adverse shift in 

the balance of power currently ongoing in the region.  

The administration’s rebalance has been a topic of contention since it was announced at the end 

of 2011 by President Obama. While the administration has argued that it is a holistic approach, 

incorporating diplomatic, economic, cultural, and military elements, it is, not surprisingly, the 

last of those elements that has received the most attention. This is due, no doubt, to the military 

nature of our alliances in East Asia, and the continuing important role American forces play in 

providing security assurance in the region. Indeed, given the continuity of Asia policy under 

Republican and Democratic administrations, concern in both Washington and abroad that the 

United States was beginning to lose its qualitative military edge in the region seems the most 

parsimonious explanation for the pivot. 

Administration officials at many levels have sought to explain the rebalance without precisely 

defining the policies that will make it a reality, aside from some changes that contribute to the 

security component of the rebalancing. Perhaps best known is the agreement between Australia 

and the United States to base up to 2,500 US Marines in Darwin on a rotational basis for training 

purposes. This would put American ground troops on Australian soil for the first time in the long 

alliance history between the two nations. In addition, Singapore and Washington agreed to base 

up to four new Littoral Combat Ships at the Changi Naval Base. Rumors about use by the 

American military of Subic Bay or the former Clark Air Base, have been unsubstantiated, but 

reveal the degree to which the Obama administration is believed to be attempting to disperse 

American forces throughout the region. In addition, speculation that the United States would 

attempt to deepen military ties with Vietnam have led some to see the possibility of more joint 

actions to follow the naval exchanges and exercises between two countries in recent years. Taken 

together, these moves are designed to balance out US forces in the Western Pacific, reducing the 

over concentration in Northeast Asia and attempting to increase the US military presence in 

Southeast Asia that was lost with the closing of Subic and Clark in the early 1990s. 

In order to be present in Asia, the United States obviously must have matériel and personnel in 

the region. Yet one of the central criticisms leveled at the rebalancing is the difficulty, if not 

impossibility, of maintaining American presence in the Asia-Pacific region and increasing our 



185 

 

engagement (at least on a military level) with both allies and new partners if defense budget cuts 

reduce substantially the size of the American Armed Forces. Both the Budget Control Act and 

sequestration throw shadows on the future ability of the United States to maintain its overall 

regional presence and its credibility in fulfilling its various commitments. The Obama 

administration, while pursuing significant reductions in military auditing, has nonetheless 

assured allies and partners that any reduction in the size of the US military will not affect US 

operations or presence in the Asia-Pacific region. In response to specific concerns about what the 

pivot will mean for the future posture of the United States in Asia, Secretary of Defense Leon 

Panetta indicated that 60-percent of US Navy strength would be moved to the region by 2020,
1
 

while America's most advanced weapon systems, such as the F-22 and (when available) the F-

35, would continue to be rotated in and out of bases in Japan and on Guam. 

Despite the administration's assertions, however, my regular travel through the region has 

convinced me that many Asian nations neither understand the rebalance nor believe that it will 

materially change American presence. They are well aware of America's economic weakness and 

budget difficulties, and are surprisingly well-versed in the mechanics of sequestration. Perhaps 

even more significantly, they have watched Republican and Democratic administrations in the 

past fail to respond to Chinese provocations, and believe that the United States has either been 

too encouraging of China's rise to great-power status or has been too passive as the regional 

balance of power begins to shift. Admittedly, these opinions are voiced mostly by smaller 

nations that either have territorial disputes with China or long-standing grievances against China 

(like Vietnam), but such impressions are not unknown even among larger allies such as Japan. 

While it might be going too far to say that America, and the Obama administration, now has a 

credibility deficit in Asia, there is little doubt that the nations of Asia are looking carefully to see 

if Washington's deeds match its words. 

Given such concerns, then, the administration is perhaps unwittingly setting up future 

disappointments on the part of our friends and allies, in the sense that expectations will not be 

met. That, however, is rather different from judging that the current American policy is not 

effective. Indeed, the United States continues to observe its treaty obligations through forward 

presence, conducts a multitude of exercises and exchanges each year (though the degree to which 

those will be curtailed due to budget difficulties is something that should not be overlooked), and 

in general maintains its presence in the air and on the sea as it has done for decades. Whether the 

maintenance of this status quo operational stance is effectively responding to the ongoing 

changes in the region is yet another matter for consideration. 

The landscape ahead 

Given the confluence of several factors—unchanging US policy goals in Asia, the rise of China 

and its effect on the Asian security environment, and the possibility of an enhanced American 

approach to Asia through rebalancing—what does the future hold? On balance, it must be 

recognized that Asia’s security environment remains relatively benign at present. Despite 

warning signs, there is little prospect for large-scale conflict in the near future. Moreover, the 

threat of terrorism, particularly in Southeast Asia, is present, but is a comparatively lesser 

concern than in other areas of the globe. That does not mean, however, that all trends are 

                     
1
  Leon Panetta, “Shangri-La Security Dialogue,” (speech delivered in Singapore, June 2, 2012), 

http://www.defense.gov/speeches/speech.aspx?speechid=1681.   
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necessarily positive, nor that the risk of miscalculation or accident could not lead to the outbreak 

some level of armed conflict. It is in the gray areas that United States policy is most likely to be 

challenged in the coming years. In particular, the US must focus on two potential threats and one 

source of uncertainty. 

The first threat is the spate of territorial disputes in the East and South China Seas. Here, China 

finds itself at odds with many of its neighbors, including Vietnam, the Philippines, Malaysia, 

Taiwan, and Japan. Already, Chinese maritime patrol vessels and fishery enforcement vessels 

have confronted the coast guards and navies of these nations on a regular basis. Last year, in 

particular, China had face-offs with the Philippines over the Scarborough Shoals and Japan over 

the Senkaku Islands (known by China and Taiwan as Diaoyu). The multinational dispute over 

the Spratly Islands has compelled the Association of Southeast Asian Nations (ASEAN) to 

attempt to bring the disputants to the table for a multilateral solution. Beijing has rejected this 

approach, and has used its influence over Cambodia to scuttle any attempt to resolve the dispute 

multilaterally, as evidenced by the two ASEAN summits last year. China's preferred approach is 

to address all territorial disputes in the South China Sea on a bilateral basis, thereby giving it 

much greater leverage over its negotiating partners.  

Of even greater concern is the dispute over the Senkaku Islands, located just northeast of 

Taiwan.  Ongoing tensions between China and Japan first erupted in September of last year, 

when the Japanese government, then under the leadership of the Democratic Party of Japan 

(DPJ), purchased three of the Senkakus from their private owner. The potential to exploit the 

large reserves of undersea oil and gas first discovered in 1968 has caused China to dispute 

Japan’s sovereignty claims. Although Japan has administered the islands since 1972, it had 

refrained from nationalizing them. Spurred by then-Tokyo governor Shintaro Ishihara, the DPJ 

administration announced its plans to buy the islands, sparking massive protests in China, a 

boycott of Japanese goods, and the regular dispatch to waters around the islands of Chinese 

maritime patrol vessels. Since then, the Japanese Coast Guard has routinely confronted Chinese 

(and Taiwanese) vessels, and both sides have now sent patrol planes and fighter jets into the 

skies above the islands.  

Japan and China are one mistake away from an incident that would dwarf the significance and 

fall-out of the 2001 EP-3 accident that caused a minor crisis between Washington and Beijing. 

The level of mistrust between the two countries, the still-bitter feelings from Japan’s invasion of 

China during World War II, and their nascent rivalry for leadership in East Asia, would tax the 

efforts of diplomats charged with maintaining peace and preventing the eruption of conflict. The 

United States would almost certainly be dragged into any conflict between the two nations, due 

to our 1960 security alliance with Japan. Tokyo could call for consultations with Washington or 

invoke Article V of the treaty, calling on US military assistance. Either action would be seen as 

highly provocative and aggressive by Beijing, thereby potentially increasing the likelihood the 

conflict.  

 

So far, Washington has trod a fine line with the Philippines and Japan, both treaty allies, in their 

disputes with China. The US government refuses to take any stance on the sovereignty questions. 

While supporting the status quo, it has called publically on all sides to peacefully resolve the 

disputes. This stance may no longer satisfy our allies if they perceive that their effective control 
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over disputed territory is being ceded gradually to China; nor will it suffice if American allies 

actually come to blows with China. Moreover, even now, Washington’s unwillingness to become 

more involved in the territorial disputes is raising questions about the reality of the pivot to Asia 

and raises the risk of undermining American credibility, given the Obama administration’s 

rhetorical emphasis on the American role in Asia.  

A second major policy concern is the ongoing North Korea nuclear and ballistic missile crisis. 

While this is an issue separate and independent on its own merits, it is also a factor in US-China 

relations. After two decades of negotiation with Pyongyang, under three different paramount 

North Korean leaders, the United States has failed in its major policy objectives—to prevent 

North Korea from developing a nuclear weapons program or a ballistic missile capability. 

Indeed, the successful December 2012 missile launch was a significant milestone in North 

Korea's development of weapons of mass destruction, and erased over half a decade of its prior 

failures. Should the regime of new leader Kim Jong Un conduct a third nuclear test, as is widely 

expected, it will underscore the inability of the US to effectively influence or pressure the North. 

Nor has United States policy been reassuring to our closest allies in the region, South Korea and 

Japan. After Pyongyang sank a South Korean naval vessel in 2010 and shelled South Korean 

territory the same year, Seoul made clear that any further provocation from the North would 

result in an overwhelming military response. However, numerous off the record comments 

indicated that Washington put pressure on Seoul not to respond to these provocations. In 

addition, the seemingly low-key US posture during North Korea's missile and nuclear tests 

continues to worry Japan, which consistently urges a harder line against North Korea. North 

Korea's steady progress towards a viable ballistic missile capability and potential weaponization 

of its nuclear program is of the highest concern to both our allies, but they are consistently 

frustrated by the United States’ unwillingness to put serious pressure on North Korea or to 

respond to provocations. 

At the same time, Washington has repeatedly turned to Beijing as the one power it believes can 

put real pressure on the Kim regime in order to force it to the table for meaningful nuclear talks 

or punish it for provocations. Washington's reliance on Beijing has been as unrealistic as its 

expectations for breakthroughs in its repeated negotiations with the North. While Beijing joined 

in the last round of United Nations (UN) sanctions in January 2013, it has a long track record of 

refusing to employ any meaningful leverage on its ally. Nonetheless, Washington considers 

China to be perhaps the most significant player in the Six Party Talks. A number of US scholars, 

including longtime China watchers, believe that Beijing in reality has little if any functional 

influence over Pyongyang; others assume that Beijing has decided that the existence of an 

erratic, anti-American regime in control of the northern half of the Korean Peninsula is 

preferable for its geopolitical goals to other alternatives.  

A final area of concern and great uncertainty relates to our current economic troubles and 

resulting budget cuts that will have an unknown effect on the US presence in Asia. While this is 

of concern to America’s global posture, it may have a significant effect in the Pacific, and thus, 

will in some way shape American relations with China. Like other administrations before it, the 

Obama administration emphasizes the political and economic spheres of the US-China 

relationship. Yet America’s ability to maintain influence in that relationship comes from its 

global leadership, and even then, as we have seen, Washington is often loathe to put any pressure 

on China that might result in a negative reaction. It is of no small concern what America’s 
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diminished economic strength means for perceptions of US leadership abroad. The political 

influence Washington wields is proportionate and directly related to its economic vitality and its 

military power. As both of those decline, then, it is natural that rising powers like China will seek 

to take advantage of American weakness, whether real or imagined.  

A China that is more confident in its own military strength is one that will continue to press its 

territorial claims in an assertive manner throughout the region; this will be magnified if it 

assumes that America will become less able to project power in the coming years, due to budgets 

cuts and reductions in planned expenditures that may reach up to $1.5 trillion since 2009 and 

through 2023. An America that is less sure of its ability to intervene when necessary will send an 

unmistakable signal to allies and competitors alike that the East Asian security equilibrium may 

be up for grabs. Many nations will watch China’s continued military modernization with 

trepidation, and at some point have to make uncomfortable choices about whether they can 

ensure their own security or need to consider some type of security-based relationship with 

Beijing. As a side note, a militarily weaker America will undoubtedly spur North Korea to 

become more aggressive as well.  

Such an environment would translate, as well, into less political influence for Washington. Its 

voice will be less heeded in multilateral councils, such as the East Asian Summit, ASEAN 

Defense Ministers Meeting Plus, and the like. Our allies would take cold comfort from 

Washington’s protestations of support, and would instead question not only our military 

credibility but also the wisdom of following America’s political lead. It would open up a space 

for China to regain some of the political influence it has lost in the past several years due to its 

bullying behavior over maritime disputes. A Washington whose dysfunction is on public display 

at home and abroad cannot be expected to inspire confidence in its ability to lead.  

From that perspective, our Asia policy is in no small measure hostage to our larger national 

strength and the soundness of our policies. All discussion of a rebalance to Asia, commitments to 

allies, attractiveness to potential partners, and desire for a more mature working relationship with 

China will come to naught under conditions of continued economic weakness, political 

dysfunction, and straitened military budgets.  

Thank you for the opportunity to share some thoughts on our current Asia and China policy in 

light of the leadership change in Beijing. I look forward to your questions. 
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PANEL IV QUESTION AND ANSWER 
 

 

 VICE CHAIRMAN SHEA:  Well ,  thank you al l  for  your very 

enl ightening tes t imony and your wri t ten comments ,  which wil l  a l l  be put  in  

the  record.  

 I ' l l  s tar t .   I  know, Dr.  Lampton,  you  ment ioned that  there 's  a  lot  

of  agreement  among the three  of  you ,  but  tha t 's  not  the point .   We don ' t  want  

you to  have a  lo t  of  agreement .   We want  to  f igure out  what  the  di f ferences 

are .   So I 'm going to  s tar t  wi th something that  yo u  say in  your tes t imony and 

see i f  the  others  agree.  

 You say that  conf l ic t ing nat ional i sms  in  Asia  is  the  cent ra l  inter -

s ta te  chal lenge in  the region .   And you ci te  a  few examples ,  several  

examples --Japan  and China,  Nor th and  South Korea ,  the Phi l ippines  and  

China.   I  personal ly have t rouble ,  for  example,  seeing how the  Phi l ippines  

and China is  an example of  confl ict ing nat ional ism.  It  seems as  i f  i t ' s  an  

example of  a  count ry being pushed by a  larger  count ry,  a  more powerful  

count ry,  not  for  nat ional is t ic  reasons,  but  perhaps for  resources .   I  don ' t  see  

that  as  an example of  confl ict ing nat ional ism.  

 So my quest ion  to  the  others - -and you did say in  your  remarks  

that  we need  a s t rategy a t  some basic  level ,  which I think we al l  agree .  I  am 

imput ing from your  tes t imony that  the  s t rategy i s  to  somewhat  mit igate these 

conf l ict ing nat ional isms  in  Asia.   That  should  be the U.S .  s t rategy,  which,  

one,  am I correct ly interpre t ing your remarks ,  and i f  so ,  I  would  appreciate 

the  comments  of  the  other  two witnesses  about  that .  

 DR.  LAMPTON:   Do you want  me jus t  to  elaborate f i rs t?  

 VICE CHAIRMAN SHEA:  Sure.   Yes.  

 DR.  LAMPTON:   I  guess  what  my bot tom l ine  would be ,  rather  

than div iding the region ,  we ought  to  be seeking to  bui ld economic  and  

securi ty s t ructures  that  brin g people in ,  and I think I gave the  example  of  a  

northeast  Asia secur i ty s t ructure.  

 VICE CHAIRMAN SHEA:  Right .  

 DR.  LAMPTON:   Al though I noted  Nor th Korea  is  a  big problem 

in that  concept .   But  maybe f ive members ,  not  including North  Korea ,  might  

not  be.   Then I expressed a dubious at t i tude toward  the  Trans -Paci f ic  

Partnersh ip  in  the sense  that  i t  seems to me we want  to  bui ld economic  

s t ructures ,  i f  we can ,  that  include China,  the United  States ,  Japan ,  and 

Korea ,  the big economies.   So that ' s  aspirat ional .  

 In  fact ,  i t ' s  no t  going to  be  easy to  do .  But  at  the s t rategic level  

what  I  would l ike to  be seeing is  us  put  more  a t tent ion  to  how we develop  

s t ructures  that  bring  these confl ict ing count r ies  together  in  funct ional ly 

importan t  ways ,  ei ther  economical ly or  s t ra tegical ly.  That ’s  the  impulse ,  but  

I  don ' t  underes t imate the d if f icul ty in  doing that .  

 VICE CHAIRMAN SHEA:  Thank you.   

 General  Gregson.  
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 LtGEN GREGSON:   I  would agree with the  s t rategy part  and the  

fac t  tha t  we need  one.   On the grander nat ional  s t rategy,  I  t r ied  to  indicate 

that  the  mi l i t ary component  is  necessary but  not  suff icien t .   We need  to  

pursue  those things  that  s t i t c h  the region together ,  despi te  the  sometimes  

bone-deep  his torical  disputes  or  hi s torical  mat ters  that  cause anxiety 

between di f ferent  count r ies ,  South Korea and Japan being one example.  

 We need  to  lead  wi th something l ike  that  so  that  i t  puts  the other  

things that  we do  in to context .   We have a vi tal  economic relat ionship  with  

China,  as  do  our  a l l ies  and  fr iends .   One comment  f rom a f r iend over there 

was we need to  have an  economic relat ionship  wi th  China because i f  we 

didn ' t  have,  then we couldn ' t  a fford to  buy the defense  ar t ic les  that  you  want  

us  to  buy f rom the United States .  

 So we need  that .   But  put t ing i t  into context  al lows  us  to  have 

those  di f f icul t  conversat ions  with  China that  we inevi tably need to  have 

without  making that  the only conversat ion,  which  then  al lows China  to  

demagogue what  we 're doing and  demagogue our presence in  Asia.  

 VICE CHAIRMAN SHEA:  Thank you.  

 Dr .  Ausl in .  

 DR.  AUSLIN:  To p lease the Commission,  I ' l l  be happy to 

disagree with  Dr .  Lampton.  

 VICE CHAIRMAN SHEA:  Okay.   Thank you.  

 [Laughter . ]  

 DR.  AUSLIN:  Only for  purposes  of  the hearing.   I  al so don ' t  

think that  the prescr ipt ion in  terms of  looking at  nat ional i sm as  a driver  of  

inter -s ta te  tension i s  wrong,  though I th ink i t ' s  o f ten p layed  up  a  l i t t l e .   But  I 

think i t ' s  just ,  to  me,  maybe i t ' s  too s implis t ic .  I  think i t ' s  just  a  very 

t radi t ional  i ssue  of  a  r is ing s tate  that  is  by i ts  very nature overwhelmingly 

dominant  in  the region.  

 That  s imply upsets  al l  o f  the t radi t ional  calcu la t ions that  the 

other  pol i t ies  around have b een  able to  have for  decades.   You know,  a  weak 

and a div ided  China ,  a  China that  is  t rying to  modernize ,  as  i t  was through 

much of  the  20th  century and  the  f i rs t  several  decades of  the ru le  of  the 

CCP, obviously is  very di fferent  from the  China of  today.  

 And so i t  seems to  me that  everything we see,  the  concerns,  the 

fears ,  the desi re  for  reassurance  on the part  of  the United S tates ,  al l  o f  which 

is  driven s imply by this  force,  which  is  the  r ise of  China.   I  don 't  th ink ,  

however ,  that  necessari l y- - just  as  a  s tar t ing point ,  though,  I  don 't  th ink  i t  

then imputes  something necessari l y wrong to  China.   It  i s ,  in  essence,  a  

natura l  fea ture .  

 Then you can  layer  in  pol icy issues ,  and I think that 's  where you 

do have the use of  nat ional i sm in ways  that  s tokes  conf l ic t  and creates  

problems.  We unfor tunately are  rather  far ,  I  would argue —though .  I  agree 

with  Professor  Lampton,  i t  would  be nice to  have i t - -but  we 're far  from 

having those  types of  bonds of  t rust  and workable  mechanisms beyond the 

very low level  that  AS EAN provides ,  which we shouldn 't  di scount ,  but  we 

also can ' t  expect  wi l l  solve the t rad i t ional  nat ion  s tate  nat ional  interest  
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conf l icts .  

 VICE CHAIRMAN SHEA:  Thank you very much.  

 Commissioner  Wessel .  

 COMMISSIONER WESSEL:   Thank you,  gent lemen.   

 I 'm end ing today somewhat  puzzled  in  that  we 've been talking 

about  the  r i se of  the  new leadership and  what  i t  means .  We’re on the heels  of  

a  campaign  las t  yea r ,  as  you  wel l  know,  that  where U.S . -China  issues ,  

economic  primari ly,  reached a  fever  pi tch .   We are loo king at  a  backdrop of  

an  economy that ' s  not  performing as  most  people would l ike  and where 

China 's  impact  on us  has  an impact .   I  mean i t ' s  a  measurable  impact .  I 'm not  

saying there aren ' t  many o ther  things  such as  our  own debt  that  af fec t  tha t .  

 Then when we look at  issues  such  as  China 's  mil i tary expansion  

of  capabi l i t i es ,  I 'm not  saying they' re  being int rusive in  areas ,  and then 

looking at  many of  the  value  issues  that  the  U.S.  has  brought  to  the  bi lateral  

relat ionship ,  human r ights  being most  important  there,  I  see a pol icy agenda 

that  has  largely lef t  the  American  people want ing.   Economics ,  concern about  

mil i t ary,  China 's  mi l i tary r ise,  and many of  our basic values  not  being 

adequately pursued .  

 You 've  a l l  t alked about ,  and correct  me i f  I 'm wrong,  you  know, 

the  engagement ,  the  need,  i f  you  wil l ,  to  manage the  relat ionship and have 

correct  expectat ions .   China  hasn 't  been  responding wel l .   We haven ' t ,  you  

know,  pat ience  is  waning.   What  do we do about  tha t?   Does China -- I know 

they don 't  agree  wi th our  expectat ions,  but  do  they understand them?  Do 

they unders tand  that  our sys tem wil l  require  a t  some point  some type of  

responses?   

 Some v iew TPP a s  an economic containment  s t rategy.   I  

understand,  Dr .  Lampton,  wi thout  some key part ic ipants  that  may not  ha ve 

the  ef fect  that  some want .   But  where  I think tensions  are r i s ing,  

misunderstanding i s  r i s ing,  and  management  i s  l acking,  do you see i t  tha t  

way?  How should  we be  responding and  changing our  pol icies?  

 Dr .  Ausl in ,  do  you want  to  s tar t?  

 DR.  AUSLIN:  Thank you very much.  

 Briefly,  I  think in  response to  the  quest ion you posed,  China not  

responding,  I 'm not  sure  why we would have expected i t  to  respond.   I  mean 

i t  i s  a  sovereign s ta te with i ts  own nat ional  interests .   What  I th ink  we need  

to  do is  recogniz e that .   I  th ink  we 're  pret ty much there.   If  we were  having 

this  hear ing three,  four,  o r  f ive  years  ago,  I  think the tone  would  be very 

dif ferent .  

 We'd  be  talking about  a  s t ra tegic partnersh ip  and  what  we could  

do and what  t ype  of  mechanisms we could mak e.   I  th ink  the bloom is  of f  the 

rose ,  qui te  f rankly,  in  a  lot  of  ways .   There  are  those who are happy about  

tha t  and those  who are  not  happy about  i t .   But  I think there i s  a  real i t y 

somewhere  in  the middle where we just  s imply say things  are not  going to  

develop  the  way that  we want  them to develop.  

 The other  quest ion  that  you  ask ,  does China unders tand  that  in  

the  U.S. ,  at  some point  our sys tem may need  some type of  response ?  I think 
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we've  given the s ignal  that  we real ly don 't  need some type of  response .   

Without  going too  far  on the "we 've  been pushed around" l ine ,  I  think that  

i t 's  p robably--again,  i f  you go  back  in  h is tory and  you look at  how hegemons  

or  great  powers  have responded to r i s ing powers ,  there 's  a  great  sense  of  

conf idence and f rus trat ion in  great  powers .  This  part l y derives  from the 

fee l ing of  invulnerabi l i t y,  and  so  what  the  r is ing power  does,  i s  rea l ly annoy 

them, but  i t  real ly can ' t  material l y harm them.  

 At  some point  that  f l ips ,  and that 's  when th ings of ten can  go 

very,  very badly.  But  I would  argue that  our  responses  to  a l l  o f  the things 

that  each of  us  individual ly could pick out  about  what  we worry about  with 

China,  whether  i t 's  a  sa te l l i t e  shootdown or i t ' s  a  human r ights  vio la t ion or  

denying Ki t ty Hawk portage --a l l  these d if ferent  things we could  add up --we 

don ' t  take seriously enough because we s t i l l  don 't  ye t  feel  a  dis t inct  sense  of  

threat .  

 So i f  I  were  China,  and I look at  i t ,  then I rea l ize  there 's  a  huge 

amount  of  leeway where the U.S .  doesn ' t  respond and shows that  there  real ly 

is  noth ing that  can be  done yet  tha t  would push a  response;  therefore i t  can  

cont inue along the  path .   I  th ink  i t ' s  the same thing,  to  be  honest ,  wi th North 

Korea  in  many ways .  

 COMMISSIONER WESSEL:   So are the current  modal i t i es ,  we 

talked about  S&ED,  I mean,  again ,  where we real ly haven ' t  changed.   The 

"pivot"  is  a  nice term,  and we 're put t ing in  some more  resources .   Is  i t  

enough,  and  are  we near  a  pivot  point - -  t ipping point  is  a  bet ter  word -- in 

terms  of  what  you 've just  described?   How long woul d  you give i t  before 

ei ther  the tension  becomes  unacceptable or  the  acquiescence becomes real?  

 DR.  AUSLIN:  Well ,  very brief ly,  I  think --  

 COMMISSIONER WESSEL:   Or i s  rea l?  

 DR.  AUSLIN:  -- I don 't  think there is  a  shelf  l i fe  on  when i t  

f l ips .   I  think i t ' s  what  somebody does that  makes  i t  f l ip  because  the 

condi t ions of  the  relat ionship  have degraded  to  the  point  that  there  is  no 

longer leeway to  rea l ly work  an  issue.   

 I  wrote one of  my columns for  the  Journal  a  few months ago 

cal led  "Less  Jaw-Jaw With China ."  And I actual ly think we should  talk less ,  

but  make i t  more  meaningful  when we do talk.   I  think we 're in  a dialogue 

dependency t rap  where  we just  feel  we have to  get  to  that  next  dialogue.   I  

think i t ' s  the  same way we fee l  about  North  Korea ,  and I u nderstand that .   

I 'm a d iplomatic his tor ian.  I  understand  that .  

 But  I think i t  i s  not  useful  anymore ,  and  ins tead we send a  

message by saying we ' l l  t alk  when i t ' s  importan t  and then just  very br ief ly.   

To wrap up  on  this  because  you asked  an important  que st ion about  what  do 

we do ul t imately,  what 's  po l icy,  i t  may be  too late ,  but  I  do  think  that  there 

is  something to  be  commended to a "broken windows" pol icy,  and that  is ,  

you  know, the New York  broken windows pol icy.  

 VICE CHAIRMAN SHEA:  James  Q.  Wilson.  

 DR.  AUSLIN:  Yes.   Which  is  when things  s tar t  to  go  bad  in  the  

neighborhood,  you  want  to  respond to  the  smal l  th ings because i t  sets  the  
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tone for  a  much larger  envi ronmental  react ion on  the par t  of  al l  ac tors  

involved .   We may be  past  that  poin t  wi th Chin a ,  and then,  of  course ,  you  

say,  wel l ,  what  do  you do  when i t  shoots  down a sa te l l i t e?  

 But  I would  argue,  at  least  in  what  we know openly,  the  lack  of  

response  has  meant  tha t  the  l ine keeps get t ing pushed,  and a t  some point ,  we 

have to  be  wi l l ing to  take the uncomfor tab le  s tep of  some type of  short - term,   

negat ive  impact  on  the  relat ionship,  in  order ,  po tent ial l y,  and hopeful ly,  to  

put  i t  on  a  more product ive  t rack.  

 COMMISSIONER WESSEL:   Thank you.  

 DR.  LAMPTON:   Le t  me just  say a  couple of  things.   Fi rs t  o f  al l ,  

I  agree  that  this  could get  out  of  control  in  the sense that  we 're now paint ing 

ships  and hel icopters  and  there 's  tha t  l evel .   This  could go  very far  south  

very fast  and drag people in ,  and  so  I can see scenarios  that  would  get  us  in  a 

place nobod y,  including the  Chinese,  want  to  be .  

 So I 'm not  unconcerned,  but  I  did  understand  what  Dr .  Ausl in 

said,  and  I agreed with i t .   We've  got  mass ive amounts  of  l eeway here in  the 

sense that  this  is  real ly a  very mixed  re lat ionship of  compet i t ive and  

coopera t ive elements  and  in terdependencies  and  huge f lows  of  individuals  

and inst i tut ions with thei r  interest s .  I  think  that  provides  an enormous 

amount  of  bal las t  in  the relat ionship ,  too.  So in  a funny way,  I 'm worried 

about  these  one -off  cr is i s  k inds of  s i tua t i ons more  than  I am the s t ructure  of  

the  re la t ionship.  

 You s tar ted  your observat ion  by not ing that  the  campaign seemed 

to be  pret ty s t r ident -- the president ial  one .   Actual ly ,  what  s t ruck me,  i t  was 

more  t rue  in  the primaries  than  in  the  general  elect ion .  In  the  general  

elect ion,  the  candidates  seemed almost  to  switch posi t ions in  th ei r  

president ia l  foreign  pol icy debate.  Pres ident  Obama sounded a l i t t l e  more  

skept ical  and  candidate  Romney actual ly was qui te ,  I  think laudatory would 

be  a  fa i r  descrip t ion .   So,  actual ly,  I  was s t ruck by the degree to  which in  a 

meaningful  way in the  general  elect ion  China real ly wasn ' t  much of  an issue.   

In  fact ,  foreign pol icy real ly wasn ' t  much of  an  issue,  but  certainly China  

was not .   So I had  the  opposi te  react ion  there .  

 Also,  you  know,  i t  i sn ' t  that  China 's  been to ta l ly unresponsive  to  

everything we want ,  on  a l l  dimensions ,  al l  the t ime.   It  seems to me that  the 

Chinese  give  us  enough to  keep  us  in  the game.   That  seems to be a l i t t l e  

closer  to  the  real i t y.   On currency,  they never  one  day said ,  “we cave in ,  

you ' re  r ight ,  we ' re going to  revalue ,”  but  over t ime they’ve actual ly revalued 

qui te a  bi t .  Now,  we can  argue is  i t  enough,  but  i t 's  not  t r ivial .   The Chinese 

didn ' t  real ly l ike Libya,  but  they d idn 't  veto us  in  the U .N.   Now, Syr ia ,  

they've  p layed a  less  helpful  role to  put  i t  mildly.   On peacekeeping,  China  

has  more  people in  peacekeeping operat ions  than we do.   So  the fact  i s  we 're 

in  a s i tuat ion  where  we do  get  something out  of  China we want ,  not  to  

ment ion al l  the  f inancial  in terdependencies  that  have thei r  pluses  and 

minuses .  

 There 's  an interest ing book,  i t  jus t  came out  about  a  couple  of  

years  ago  f rom Columbia Universi t y Press ,  I  won ' t  bore you with i t ,  bu t  i t  
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looked at  publ ic opinion  pol ls  over  the  las t  50 yea rs  wi th China.  What  comes 

across  is  that  the  American people  have been much more s tab le  about  thei r  

views  of  China  bas ical ly than the d iscussion in  this  ci t y.   

 If  you  had  a  t rend  l ine ,  the  publ ic  opinion l ine is  pret ty f lat .   It ' s  

got  i ts  skept icisms,  but  i t ' s  not  ent i rely host i le ,  and  then  you 've  got  the  

discussion in  Washington that  has  much bigger  ampl i tude.   So,  I  guess  I 'm 

more  worried about  how we manage these cr ises ,  i f  that ' s  the r ight  word,  that  

have such downside  potent ial ,  and the  relat ionship  i t se l f  doesn 't  seem to me 

in as  bad  a  shape as  maybe we think.  

 VICE CHAIRMAN SHEA:  Commissioner Fiedler .  Thank you.  

 COMMISSIONER WESSEL:   Thank you.  

 COMMISSIONER FIEDLER:   I  don ' t  want  to  get  caught  

necessari l y in  good and bad,  but  l et  me paint  the fo l l owing pic ture.   Most  of  

China’s  neighbors  are concerned.   We a t  the Commiss ion  have probably 

never  seen the bus iness  community in  the Uni ted S ta tes  as  concerned about  

doing bus iness  in  China,  and  you should understand I 'm not  a  fr iend  of  the 

business  communi ty so --but  that 's  what  we have him for .  

 [Laughter . ]  

 COMMISSIONER FIEDLER:   But  I have noted  the  increased 

concern  and  host i l i ty towards  certain Chinese act s .  One can argue that  the 

Bush  adminis t rat ion  had a  pol icy of  benign neglect .   It  may have been  

occupied  with  more intense  cri ses  so that  the benign  neglect  was  intent ional .   

That  made a lot  of  people happy.   But  suddenly the Obama adminis t ra t ion i s  

not  neglect ing China and i s  much more assert ive and aggressive in  

ar t iculat ing concerns i t  has ,  which  I  suspect  are because of  the  business  

community's  concern,  and for  the f i rs t  t ime,  more  real  concern about  China 's  

mil i t ary modernizat ion.  

 So what  we have here is  a  lot  of  people who weren ' t  concerned 

before are now more concerned.   Al l  r ight .   Which I don 't  know is  good or  

bad.   Okay.   It ' s  a  changed relat ionship,  I  would say.   I  don ' t  want  to  

characterize i t  as  good or  bad .   But  i t  d r ives  di fferent  decis ions  and  

concerns.   The one of  t reat ing China as ,  for  sake  of  a  bet ter  t erm,  an  

adolescent ,  i .e . ,  l et ' s  not  l ike talk about  i t  so publ icly,  they' l l  be insul ted  or  

angry,  and  we can 't  cont rol  thei r  anger,  has  sor t  of  evolved  into  we bet ter  

talk about  i t  and  say s t raight  what  the  problems are .  

 So don ' t  you  see thi s  as  kind of  a  matur ing of  the  re la t ionship a s  

opposed  to - -where  we 're  s tar t ing to  do  i t  wi th  real  is sues  and real  ways ,  and 

I mean our  mil i t ary folks  are concerned in  a way that  they haven ' t  been 

concerned before?   Don ' t  you see  thi s  just  as  a  maturing re lat ionship and that  

we 're  maturing faster  than the Chinese  are on that?  

 LtGEN GREGSON:   Let  me take the duty of  going f i rs t  this  t ime.   

I  understand  what  you 're saying,  but  I  don 't  think we 've  learned  to  th ink 

clear ly about  this  nat ional ly.   The las t  t ime we had  a rea l  c lear  pol icy and  

s t rategy was  against  a  count ry that  was  a vi l l ain r ight  out  of  cent ral  cas t ing,  

the  Soviet  Union .  

 COMMISSIONER FIEDLER:   That 's  easy,  yes .  
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 LtGEN GREGSON:   Autarchic  economy.   They became a vi l lain 

before we had to  characterize them as  a  vi l l ain and al l  tha t .   China i s  not  the  

new answer for  that  because of  the  complex  relat ionship  we have with China  

--and  you just  spoke about  the business  thing.   But  we have to  learn how -- in 

my opinion,  we have to  learn  how to  ar t icu la te  where  we s tand.    

 I t ' s  one thing for  us  to  ta l k  about  thef t  of  intel lectual  property 

and things.   It ' s  another  thing when we haven ' t  created the  envi ronment  to  

draw business  out  of  China  wi th a  more  favorable bus iness  s t ructure 

somewhere  e lse.   So  i t ' s  just ,  as  Michael  said ,  "jaw -jaw."  We defini tely have 

not  learned how to talk  about  China from a  securi ty point  of  view.  

 Somebody up  here on the  Hil l -- I forget  who i t  was --but  they 

were very cr i t i cal  of  a  number  of  mil i t ary wi tnesses  because they weren ' t  

able  to  say the  word  "China" in  context  with  mil i t ary capabi l i t i es .   Well ,  you  

know,  i t ' s  not  a  fr iend;  i t ' s  not  an enemy.   It ' s  a  compet i t ive relat ionship ,  but  

i t 's  a lso  cooperat ive .   I  would argue thi s  is  al l  the  more reason why we need  

a clear  s t rategy,  number  one,  why we have forces  in  Asia.  And you 

ment ioned the pivot ,  i t ' s  a  good th ing,  and we 're resourcing i t ,  or  you d id,  

Mr.  Wessel .   I  di sagree .   I  don ' t  think we 've  resourced  i t .  

 I  think we 've  announced i t - -  

 COMMISSIONER WESSEL:   - - resources .  

 LtGEN GREGSON:   I  think  we 've announced i t - -  

 COMMISSIONER WESSEL:   Correct .  

 LtGEN GREGSON:   And now we 've  worried  our  f r ien ds  and  

al l i es  over  there where  they' re  saying,  okay,  now what?    

 Another  good reason for  us  to  be clear  about  why we 're in  Asia is  

tha t  we need  to  have a declared  s t rategy about  what  we wil l  do  in  the  event  

of  confl ict  and  put  al l  the caveats  on i t  about  unl ikely and  unth inkable,  and  

there is  no  logical  way to get  to  a  conf l ict  and  al l  that .   I  agree with that .   

 But  in  the absence  of  a  declared  s t rategy on what  we 're going to  

do in  Asia ,  then everybody reads  the  American press  and reads  the  wrong 

thing out  of  i t .   You have a  secret  plan .   It ' s  cal led ai r -sea bat t le .   No,  we 

don ' t .   And we 're  not  in  Asia to  at tack  China.   We're in  Asia  to  defend a  

terr i tory in  the  in terest  of  our al l i es  and  f r iends,  and in  that  l i es  a  lot  of  

goodness .   It  puts  us  on the  s id e of  the angels .   It  reassures  our al l i es .   

 It  doesn 't  make them worry about  us ing thei r  bases  for  something 

that  they don 't  agree with.   Al l  those types of  things.   Simi larly,  on 

intel lectual  property,  we talk about  i t ,  but  we haven ' t  made a  big deal  out  of  

i t .   We wash back and forth on human r ights .   Human r ights  are  a  part  of  our  

brand.   It ' s  one of  the  more at t ract ive  parts  of  our brand.   We don ' t  need to  

be  s t icking i t  in  somebody's  eye  al l  the  t ime,  but  we need  to  make sure that  

i t 's  understood that ' s  where  we s tand.  These  types of  things .  

 I  think that  the excuse  that  China i s  nei ther  al l y nor enemy and 

therefore we can ' t  come up with a clear  s t rategy i s  exact ly backwards.   That 's  

the  t ime when above al l  else we need a clear  s t rategy.  

 COMMISSIONER FIEDLER:   I  agree with that .  Can I just  

fol low-up?  
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 VICE CHAIRMAN SHEA:  Sure.  

 COMMISSIONER FIEDLER:   You al l  t alk  about  resources ,  and 

are  you concerned that  the  Chinese are going to  misread our pol i t i ca l  

dysfunct ion and problem of  resources  as  they can get  away with  something?   

I  mean,  I  would  submit  tha t  that 's  a  mis reading of  the  United States ,  and I 

think that 's  a  problem.  Do you?   You 're  ta lking about  i t  a  lot  so you must  

have a s imilar  concern.  

 LtGEN GREGSON:   Whatever  the  probabi l i t y i s  tha t  they ' re  

going to  misread us ,  I  think  i t ' s  more  than  zero .   That  argues for  us  being 

clearer  on  what  we 're t rying to  do.    

 And on the resources  th ing,  clearly,  the  resources  for  the 

Defense Depar tment  are going down.   We were  on  a road  to ,  before  

sequest rat ion ,  we 're  on  a  road  to  246 sh ips ,  a  long way away f rom what  we 

think we need .   Air  Forces ,  ground forces ,  al l  that .  

 COMMISSIONER FIEDLER:   I 'm not  di sput ing the  fact  we don ' t  

have resources .   The quest ion  is  do you act ively th ink  that  encourages them 

to do something s tupid?  

 LtGEN GREGSON:   I  don 't  know i f  i t  act ively encourages  them 

to do something s tupid,  but  i t  doesn 't  deter  them.  There 's  no dissuasion  

there.   The reason I was put t ing that  preamble  on there  is  that  wi th this  

rea l ignment ,  rebalancing,  piv ot ,  and  a l l  thi s  s tuff  coming up,  at  l east  on  the  

mil i t ary component ,  we need to  be  clear  about  what  we want  to  have in  Asia,  

ends,  ways ,  means ,  theory of  v ic tory,  cr i t ical  assumptions,  al l  those things  

that  go into a discip l ined look at  s t rategy,  or  we 're  going to  end up with a 

mistake.   

 We're going to  s tar t  d rawing down wil ly -n i l l y.   Everybody who 's  

got  a  part icular  weapon sys tem to sel l  i s  going to  be  postulat ing a  problem 

and then postulat ing thei r  system as  the solu t ion.  And thi s  i s  not  a  way to  

organize what  we 're  t rying to  do ,  and i t ' s  certainly not  an  in tel l igent  way to 

nest  our mil i t ary s t rategy within  the nat ional  s t rategy.  

 To the other  part  of  the  di ssuasion,  there 's  an  opportuni ty here  

for  us .   If  we become clear  on what  we 're doing,  then that  l eads us  to  a road 

where  we have much more ex tens ive bi latera l  and mult i l ateral  t raining with  

our al l i es .   It  al lows  them to  shape thei r  force within  thei r  own budgetary 

const rain ts  without  being redundant  with what  we 're doing.   And i t  also 

sends  the  appropriate s ignal  tha t  we 're  s t ronger when we 're  operat ing 

together  now than  we used  to  be opera t ing separately before .  

 So for  many of  these reasons we need to ,  I  would argue,  go  

through al l  the pain  and agony to go  through a discipl ined process  here and 

come up with  something that 's  coherent .  

 VICE CHAIRMAN SHEA:  We have to  go to  the next  ques t ion,  

but  Dr.  Ausl in,  did you have something you wanted  to  add quickly here or - -  

 DR.  AUSLIN:  I ' l l  t ry to  be real ly quick,  but  the  di scuss ion,  I  

think,  is  impor tant .   It  jus t  seems to me I wonder,  Commissioner  Fiedler ,  i f  

there isn ' t  jus t  a  more fundamental  mismatch  here,  that  we rea l ly - -what  we 

impute  as  U.S .  s t rategy rea l ly f lows out  of  the  al l i ances .   I  mean i t ' s  to  
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defend count r ies  f rom at tack,  but  the al l iance s t r uctures ,  the  mutual  defense  

t reat ies ,  they d idn 't  envis ion  these  is land disputes .  And qui te f rankly they 

rea l ly didn ' t  envis ion freedom of navigat ion  issues  because there was  no  one 

else  who had  a  navy that  could impinge freedom of navigat ion.  

 So the  prob lem I think when we talk  about  resourcing,  and  we 

talk about  what  we want  to  do ,  i s  we real ly haven ' t  a r t i cula ted  what  the 

s t rategy i s .   Would  we defend Japan against  some amphibious  invasion as  we 

envis ioned  in the  1950s?   I  think so.   But  what  resources  do we need  to  

ensure that  i s land  disputes  don ' t  tu rn into war?   Are we going to  get  involved 

in  every one?   

 But  there 's  a  mismatch  there.   Whether  or  not  tha t  then makes  

China make miscalcula t ions may be ,  but  I  think  the bigger  problem i s  on our 

end,  that  we 're working f rom one set  of  assumptions ,  but  the real i t y i s  

di f ferent .  

 VICE CHAIRMAN SHEA:  Okay.   Commissioner Talent .  

 Thank you.  

 COMMISSIONER TALENT:  Thank you,  Mr.  Chai rman,  and  you 

al l  have been discussing the  subject  I  wanted to  raise.   Your la s t  answer,  Dr.  

Aus l in ,  may have given a l i t t l e  c lar i t y i n  the  quest ion I had  because Dr.  

Lampton and General  Gregson both  lamented the absence  of  a  s t rategy,  

which  I agree with .  I  think i t 's  more than just  in  the Paci f ic  and more than 

just  in  the las t  few years .  

 I  don ' t  think  the United States  has  ever  ident i f ied  what  

s t rategical ly i t  i s  t rying to  do in  the world  s ince  the  fal l  o f  the  Ber l in  wal l .  I  

think that  a  huge part  of  our  problem al l  over  the world i s  exact ly that ,  and  i t  

makes p lanning and  diplomac y very d if f icu l t .  

 But  having given you my v iew,  you seem to  say in  the  f i rs t  par t  

of  your s ta tement ,  Dr .  Ausl in ,  that  we,  in  fact ,  have had  a remarkably 

consis tent  set  of  pol icies  in  the  Pacif ic .   So I 'd  l ike you to c lar i fy that  a  

l i t t l e  bi t  more.  

 Another  quest ion  I had for  the General - - I th ink he 's  answered  i t --  

however  we end  up  defining the  rebalancing or  whatever i t ' s  ca l led,  can i t  be  

credib le  in  the  context  of  the very subs tant ial  decl ine in  American mil i tary 

power,  which  you 're  correct ,  Gener al ,  began  to  occur  even before the 

sequester ,  the  decl ine  in  naval  shipbui lding,  in  par t icular ,  in  a  theater  of  the  

world  where  everybody agrees  that  naval  power ,  amphibious capabi l i t y,  and 

the  rest  of  i t?    

 So give me a  l i t t l e  b i t  more on  how that  underm ines the 

credib i l i t y of  whatever pol icy i f ,  indeed,  you  think i t  does .   Or  i f  you  think  

we can make up for  i t  wi th  ar t ful  al l iances  or  cooperat ion wi th partners ,  et  

cetera?   

 And then another  point  I  want  to  just  ge t  your comments  on,  and 

i t 's  a  fol low-up on  what  J ef f  asked  about ,  adolescence  and  then adul thood 

and the  rest  of  i t .  The Chinese seem ter r i f ied or  angry a t  the possib i l i t y tha t  

we might  be t rying to  conta in  them.  Well ,  I  mean what  would rea l ly be 

wrong with at  least  in  private conversat ions  say ing to  them,  look,  you have 
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said some things  and done some things which  suggest  you 're t rying to  assert  

your view of your  nat ional i sm.   We understand you 're  certa inly ent i t l ed to  

that ,  in  a  way that  inter feres  with  our  obl igat ions,  our par tnerships ,  and  ou r  

interes ts ,  and insofar  as  you 're t rying to  do  that ,  wel l ,  yes ,  f rankly,  we are 

t rying to  contain  i t  because  we 'd  rather  contain  i t  than  ac tual ly have to  f ight  

you .  

 Now,  I understand you don 't  want  to  say that .   We don 't  want  

Secretary Kerry to  say that  in  a  speech,  but  what  would be wrong with just  

saying that?   I  mean i t  seems to me that  the  next  s tage  in  thi s  relat ionship 

needs to  be  one where there is  some forum where  people can talk  hones t ly 

about  i t .  My guess  i s  that  part icu larly Xi ,  i f  he 's  real ly t rying to  change,  that  

new leadership  might  respond very wel l  privately to  that  and might  be  

looking for  us  to  have a  real  frank exchange which  could then  go  on to  

talking about  what  we might  to lerate and wouldn 't  to lerate  and what  we 'd  do 

and wouldn 't  do .  

 So,  i f  you 'd comment  on that ,  I 'd  appreciate i t .  

 DR.  AUSLIN:  I ' l l  s tar t  br ief ly.   I  fear  the  t yranny of  the  green,  

yel low and red  l ights  here.  

 VICE CHAIRMAN SHEA:  Don ' t  worry.   We're very re laxed 

here.  

 DR.  AUSLIN:  I 'm t rying to  go  quickly,  and hope ful ly not --  

 COMMISSIONER TALENT:  Well ,  I 'm new,  but  observ ing the  

senior  members ,  I 'm beginning to  understand  that  t yranny here  is  observed 

more  in  the break than --  

 DR.  AUSLIN:  Senator ,  you  asked about  the overa l l  s t ra tegy,  and  

I mean I would agree wit h you.   Fi rs t  o f  al l ,  our  vis ion  of  s t rategy I think i s  

his tor ical ly abnormal .   We always  talk about  grand s t rategy,  and we always  

immediately,  because i t 's  what  we grew up with,  think  of  the Cold  War .  We 

think of  conta inment ,  a  remarkably successful  s t ra t egy,  which  does not  

match  most  of  the  periods in  American his tory when you had both  a nat ional  

consensus ,  a  nat ional  commitment  of  the resources ,  and  qui te f rankly the 

success  that  we had.  

 And so al l  we 've been  doing for  20 years  is  looking for  another  

grand s t rategy,  and I think we should  s top thinking about  grand s t rategies .   

Maybe we had one and that  was  r ight  at  the  t ime so  let ' s  not  worry about  i t .   

The problem I think  in  the Asia -Paci f ic ,  and relat ive to  the r ise of  China,  is  

tha t  our ent i re  posture is  based on Cold War  predicate,  i f  I  can  use  i t  in  that  

sense.  

 The al l iances  we made and  the  force pos ture  i tsel f  was  a l l  

designed for  a  very core purpose of  containing the Soviet  Union  and helping 

nat ions that  were  a t  r i sk  of  fal l ing to  communism.  So  i t  made perfect  sense 

while  that  was s t i l l  something we had  to  worry about .   Since then,  however ,  

whi le  we 've had goals  tha t  I  elaborated in  the  paper,  such as  maintaining 

freedom of navigat ion and support ing l iberal izat ion and  open markets  and  

the  l ike ,  the quest ion is  what  s t ra tegy do you actual ly need ,  par t icularly for  

the  mil i t ary s ide of  things,  to  enforce that  or  to  see that  through?  
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 We don ' t  have a pos ture  that ' s  f i t  to  where  we can respond to al l  

of  the di fferent  changes that  are happening today.   Now , i t  would be  a  lo t  

easier  I  think i f  we decided we 're going to  contain North Korea.   I  mean that  

we can probably do  mil i tar i l y.   We've chosen  not  real ly - -  

 But  with China,  I  don 't  see how the professed  goals  that  we have 

for  a  region as  a  whole  match  what  we see happening in  the  relat ionship  

because  of  the i ssues  that  have been  brought  up -- the mismatch  in  values ,  the 

mismatch  in  what  seemed to  be ul t imate  goals .  I  think  maybe we are  at  the 

poin t ,  what  Commissioner Fiedler  said,  of  a  maturi t y in  terms of  th e region .  

 No one was ,  i f  I  could put  i t  this  way,  mature enough to  contes t  

freedom of navigat ion.   No one was  mature enough to  potent ial l y change,  

rea l ly change  uni latera l ly,   borders  through taking over is lands ,  or  ex t rac t  

resources  themselves .   They can  do  that  now or  they' re  get t ing to  be able  to  

do that .  

 So we 're  at  a  maturi t y,  no t  just  maybe in  terms  of  the own actors '  

percept ions of  what  they want ,  but  actual ly in  thei r  abi l i t y to  do i t ;  

therefore,  we are s tuck with a pos ture,  and in  many ways  a min d-set ,  that  

doesn ' t  f i t  this  a t  al l ,  even  though the u l t imate goals  I  th ink  we s t i l l  al l  

share .  

 Whether  or  not  we wil l  have to  e i ther  a l ter  those goals  or  

material l y a l ter  the way that  we go about  them is  the  r ight  quest ion .   I  would 

argue that  i t ' s  not  j ust  about  China,  though that  is  the proximate cause of  

why we feel  we don ' t  have enough to  carry out  the  commitments  we 've  made.  

 DR.  LAMPTON:   This  maturi t y idea ,  I  think you can  view i t  th is  

way.  I  th ink we have had a  s t raight  discussion  wi th China  that  ought  to  even 

be  more emphasized --and  that  is  that  the only power  than  can  conta in China  

is  China.  For the las t  30  years ,  before 2009,  China real ly grew i t s  nat ional  

power very substant ial l y and didn 't  crea te so  much anxiety among i ts  

neighbors .  

 Then i f  you  go  to  2008,  2009,  and  thereaf ter ,  and suddenly China  

has  been  much less  reassuring .   What  I tel l  the  Chinese i s  you 're dr iving 

everybody into the  arms of  a  secur i ty protector .   If  you  don ' t  l ike that ,  then  

you 're  the ones  that  can change the pol icy by,  in  ef fect ,  once again restoring 

conf idence with your smal ler  neighbors .   Your foreign  minis ter  is  shaking 

his  hand at  the Singapore  foreign  minis ter  and saying you 're  a  smal l  count ry,  

and I 'm a b ig count ry and  don ' t  forget  i t ;  i t  i s  not  reassuring foreign  pol icy.  

 So I think we lay the onus on  China  containing i tsel f - - in  that  

sense,  we 're responding to  demand with in the  region.  

 COMMISSIONER TALENT:  But  Dr .  Lampton,  I  have to  ask 

because  th is  goes  with this  adolescence  metaphor ,  don 't  you th ink they 

unders tand that?   You 're t reat ing them as  i f  they' re  l ike a k id that  just  

doesn ' t  understand  how to act  social ly.   Don ' t  you  think  they know that  when 

they shake thei r  f ingers  and  say those sort s  of  things,  that  that ' s  how i t ' s  

going to  be taken?   I  mean --  

 DR.  LAMPTON:   Well - -  

 COMMISSIONER TALENT:  And i f  I 'm wrong,  t el l  me.   I  mean --
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fee l  bet ter  than  I do .  

 DR.  LAMPTON:   When we say " they,"  I  mean we 've  got  thi s  

society of  1 .3  bi l l ion,  and there  are di f ferent  elements  in  the bureaucracy ,  

terr i torial l y,  and  bureaucrat ic  in terest s  --  al l  the things  we know.  I think 

what  we have to  do  is  both  speak to  those  construct ive  cons t i tuencies  that  in  

some cases  share,  i f  not  our  views ,  are  cer ta inly much closer  to  our v iews .  I  

think we have to  have some rewards  for  bet ter  behavior .   

 In  other  words ,  I  don 't  think  China has  ful ly made up i ts  mind on  

al l  o f  these i ssues .   It ' s  not  that  we can determine the  outcomes ,  but  we 're 

not  i r relevant  to  them.  So I 'm just  t alk ing about  put t ing our  hands on  the 

scales  of  more  ra ther  than less ;  l et  us  say,  there  are  less  dis rupt ive  actors  

with in  the Chinese  sys tem.  

 But ,  o f  course,  I  think there  are actors  in  China -- I think 

everybody unders tands  that - -  some Chinese  ac tors  l ike  the more  assert ive  

approach.  Others  in  China real ly see that  approach  is ,  in  the  long-run ,  not  

consis tent  wi th China 's  economic interest s  or  the  role they foresee China  

playing.  

 VICE CHAIRMAN SHEA:  Thank you.  

 We've  got  to  move on to  the next  ques t ion.  Commissioner  

Wortzel .  

 COMMISSIONER WORTZEL:  Genera l  Gregson,  I  want  to  thank 

you for  int roducing ends,  ways  and  means or  goals ,  sort  of  operat ional  moves 

and the  resources  behind  s t rategy.  

 The four th paragraph of  your  tes t imony emphasizes  that  we need  

to  underpin a  pivot  or  s t rategic rebalance with  a s t rategy.   Unf ortunately,  the 

Nat ional  Securi ty St rategy of  the Uni ted  Sta tes  publ ished in  2010 says  that  

our s t rategy i s  to  develop  cooperat ive partnersh ips  in  the  region ,  to  seek 

s tabi l i t y in  the region,  and  to  promote commerce in  the region.   That 's  r ight  

out  of  the  NSS 2010.  

 It  reminds  me of  the  Three Stooges,  i f  you remember the bi t  on  

Niagara  Fal ls  where  Curly turns  and chokes somebody because that 's  the  

pivot .  

 [Laughter . ]  

 COMMISSIONER WORTZEL:  There 's  nothing behind i t  yet  or  

there doesn 't  seem to be.   

 LtGEN GREGSON:   You and I might  be  the only people  in  the  

room old  enough to remember.  

 COMMISSIONER WORTZEL:  That  might  be.  

 VICE CHAIRMAN SHEA:  No,  I remember  that  rout ine.  

 COMMISSIONER WORTZEL:  The Congressional  Research 

Service in  analyz ing the  pivot  says  that  the s t ra tegic goals  are  to  develop  

s t ronger regional  partners ,  enhance thei r  capabi l i t i es ,  and to  develop  a 

col lect ive capabi l i ty with  partners  and  al l i es .   That 's  pret ty  mil i t ary.   The 

Joint  Operat ional  Access  Concept  by JCS says  i t ' s  going to  be  a  component  

of  the nat ional  s t ra tegy,  which we don 't  have,  but  that  i t 's  a  mil i t ary 

operat ional  component .  
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 Now,  the only paper  here ,  submission  tes t imony,  tha t  derives  a 

s t rategy f rom act ions is  f rom Mike,  Dr .  Lampton.   On page three,  he says  the 

s t rategic  emphasis  of  the rebalance or  pivot  to  Asia  is  on maintaining a 

balance  of  power  in  the region .   That 's  a  s t rategic goal .   That 's  a  reasonable  

one.   So ,  one,  is  i t  adequate;  and ,  two,  i f  one could  carry out  some of  the 

const i tuent  components  of  the  pivot  a nd ai r -sea  bat t le ,  would i t  be adequate 

to  reinforce a balance of  power s t rategy;  and ,  three,  i t  seems to  me i f  you ' re 

balancing power and there 's  room for  China,  would i t  be  more reassuring to  

ar t iculate  that?  

 LtGEN GREGSON:   You raised the  issue of  the  2010 Nat ional  

Strategy,  and  as  you know, I had a  hand in wri t ing a  few papers  in  the 

Pentagon that  came out  t i t l ed "St rategy. "   But  they were  pre t ty much l is t s  of  

aspirat ions instead  of  s t rategy.   The currency of  the  term has  been debased ,  

and we don ' t  do  the hard  ends,  ways ,  means coherence,  get t ing back to  the 

quest ion  over here  about  resources  and  things.   

 I  think dashing to  the  end  of  your  comments  that  there 's  room 

here for  a  s t rategy that  is  both  reassuring to  a s t rategy properly defined  that  

is  reassuring to  our  al l i es ,  that  is  adequate,  that  is  capable of  being executed,  

and also cont r ibutes  to  lessening the  anxiety of  those  const i tuencies  wi thin 

China that  we 're t rying to  appeal  to -- the bus iness  communi t ies ,  the others ,  

those  types of  th ings.  

 Hard to  wri te .   Yes.   It  might  be  imposs ible to  wr i te  within  the  

system, but  somebody,  private  sector  or  something,  has  got  to  get  a  s t raw 

man out  there  and  then we can s tar t  put t ing f lesh  on  the  bones.  

 DR.  LAMPTON:   I 'd  say a  couple  of  th ings .   One is  I  thin k  i f  

we 're  going to  have a s t rategy of  mainta ining balance  of  power ,  we need  an 

economic foundat ion that  sends  the message to  everybody that  we can do i t .  

 And,  therefore,  frame i t  in  f r iendly way.  Our best  fore ign  pol icy 

is  going to  be good domest ic  econo mic pol icy and including  our  al l i es ’  

economies .   I  th ink  the  Chinese think we 're on economic sk ids  of  sor t - - -

that 's  probably the cent ral  message we 're inadverten t ly sending.   So I 'm of  

the  bel ief  that  we get  our economic house  in  order  and show good growth ,  

and that  i t  would help i f  our  al l i es  were  doing that .   That  would  be  the s ingle 

biggest  thing we could do  to  el ici t ,  l et ' s  say,  a  more product ive  environment  

for  China  to  make decis ions.    

 If  I  was just  t rying to  describe  the  s t rategy,  I  th ink  the  s t rat egy 

would  say economic growth  in  the  United States  is  the f i rs t  cent ral  pi l l ar  of  

our pol icy.   Secondly,  our object ive in  the  region i s  to  main tain the  balance  

of  power.   We're  prepared to  do  i t  wi th our t radi t ional  al l i es  and  ourselves ,  

but  we 'd rather  jo in with  China,  I  mean in the  case of  Nor th  Korea;  r ight?   

China can  be par t  of  thi s  balancing or  i t  can  be  the problem.   We,  in  fact ,  

prefer  i t  not  be  the problem. Anyway,  I  think  the elements  of  the s t ra tegy are 

there,  but  i t  s tar t s  wi th the Chinese  asses sment  of  our capabi l i t y,  and,  you 

know,  we 're  not  at  our  f inest  hour.  

 DR.  AUSLIN:  Commissioner Wortzel ,  i f  I  can ,  I 'd  actual ly say 

we don ' t  want  a  balance of  power in  China .   But  what  I mean by that  i s  
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maybe not  what - -  

 COMMISSIONER WORTZEL:  In  Asia.  

 DR.  AUSLIN:  Yeah,  Asia.   Thank you.   In  Asia.   What  I mean 

by that  is  maybe not  what  you 'd expect .   I  think  what  we actual ly want  i s  a  

pol i t ical  equi l ibrium. Without  get t ing too wrapped up in  i t ,  there 's  a  

dif ference ,  and there 's  an  hi s torical  di fference  b etween balance of  power and  

pol i t ical  equi l ibrium.  

 What  we have today is  more l ike a balance of  power,  and in  many 

ways ,  the  p ivot  or  the  rebalance ,  using the  word "balance,"  actual ly i s  what  

his tor ical ly you see with  a balance  of  power .  When Secretary Pa net ta  went  to  

Shangri -La--and  I was  there in  the  audience --and  said  let  me te l l  you  what  

the  rebalance means ,  i t  means  60 percent  of  the Navy is  going into the  

Paci f ic .   I  mean,  you know,  they are  most ly there al ready.   But  s t i l l  he said  

60 percent  of  the Navy.   That 's  a  balancing,  r ight?   We see  a  Chinese growth 

in  the  Navy;  therefore,  we 're going to  put  60 percent  in .  

 They get  missi les .   We're going to  put  in  BMD.  We got  s teal th .   

They're  going to  do some.   We're going to  put  in  more s teal th .   That 's  a  

balancing.   What  I think  we want  pol i t i cal ly,  and everything that  is  in  I 

would  argue American  diplomatic DNA,  is  not  a  balancing.   We want  a  

pol i t ical  equi l ibrium.  That 's  the t ype  of  relat ionship we talk  about  wi th 

China.  

 We want  an equi l ibr ium where pe ople  understand--where  both 

part ies  or  al l  part ies  understand  what  the ru les  are ,  what  the  benefi ts  are ,  

supposedly what  the  penal t ies  wil l  be for  t ransgressing i t - -because the 

al ternat ive i s  to  do what  we are now get t ing in to  the cycle  of  doing,  which i s  

a  t i t - for - tat  at tempt  to  balance .  

 Now,  we can  do that  today because we have these t reaty a l l i ances  

from the Cold War ,  but  they weren ' t  des igned  for  tha t .  We know the  

problems of  t rying to  get  our  a l l i es  to  suddenly s tar t  ba lancing agains t  

China.   We've been  t rying to  do that  for  20  years  with the Japanese .   Now, 

because  of  thei r  own fear ,  they' re  moving towards that .  

 But ,  inherent ly,  I 'm not  sure that ' s  a  heal thy s i tuat ion.   The 

problem is  we ta lk pol i t ical ly one way,  and yet  we act  in  a  dif ferent  way.   

We act  as  a  balancer ,  and  we 're increasingly ac t ing as  a  balancer .   We talk ,  

S&ED or these other  things ,  as  a  pol i t i cal  "equi l ibrius ,"  i f  that ' s  a  word.   It  

may not  be,  but  you  know what  I 'm saying.  

 VICE CHAIRMAN SHEA:  Yes.  

 DR.  AUSLIN:  Yes.   Looking for  pol i t i cal  equi l ibrium.  

 VICE CHAIRMAN SHEA:  Right .  

 DR.  AUSLIN:  We're going to  have to  decide which one we want ,  

and i f  we come down to  the  conclusion ,  as  I would  argue the pivot  actual ly 

gets  us  towards,  to  say we are  now a  balancer  in  Asia .  That  is  a  very 

dif ferent  long- term relat ionship  than  the pol i t i ca l  equi l ibrium that  I  would  

argue Pres ident  Nixon and Secretary of  State Kissinger thought  they were 

going to  int roduce into Asia  by bringing China into  the  communi ty of  

nat ions.  
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 And i t  wi l l  then  determine which of  the  two paths  get  to  the 

s t rategy that  Senator  Talent  was  asking,  what  is  the  s t rategy?    

 VICE CHAIRMAN SHEA:  Okay.   Thank you.   

 Chairman Reinsch .  

 CHAIRMAN REINSCH:  I  don ' t  think I agree with  that  l as t  l ine 

of  analys is .   That 's  not  what  I  want  to  talk  about ,  but  i t  seems to me you 're  

looking only a t  pieces  of  the puzzle ,  not  at  the  whole  thing.   It  doesn ' t  

surprise me that  Panet ta  is  going to  talk  about  the  Navy.   I  mean that ' s  what  

his  job  is .   There are mult iple  elements  to  the  thing.  I f  you  focus only on 

defense ,  then I think you make a good poin t  about  balance,  but  there are  

other  p ieces .  

 And,  in  fact ,  I  want  to  ask specif ical ly about  another  piece .   And 

that 's  the  TPP,  the Trans -Paci f ic  Partnership negot iat ions .   I 'd  l ike  those of  

you,  any of  you that  want  to  comment ,  to  just  do  f ree verse  for  a  minute on,  

one,  how you see i t - -of  course,  i f  you  don 't  think we have a  s t ra tegy,  i t 's  

hard  to  answer the  quest ion --how you see i t  f i t t ing in to  our s t rategy?  

 Second and  more important ,  how do you see  the  Chinese react ing 

to  i t  both  short - term while the const ruct ion of  i t  i s  ongoing,  but  also long-

term,  assuming that  i t 's  successful ly set  up?  Whe n do you th ink they would 

come in  or  do  you think  that  they would regard i t  as  an adversarial  act ion  

and take  other  s teps  of  the ir  own?  

 LtGEN GREGSON:   I ' l l  take a swing at  this  f i r s t  and then  defer  

to  my two col leagues.   The TPP potent ia l l y represents  what  we talk  about  

with  the  l iberal  economic order  and al l  the  th ings that  perta in to  that .   China 

is  certa inly wil l ing to  join  the  TPP --l ike we championed thei r  accession  to  

the  WTO.  I would envis ion  under cer ta in condi t ions being met  we would 

champion China 's  accession  to  the TPP.  

 It ' s  a  way to  improve the economic  condi t ion .   It ' s  a  way to 

improve t rade.   It ' s  a  way to  lead with what  we 're t rying to  do  in  Asia 

without  i t  being presumed that  we 're leading with  the  mil i tary,  wi th  the  

closed f i s t .   It ' s  not  going to  go  anywhere without  s t rong nat ional  leadership 

here and el sewhere because  i f  i t 's  l ef t  to  t he  t rade negot ia tors ,  t rade  

negot iators  wil l  do what  t rade  negot iators  do,  and  i t  wi l l  go on forever.  

 If  we want  to  change the atmosphere  in  Asia,  th is  is  not  a  bad  

way to s tar t  to  move i t  in  the r ight  di rect ion.  

 DR.  AUSLIN:  Just  brief ly,  Chai rman Reins ch,  I  actual ly th ink 

the  TPP is  a  balancing s t ra tegy.   Firs t  o f  al l ,  we d idn 't  come up wi th i t .  We 

jumped in and then decided,  as  we often do,  we 're going to  make i t  b igger 

and bet ter ;  r ight?   It  was  smal ler ,  and  i t  was a l i t t l e  bi t  more  f i t t ed,  but  why 

did we want  to  balance?   Why is  TPP balancing?   Because we saw China 

conduct ing free t rade agreements  around the  region.  

 Now,  the Doha Round had ended.   I  would argue the  

adminis t ra t ion d id not  put  much of  an emphasis  on f ree  t rade pol icies  for  

much of  i t s  f i rs t  t erm,  and in  a way,  thi s  was low -hanging f rui t .   It  was 

there;  we could grab i t  and  grab  on  to  i t  and ,  of  course ,  become the  biggest  

player  in  i t  and  bring in  our  fr iends ,  l ike Japan and  Mexico and Canada.  But  
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we did i t ,  I  th ink ,  very self -conscious l y to  balance what  we saw China doing.   

 And I think what  you said i s  a  real ly important  point ,   the 

rebalance as  our  pol icy,  whether  i t ' s  a  s t rategy or  not ,  al l  about  mil i t ary or  

are  there other  part s  to  i t?   I  mean I would be hard -pressed,  even though I 

understand what  our  goals  are ,  to  say that  our pol icy,  come s t rategy in  the 

region,  is  real ly anything more  than a rebalancing at tempt  that  is  

overwhelmingly mil i tary.  

 I  don ' t  see  real ly anything on  the  pol i t i cal  s ide.   I  understand the 

President  and the S ecre tary have been  more involved,  and  they've gone -- the  

President  has  gone to  the  Eas t  Asian  Summit ,  but  again we 're a  f ree  r ider  

there,  in  essence .   We're not  guiding anyth ing that 's  going  on  there.   We're  

not  promoting--we have no ini t i at ives  of  our  own,  I would  argue.    

 And because  of  the presence  that  we have mil i tar i l y,  which  our 

fr iends and al l ies  depend upon,  not  only do  they natura l ly look  to  that  when 

they talk to  us  about  what  are  you doing in  the  region,  I  th ink in  many ways  

we reflex ively think  about  i t .   Despi te  a l l  the  outs tanding work done by our  

diplomats ,  I  don ' t  th ink there 's  a  lo t  of  ini t i at ive .  I  think  TPP i tsel f  f i t s  into  

a rebalance,  and i t ' s  good,  and we should pursue i t .  

 But  what  worries  me again is  that  i t  i s  seen  as  a  response;  i t  i s  

not  coming f rom necessari l y a  s t ra tegy in  which we 're  invoking or  at tempting 

to  give l i fe  to  some of  our  deeper values .  But  what  I 'm worried  is  that  we see  

they' re  doing i t ,  and  we got  to  do i t ,  too .  

 DR.  LAMPTON:   I ' l l  jus t  agree with what  was  said  an d  add I 

think that  i f  you  look at  what  China ’s  s t rategy was in  a period before  we 

were ta lking about  TPP,  i t  was ASEAN Plus  3 .They were  t rying to  bui ld al l  

sor ts  of  organizat ions that  would  exclude us  from the region .   That  was a 

sel f -conscious s t ra tegy,  a nd  I see this  i s  as  our response.  

 I  wish we had a bigger response than these par t icular  economies ,  

the  smal l  TPP negot iat ing economies  we current ly are deal ing with .   Also ,  

the  not ion that  thi s  is  h igh  s tandard,  and then you include Vietnam ?  I 'm not  

a  t rade  expert ,  but  I  hadn ' t  associated ,  unt i l  TPP,  Vietnam with high t rade  

s tandards .  Maybe I need  to  be  educated  there .  

 But  in  any case,  i t  gets  back  to  that  impulse of  t rying to  bui ld 

t rade organizat ions in  East  Asia  and  Southeast  Asia that  include the b ig  

players .  So my misgivings were  not  over TPP,  per  se,  as  i t  jus t  didn 't  s t r ike 

me as  the  players  you ul t imate ly want  to  hi tch up  wi th.  

 CHAIRMAN REINSCH:  Thank you.  

 VICE CHAIRMAN SHEA:  We have one f inal  quest ion  for  you 

this  af ternoon.  

 COMMISSIONER BARTHOLOMEW:  Final .   Wait .   I  have a 

quest ion .  

 VICE CHAIRMAN SHEA:  Yeah.   It 's  your ques t ion.   One f inal  

quest ion .    

 COMMISSIONER BARTHOLOMEW:  All  r ight .   Final .    

 VICE CHAIRMAN SHEA:  It ' s  going to  be your ques t ion,  

Carolyn .  
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 COMMISSIONER BARTHOLOMEW:  All  r ight .   It ' s  interes t ing 

to  l i s ten ,  but ,  f i rs t ,  again,  thank you to  al l  o f  you .   General  Gregson,  thank 

you,  in  part icular ,  for  your d is t inguished service to  our nat ion over many 

years .  

 As I l i s ten to  al l  o f  this ,  I  think,  wel l ,  f i rs t ,  some of  the  th ings  

that  people  are ta lking about  s t rategy are tact ics .   I  mean TPP is  not  a  

s t rategy;  i t ' s  a  too l .   It ' s  a  t act ic .   And regional  organizat ions,  that ' s  a  tool .   

To me,  i t 's  not  a  s t rategy.   But  I have seen over the years  that  one  of  the 

reasons there  has  been  di f f icul ty put t ing  together  a  s t rategy is  tha t  we can ' t  

even  come to  some sor t  of  consensus on  what  the  priori t i es  should  be.  

 So i t ' s  easy to  say maintaining global  balance  of  power ,  though 

even  here we 've  had  a  di s t inct ion  about ,  wel l ,  what  is  the b alance of  power 

or  regional  balance  of  power.  How the Chinese  would define  that  is  qui te  

dif ferent ,  I  think,  than  how we would define  i t .  

 And,  in  fact ,  th is  Commission cal led  several  years  ago for  the  

development  of  an  archi tecture  for  the  pol icy because i t  jus t  seems to be no 

mat ter  which adminis t rat ion k ind  of  ad hoc.   There 's  a  cr i s i s ,  and people  deal  

with  i t .   There 's  a  business  t ransact ion that  somebody wants  to  take place ,  

and people  deal  with i t .   And so  we have not  been  able  to  do i t .   And I just  

even  wonder  whether  the three of  you ,  not  to  add al l  o f  our own,  what  we 

think the prior i t i es  should  be,  ac tual ly could  put  together  a  s t ra tegy that  

ref lect s  the  prior i t i es  that  people would  place?  

 So,  Dr.  Ausl in,  you talk about  val ues .   You know,  where in  the 

prior i t y of  what  you 're t rying to  achieve  would be  democracy promotion?   

I 'm just  saying thi s  hypothet ical ly.  

 Dr .  Lampton,  on the  business ,  I  was  very pleased to  hear  you 

actual ly say that  you thought  the  economic  heal th  here in  the  United  States  

needs to  be  a s ignif icant  thing that  we focus on .  In  your s ta tement ,  when you 

say when we 're  evaluat ing the  pol icy,  and I 'm presuming that  means the 

pol icy of  the pivot ,  i t  should be judged by the degree  of  regional  s tabi l i t y 

achieved,  the degree to  which i t  cont r ibutes  to  cont inued h igh speed  

economic growth  in  the  Asia -Paci f ic .  

 Well ,  for  some of  us ,  i t  needs to  be  judged by how our economic 

growth i s  going here in  the Uni ted States ,  inc luding what 's  happening to  the 

manufacturing base .   So  I agree  completely that  we need  a  s t rategy.   Where  I 

s t ruggle a l i t t l e  bi t  more  is  how do we,  how does anybody pul l  together  the  

compet ing interests  tha t  there are?  

 General  Gregson,  I 've  been  doing th is ,  l ike many of  us ,  for  over 

20 years  now--U.S. -China pol icy--and I remember r ight  af ter  the Tiananmen 

Square  massacre ,  you know,  and  people wanted  to  move forward on doing 

act ion on  one f ront ,  and we kept  being told by di f ferent  adminis t rat ions,  

wel l ,  we can 't  do  anything to  upset  the Chinese  on  issue  X because  we need  

their  cooperat ion .   I 'm saying this  part icularly,  too,  because i t  was always  

North  Korea .   We need thei r  cooperat ion on North Korea .  

 So there were  a  lo t  of  things along the  way that  we could  have 

done to  help  shape the  relat ionship that  we didn ' t  do .  Then we ended up not  
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get t ing the coopera t ion that  people thought  we should be  get t ing in  exchange 

for  whatever  i t  i s  we 're doing.   

 So I don ' t  know that  I  have a  quest ion.   It ' s  just  l i s tening to  al l  

of  thi s ,  a l l  of  these  sor ts  of  ideas  that  come up.  Another  one that  I  have 

always  found t roubl ing is  when we give  the Chinese  government  credi t  for  

doing things  that  they are doing which  are  in  thei r  own interests .   Now, of  

course,  they' re  doing th ings in  thei r  own in teres ts ,  but  when you 're ta lk ing 

about  what  then Zoel l ick was ta lking about ,  respons ible s takeholder ,  we are  

talking about  the  need  for  China to  be cooperat ing in  the global  commons .  

 So,  okay,  on currency,  they d id  a l i t t l e  bi t .   I  would  argue that  

they d id  i t  for  thei r  own economic reasons.   So ,  you  know,  they d id  i t ,  

something,  not  enough,  but  they did  something;  but  they have been woeful ly 

inadequate  when i t  comes to  Iran,  Syr ia ,  North  Korea.   You know, how do we 

decide  enough of  where our pr iori t i es  are in  those  interest s  that  we can  pul l  

together  and move forward on a  s t rategy and  the  implementat ion of  a  

s t rategy that  ref lec t s  the  interest s  of  the Uni ted S ta tes?  

 It ' s  a  huge quest ion,  I  know.   

 LtGEN GREGSON:   Thank you.  

 COMMISSIONER BARTHOLOMEW:  Yeah,  I  know.  

 LtGEN GREGSON:   Of the three of  us  up here,  I  spent  most  of  

my adul t  l i fe  as  an infantry off icer  so I ' l l  d ive into  th is  pol i t ical  science 

thing here with some t rep idat ion.   It ' s  a lways  easier  to  perform the  diagnosis  

than i t  i s  to  come up with  the  cure .   So saying,  as  I h ave been ,  tha t  we need  a 

s t rategy i s  much eas ier  than get t ing a l l  the  contending interest s  together  and  

f inding al l  the  t rade  space and actual ly coming up with a s t rategy that ' s  no t  

so watered down that  i t  becomes  l ike  the things  we publ i sh before --a  l is t  o f  

aspirat ions.  

 Secondly,  I  think  you hi t  on a  tendency that  I  think every new 

adminis t ra t ion t r ies  regardless  of  party,  tha t  i f  we accede to  Chinese  

interes ts  on  issue A,  they' l l  accede to  our  interest  on issue B.   And so far ,  I  

think our record is  perfe ct ;  i t  hasn ' t  worked .  

 COMMISSIONER BARTHOLOMEW:  Bat t ing zero .  

 LtGEN GREGSON:   Yeah.   The bi t  about  North  Korea  shows that  

China is  going to  ac t  in  what  China  perceives  i s  i t s  own interests ,  and thei r  

interes ts  in  North Korea are not  t r ivial .   If  they ge t  a  f lood of  refugees into  

Manchuria,  that ' s  a  problem.  

 But  i t  cal ls  for - -and ,  again ,  easy to  say,  easy to  prescribe ,  but  

hard  to  do-- i t  cal ls  for  a  very c lear  and candid relat ionship.  Speaking of  

North  Korea ,  we 're  about  to  enter  the usual  cycle  that  we do.   Nor th  Korea 

does something egregious.  We say thi s  t ime we 're going to  get  tough.   We're 

going to  get  another  hard -hi t t ing U.N.  Securi ty Counci l  reso lut ion.    

 North  Korea 's  biggest  danger may be thei r  prol i ferat ion .  We 

periodical ly say we ' re going to  clamp down on thei r  prol i ferat ion of  nuclear  

material ,  dangerous weapons,  a l l  those things,  and  then suddenly i t  d r i f ts  

away f rom our  a t ten t ion  span,  and  we 're  back to  a  very unsat isfactory s tatus  

quo.  
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 How to f ix  al l  thi s ,  I  don ' t  know.  It ' s  going to  tak e--you know,  

your Commission 's  effor ts  are a valuable part  of  the conversat ion .   We need  

other  conversat ions  equal ly pointed going on  e lsewhere,  I  think .   

 DR.  LAMPTON:   Just  to  reassure you,  I  grew up  in  Cal i forn ia.   I  

always  considered the  United  States  par t  of  the Asia -Pacif ic ,  and  certainly 

growth throughout  that  region i s  what  I  meant  and not  to  exclude  the United 

States .  So I think that  is  logical  enough.    

 In  terms of  in teres t ,  the core  is :   China is  going to  do  what 's  in  

i ts  interests .   The quest io n i s ,  does  increasing interdependence with China  

over  t ime change the envi ronment  in  which  Chinese are assessing what  is  in  

the ir  in terest s?   And I think our hope --hope--key--underscored  word --our 

hope has  been that  as  China becomes more connected l ike  in  the Middle East ,  

and dependent  on oi l ,  dependent  on sea  lanes  of  communicat ion ,  that  we wil l  

increasingly share  interest s  in  how to main ta in s tabi l i t y in  the  Middle East  

or  the securi ty of  sea lanes ,  and  so  on.  

 Now,  that ' s  been an  aspirat ion and I think i t  has  undergi rded  the 

not ion  that  over t ime China  wi l l  have more convergent  interest s .  But  a t  some 

poin t - - I mean t rying to  be object ive --you have to  ask ,   Is  th is  proving t rue?   

I 'm s t i l l  wi l l ing to  say the jury is  s t i l l  out ,  bu t  al l  the evidence isn ' t  po i nt ing 

in  the  d irect ion  of  the  hopeful  expectat ion .   

 The other  way to put  i t  i s ,  as  China  gets  more capabi l i t i es ,  wi l l  i t  

use them to promote  i ts  interest s  l ess  cooperat ively and with more vigor?   

And so,  there  is  a  hopeful ,  and  i t  p robably has  been the do minant  l ine ,  

underlying engagement - -  the more  China i s  enmeshed in  th i s  global  s t ructure  

of  our  creat ion,  the  more  China i s  going  to  behave in  ways  that  we wil l  f ind ,  

i f  not  absolu te ly acceptable  to  us ,  a t  l east  we can tolerate .  

 But  I think we 're going to  have to  s tar t  looking at  the ev idence,  

and we should  be wi l l ing to  re assess  that  posi t ion .  

 VICE CHAIRMAN SHEA:  Dr .  Aus l in ,  you  have the f inal  word .  

 DR.  AUSLIN:  Thank you.  

 Commissioner  Bar tholomew,  as  usual ,  you 've asked the b ig 

quest ion ,  and I apologize for  coming to you today in,  I  guess ,  a  more 

his tor ical  f rame of  mind than a pol icy f rame of  mind,  but  you asked a  real  

sor t  of  hi s torical  quest ion .   And I guess  the road to  recovery s tar ts  wi th  

admit t ing the problems.   I  mean we need  to  admit  we don 't  have s t rategy.   

We s imply don 't .   And then  when we admit  tha t  as  a  nat ion ,  we can  s tar t  to  

ask the  more fundamenta l  quest ions,  which i s  what  t ype  of  nat ion do  we want  

to  be?  

 It ' s  rea l ly easy i f  you ' re  Rome or Bri ta in because  you 're a  

terr i torial  power,  an d r ight ly or  wrongly,  you  have to  defend ter r i tory,  and  

everything that  f lows f rom that ,  s t rategic l ines  of  communicat ion and  

everything.  

 We are  a t rading s ta te that  act s  l ike a terr i torial  power.   But  

we 're  not  a  t er r i torial  power ,  and so  we defend the s inews of  the 

internat ional  sys tem that  are vi tal  for  what  a  ter r i torial  power holds ,  bu t  

which  most  t rading s ta tes  themselves  cannot  defend except  on a smal l  scale.  
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 But  we impute  to  that  a  much larger  set  of  respons ibi l i t i es  to  

fr iends and al l ies .   The problem is ,  l et ' s  be honest ,  f r iends  and al l i es  can 

never  replace  in  the  hierarchy of  nat ional  interests  the  core  interests  of  the 

United States .  And that ' s  why I think  we al l  rea l ly s top for  a  second.   When a 

Chinese  general  or  a  North Korean genera l  or  someone says are  you wil l ing 

to  t rade LA for  "x" ,  Seoul ,  Pyongyang,  Tokyo,  whatever i t  happens to  be ,  

because  we understand that  we 've  made commitments  that  made sense ,  

especial ly when we were in  a  posi t ion  of  power  that  we had ,  that  now have 

got ten  us  into  th is  set  of  relat ionships  that  go far  beyond what  we in i t i al l y 

envis ioned .   Part l y,  tha t 's  an issue of ,  I  would  argue,  just  re lat ive decl ine in  

matur i t y of  the United  States  as  a  power .  

 But  maybe we have to  get  a  l i t t l e  bi t  more fundamental  and  say 

are  we s imply a  t rad ing s tate?  Are  we some type of  quasi - ter r i torial  power?   

What  do we want  to  be?   Unt i l  we get  there,  I  don ' t  think we can  even  begin 

to  answer your  ques t ions.  

 Values ,  I  think,  are very much the  long game.   As  we learned 

painful ly in  the past  decade,  we can ' t  s imply develop  them wil ly -n i l l y 

wherever  we want ,  and I would  argue we were  learning that  in  the 1940s  in  

Japan as  wel l .  

 So I think that  the problem  i s  we 're t i ed  to  the present  and  the  

immediate ex igencies  of  these commitments ,  but  the goals  we have go far  

beyond what  we 've thought  about ,  the  ac tual  role  we want  to  play and  that  

we can play in  the world .  

 VICE CHAIRMAN SHEA:  Well ,  thank you,  a l l .  We  have our  

homework to  think  about  what  ro le  the  U.S .  should  play in  the  world ,  but  

thank you very much,  gent lemen,  for  your  very f in e tes t imony.   We 

appreciate i t .  

 The hearing is  over.  


