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U.S.-CHINA ECONOMIC AND SECURITY REVIEW COMMISSION

OCTOBER 29, 2010
The Honorable Daniel Inouye,
President Pro Tempore of the U.S. Senate, Washington, DC 20510
The Honorable Nancy Pelosi,
Speaker of the U.S. House of Representatives, Washington, DC 20510

DEAR SENATOR INOUYE AND SPEAKER PELOSI:

On behalf of the U.S.-China Economic and Security Review Com-
mission, we are pleased to transmit the Commission’s 2010 Annual
Report to the Congress—the eighth major Report presented to Con-
gress by the Commission—pursuant to Public Law 106-398 (Octo-
ber 30, 2000), as amended by Public Law 109-108 (November 22,
2005). This report responds to the mandate for the Commission “to
monitor, investigate, and report to Congress on the national secu-
rity implications of the bilateral trade and economic relationship
between the United States and the People’s Republic of China.” In
this Report, the Commission reached a broad and bipartisan con-
sensus; it approved the Report unanimously, with all 12 members
voting to approve and submit it.

In accordance with our mandate, this Report, which is current as
of October 29, includes detailed treatment of our investigations of
the areas identified by Congress for our examination and recom-
mendation. These areas are:

¢ PROLIFERATION PRACTICES—The role of the People’s Re-
public of China in the proliferation of weapons of mass destruc-
tion and other weapons (including dual-use technologies), includ-
ing actions the United States might take to encourage the Peo-
ple’s Republic of China to cease such practices;

e ECONOMIC TRANSFERS—The qualitative and quantitative
nature of the transfer of United States production activities to
the People’s Republic of China, including the relocation of high
technology, manufacturing, and research and development facili-
ties, the impact of such transfers on United States national secu-
rity, the adequacy of United States export control laws, and the
effect of such transfers on United States economic security and
employment;

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

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

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

e UNITED STATES-CHINA BILATERAL PROGRAMS—Sci-
ence and technology programs, the degree of noncompliance by
the People’s Republic of China with agreements between the
United States and the People’s Republic of China on prison labor
imports and intellectual property rights, and United States en-
forcement policies with respect to such agreements;

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

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

The Commission conducted its work through a comprehensive set
of eight public hearings, taking testimony from over 90 witnesses
from the Congress, the executive branch, industry, academia, policy
groups, and other experts. It conducted seven of these hearings in
Washington, DC and conducted one field hearing in Toledo, Ohio.
For each of its hearings, the Commission produced a transcript
(posted on its Web site—www.uscc.gov). The Commission also re-
ceived a number of briefings by officials of executive branch agen-
cies, intelligence community agencies, and the armed services, in-
cluding classified briefings on China’s cyber operations and mili-
tary and commercial aerospace modernization. (The Commission is
preparing a classified report to Congress on those topics.)

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

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

The Report includes 45 recommendations for Congressional ac-
tion. Our 10 most important recommendations appear on page 2 at
the conclusion of the Executive Summary.

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

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

Yours truly,

V.V &#@ﬁ;

Daniel Slane Carolyn Bartholomew
Chairman Vice Chairman
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EXECUTIVE SUMMARY

The U.S.-China Economic and Security Review Commission’s
2010 Annual Report to Congress sets forth the Commission’s anal-
ysis of the U.S.-China relationship in the topical areas designated
by its Congressional mandate. These areas are China’s prolifera-
tion practices, the qualitative and quantitative nature of economic
transfers of U.S. production activities to China, the effect of Chi-
na’s development on world energy supplies, the access to and use
of U.S. capital markets by China, China’s regional economic and se-
curity impacts, U.S.-China bilateral programs and agreements,
China’s record of compliance with its World Trade Organization
(WTO) commitments, and the implications of China’s restrictions
on freedom of expression. OQur analysis, along with recommenda-
tions to Congress for addressing these identified concerns, is chron-
icled in the Report’s six chapters and summarized herein.

OVERALL ASSESSMENT OF U.S.-CHINA ECONOMIC AND
SECURITY RELATIONS

Congress gave the Commission the mission of evaluating “the na-
tional security implications of the bilateral trade and economic re-
lationship between the United States and the People’s Republic of
China” and required of the Commission an annual report of its
evaluation and findings. The Commission adopts a broad interpre-
tation of “national security” in evaluating how the U.S.-China rela-
tionship affects the economic health and industrial base of the
United States and the state of U.S. economic and security interests
and influence in Asia.

As in its previous Annual Reports, the Commission sees progress
on some issues, notably the environment and Taiwan, but the in-
tensification of a number of troubling trends. The Commission also
notes that it continues to stand behind both its conclusions as
enunciated in the previous Reports to Congress and its rec-
ommendations to Congress contained in those Reports, and it does
not routinely repeat either its conclusions or recommendations con-
tained in prior Reports.

KEY CONCLUSIONS AND RECOMMENDATIONS

The Report presents its conclusions, analyses, and recommenda-
tions to Congress in 13 sections organized into six chapters. The
Commission has attempted to take an integrated approach to its
assessments, believing that economic, security, and other issues are
interrelated. The intersections of U.S. geopolitical, economic, secu-
rity, diplomatic, and cultural interests form a complex web of con-
cerns that are connected to the overall relationship between the
United States and the People’s Republic of China.

The Commission’s conclusions are incorporated in this Executive
Summary. At the end of this summary, the Commission’s ten key
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recommendations are listed. The Commission makes a total of 45
recommendations to Congress in this Report, with those pertaining
to each of the chapters appearing at the conclusion of the chapter.
A comprehensive list is provided beginning on page 271.

The U.S.-China Trade and Economic Relationship

Despite the effects of the global financial crisis, China’s economy
has continued to grow rapidly in 2010, surpassing Japan as the
world’s second largest economy this year. As a result, China has
grown more assertive in pressing its interests in economic fora
such as the International Monetary Fund (IMF) and the Group of
Twenty nations (G-20). China maintains an export-driven economy
through policies such as undervaluation of its currency, the
renminbi (RMB), and support for domestic companies to the det-
riment of foreign competitors. The Chinese government has been
reluctant to revalue its currency due to its expressed concerns that
it may damage its exporting industries, thus threatening social sta-
bility and continued economic growth.

In order to support its export-promoting economic policies and
suppress the value of the RMB, the Chinese government has con-
tinued channeling its foreign exchange earnings into U.S. govern-
ment debt, becoming the single largest foreign purchaser of U.S.
Treasuries. Although the size of China’s holdings has raised con-
cerns about the degree of influence China has on the U.S. economy,
the lack of alternatives and the potential detrimental impacts on
China’s economy make it unlikely that China would stop buying
U.S. debt or liquidate its holdings altogether.

Since China joined the WTO in 2001, trade between the United
States and China has grown rapidly, but this growth has been very
unbalanced, with the United States running record trade deficits.
Many American companies have taken advantage of investment in-
centives, subsidies, and lower labor costs to shift production to
China. Within the last year, the Chinese government has initiated
new industrial policies, such as “indigenous innovation,” which
have further slowed the pace of economic reform and affected the
ability of American companies to operate and compete in China.
Such policies have also harmed U.S. exporters and import-sensitive
domestic firms. To resolve these trade imbalances, the United
States has sought remedial action through the WTO, but the
lengthy process has at times done irreparable harm to U.S. compa-
nies before relief has been granted. WTO cases, while important,
are frequently inadequate to address the full range of trade-dis-
torting aspects of China’s industrial policies.

Conclusions

The U.S.-China Trade and Economic Relationship’s Current Status
and Significant Changes During 2010

e For the first eight months of 2010, China’s goods exports to the
United States were $229.2 billion, while U.S. goods exports to
China were $55.8 billion, with the U.S. trade deficit in goods at
$173.4 billion, an increase of 20.6 percent over the same period
in 2009 ($143.8 billion). This constitutes a four-to-one ratio of
Chinese exports to its imports from the United States.
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e The U.S. trade deficit with China is a major drag on the U.S.
economy. Despite the global financial crisis, China gained an
even greater share of the U.S. trade deficit, while the overall
U.S. trade deficit declined. The deficit in goods with China is by
far the largest among U.S. trading partners: 45 percent of the
total in 2009 and 41.5 percent of the total for the first eight
months of 2010.

e China’s government policies limit the ability of foreign companies
to obtain Chinese government procurement contracts and to
make sales to China’s state-owned enterprises, most recently
through China’s new “indigenous innovation” policy. Companies
in the United States and Europe have protested this discrimina-
tory treatment.

e Since June 19, 2010, the RMB appreciated by just 2.3 percent
against the dollar (as of October 2010). The RMB remains sub-
stantially undervalued against the dollar, which subsidizes Chi-
nese exporters to the detriment of U.S. domestic producers. Chi-
na’s undervalued currency also helps attract foreign companies to
locate production in China.

e China continues to pursue a long-term goal of making the RMB
a more international currency, starting with the introduction of
several policies designed to make trade and bond issuance in the
RMB easier, particularly among China’s Asian neighbors. Chi-
na’s reforms thus far have had little effect on the RMB’s use in
international trade.

e As in previous years, the United States engaged China at several
bilateral and multilateral negotiations, including the Strategic
and Economic Dialogue and meetings of the Group of 20, to ad-
dress China’s discriminatory trade policies, but again failed in
2010 to secure any significant agreements or Chinese policy
changes.

The Implications and Repercussions of China’s Holdings of U.S.
Debt

e The United States need not fear a large sale of U.S. bonds by
China nor a wholesale switch by China to investing in the bonds
of another country. Because China holds such a large amount of
dollar-denominated investments, including the bonds of U.S.-gov-
ernment owned Fannie Mae and Freddie Mac, and because the
alternative investments in the euro and the yen are so limited,
China has few alternatives to the dollar for its foreign reserves.

e Over the past decade, the government of the People’s Republic of
China has become the largest purchaser of U.S. debt. China im-
plements a deliberate economic policy that relies on exports and
foreign investment capital to amass a large current account sur-
plus with the United States. That trade surplus is loaned back
to the United States as part of China’s deliberate policy.

e China manipulates the value of its currency, the RMB, by requir-
ing its citizens, businesses, and exporters to trade their dollars
for RMB. By limiting the dollars in circulation within China, the



4

government can then set a daily exchange rate between the RMB
and the dollar. China maintains an artificially low value for the
RMB that is estimated to be between 20 percent and 40 percent
lower than it would otherwise be, if it were allowed to respond
to market forces.

e China’s export-led growth strategy requires China to continue to
run large trade surpluses with the United States and to recycle
its accumulated dollars through the purchase of U.S. dollar-de-
nominated securities. Recycling dollars back into the U.S. econ-
omy helps China to maintain the artificially low value of the
RMB. China’s currency policy harms U.S. exporters and import-
sensitive manufacturers in the United States, though the policy
aids consumers in the United States by keeping interest rates
and prices low.

e A relaxation of China’s currency policy would require China to
end its capital controls. Easing China’s capital controls would
help to rebalance the economic relationship between the two
countries.

Evaluating China’s Past and Future Role in the World Trade Orga-
nization

¢ Since China’s accession to the WTO in 2001, the annual U.S. cur-
rent account deficit with China has grown from $89 billion in
2001 to $264 billion in 2009. Predictions of a more balanced
trade relationship between the two countries as a result of Chi-
na’s membership in the WTO have proven false. Since China’s
entry into the WTO in 2001, the United States has run a cumu-
lative deficit in goods with China of over $1.76 trillion.

e Predictions that China’s WTO accession would lead to the trans-
formation of China’s authoritarian government and enhance U.S.
national security have not been borne out.

e Though China’s implementation of its WTO commitments has led
to a reduction in tariffs, the elimination of some nontariff bar-
riers, and improved market access for some U.S. companies, in
other areas significant problems persist. These can be traced to
China’s pursuit of policies that rely on trade-distorting govern-
ment intervention intended to promote China’s domestic indus-
tries and protect them from international competition.

e China, the biggest producer of rare earth elements in the world,
has introduced measures aimed at restricting exports to foreign
markets, to the detriment of foreign producers of a variety of cut-
ting-edge technologies, including green and clean technologies
and weapons systems. Such export restrictions provide an unfair
advantage to Chinese technology producers.

e China’s progress toward market liberalization has slowed in
some sectors and has been reversed in others, such as govern-
ment procurement and financial services.

e The U.S. government has filed a variety of WTO cases against
China’s barriers to trade. These WTO cases, while important, fre-
quently fail to deal with the underlying causes of the U.S.-China
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trade deficit. WTO dispute resolution may be a poor tool for ad-
dressing such issues as China’s currency manipulation and the
trade-distorting aspects of China’s industrial policy.

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

As a component of its overall desire to field a modern military,
China is modernizing its air and missile forces and improving its
capabilities to conduct offensive air and missile operations. Recent
modernization efforts have centered on developing modern combat
and combat support aircraft, expanding its conventional ballistic
and cruise missile arsenal, and improving the professionalism and
training of its personnel. These improvements have expanded Chi-
na’s ability to operate outside its borders and reach U.S. regional
allies, such as Japan, as well as U.S. forces in the region.

In order to improve its military aircraft as well as develop a glob-
ally competitive aviation manufacturing industry, China is pro-
viding strong fiscal and political support and guaranteed market
access to domestic aviation manufacturing firms. Foreign aviation
manufacturing firms, such as Boeing and Airbus, are compelled to
provide technology and know-how offsets in return for market ac-
cess. In addition, advances in China’s commercial aviation sector
bolster progress in China’s military aviation manufacturing indus-
try.

Conclusions

China’s Growing Air and Conventional Missile Capabilities

e Over the past decade, as part of its overall military moderniza-
tion, China has significantly modernized its air and missile capa-
bilities. This modernization process is across the board, to in-
clude foreign purchases and indigenous production of aircraft,
weapons, and equipment. In addition, institutional changes such
as organizational, personnel, and training reforms continue to
improve the People’s Liberation Army (PLA) Air Force’s capacity
to conduct operations.

e Augmenting its modernization efforts, Beijing has expanded the
PLA Air Force’s focus in recent years from solely concentrating
on territorial defense operations to now include extraterritorial
offensive operations.

¢ Simultaneous with the modernization of China’s Air Force, Bei-
jing has also strengthened the PLA’s ability to conduct conven-
tional missile strikes. Improvements include fielding increased
numbers and types of more accurate conventional ballistic and
land-attack cruise missiles.

e As China’s air and missile modernization efforts progress, Bei-
jing’s ability to threaten U.S. forward deployed forces and bases
in the region is improving. Any PLA missile strikes and air raids
against U.S. bases, if successful, could force the temporary clo-
sure of regional U.S. bases and inhibit the U.S. military’s ability
to operate effectively in East Asia. In addition, the future deploy-
ment of an antiship ballistic missile could seriously interfere
with the U.S. military’s freedom of access to the region.
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Developments in China’s Commercial and Military Aviation Industry

e Given the close integration of China’s commercial and military
aviation sectors, advances in China’s commercial aviation indus-
try gained through interactions with western aviation manufac-
turers directly benefit China’s defense aviation industry. As Chi-
na’s commercial aircraft manufacturing capabilities improve,
newly acquired technology and know-how, such as composite ma-
terials production, are directly transferred to the defense aviation
sector.

e Over the past decade, China’s aviation industrial base, with the
strong support of the Chinese government, has improved sub-
stantially. China currently is capable of developing and pro-
ducing both advanced commercial and military aircraft and seeks
to compete with foreign aviation manufacturing companies in the
near future. Despite these advances, however, the industry con-
tinues to experience some problems, most notably in producing
advanced engines.

e China’s aviation industrial base benefits from several practices
that bear watching. In particular, the industry enjoys strong gov-
ernment support that favors domestic firms over foreign firms
and also benefits from technology and know-how offsets from
western aviation firms in exchange for market access.

e Developments in China’s aviation industry pose both benefits
and challenges to the United States. In the near term, U.S. avia-
tion manufacturing firms stand to benefit from increased avia-
tion exports to China. However, as China’s aviation manufac-
turing firms improve, U.S. aircraft and aviation component man-
ufacturing companies will likely face increased competition from
thesli aviation firms in China’s domestic, third country, and U.S.
markets.

China in Asia

In recent years, China’s rise is increasingly evident in Asia. In
Southeast Asia, Beijing has combined economic, diplomatic, and se-
curity engagement to increase its influence in the region. However,
China’s recent assertiveness in the region, including its maritime
claims in the South China Sea and its construction of controversial
dams along the Mekong River, have led many Southeast Asian na-
tions to engage more actively with the United States.

China has also increased its economic and diplomatic inter-
actions with Taiwan, through more numerous official visits and the
June 2010 signing of a historic trade liberalization pact, the Eco-
nomic Cooperation Framework Agreement. Nevertheless, China’s
continued military buildup against Taiwan has resulted in a bal-
ance that increasingly favors the mainland, especially in regard to
Taiwan’s air defense capabilities.

During the Commission’s July 2010 fact-finding trip to Hong
Kong, meetings with Hong Kong and U.S. government officials and
private sector representatives highlighted the rising economic and
political influence of China within Hong Kong. Hong Kong has ben-
efited economically from its integration with mainland China, but
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concerns over political freedoms, rule of law, and pollution from the
mainland continue to be of growing concern in the relationship.

Conclusions

China in Southeast Asia

China’s political, economic, energy, and security interactions with
Southeast Asia have increased significantly in recent years and
are expected to increase in the future.

Tensions in the South China Sea and East China Sea, dam con-
struction along the Mekong River, and Southeast Asian historical
mistrust may limit China’s influence in the region.

Many Southeast Asian nations are looking to increase their rela-
tionships with the United States in order to hedge against Chi-
na’s growing presence in the region.

China’s assertiveness in the South China Sea constitutes a po-
tential threat to U.S. interests, including the freedom of naviga-
tion.

Taiwan

Over the past year, China and Taiwan have continued to im-
prove their overall bilateral relationship. This improvement
builds upon a trend begun at least in May 2008, with the inau-
guration of Taiwan President Ma Ying-jeou.

The improvements in the cross-Strait relationship are not even
across the board. Most improved are the bilateral economic ties,
as demonstrated by the recent signing of a cross-Strait free trade
agreement between China and Taiwan. Diplomatic relations,
while less improved than the economic relationship, have also
seen progress over the past year. Periodic meetings and negotia-
tions between Taipei and Beijing have become the norm.

The cross-Strait security situation is still of serious concern. Chi-
na’s continued military buildup across from Taiwan is increasing
the gap in military capabilities between the two sides. In par-
ticular, Taiwan’s air defense capabilities are degrading as its air
force ages and the PLA’s air and missile capabilities improve.

Hong Kong

In 2010, efforts to transition elections for Hong Kong’s Legisla-
tive Council to universal suffrage, agreed to in the Joint Declara-
tion, were once again delayed, which was met with controversy
among Hong Kong’s democracy supporters. Also in 2010, the
freedom of the press in Hong Kong remains an ongoing struggle.

Hong Kong is facing a number of environmental problems due to
its proximity to the manufacturing hub of the Pearl River Delta.

Hong Kong’s economy has noticeably recovered from the 2009
downturn due to a targeted economic stimulus that focused on
small- and medium-sized enterprises.
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China’s Green Energy Policies and Efforts to Promote
Alternative Energy Sectors

China has taken significant steps to increase the use of cleaner
forms of energy as its leaders have realized that the country’s cur-
rent energy structure is directly affecting its economy and security.
Chinese leaders view the promotion of green energy and environ-
mental policies as a means to curb demand and increase energy se-
curity. In addition, Beijing hopes that promoting green technology
can help to mitigate the polluting effects of China’s increasing en-
ergy use and help to establish a new, internationally competitive,
green energy industry. Despite noteworthy accomplishments, Chi-
na’s green energy efforts are and have been hampered by problems
with enforcement as well as by increases in China’s incessant en-
ergy demands.

In order to promote green energy and increase China’s global
market share, China has added alternative and renewable tech-
nologies to its growing list of favored and subsidized industries.
China also intends to establish certain alternative energy indus-
tries as “national champions,” able to dominate domestic and ex-
port markets. To that end, China has made its own renewable en-
ergy market increasingly difficult for foreign companies to enter
and to compete against Chinese firms. As a result of China’s com-
prehensive programs of subsidies and domestic market protections,
many U.S. companies are at a strategic disadvantage in the global
alternative and renewable energy markets.

Conclusions

China’s Environmental and Green Energy Policies

e China has devoted a significant amount of money and has devel-
oped legislation in an effort to find alternative sources for en-
ergy, improve energy efficiency, protect the environment in the
country, and build sectors of its economy.

e Despite progress in reducing pollutants and increasing green en-
ergy over the short term, significant problems such as lack of
compliance at the local level and China’s economic development
plans may make it harder to sustain this progress over the long
term.

e China’s domestic legislation on green energy has been more sub-
stantive than its commitments in international climate change
negotiations. Despite the fact that China believes it is in its do-
mestic interest to curb energy inefficiency and carbon emissions,
Beijing is reluctant to be held accountable for reductions on the
international stage.

e The United States and China share many similar challenges in
their quest for green energy and could have much to gain from
cooperation on these issues.
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U.S. and Chinese Efforts to Promote Alternative Energy Manufac-
turing

e China is developing a leading wind turbine and solar panel man-
ufacturing sector. These sectors are intended to become the domi-
nant world suppliers while serving China’s growing domestic
market.

e China has set ambitious goals for the level of solar, wind, and
nuclear power generation through its Renewable Energy Law
and 11th Five Year Plan. This effort includes a substantial re-
newable portfolio standard, requiring that China’s power supply
further diversify by 2020 to emphasize noncoal and nonnuclear
power sources.

e China has a well-developed, long-term strategy for investment in
the green technology manufacturing sector, which gives it a com-
petitive advantage.

e Ohio is one of 30 states that have adopted renewable portfolio
standards designed to spur the deployment of renewable energy
projects.

China and the Internet

The Chinese government continues to maintain a sophisticated
Internet filtering system to restrict freedom of speech. Beyond fil-
tering, the Chinese government has increasingly sought to direct
public discussion over the Internet. Beijing outsources much of its
censorship activities to the private sector. Moreover, the penetra-
tion of Google’s computer network this year has renewed concerns
about the Chinese government’s tolerance or possible sponsorship
of malicious computer activity.

Conclusions

China’s Domestic Internet Censorship Practices

e Chinese authorities have managed skillfully to balance their per-
ceived need to limit speech on the Internet with the Chinese
public’s need to feel a part of an ongoing and participatory dis-
course about the country’s social conditions. The Chinese govern-
ment has used all available means to bind the content and scope
of this conversation. At the same time, the government has been
selectively responsive and has attempted to remediate some of
the nation’s most serious irritants in order for the Chinese Com-
munist Party to maintain power. This confluence of conditions
might be termed “network authoritarianism.”

e China’s leadership views information and communications tech-
nologies as presenting opportunities for economic development
and enabling the distribution of propaganda at home and abroad
in support of Chinese Communist Party interests. Conversely,
the Chinese government views these technologies as a threat to
regime stability and the Party’s ability to control the flow of in-
formation and freedom of expression.
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Beijing continues to institutionalize and promote strict Internet
governance through numerous laws and regulations as well as
rigorous oversight and enforcement from government organiza-
tions. Chinese authorities also influence and guide the nature
and tone of discussions online.

The Chinese government outsources much of its censorship ac-
tivities to the private sector. The popular search engine Baidu
serves as a useful case study of this dynamic. The firm, estab-
lished in part with the help of U.S. capital, plays a key role in
China’s censorship regime. With Google’s smaller presence in
China, Baidu and its American investors stand to reap greater
profits.

China’s Internet censorship activities have broad implications for
the United States. Impeded information flows are destabilizing,
particularly in the context of a crisis. Moreover, censorship in
some respects is actually a barrier to trade, thereby undermining
U.S. businesses’ ability to operate in China.

External Implications of China’s Internet-related Activities

China’s government, the Chinese Communist Party, and Chinese
individuals and organizations continue to hack into American
computer systems and networks as well as those of foreign enti-
ties and governments. The methods used during these activities
are generally more sophisticated than techniques used in pre-
vious exploitations. Those responsible for these acts increasingly
leverage social networking tools as well as malicious software
tied to the criminal underground.

Recent high-profile, China-based computer exploitations continue
to suggest some level of state support. Indicators include the
massive scale of these exploitations and the extensive intel-
ligence and reconnaissance components.

In 2010, China’s “Great Firewall” affected select U.S. Internet
users, and a state-owned Chinese Internet Service Provider “hi-
jacked,” or inappropriately gained access to, select U.S. Internet
traffic. Other nations were also affected in these incidents.

Chinese authorities are tightening restrictions on foreign high-
technology firms’ ability to operate in China. Firms that fail to
comply with the new regulations may be prohibited from doing
business in Chinese markets. Firms that choose to comply may
risk exposing their security measures or even their intellectual
property to Chinese competitors.

Information Control

The Chinese government uses various tools to control access to

information beyond Internet censorship. China’s state and trade se-
crets legal and regulatory framework raises questions about foreign
firms’ ability to operate safely in China, specifically the potential
for flexible and arbitrary enforcement of state secrets-related laws.
Another major concern is the lack of information about China dis-
closed by Chinese companies that seek to raise capital in U.S. mar-
kets.
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Conclusions

The Chinese government refined its state and trade secrets re-
gime in 2010. This effort yielded some clarifications, but several
laws and regulations still contain broad language that allows for
ambiguous interpretation and arbitrary enforcement. In recent
years, Chinese authorities have enforced these provisions on U.S.
citizens doing business in China.

For U.S.-listed Chinese firms, China’s state secrets laws could
conceivably conflict with U.S. disclosure requirements. If the
firms defer to the Chinese laws, U.S. investments could be at in-
creased risk.

Official filings from U.S.-listed Chinese companies may not ade-
quately disclose material information that relates specifically to
China, such as the pervasiveness of Chinese Communist Party
influence in the day-to-day operations of state-owned enterprises
and their subsidiaries.

THE COMMISSION’S KEY RECOMMENDATIONS

The Commission believes that ten of its 45 recommendations to

Congress are of particular significance. These are presented below
in the order in which they appear in the Report. The complete list
of 45 recommendations appears at the Report’s conclusion on page
271.

The Commission recommends that Congress urge the adminis-
tration to respond to China’s currency undervaluation by

a. Working with U.S. trading partners to bring to bear on China
the enforcement provisions of all relevant international insti-
tutions; and

b. Using the unilateral tools available to the U.S. government to
encourage China to help correct global imbalances and to shift
its economy to more consumption-driven growth.

The Commission recommends that Congress examine the efficacy
of the tools available to the U.S. government to address market
access-limiting practices by China not covered by its WTO obliga-
tions, and, as necessary, develop new tools.

The Commission recommends that Congress direct the Depart-
ment of the Treasury to fully account for all sales of U.S. govern-
ment debt to foreign governments and holdings of U.S. govern-
ment debt by foreign governments.

The Commission recommends that Congress require the Depart-
ment of Defense, as part of the appropriate Combatant Com-
mander’s annual posture statement to Congress, to report on the
adequacy of the U.S. military’s capacity to withstand a Chinese
air and missile assault on regional bases, as well as a list of con-
crete steps required to further strengthen their bases’ capacity to
survive such an assault and continue or resume operation.
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The Commission recommends that Congress assess the adequacy
of resources available to Department of Defense programs that
seek to counter China’s antiaccess capabilities. Key programs in-
clude long-range strike platforms, electronic warfare systems,
and advanced air-to-air platforms and weapons, such as fifth
generation fighters and air-to-air missiles.

The Commission recommends that Congress direct the Depart-
ment of Defense to address the issue of Taiwan’s air defense ca-
pabilities, to include a more detailed net assessment of Taiwan’s
needs vis-a-vis China’s growing military air and missile capabili-
ties and an assessment of the impact that further deterioration
in Taiwan’s air defense capabilities could have on U.S. forces in
the event of U.S. involvement in a cross-Strait scenario.

The Commission recommends that Congress reauthorize the
U.S.-Hong Kong Policy Act of 1992, which expired in 2007.

The Commission recommends that if the United States is to com-
pete successfully in green technology manufacturing, Congress
should examine domestic programs available to U.S. producers to
ensure that these policies are an adequate response to China’s
strategic promotion of the green technology sector.

The Commission recommends that Congress request that the ad-
ministration periodically issue a single report about the volume
and seriousness of exploitations and attacks targeting the infor-
mation systems of all federal agencies that handle sensitive in-
formation related to diplomatic, intelligence, military, and eco-
nomic issues. To the extent feasible, these reports should indicate
points of origin for this malicious activity and planned measures
to mitigate and prevent future exploitations and attacks.

The Commission recommends that Congress direct the Securities
and Exchange Commission to require that disclosure documents
filed by companies seeking to list on the U.S. exchanges identify
the Chinese Communist Party affiliation of board members and
senior corporate officials.



INTRODUCTION

In 2010, the Government of the People’s Republic of China ap-
peared to be returning to a previous era, abandoning a path that
once seemed intended to lead China to a more open economy, a bet-
ter relationship with its neighbors, and a cautious but positive
leadership role in world affairs. Following the 2007-2009 global fi-
nancial crisis, while much of the world continued to struggle, Chi-
na’s economy quickly returned to its previous trajectory of double-
digit growth fueled by an export-led strategy. With this strategy,
China’s leadership seemed determined to capitalize on its advan-
tages, even at the expense of its neighbors and major trading part-
ners. Furthermore, over the past year, China has increased its
assertiveness when interacting with its neighbors, especially in re-
gard to its maritime territorial disputes in the East and South
China Seas. Finally, China continues to develop its military capa-
bilities, some of which appear directly targeted at the U.S. military.

To China’s leaders, the global economic crisis justified stronger
government controls over the economy, slowing privatization and
supporting the creation of state-owned and state-controlled “na-
tional champions.” This is particularly evident in the emerging
alternative energy sectors. China has provided its solar and wind
industries with government subsidies while erecting protectionist
trade barriers to keep out American and European suppliers. Of
greater concern are restrictions China recently announced on the
export of rare earth minerals. These restrictions will likely impact
U.S. and European manufacturers of advanced electronics, power-
ful batteries used for low-emission cars, and precision-guided weap-
ons. Beijing’s move is certain to put foreign competitors in ad-
vanced technology products at a disadvantage, requiring them to
either produce in China or pay more for a dwindling global supply
of the scarce electronics components.

Rather than opening government procurement contracts to im-
ported goods, as Chinese officials said they would “as soon as pos-
sible” when China joined the World Trade Organization (WTO) in
2001, China in 2010 prepared to implement a policy favoring “in-
digenous innovation” over imported goods. This exclusionary policy
would continue to give Chinese manufacturers a preference in gov-
ernment contracting unless foreign companies were willing to reg-
ister and disclose sensitive technological information. This require-
ment has alarmed U.S. manufacturers, who view China’s intel-
lectual property controls as weak. Meanwhile, China continues to
exclude the state-owned commercial sector from coverage by the
World Trade Organization’s Government Procurement Agreement,
which it has thus far not signed.

Since China joined the WTO, the United States has experienced
massive annual trade deficits with China that cumulatively
amount to $1.76 trillion. China has adopted policies to encourage

(13)
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foreign companies to transfer production, technology, and research
and development to China in return for access to its market. Many
have done so. The resultant unbalanced nature of the trade and
economic relationship between the United States and China has
helped give China the financial resources and new technological ca-
pabilities that have enabled it to strengthen and grow its economic,
military, and political power.

A key example of this trend is China’s aviation manufacturing
industry. China is developing two types of commercial aircraft in-
tended to compete with foreign aviation manufacturers. Although
these projects could benefit the U.S. aviation manufacturing indus-
try by increasing aviation-related exports to China in the near
term, over time policies implemented by Beijing could undermine
U.S. competiveness. In return for current market access, foreign
aviation manufacturers are providing China with technology off-
sets, important to its domestic industry’s growth. The government
is also providing Chinese state-owned aviation manufacturing firms
with financial support, and ensuring dedicated markets by creating
state-owned airline companies that are required to purchase only
domestically produced aircraft. Moreover, Beijing is exploiting ad-
vances derived from cooperation between Chinese and foreign avia-
tion manufacturing firms to promote the development of China’s
military aviation sector.

An additional economic issue of serious concern is China’s man-
agement of its currency. In July 2008 in response to the global fi-
nancial crisis, China halted the appreciation of its currency, the
renminbi (RMB). Under considerable pressure from its trading
partners, on June 19, 2010, China announced that the RMB would
be allowed to fluctuate on intraday trades. But the supposed re-
form failed to meet global expectations. China still dictates the
value of the RMB relative to the dollar on each trading day, and,
according to the International Monetary Fund, the RMB remains
“substantially undervalued.” As of October 13, the RMB had only
appreciated by 2.3 percent, far below the estimated undervalua-
tion of 20 to 40 percent. The International Monetary Fund and the
Group of Twenty nations (G—20) members have attempted to per-
suade China to allow its currency to reflect a market price but elic-
ited only refusals from China’s top leaders. Chinese Premier Wen
Jiabao turned aside appeals, warning in October that “if the [RMB]
is not stable, it will bring disaster to China and the world.” In ad-
dition, there is little evidence that consumption is constituting a
greater share of the Chinese economy.

While regressing on its economic reforms, the Chinese govern-
ment has sought to tighten its control over its economy by extend-
ing laws protecting “state secrets.” Under the new rules, foreign
companies may be prosecuted for obtaining financial, investment,
managerial, and organizational information about state-owned com-
petitors. For example, an American geologist was sentenced in July
to eight years in prison for purchasing publicly available geologic
reports that Chinese authorities retroactively deemed to be state
secrets. The Chinese government also introduced other state se-
crets legislation that ratcheted up restrictions, and imposed obliga-
tions, on Internet service providers.
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Over the past year, China has also used other means to tighten
controls on the use of the Internet, restricting the access of its citi-
zens to the outside world in order to censor or influence news about
such sensitive issues as Tibet and the Dalai Lama; ethnic unrest
in Xinjiang Province; the Sichuan earthquake; and human rights
protests within China. China’s media almost entirely blocked news
and thoroughly censored Internet discussions about the 2010 Nobel
Peace Prize awarded to Liu Xiaobo, a prominent dissident active in
promoting political reform in China.

Cyber attacks emanating from China also continued over the
past year. In January, Google, Inc., reported that its servers had
been breached and a large amount of proprietary information sto-
len in an attack that appeared to originate within China. The same
operation targeted other U.S. companies in an effort to obtain intel-
lectual property through computer intrusions. Such efforts likely
operate with the tacit knowledge of the Chinese government and
may even involve full government support. Other developments in
2010 suggest increased opposition to foreign technology firms. For
example, Chinese authorities issued a series of new regulations de-
signed to promote domestic information technology suppliers while
undermining foreign competitors.

On the international stage, China has undermined the progress
it had made over the past decade in promoting its peaceful rise
with a renewed assertiveness in advancing its sovereignty claims
to large areas in the East and South China Seas. China’s claims
are disputed by Brunei, Japan, Malaysia, the Philippines, Taiwan,
and Vietnam. Early this summer, China labeled the South China
Sea a “core interest,” on par with its claims to Tibet and Taiwan.
Following the U.S.-South Korean announcement of joint naval ex-
ercises in the Yellow Sea and the Sea of Japan, held in response
to North Korea’s sinking of a South Korean naval vessel, Beijing
held military exercises in the Yellow and South China Seas. In
September, China retaliated against the Japanese detention of a
Chinese fishing boat captain by imposing an unofficial ban on rare
earth metal exports to Japan.

Beijing continues to modernize its military and develop an anti-
access strategy intended to deny the U.S. military the ability to op-
erate freely in the region in the event of a crisis with China. Key
components of China’s military modernization efforts include the
development of a modern offensive air force and the qualitative and
quantitative improvement of its conventional missile forces. In fur-
ther support of its anti-access strategy, China is in the final stages
of developing a ballistic missile capable of targeting U.S. aircraft
carriers up to 1,000 miles from China’s coast. Taken together, these
advances provide China with the ability to strike every U.S. base
in the region.

One area where China has shown clear progress is in its rela-
tions with Taiwan. Over the past year, political, diplomatic, and
economic ties between China and Taiwan continued to improve,
culminating in a major cross-Strait trade liberalization agreement.
These improvements have enhanced peace and stability in the re-
gion. Nevertheless, China still refuses to renounce the use of force
in the event of a crisis with Taiwan, and continues to bolster its
military forces opposite the island. In particular, China continues
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to increase the number of short-range ballistic missiles targeting
Taiwan in an attempt to deter the island from seeking de jure inde-
pendence.

These and other issues are discussed in this, the Commission’s
eighth Report to Congress. Congress gave the Commission the re-
sponsibility to advise it on economic and security policy toward
China. To complete its work in the past year, the Commission held
seven hearings in Washington, DC, and one field hearing in Toledo,
Ohio. In support of its research, Commissioners visited Vietnam
and Taiwan and the Chinese cities of Beijing, Baoding, Tianjin, and
Hong Kong. The Commission also contracted independent research
on topics the Commissioners viewed as important to U.S. policy to-
ward China, which can be found in Appendix IV. This year, Com-
missioners attended a series of classified briefings at the U.S. Air
Force’s National Air and Space Intelligence Center and will submit
a separate classified Report to Congress.



CHAPTER 1

THE U.S.-CHINA TRADE
AND ECONOMIC RELATIONSHIP

SECTION 1: THE U.S.-CHINA TRADE AND
ECONOMIC RELATIONSHIP’S CURRENT STATUS
AND SIGNIFICANT CHANGES DURING 2010

Introduction

After three decades of growth averaging nearly 10 percent a
year, China passed Japan in the first half of 2010 to become the
world’s second-largest economy, after the United States.! Although
the gap between China’s $5 trillion economy and the nearly $15
trillion economy of the United States remains very large, China’s
advancement is remarkable for a country whose gross domestic
product (GDP) was just half as much five years ago. China’s per
capita income has increased from $930 in 2000 to $3,600 in 2009.2
China is America’s biggest trading partner in the Asia-Pacific re-
gion and its second-largest trading partner overall, after Canada.3

While the United States and the European Union (EU) are strug-
gling in the wake of the global financial crisis, China has continued
to grow: In the first quarter of 2010, China posted growth of 11.9
percent at an annualized rate.# Although growth has been moder-
ating since (10.3 percent in the second quarter at an annualized
rate), China’s economy is forecast to expand about 10 percent in
2010—continuing a remarkable, three-decade streak of double-digit
growth on average. As the holder of the world’s largest stock of for-
eign exchange reserves ($2.65 trillion as of October 2010),5 Beijing
also questioned the role of the U.S. dollar as the global reserve cur-
rency and has led the drive for greater representation on global
bodies, such as the International Monetary Fund (IMF) and the
World Bank.6 China’s leaders have grown more confident on the
international stage and have begun to assert greater influence in
Asia, Africa, and Latin America with special trade agreements and
multibillion dollar resource deals.”

Earlier this year, Beijing pointed to a series of smaller monthly
trade surpluses, and even a highly unusual global trade deficit in
March, as evidence that the Chinese economy was already rebal-
ancing and was much less dependent on exports. However, more
recent figures suggest that the global trade surplus in the second
half of 2010 is likely to be much larger than in 2009. In July 2010,
for example, China’s overall trade surplus jumped to its highest
level since January 2009 ($28.7 billion, a 170 percent increase
year-on-year), reinforcing criticism that the country’s currency re-
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mains substantially undervalued. China’s economic growth remains
reliant on expanding exports and investment.

In order to achieve a more balanced economy, China would need
to shift its policies to encourage greater domestic consumption. But
there is little evidence that such a shift is taking place; in fact,
China’s consumption as a share of GDP has fallen from 46 percent
in 2000 to below 36 percent in 2009.8 In contrast, personal con-
sumption in the United States has hovered around 70 percent of
GDP for the last decade.? China’s government consistently favors
policies, such as currency undervaluation and favoritism toward in-
digenous innovation and production, that promote its exporting in-
dustries to the detriment of its trading partners. China’s Com-
munist Party leadership sees its legitimacy and political monopoly
as inextricably linked with the economy’s good performance and
full employment.1© The party and the government are therefore re-
luctant to risk China’s historically high growth rate with policies
meant to encourage consumption instead of the export and invest-
ment growth model that has proven so successful over time.11

Chinese policymakers also continue to worry about the impact
any policy change may have on “social stability.” In a speech to top
EU officials in Brussels, Chinese Premier Wen Jiabao said that if
the renminbi (RMB) “is not stable, it will bring disaster to China
and the world. If we increase the [RMB] by 20% or 40% ... many
of our factories will shut down and society will be in turmoil.” 12
Communist Party leaders are particularly concerned about the 100
million to 200 million migrant workers from rural areas who de-
pend upon the entry-level manufacturing jobs in China’s factories,
many of which produce goods for export. For example, in an earlier
speech, Premier Wen warned that “[w]e cannot imagine how many
Chinese factories will go bankrupt, how many Chinese workers will
lose their jobs, and how many migrant workers will return to the
countryside” should China acquiesce to demands for an RMB gain.
“China would suffer major social upheaval,” he said.13

The U.S.-China Trade Relationship

For the first eight months of 2010, China’s goods exports to the
United States were $229.2 billion, while U.S. goods exports to
China were $55.8 billion, with the U.S. trade deficit in goods at
$173.4 billion, an increase of 20.6 percent over the same period in
2009 ($143.8 billion).

Table 1: U.S.-China Trade in Goods ($ billion), 2000-2009

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

U.S. Exports $16.3| $19.2| $22.1| $28.4| $34.7| $41.8| $55.2| $65.2| $69.7 | $69.5
U.S. Imports 100.0| 102.3| 125.2| 152.4| 196.7| 243.5| 287.8| 321.5| 337.8 | 296.4
Balance -83.7| -83.1(-103.1|-124.1|-162.1|-201.6|-232.5|-256.3 | -268.04 | -226.9

Source: Bureau of Economic Analysis, U.S. International Transactions Accounts Data: China
(Washington, DC: U.S. Department of Commerce, June 17, 2010).

As the global recession reduced U.S. demand for imports, the
U.S. trade deficit with the world and with China declined in 2009.
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However, the relative portion of China’s share of the U.S. global
trade deficit actually grew. In August 2010, the U.S. trade deficit
with China ($28 billion) hit its highest level on record.14 The deficit
in goods with China is by far the largest among U.S. trading part-
ners, 45 percent of the total in 2009 and 41.5 percent of the total
for the first eight months of 2010.15

Figure 1: U.S.-China Trade Balance (Quarterly), 2000-2010
(through 2010 QII)
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Source: Bureau of Economic Analysis, U.S. International Transactions Accounts Data: China
(Washington, DC: U.S. Department of Commerce, September 16, 2010).

The U.S. global manufactured goods deficit fell from $466 billion
in 2008 to $319 billion in 2009, a decline of 45.9 percent.'® How-
ever, China’s share of the U.S. manufactured goods trade deficit
jumped from 59.8 percent ($278.9 billion) in 2008 to 75.2 percent
($240.2 billion) in 2009. According to Chinese statistics, in 2009,
foreign-invested companies in China accounted for 56 percent ($672
billion) of Chinese global exports ($1.2 trillion).17 The U.S. trade
balance with China in advanced technology products (ATP)18 has
also deteriorated: the bilateral U.S. trade deficit in advanced tech-
nology products has soared from $6.1 billion in 2001 to $72.5 billion
in 2009.19 In the first half of 2010, the United States exported $10
billion in ATP to China and imported $51.9 billion, for a six-month
deficit of $41.6 billion.2° The United States has an overall global
trade deficit in ATP: $56.2 billion in 2009, and $38.9 billion for the
first seven months of 2010.21

Frustration with Chinese Policies Increases

The Chinese government’s relations with foreign investors in
China appear to be going through a profound change since Beijing
announced its indigenous innovation policy, which explicitly favors
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domestic companies over foreign firms, particularly in government
procurement. The American Chamber of Commerce in China re-
ported in its 2010 annual survey that 31 percent of over 300 mem-
ber companies polled (up from 28 percent in the 2009 annual sur-
vey) said their ability to participate and compete in China’s market
was impeded by discriminatory government policies and incon-
sistent legal treatment.22 This issue has emerged as the top chal-
lenge to Chamber members in 2010. Furthermore, even before the
full implementation of China’s indigenous innovation policy, 37 per-
cent of high-tech and information technology companies reported
that they were losing sales as a result of policies already in effect,
while 57 percent reported that they expected to lose business.23
The Chamber said Beijing was attempting to squeeze foreign tech-
nology companies out of the lucrative government procurement
market. “The AmCham-China survey shows that U.S. companies
believe they face product discrimination in state-owned enterprise
purchases, as well as in government procurement,” a statement ac-
companying the survey results said.24

The European Chamber of Commerce in China reported similar
complaints. An annual survey of 500 European businesses invested
in China found that 36 percent believe Chinese government policies
have become less fair in the past two years, pointing to selective
enforcement of laws and regulations, poor protection of intellectual
property, and the lack of market access for foreign companies.25 In
a strongly worded position paper for 2010-2011, the European
Chamber of Commerce said foreign companies are losing market
share in China across a broad range of industries because of dis-
criminatory treatment by the government and regulators.26 The
Chamber president accused China of a “growing willingness and
tendency to exclude foreign businesses from the Chinese mar-
ket.”27

In fact, some businesses have publicly declared that they gradu-
ally are being squeezed out of the Chinese market by government
policies that first demand technology transfer in exchange for mar-
ket access and then favor domestic companies.28 In previous years,
representatives of U.S. business made similar complaints to the
members of the U.S.-China Commission only in private. In a Janu-
ary 2010 letter to senior Obama Administration officials, the heads
of 19 U.S. business and industry associations cautioned against
“[slystematic efforts by China to develop policies that build their
domestic enterprises at the expense of U.S. firms and U.S. intellec-
tual property.”2 In July 2010, two of Germany’s most prominent
industrialists attacked the business and investment climate in
China during a meeting with Chinese Premier Wen Jiabao. Jiirgen
Hambrecht, chairman of BASF, complained of foreign companies
facing the “forced disclosure of know-how” in order to do business
in China. “That does not exactly correspond to our views of a part-
nership,” he said.30 In addition, Peter Loscher, chief executive offi-
cer of Siemens, said foreign companies operating in China “expect
to find equal conditions in the fields of public tenders,” referring to
China’s controversial procurement practices, and called on Beijing
rapidly to remove trade and investment restrictions in sectors such
as automobiles and financial services.31
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Although Premier Wen insisted that China remains open to for-
eign investment and does not discriminate against foreign compa-
nies, the perception is growing among foreign businesses that after
30 years of market reforms, they are no longer welcome in China
once their technology has been siphoned off.32

Changes in China’s Exchange Rate Regime

China’s manipulation of its currency remains one of the most
intransigent issues in the U.S.-China trade relationship. China’s
deliberately undervalued RMB has unfairly conferred substantial
economic advantages on China to the detriment of major trading
partners, principally the United States and Europe. China’s under-
valued RMB makes China’s exports cheaper and imports more ex-
pensive, and it encourages foreign direct investment into China, re-
ss,ulting in the loss of investment and jobs in Europe and the United

tates.

China’s Foreign Exchange Controls

The People’s Bank of China has maintained its strict control of
the value of the RMB through several means. The government
requires Chinese exporters and ordinary citizens to trade their
dollar and other foreign exchange earnings for RMB through the
system of state-owned banks. This keeps dollars in the hands of
the government and prevents dollars from being used by the peo-
ple for purchases of imported goods or services or for invest-
ments in the United States. It also makes it easier for the gov-
ernment to set a specific RMB-dollar exchange rate each day
without having to worry about a secondary, grey market for dol-
lars. Consequently, the exchange rate between the RMB and the
dollar has stayed within a narrow trading band determined by
Beijing, despite an announcement in July 2005 that the RMB’s
value would become “adjustable, based on market supply and de-
mand with reference to exchange rate movements of currencies
in a basket” of currencies.33 The foreign currency gathered from
the exporters is then collected by the State Administration of
Foreign Exchange, with most invested in U.S. government debt.
(For an in-depth analysis of China’s holdings of U.S. debt, see
chap. 1, sec. 2, of this Report.)

In August 2010, the State Administration of Foreign Exchange
announced a one-year trial program, due to launch in October
2010, which will allow select exporters to keep some of their for-
eign currency earnings offshore. The program is very limited,
with only 60 exporters in Beijing and the provinces of Guang-
dong, Shandong, and Jiangsu allowed to retain a designated
fraction of their foreign exchange earnings overseas instead of
surrendering all of them to the State Administration of Foreign
Exchange.34

Between July 2005 and the summer of 2008, the RMB appre-
ciated by about 20 percent. However, in July 2008, as the effects
of the global economic crisis became apparent, to safeguard China’s
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export advantage, Beijing stopped the appreciation of the RMB and
returned to an effective peg at around 6.83 to the dollar (see figure
2).

As the global economic crisis has continued, China has become
the target of ever-sharper criticism that its currency policies are
causing widespread harm. U.S. Federal Reserve Chairman Ben
Bernanke, answering questions at a Senate Banking Committee
hearing, said Chinese currency effectively subsidizes China’s ex-
ports.35 C. Fred Bergsten, president of the Peterson Institute of
International Economics, has called RMB undervaluation “a bla-
tant form of protectionism ... which subsidizes all Chinese exports
25 to 40 percent [and] places the equivalent of a 25 to 40 percent
tariff on all Chinese imports.”36 Developing countries have joined
the chorus of opposition to the RMB’s undervaluation. Central
bank governors of India and Brazil backed a stronger RMB during
the June 26-27, 2010, Group of 20 nations (G-20) Summit in To-
ronto, Canada.37

China, meanwhile, denies that its exchange rate practices are to
blame for the economic woes of its trade partners. In his annual
news conference, Chinese Premier Wen said, “First of all, I do not
think the [RMB] is undervalued,” adding that China is “opposed to
countries pointing fingers at each other or taking strong measures
to force other countries to appreciate their currencies.”38 At the
same conference, in a reference to President Obama’s goal to dou-
ble U.S. exports over five years, Premier Wen said that while he
could understand the desire of some countries “to increase their
share of exports,” he could not understand “the practice of depre-
ciating one’s own currency and attempting to press other countries
to appreciate their own currencies solely for the purpose of increas-
ing one’s own exports.” He added, “This kind of practice, I think,
is a kind of trade protectionism.” 39
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Figure 2: China’s RMB against the U.S. Dollar Exchange Rate, 2005-2010
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On June 19, 2010, a week ahead of the G-20 meeting in Toronto,
China’s central bank issued a brief statement that promised more
flexibility in its currency while maintaining “the RMB exchange
rate basically stable.”40 The announcement did not list any specific
measures, but it was widely interpreted as meaning that China
would let the RMB resume a gradual appreciation against the U.S.
dollar for the first time since being repegged in 2008.

The move was widely praised by global leaders. Dominique
Strauss-Kahn, the managing director of the International Monetary
Fund (IMF), welcomed the news, saying a stronger Chinese cur-
rency “will help increase Chinese household income and provide
the incentives necessary to reorient investment toward industries
that serve the Chinese consumer.” 41 U.S. Treasury Secretary Tim-
othy Geithner said the United States welcomed “China’s decision to
increase the flexibility of its exchange rate” but promised to “watch
closely” how much the RMB is allowed to appreciate.42 President
Obama responded that the “proof of the pudding is going to be in
the eating.”43 So far, the global community’s expectations for a sig-
nificant RMB adjustment have not been borne out.

Although it was welcomed by global leaders, Beijing’s June 19
announcement lacks any particulars on timing and mechanisms
and is filled with contradictions. Beijing promises to reference “a
basket of currencies” in determining the value of the RMB but does
not identify the composition of the basket. The assertion that the
People’s Bank of China will “enhance the RMB exchange rate flexi-
bility” is then followed by a promise to “maintain the RMB ex-
change rate basically stable.” The new policy also specifically re-
jects the idea of widening the bands in which the RMB trades (cur-
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rently £0.5 percent per day), which is the litmus test of a move to

a market-based exchange rate.4* Instead, Beijing has reverted to

its previous policy of each day setting a new value (i.e., a reference

rate) that does not necessarily match the closing price of the pre-

gioug 4glay and then allowing some daily fluctuations within the
and.

Despite the Chinese government’s minimal actions to revalue the
RMB since the announcement, the Obama Administration declined
to label China a currency manipulator in the Treasury’s semi-
annual report to Congress on exchange rates (due on April 15,
2010, but delayed until July 8).46 The report instead said that the
RMB “remains undervalued” but called China’s policy shift on the
exchange rate “a significant development.” 47

The IMF produced a weak assessment of the Chinese currency
that also avoided a judgment that China had deliberately under-
valued the currency in order to gain an export advantage. The
IMF’s 2010 Article IV Consultations report on China * showed that
the IMF staff concluded that the RMB “remains substantially
below the level that is consistent with medium-term fundamentals”
but went no farther in assessing China’s goals in devaluing its cur-
rency.*® The IMF’s executive board was divided on the issue. Sev-
eral directors agreed that the exchange rate is undervalued. How-
ever, a number of others disagreed with the staff's assessment of
the level of the exchange rate, noting that “it is based on uncertain
forecasts of the current account surplus,” according to the IMF pub-
lic information notice.#® The disagreement among the board re-
duced the pressure on China to further revalue the RMB. Regard-
less, the IMF’s tools to intervene in the currency debate are lim-
ited.59 China is one of the IMF’s bigger shareholder countries.51

Since the June 19 announcement, the RMB has appreciated by
2.3 percent (as of October 13, 2010).52 The U.S. trade deficit with
China in August 2010 hit its highest level on record, spurring Con-
gressional pressure on Beijing to accelerate the appreciation of the
currency. Eleven U.S. Senators wrote a letter to President Obama
on August 4, 2010, urging the administration to take tougher
measures to address “unfairly subsidized exports” by countries
such as China.53

Responding to mounting international criticism of the insignifi-
cant appreciation of the RMB, China has defended its go-slow pol-
icy. “The [RMB] doesn’t have a key role to play in rebalancing bi-
lateral trade between the U.S. and China,” Hu Xiaolian, a deputy
governor of the People’s Bank of China, said in an interview with
the Wall Street Journal. “I don’t think excessive argument and crit-
icism on this issue will help.” 54

On September 29, 2010, the U.S. House of Representatives
passed by a vote of 348 to 79 legislation that would allow the Com-
merce Department to penalize Chinese currency undervaluation.55

*Under Article IV of the IMF’s Articles of Agreement, the IMF holds bilateral discussions
with members, usually every year. A staff team visits the country, collects economic and finan-
cial information, and discusses with officials the country’s economic developments and policies.
On return to headquarters, the staff prepares a report, which forms the basis for discussion by
the executive board. At the conclusion of the discussion, the managing director, as chairman of
the board, summarizes the views of executive directors, and this summary is transmitted to the
country’s authorities. IMF, “Article IV—Obligations Regarding Exchange Arrangements,” Arti-
cles of Agreement of the International Monetary Fund (Washington, DC). http://lwww.imf.org/
external/pubs/ftiaa/aa04.htm.
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The Currency Reform for Fair Trade Act (H.R. 2378) would allow
the administration to use estimates of currency undervaluation to
calculate countervailing duties on imports from China and other
countries whose currencies are undervalued.’¢ The U.S. Senate is
also considering currency legislation.57

Further Developments in the RMB Internationalization

Several advantages accrue to a country that conducts trade and
settles accounts in its own currency. Due to the global use of the
dollar as a reserve currency, the United States, for example, can
borrow in dollars (through the sale of dollar-denominated U.S. gov-
ernment bonds) without fear that a fall in the dollar’s value will
increase U.S. debt. The United States also can trade in dollars in
the international markets. China aspires to these benefits. In a re-
cent essay, People’s Bank of China Deputy Governor Hu Xiaolian
wrote that “wider use of the [RMB] in foreign trade and investment
can help importers and exporters control costs and reduce ex-
change-rate risks.” 58

Transforming the RMB into an international, or at least regional,
reserve currency, thus challenging the dominance of the U.S. dollar,
may take years. But China is slowly introducing policy changes and
reforms to move in that direction. Last year, Beijing signed cur-
rency swap agreements worth around 800 billion RMB (about $117
billion) with seven countries and regions.5? This year, China fol-
lowed with more steps in that direction, including a currency swap
deal with Iceland, worth more than $500 million, and RMB ex-
changes with the Malaysian ringgit.6° To date, less than a hundredth
of a percent of China’s international trade is conducted with RMB.61

In June 2010, China’s State Council approved a plan to expand
the RMB trade settlement program to 20 provinces and municipali-
ties.2 The RMB-settlement program, started in July 2009, initially
allowed companies in Shanghai and the southern province of
Guangdong to use RMB instead of U.S. dollars when trading with
companies in Hong Kong, Macau, and Association of Southeast
Asian Nations (ASEAN) countries.

In July 2010, Chinese regulators lifted restrictions blocking the
free flow of RMB in Hong Kong. Any foreign company now can
open a RMB bank account in Hong Kong and exchange currency
for any purpose, while Hong Kong can create investment products
denominated in the Chinese currency. Restrictions on the type of
corporation that can be granted RMB loans or the type of loans
that can be extended have also been removed.63

On August 17, 2010, the People’s Bank of China said that to “en-
courage cross-border [RMB] trade settlement” and “broaden invest-
ment channels for [RMB] to flow back [to China]” it has launched
a pilot program that will allow some RMB held offshore to be in-
vested in China’s interbank bond market, where most government
and corporate debt trades.64 Foreign financial institutions, includ-
ing central banks and overseas lenders, are currently only able to
invest the RMB they already hold onshore and are not allowed to
participate in the 19.5 trillion RMB ($2.87 trillion) interbank bond
market.65 This program may allow companies outside of China,
which are receiving payments in RMB but have few places to hold
the currency, to direct the funds back into the local bond market.%6
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A number of the world’s biggest banks—including Citigroup and
JPMorgan—have launched international “road shows” promoting
the use of the RMB instead of the U.S. dollar for trade deals with
China. HSBC and Standard Chartered, for example, are offering
discounted transaction fees and other financial incentives to com-
panies that choose to settle trade in the RMB.67 Moreover, Chinese
central bank officials accompanied Standard Chartered bankers on
a road show to Korea and Japan in June 2010.68 Taking advantage
of the new rules, McDonald’s became the first foreign nonfinancial
company to sell RMB-denominated bonds (though the amount was
quite small, 200 million RMB, or $29 million).6°

However, none of these pilot programs undertaken by China to
promote the use of the RMB is likely to have a significant imme-
diate effect on either the dollar or the RMB. Hu Xiaolian dampened
expectations of a substantial change, noting that less than 1 per-
cent of China’s trade is currently denominated in the RMB and
that the RMB “has a long distance to go before it can become an
international currency.” 9 Indeed, by the end of June 2010, about
$10 billion worth of China’s crossborder trade was denominated in
RMB, 0.004 percent of the country’s $2.8 trillion in total trade last
year.’l Many international companies remain reluctant to hold the
RMB because it has limited utility outside of China. However, by
far the biggest impediment to the RMB’s internationalization is the
Chinese government’s unwillingness to relax capital controls and
allow the RMB to react to the laws of supply and demand.

U.S.-China Bilateral Dialogues and Multilateral Engagement
The U.S.-China Strategic and Economic Dialogue

The United States and China have a variety of approaches, both
formal and informal, to resolve problems. The two countries raise
bilateral concerns through high-level government exchanges such
as the Strategic and Economic Dialogue (S&ED) and the Joint
Commission on Commerce and Trade, and the World Trade Organi-
zation’s (WTO) dispute settlement process (see chap. 1, sec. 3, for
a look at China’s WTO compliance).

Although more than 200 U.S. officials converged on Beijing for
the May 24-25 Strategic and Economic Dialogue, the United States
failed to secure any significant outcomes. The U.S. Treasury De-
partment issued a joint fact sheet summarizing major points of
agreement between the two countries, but it contained few spe-
cifics.”2 Following the talks, both sides claimed victories on China’s
exchange rate regime. U.S. Treasury Secretary Timothy Geithner
said the United States “welcome[d] the fact that China’s leaders
have recognized that reform of the exchange rate is an important
part of their broader reform agenda,” adding that it was “of course,
China’s choice.” 73 At the same time, Chinese Assistant Finance
Minister Zhu Guangyao said the United States “understands that
China will independently decide on the specific steps of its ex-
change rate reforms, based on its own interests, taking into ac-
count world economic conditions and China’s own development
trends.”* The next month, China made a currency policy an-
nouncement a week before the G—20 Summit.
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China’s policy of encouraging “indigenous innovation,” a facet of
China’s overall industrial policy, was another major topic of discus-
sion at the May 24-25 Strategic and Economic Dialogue. China and
the United States committed to innovation policies “consistent with
strong principles, including nondiscrimination, intellectual property
rights protection, market competition, and no government inter-
ference in technology transfer,” but this phrase directly contradicts
China’s promotion of “indigenous innovation.” For example, Under-
secretary of Commerce for International Trade Francisco Sanchez
said China did not agree to a U.S. request to suspend its indige-
nous innovation policy.”5 (For a detailed look at China’s indigenous
innovation policy, see chap. 1, sec. 3, of this Report. For a discus-
sion of China’s policies for promotion of its green technology sector,
see chap. 4, sec. 2, of this Report.)

The Group of 20 Summit in Toronto, Canada

Prior to the Group of 20 Summit in Toronto on June 26-27, 2010,
discontent over China’s currency, trade, and industrial policies had
been growing. In a letter to the rest of the G-20, leaders of Can-
ada, South Korea, the United Kingdom, the United States, and
France called for better cooperation to avoid future crises and a re-
turn to sustained growth and employment. They also stressed the
need “to ensure that our fiscal, monetary, foreign exchange, trade
and structural policies are collectively consistent with strong, sus-
tainable and balanced growth.” 76 Coming in the middle of a debate
about slow progress toward reducing trade imbalances, the letter
was interpreted as a veiled rebuke to China for backsliding on eco-
nomic agreements and continued RMB undervaluation.”’” In the
U.S. Congress, renewed calls were made and several bills were in-
troduced to address concerns about China’s currency policy.”8

Beijing responded to growing censure by saying that the G-20
meeting should not be used for “finger-pointing” or as a platform
to criticize China’s currency policy.”® A Foreign Ministry spokes-
person, for example, said that in China’s view, “it would be inap-
propriate to discuss the [RMB] exchange rate in the context of the
G-20 meeting.” 80 Tension was defused for the moment, however,
when, a week ahead of the G20 summit, China announced a
change in its currency policy (see the section on China’s exchange
rate regime, above).

Implications for the United States

The U.S. trade deficit with China poses unprecedented chal-
lenges to U.S. economic health and security. The openness of the
U.S. market, coupled with the lack of market access to China,
means that while Chinese exports have streamed into the United
States, the reverse movement of goods and services has not hap-
pened. At the same time, China required, first through law and
now through practice, technology transfer in exchange for market
access, which has led to a transfer of research and development fa-
cilities and technological know-how from the U.S. companies.5! In
recent years foreign companies have expressed the concern that
they are gradually being marginalized by Chinese government poli-
cies that favor domestic Chinese companies once technology has
been extracted. To the extent that foreign companies are able to
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gain access to the Chinese market, they do so under the conditions
set by the Chinese government, and they have repeatedly com-
plained of inconsistent rules and regulations, government procure-
ment biased toward local companies, and insufficient intellectual
property rights protection.

The U.S. trade deficit is a drag on the U.S. economy, which is
made especially acute when combined with the effects of the global
financial crisis. For example, in the second quarter of 2010, the
U.S. global trade deficit subtracted 3.5 percentage points from U.S.
GDP growth, which totaled just 1.7 percent at an annual rate.82
Without the drag from the global trade deficit, the U.S. economy
would have been growing at an annualized rate of more than 5 per-
cent in the quarter.83 China plays a major role in this problem: The
U.S. trade deficit in goods with China in the second quarter was
$67.8 billion, 40 percent of America’s overall trade deficit in goods
of $169.6 billion with the world.84

Several economists have attempted to quantify the jobs lost to
protracted trade deficits with China, although their conclusions
vary. C. Fred Bergsten, director of the Peterson Institute for Inter-
national Economics, estimated that if China were to eliminate its
currency misalignment:

that would reduce the U.S. global current account deficit
$100 billion to $150 billion. Every $1 billion of exports sup-
ports about 6,000 to 8,000 (mainly high-paying manufac-
turing) jobs in the United States. Hence, such a trade cor-
rection would generate an additional 600,000 to 1.2 million
jobs.85

Nobel Prize-winning economist Paul Krugman stated that China
follows a “mercantilist policy, keeping its trade surplus artificially
high,” which gives Chinese manufacturing “a large cost advantage
over its rivals, leading to huge trade surpluses.”®6 Dr. Krugman
wrote that his “back-of-the-envelope calculations suggest that for
the next couple of years Chinese mercantilism may end up reduc-
ing U.S. employment by around 1.4 million jobs.” 87

China’s management of its exchange rate regime is a major con-
tributing factor to the U.S. trade deficit with China. The under-
valuation of the RMB effectively subsidizes all Chinese exports and
places a de facto tariff on all Chinese imports and also incentivizes
U.S. companies to outsource production to China. Skeptics argue
that because the U.S. trade deficit with China did not improve
from 2005 to 2008 despite the rise in the RMB, appreciation of the
RMB is therefore not an effective remedy for the U.S. trade deficit.
However, this interpretation ignores several important consider-
ations. By undervaluing the RMB, the Chinese government sup-
pressed household wealth formation, curbing Chinese consumption
and pushing down the demand for imports. During 2005-2008, as
the RMB finally started appreciating, China counterbalanced the
appreciation by lowering real interest rates and expanding credit,
which “[decreased] household income faster than raising the [RMB]
[increased] it.” 88 In fact, during 2005-2008, consumption as a per-
centage of the overall economy dropped. There were other impor-
tant considerations at play. Although the 20 percent rise in the
RMB over three years was significant, China maintained its capital
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controls and refused to allow the currency to float freely, which
would have caused an even faster appreciation, given the bal-
looning trade surplus. In addition, currency movements are subject
to a time lag for the price of the currency to affect the deficit.8?

A research paper by William R. Cline, senior fellow at the Peter-
son Institute for International Economics, shows that the strength
of the RMB has a predictable effect on the bilateral trade balance
with the United States. According to Dr. Cline’s calculations, a 10
percent real effective appreciation of the RMB would lead to a re-
duction in the U.S. current account deficit of between $22 billion
and $63 billion per year, depending on whether China’s regional
trade partners (who frequently track China’s exchange rate moves)
follow China’s example.90

Conclusions

e For the first eight months of 2010, China’s goods exports to the
United States were $229.2 billion, while U.S. goods exports to
China were $55.8 billion, with the U.S. trade deficit in goods at
$173.4 billion, an increase of 20.6 percent over the same period
in 2009 ($143.8 billion). This constitutes a four-to-one ratio of
Chinese exports to its imports from the United States.

e The U.S. trade deficit with China is a major drag on the U.S.
economy. Despite the global financial crisis, China gained an
even greater share of the U.S. trade deficit, while the overall
U.S. trade deficit declined. The deficit in goods with China is by
far the largest among U.S. trading partners: 45 percent of the
total in 2009 and 41.5 percent of the total for the first eight
months of 2010.

e China’s government policies limit the ability of foreign companies
to obtain Chinese government procurement contracts and to
make sales to China’s state-owned enterprises, most recently
through China’s new “indigenous innovation” policy. Companies
in the United States and Europe have protested this discrimina-
tory treatment.

e Since June 19, 2010, the RMB appreciated by just 2.3 percent
against the dollar (as of October 2010). The RMB remains sub-
stantially undervalued against the dollar, which subsidizes Chi-
nese exporters to the detriment of U.S. domestic producers. Chi-
na’s undervalued currency also helps attract foreign companies to
locate production in China.

e China continues to pursue a long-term goal of making the RMB
a more international currency, starting with the introduction of
several policies designed to make trade and bond issuance in the
RMB easier, particularly among China’s Asian neighbors. Chi-
na’s reforms thus far have had little effect on the RMB’s use in
international trade.

e As in previous years, the United States engaged China at several
bilateral and multilateral negotiations, including the Strategic
and Economic Dialogue and meetings of the Group of 20, to ad-
dress China’s discriminatory trade policies, but again failed in
2010 to secure any significant agreements or Chinese policy
changes.



SECTION 2: THE IMPLICATIONS AND
REPERCUSSIONS OF CHINA’S
HOLDINGS OF U.S. DEBT

Introduction

Over the past decade, the U.S. government has been incurring a
rapidly rising national debt as the gap between tax collections and
spending has widened. The 46 percent increase in government debt
held by the public during this period was financed by the sale
through auction of ever-larger amounts of Treasury securities.* At
the same time, purchases of Treasury securities by foreign central
banks have increased while purchases by individuals have de-
creased.t Of the $7.5 trillion in publicly held U.S. Treasury securi-
ties at the end of March 2010, $3.9 trillion, or 52 percent, was held
by foreigners.®! The Chinese government, through its central bank,
has become the single largest foreign purchaser of U.S. government
debt to finance the federal government’s budget deficit. In July
2010, for example, China and Hong Kong together held $982 billion
of the outstanding, officially registered U.S. Treasury securities.
Thus, China accounted for a quarter of all the publicly held Treas-
uries owned by foreigners and about 12 percent of the overall pub-
licly held Treasury debt.92

China’s total purchase of U.S. government debt, including large-
scale purchases of the bonds of U.S. government-owned Fannie
Mae and Freddie Mac and unregistered purchases of Treasuries
through Caribbean tax havens and through the London currency
market, are estimated to be far larger, perhaps double the amount
of officially registered purchases.?3

The growing U.S. debt held by foreign governments, particularly
that of China, has raised “the fear that if foreigners suddenly de-
cided to stop holding U.S. Treasury securities or decided to diver-
sify their holdings, the dollar could plummet in value and interest
rates would rise,” as noted in a March 2010 report by the Congres-
sional Research Service. Others are concerned that “China’s accu-
mulation of hard currency assets will allow it to undertake activi-
ties in the foreign affairs and military realms that are not in the
U.S. interest.” 94 Typical of the concern that the United States is

*Debt held by the public increased from $5.7 trillion in January 2000 to $8.4 trillion in Au-
gust 2010. Source: U.S. Department of the Treasury, Monthly Statement of the Public Debt of
the United States (Washington, DC: U.S. Government Printing Office, August 31, 2010). Attp://
wwuw.treasurydirect.gov/govt/reports/pd/mspd/2010/opds072010.pdf.

T Debt held by the public consists of marketable U.S. Treasury bonds, bills, notes, and savings
bonds sold to individuals, corporations, state and local governments, and foreign governments.
These securities can be resold on the secondary market. By contrast, debt held as
“intragovernmental holdings” does not consist of marketable bonds. Such debt is owed by one
agency to another, principally to the Social Security and Medicare trust funds. The debt calcula-
tions within this Annual Report refer to the debt held by the public in the form of marketable
U.S. Treasury securities, as defined by the U.S. Department of the Treasury.

(30)
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increasingly beholden to China is this warning in the Wall Street
Journal: “At some point, the United States may have to bend its
policies before either an implicit or explicit Chinese threat to stop
the merry-go-round. Just this weekend, for example, the United
States angered China by agreeing to sell Taiwan $6.4 billion in
arms. At some point, will the United States face economic servitude
to China that would make such a policy decision impossible?” 95
While there has been considerable press coverage and public de-
bate raising this concern, there has been little analysis of the likeli-
hood of such a move. In fact, China is unlikely to choose to sell its
dollar holdings. There are no adequate substitutes in the inter-
national currency markets for the dollar, which is the world’s domi-
nant reserve currency. If China were to decide to sell its Treasury
securities, China would lose billions of dollars and also have to
abandon the very system that supports its export-led economy.

The Relationship between China’s Holdings of U.S. Debt and
Its Influence

There is anecdotal evidence that Chinese officials perceive that
China’s self-described role as “America’s banker” has granted the
Chinese government at least some leverage over Washington’s pol-
icy decisions. Some American officials may also have that percep-
tion. Witnesses at a February 25, 2010, hearing before the Commis-
sion warned that U.S. government leaders might falsely assume
that they are in a dramatically weakened position because of U.S.
debt held by China. U.S. government officials might be hesitant to
criticize China’s economic policies, human rights transgressions, or
aggressive acts toward Taiwan, for example, in the fear that the
Chinese government may stop buying U.S. debt instruments.

The danger is that misperceptions on both sides can lead to mis-
calculations by officials. In early 2009, as the administration sent
its first cabinet-level delegations to China, the United States
sought to downplay long-standing contentious issues and instead to
concentrate on areas of mutual interest, such as the economy. “You
had Secretary of State (Hillary) Clinton and then Secretary of the
Treasury (Timothy) Geithner almost pleading for China to buy U.S.
bonds,” said Commission witness and political scientist Daniel W.
Drezner of Tufts University. “So I think that might have sent an
errant signal to the Chinese,” he said.?¢

While in China in February 2009, Secretary Clinton did not raise
the human rights issue but did praise the Chinese government for
its willingness to continue to hold U.S. bonds. U.S. Treasury Sec-
retary Timothy Geithner also sought to reassure Chinese audiences
during his first trip to China in May 2009 that U.S. assets held by
China “are very safe.”

History has demonstrated that lending nations have sought to
use financial leverage to achieve foreign policy goals. After Britain
and France occupied the Suez Canal in 1956, the Eisenhower Ad-
ministration prevailed on Britain to give up the canal to United
Nations (UN) supervision in part by threatening to withhold fur-
ther purchases of British debt. Facing the collapse of the pound
sterling, Britain capitulated.®” “The lesson of Suez for the United
States today is clear: political might is often linked to financial
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might, and a debtor’s capacity to project military power hinges on
the support of its creditors,” wrote then Council on Foreign Rela-
tions economist Brad Setser in Sovereign Wealth and Sovereign
Power: the Strategic Consequences of American Indebtedness.?8 Rep-
resentative Frank R. Wolf, testifying before the Commission, also
noted the parallels between Great Britain in 1956 and the United
States in 2010. “Only this time, the U.S. is in a much more precar-
ious position,” Representative Wolf said. “Rather than operating
from a place of financial strength, we are increasingly at the mercy
of foreign lenders.” 99 Even America’s military strength may be at
risk if creditors cut lending, some believe. China’s financing of the
U.S. government “facilitates the U.S. role as the world’s hegemonic
leader,” according to Clyde Prestowitz, president of the Economic
Strategy Institute in Washington and a witness at the Commis-
sion’s February 25 hearing. Said Mr. Prestowitz:

No way would we be able to afford to maintain troops in
Afghanistan and Iraq and, indeed, ironically, patrol the
Western Pacific with the Seventh Fleet around China if it
weren’t for Chinese money. We wouldn’t be able to rebuild
New Orleans, or do lots of the other things that we do,
without Chinese money. So, in many respects, it facilitates
us, but, of course, it also has inevitably the burden of obli-
gation.100

Nevertheless, there is no economic justification for the view that
the United States is beholden to China for its lending, according to
testimony at the Commission’s February 25 hearing. As described
below, China’s purchases of U.S. Treasuries are part of China’s
overall industrial policy and its export-based economic strategy.
Far from aiding the United States, the Chinese policy, with its em-
phasis on running large trade surpluses, actually places the U.S.
economy at a disadvantage. China is simply acting in its own inter-
est when it seeks a return on its export-driven dollar earnings by
purchasing U.S. Treasuries. “China has two choices: buy U.S. bonds
or build a really big mattress,” said Derek Scissors, an economist
at the Heritage Foundation, who testified at the February 25 hear-
ing. “Those are the only two options for their money (dollars).” 101

There are other reasons for China to continue to buy U.S. Treas-
uries. For example, China’s dollar holdings are so large that only
the U.S. dollar bond market has the size and liquidity to absorb
such a large amount of currency. The People’s Bank of China holds
in dollar-denominated debt securities an estimated 70 percent of its
self-reported $2.65 trillion in foreign exchange reserves, or $1.85
trillion.192 Add dollar investments by China’s sovereign wealth
fund and its state-owned companies and other government
branches, and the total of dollar investments by the state sector ex-
ceeds $3 trillion, according to estimates by Dr. Drezner.

Any substantial sale of so much dollar-denominated debt would
reduce, at least temporarily, the dollar’s value on international
markets. As the dollar’s value fell, so too would the value of dollar-
denominated securities held by the Chinese government. “A deci-
sion by China to switch away from the dollar would lead to a dra-
matic fall in the value of its sizeable (dollar) portfolio of external
reserves,” Dr. Drezner told the Commission. He calculated that a
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10 percent drop in the value of China’s dollar holdings would result
in a loss of about $150 billion, roughly equal to 3 percent of China’s
gross domestic product (GDP).103

Figure 1: Major Foreign Holders of U.S. Treasury Securities
(December 2009) Total: $2.7 Trillion
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DC: 2009).

China’s Rationale for Buying U.S. Government Debt

The People’s Republic of China, along with Hong Kong, has offi-
cially reported about $1 trillion in holdings of U.S. Treasury securi-
ties, making China the U.S. government’s largest creditor nation.
But that does not reflect the entirety of Chinese government in-
vestment in U.S. government bonds. Some Chinese purchases are
made through brokers or other third parties and are therefore not
attributed to China in official U.S. statistics. The U.S. Treasury
Department keeps track of the location of Treasury bond sales but
not necessarily the ultimate owner.

The U.S. Treasury holdings are only a portion of the total Chi-
nese investment in U.S. securities, notes Simon Johnson, an econo-
mist at the Massachusetts Institute of Technology and former chief
economist at the International Monetary Fund (IMF).104¢ The offi-
cial accounting does not include U.S. Treasury securities purchased
by the Chinese government through dealers in London, where the
State Administration of Foreign Exchange, a subsidiary of the Peo-
ple’s Bank of China, maintains an office. Nor are China’s purchases
registered officially when they are made through other inter-
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national intermediaries in the Cayman Islands or the British Vir-
gin Islands or similar tax havens. Rather, they appear as pur-
chases by the particular tax haven. The official U.S. Treasury fig-
ures also do not include China’s holdings of Fannie Mae and
Freddie Mac bonds, despite the fact that both companies are now
U.S. government owned.*

China’s Treasury Purchases Are Strategic

Most of the purchases of U.S. dollar-denominated debt securities
were funded from China’s large current account surpluses with the
United States over the past decade. This surplus i1s the result of
China’s dollar earnings from its exports and dollars sent to China
to invest in new plant and equipment. This surplus grew nearly
sixfold over the decade, rising from a total cumulative $351 billion
in 1999 to $2 trillion in 2009. By Chinese law, these dollars are to
be exchanged at China’s state-owned banks for local currency. The
dollars are then used to buy U.S. dollar-denominated debt, prin-
cipally U.S. Treasuries.

China’s willingness to reinvest its export earnings primarily in
low-interest-bearing U.S. Treasury securities has helped create the
misperception that China intends to loan money to the United
States as a favor or to gain influence in Washington. In fact, the
government of China purchases U.S. Treasuries as a safe invest-
ment vehicle for its accumulated dollars and as part of its strict
capital controls designed to maintain an artificial, government-set
exchange rate between the renminbi (RMB) and the dollar.

Some Chinese officials have perpetuated the notion that China is
principally motivated by a desire to lend to the United States.
These officials have warned Washington that continued purchases
of U.S. Treasuries might be contingent upon good relations with
Beijing. Gao Xiqing, president of the China Investment Corpora-
tion, China’s $300 billion sovereign wealth fund, noted in an inter-
view with American journalist James Fallows that:

The simple truth today is that your economy is built on the
global economy. And it’s built on the support, the gratu-
ttous support, of a lot of countries. So why don’t you come
over and ... I won’t say kowtow, but at least, be nice to the
countries that lend you money.105

Chinese Premier Wen Jiabao and other top officials have taken
a slightly different tack, lecturing Washington on its profligacy.
The implication is that the government of China will stop investing
in dollar-denominated debt if the United States allows inflation to
reduce the value of China’s investments. At a press conference at
Beijing’s Great Hall of the People, Premier Wen complained:

We have lent a huge amount of money to the United States.
I am a little bit worried. I request the U.S. to maintain its
good credit, to honor its promises, and to guarantee the
safety of China’s assets.106

*Both government-chartered corporations are now owned by the federal government but were
publicly owned and traded when the Chinese government purchased their debt prior to Sep-
tember 2008. U.S. Treasury figures do not reflect China’s purchases of U.S. corporate bonds and
U.S. equities.



35

“The Chinese have taken a very aggressive stance that the
United States has become more dependent on China,” Eswar
Prasad, a Cornell University economist and former head of the
China desk at the International Monetary Fund told the Commis-
sion at its February 25 hearing. “This narrative, in my view, has
been abetted by the U.S. Administration, which has seemed almost
to be going to the Chinese and arguing that the Chinese should
please continue financing our deficit. I think the U.S. has more
power than it has been willing to use.” 107

In one widely quoted instance, during her first trip to China, Sec-
retary Clinton told a Chinese television audience that “the Chinese
know that, in order to start exporting again to its biggest market,
namely the United States, the United States has to take some very
drastic measures with this stimulus package, which means we
have to incur more debt. ... It would not be in China’s interest if
we were unable to get our economy moving again. So, by con-
tinuing to support the American Treasury instruments, the Chi-
nese are recognizing our interconnection.” 108

Secretary Clinton did make the important point that was re-
peated by several witnesses during the February 25 hearing: Chi-
na’s purchase of U.S. government bonds is actually central to Chi-
na’s overall economic strategy. China’s investment and export-led
growth strategy depends on an undervalued RMB, which makes
Chinese exports cheaper and attracts foreign investment. Former
Federal Reserve Board Chairman Paul Volcker, for example, notes
that China is simply acting in its own interest as it invests in U.S.
Treasuries and not out of any warm feelings toward Washington:

They hold all these dollars because they (the People’s Bank
of China) chose to buy the dollars, and they didn’t want to
sell the dollars because they didn’t want to appreciate their
currency. It was a very simple calculation on their part, so
they shouldn’t come around blaming it all on us.109

In sum, witnesses and other experts generally agree that China
purchases U.S. Treasuries to serve China’s own interests.

The Implications of a Chinese Sale of U.S. Bonds

A decision by China to dump the dollar as its main vehicle for
foreign reserves theoretically would carry consequences for the
United States, particularly if other countries holding dollars fol-
lowed China’s lead. The United States benefits in several ways
from the dollar’s status as the world’s preferred reserve currency.
Because the U.S. government can borrow in dollars, it does not face
the risk that fluctuations in currency values could cause the gov-
ernment to owe more principal than it borrowed. Because foreign
governments generally hold their dollar reserves in Treasury secu-
rities, this lowers the interest rate that the U.S. government other-
wise would pay to lenders. The McKinsey Global Institute cal-
culates the benefit of such recent foreign lending as a savings of
$90 billion annually.110 The U.S. government also benefits from the
use of U.S. currency as a globally accepted medium of exchange,
because the government can print the money and spend it without
having to pay interest, a practice known as “seigniorage.” 111 The
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vast majority of outstanding U.S. currency, $666 billion, was print-
ed in $100 bills and is now mostly held by individuals in other
countries.112 Those holding this currency are essentially making an
interest-free loan to the U.S. government.

China’s purchases of U.S. Treasuries serve Beijing’s current eco-
nomic goals of maintaining high growth by fostering exports and
investment. China could not cease this form of lending without af-
fecting the current basis for its economic growth, exports and in-
vestment into China. Suggestions by Chinese officials that the cen-
tral bank might sell its current dollar-denominated bonds nec-
essarily would imply a dramatic shift away from the export-led
growth that China has depended upon throughout the past decade.
A third threat, that China will move its export earnings into a dif-
ferent reserve currency, is not credible given the lack of an alter-
native.

If China were to cease using its huge yearly dollar earnings from
exports to buy U.S. Treasury securities and instead hold the actual
currency and forgo the interest it otherwise earns on Treasury se-
curities, that would also be the equivalent of an interest-free loan
to the United States. The Treasury Department might simply print
the number of dollars held by China and use that to buy Treas-
uries, according to Peter Morici, former chief economist at the U.S.
International Trade Commission.113 Another reason why China is
unlikely to stop buying and simply hold dollars: China depends on
the interest it receives from its Treasury holdings to justify to its
citizens its huge investment in U.S. assets. In addition, Europeans
and Japanese would likely step in to buy U.S. Treasuries if China
were to sell.

If China were to switch from Treasuries to U.S. corporate bonds,
it would likely cause some temporary increase in the interest rate
that the U.S. government would pay. But the increase would be off-
set quickly by a reduction in the U.S. corporate bond rate and,
eventually, the Treasury rate as “those who sold assets to China’s
central bank receive money that becomes part of the larger pool
that funds U.S. Treasury obligations,” notes Peking University’s
Guanghua School of Management economist Michael Pettis.114

A wholesale shift to the two other reserve currencies, the euro
or the yen, is not feasible, because neither currency circulates suffi-
ciently to provide a real alternative to the dollar, which constitutes
62 percent 115 of the world’s reported currency reserves.* The domi-
nance of the dollar in international markets is more pronounced
when measured by currency transactions. The dollar was used in
85 percent of international currency transactions, while the euro
was involved in fewer than half as many currency swaps—39 per-
cent.116

*By contrast, the euro constituted 27 percent of reported reserves and the yen just 3 per-
cent, according to the International Monetary Fund. For a longer explanation of the dollar’s role
as the world’s reserve currency, see U.S.-China Economic and Security Review Commission,
2009 Annual Report to Congress (Washington, DC: U.S. Government Printing Office, 2009),
chapter 1, section 1, p. 25.
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Figure 2: Global Currency Composition of
Official Foreign Exchange Reserves (U.S. $ millions)
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Dr. Drezner noted in his February 25 testimony that:

If you don’t have the dollar as the reserve currency, you're
going to have to choose another one to be a reserve cur-
rency, and all of the other alternatives stink. There is just
no other way to put it. ... Once you eliminate the euro as
a possibility, all of the other currency options really are
nonstarters. The yen, the pound, the Swiss franc, they're all
too small. The possibility that China floated of the Special
Drawing Right [SDR] (issued by the IMF) is comical in the
sense that the SDR is really the Esperanto of international
currencies. It’s not an actual real international currency.117
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Some economists have noted that even if China were to try to
switch from the dollar as its reserve currency to the euro, that
switch might also benefit the U.S. economy in one very specific
way. Such a switch from the dollar would likely require China to
drop its strict capital controls, allow the dollar to be traded within
China, and allow the RMB to respond to the international currency
market. Those dollars in the hands of Chinese citizens could then
be used to purchase U.S. goods and services and to invest in the
United States, activities that would likely reduce the U.S. trade
deficit with China.118 “The changes they would make to stop hav-
ing to buy our bonds would be in America’s interest,” said Dr. Scis-
sors. He added:

What would happen immediately upon capital controls
being lifted is the bilateral trade surplus that China runs,
our trade deficit, would drop a great deal. In particular, it
would be much harder for China to subsidize what would
be otherwise inefficient state firms so that U.S. goods would
have greater market access, and Chinese exports would de-
cline. ... They have to take their balance of payments sur-
pluses and put them in U.S. bonds. If their balance of pay-
ments surpluses decline because theyve liberalized and
stopped subsidizing everything, stopped being mercantilist
in this way, then they have less money to put into U.S.
bonds.119

U.S. Options for a Course of Action

Witnesses suggested a variety of means to persuade or to force
China to float the RMB or to, at least, allow it to rise in value.
They included: (1) building a coalition of countries harmed by Chi-
na’s trade practices and collectively pressuring China to reform; (2)
bringing a complaint to the World Trade Organization alleging an
illegal subsidy or alleging nullification and impairment of a pre-
vious trade agreement; (3) bringing a countervailing duty case
against imports from China that benefitted from China’s currency
manipulation; (4) appealing to the International Monetary Fund for
enhanced surveillance of the RMB; (5) bringing the currency ma-
nipulation issue before the Group of 20 nations (G—20)129; or (6)
declaring an emergency and imposing a surcharge tariff on imports
in order to halt the outflow of foreign currency reserves, as Presi-
dent Nixon once did.

Dr. Johnson, who was critical of the IMF’s lack of action on the
Chinese currency issue, urged a new approach based on the G—20
and the World Trade Organization. Dr. Johnson and others sug-
gested “a new multilateral process based around the World Trade
Organization with legitimacy and authorization from the G-20.” He
said that the IMF “has completely dropped the ball, and we need
to find a new approach.” 121

The 2010 report by the IMF on China was released in July. It
showed that the IMF staff had concluded that the RMB “remains
substantially below the level that is consistent with medium-term
fundamentals” but that the IMF’s executive board was divided on
the issue.122

Added Dr. Johnson:
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There’s a limit to how much you should let countries do.
There’s a limit to what’s fair, and there’s a limit to what’s
reasonable, and China has gone beyond that. China is
breaking the rules that it voluntarily agreed to when it
joined the International Monetary Fund. There’s no two
ways around it. It has played the game well, so the IMF
is not going to hold them accountable. We should recognize
that; we should move on; we should find new mechanisms
for holding them accountable in a responsible multilateral
way, which is the way the U.S. has run the world economy,
helped guide the world economy, since 1945, with great re-
sults.

To its credit, the G-20 did serve as a forum in 2009 to address
structural imbalances in the global economy. In a statement aimed
at the United States, the G—20 leaders admonished “members with
sustained significant external deficits (to) pledge to undertake poli-
cies to support private savings and undertake fiscal consolidation
while maintaining open markets and strengthening export sectors.”
The G-20 statement directed at China urged Beijing “to strengthen
domestic sources of growth ... (including) increasing investment,
reducing financial markets distortions, boosting productivity in
service sectors, improving social safety nets, and lifting constraints
on demand growth.” 123

One witness, Dr. Scissors, emphasized that the U.S. Treasury
Department should do a better job of collecting data about the for-
eign holders of U.S. Treasury securities. Current statistics, he
noted, “don’t mean anything,” because China holds a considerable
but unknown amount of Treasury securities and other bonds
through securities exchanges in other countries. Such Treasury
bonds do not appear in U.S. Treasury statistics as being owned by
China, because they are tabulated according to their sales location
rather than their ultimate owner. In addition, China holds other
dollar-denominated bonds, principally “agency” bonds issued by
Fannie Mae and Freddie Mac. In fact, according to the latest avail-
able figures from June 2008 quoted by Dr. Scissors, China held
more of such agency debt than it did Treasury securities.

“Transparency is a boring issue, but we have to have it,” said Dr.
Scissors. “If the Chinese change their rules, we’ve got to know what
they’re doing. Right now we have a distorted discussion because we
don’t know what they’re doing.” 124

Implications for the United States

The United States need not fear implied or explicit threats by
China to diversify from U.S. Treasury securities, to sell its large
hoard of Treasuries, or to switch from the dollar to a new reserve
currency. China has chosen to invest its $2.65 trillion in foreign ex-
change largely in dollars, because China considers this form of in-
vestment to be in its own interest. China does not invest in dollar
holdings simply out of goodwill toward Washington. Chinese lead-
ers, however, will occasionally suggest that they are willing to re-
taliate against the United States by using their Treasuries as le-
verage. But the dollar is the world’s unofficial reserve currency and
has a history of stability and safety. The pool of dollar-denominated
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debt investments is both liquid and deep. In addition, China’s pur-
chases of dollar-denominated debt are part of its system of capital
controls, designed to keep the RMB undervalued as an aid to Chi-
na’s exports. For these reasons, China’s threats to dump the dollar
are not credible.

The United States would benefit from a more balanced trade re-
lationship with China. Such a change would necessitate a revalu-
ation of the RMB by allowing it to reach a market-determined
value against the dollar. China has strongly resisted this reform.
Both countries have, however, agreed within the G-20 framework
to remove some of the impediments to a more balanced economic
relationship. The United States has agreed to increase its level of
savings and thereby reduce federal budget deficits. China has
agreed to encourage domestic consumption instead of relying so
strongly on exports and investment for future growth.

A more balanced relationship would benefit U.S. exporters who
would have greater access to the Chinese market for their goods
and services. This would help reduce the large U.S. trade deficit
with China and would add jobs to the U.S. economy. A more bal-
anced relationship would benefit the Chinese people by allowing
them more choice in their investments and purchases. Greater gov-
ernment investments in education, pensions, and health care would
also benefit Chinese citizens if China were to abandon its emphasis
on exports.

Conclusions

e The United States need not fear a large sale of U.S. bonds by
China nor a wholesale switch by China to investing in the bonds
of another country. Because China holds such a large amount of
dollar-denominated investments, including the bonds of U.S.-gov-
ernment owned Fannie Mae and Freddie Mac, and because the
alternative investments in the euro and the yen are so limited,
China has few alternatives to the dollar for its foreign reserves.

e Over the past decade, the government of the People’s Republic of
China has become the largest purchaser of U.S. debt. China im-
plements a deliberate economic policy that relies on exports and
foreign investment capital to amass a large current account sur-
plus with the United States. That trade surplus is loaned back
to the United States as part of China’s deliberate policy.

e China manipulates the value of its currency, the RMB, by requir-
ing its citizens, businesses, and exporters to trade their dollars
for RMB. By limiting the dollars in circulation within China, the
government can then set a daily exchange rate between the RMB
and the dollar. China maintains an artificially low value for the
RMB that is estimated to be between 20 percent and 40 percent
lower than it would otherwise be, if it were allowed to respond
to market forces.

e China’s export-led growth strategy requires China to continue to
run large trade surpluses with the United States and to recycle
its accumulated dollars through the purchase of U.S. dollar-de-
nominated securities. Recycling dollars back into the U.S. econ-
omy helps China to maintain the artificially low value of the
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RMB. China’s currency policy harms U.S. exporters and import-
sensitive manufacturers in the United States though the policy
aids consumers in the United States by keeping interest rates
and prices low.

e A relaxation of China’s currency policy would require China to
end its capital controls. Easing China’s capital controls would
help to rebalance the economic relationship between the two
countries.



SECTION 3: EVALUATING CHINA’S PAST AND
FUTURE ROLE IN THE WORLD TRADE
ORGANIZATION

Introduction

China joined the World Trade Organization (WTO) on December
11, 2001, with the strong support of both the U.S. administration
and Congress, and many U.S.-based multinational corporations.
Not only would the U.S. economy benefit from increased exports to
China, they claimed, but China’s accession to the WTO also would
enhance U.S. national security, transform China’s Communist
Party and its authoritarian government, and open China to new
ideas from the West, including democracy and human rights. The
final stages of China’s 13-year negotiation to join the WTO were
conducted from 1988 through 2000 during the administrations of
George H-W. Bush and Bill Clinton, both of whom strongly sup-
ported China’s membership. During Congress’s debate in 2000 on
whether to grant China Permanent Normal Trade Relations
(PNTR), a precursor to China’s WTO accession, President Clinton
extolled the importance to the United States of China’s WTO mem-
bership: “Even though for me the economic choice is clear ... far,
far more important to me are the moral and national security argu-
ments.” 125 Said Clinton:

Yes, it’s a good economic deal. China has agreed to open its
markets. ... All we give them is membership, and they do
all the market opening. ... [Bly forcing China to slash sub-
sidies and tariffs that protect inefficient industries, which
the Communist Party has long used to exercise day-to-day
control, by letting our high-tech companies in to bring the
Internet and the information revolution to China, we will
be unleashing forces that no totalitarian operation rooted
in the last century’s industrial society can control.

Large, U.S.-headquartered multinational businesses saw China
as a major market and a major source of supply for all other mar-
kets, including the United States. They also anticipated that a
China bound by the rules of the WTO would be a more stable place
for investment.126 On May 25, 2000, the day after the House of
Representatives voted to give China PNTR, the Wall Street Journal
noted that:

[W]hile the debate in Washington focused mainly on the
probable lift for U.S. exports to China, many U.S. multi-
nationals have something different in mind. ‘This deal is
about investment, not exports,” says Joseph Quinlan, an
economist with Morgan Stanley Dean Witter & Co. ‘U.S.
foreign investment is about to overtake U.S. exports as the

(42)
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primary means by which U.S. companies deliver goods to
China.’ 127

The United States also had geopolitical goals—to work with
China on major foreign policy objectives, including those involving
North Korea, Iran, and possibly Taiwan, as well as to have a rel-
atively stable and potentially positive relationship with a major
emerging power.128 President Clinton’s National Security Council
advisor, Samuel Berger, raised the national security argument for
supporting China’s WTO accession, saying:

[T]his debate should not be defined as economic rights
versus human rights—or economic security versus national
security. That is a trap, a false choice. This agreement is
Jjust as vital ‘if not more vital’ to our national security as
it is to our economic security. It is far more likely to move
China in the right direction—not the wrong direction—on
all of our other concerns. We can’t duck these issues by say-
ing we’re only interested in talking about economics. If we
are going to win this debate, we must be persuasive that it
promotes both growth and jobs in America and progress to-
ward change in China.129

As predicted, U.S.-China trade has grown rapidly since China’s
accession. But another predicted result, a more balanced trading
relationship between the two countries, has not occurred. In 1999,
for example, Kenneth Lieberthal, then a special advisor to Presi-
dent Clinton and senior director for Asia affairs at the National Se-
curity Council, said:

[The U.S. trade deficit with Chinal will not grow as much
as it would have grown without this agreement [to allow
China’s entry into the WTO] and over time clearly it will
shrink with this agreement.130

In fact, just the opposite occurred. The U.S. trade deficit with
China increased steadily through 2008 (the deficit shrank in 2009
as a consequence of the global economic crisis but resumed its
growth in 2010). Since China’s entry into the WTO in 2001, the
United States has run a cumulative deficit in goods with China of
over $1.76 trillion.131 Moreover, China’s share of the U.S. global
deficit continued to grow, as table 1 demonstrates.

Table 1: U.S. Current Account Balance with China and the World
(U.S. $ billions)

U.S. balance with U.S. balance with China’s share of U.S.
Year world China global trade deficit
2000 —$417 —$88 21%
2001 —$398 —$89 22%
2002 —$459 —-$110 24%
2003 —$522 —$132 25%
2004 —$631 —$172 27%
2005 —$748 —$219 29%
2006 —$803 —$261 33%
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Table 1: U.S. Current Account Balance with China and the World
(U.S. $ billions)—Continued

U.S. balance with U.S. balance with China’s share of U.S.
Year world China global trade deficit
2007 —$718 —$295 41%
2008 —$669 —$308 46%
2009 —$378 —$264 70%

Source: Bureau of Economic Analysis, U.S. International Transactions Accounts Data (Wash-
ington, DC: Department of Commerce, September 14, 2010).

The Chinese leadership viewed WTO membership as a top na-
tional priority, underpinned by the belief that China’s future eco-
nomic prosperity and status as a global power depended on greater
integration with world markets.132 On December 11, 2001, the day
China formally entered the WTO, People’s Daily, the Chinese Com-
munist Party’s official news outlet, noted China’s goals in joining
the WTO, including the pursuit of further economic reforms; the at-
traction of foreign investment, capital, and technology; and the ex-
pansion of export markets:

We should continue to deepen reform of the foreign trade
system, make major efforts to foster new growth points of
export and promote the diversification of the mainstays of
foreign trade management. ... We should closely integrate
the absorption of foreign capital with the upgrading of do-
mestic industries, the coordination of development of re-
gional economies, the reorganization and transformation of
State-owned enterprises and the expansion of exports. ...
We should actively spur foreign capital to flow into high
and new technological industries, and encourage
transnational corporations to come to China to set up R&D
[research and development] centers and regional head-
quarters.133

The last goal, in particular, has proved problematic for U.S. in-
terests, as China started implementing additional policies that at-
tract foreign high-tech businesses by using extensive subsidies, and
then demanding technology transfer, while at the same time
threatening to withdraw market access if they do not wish to hand
over technological know-how.13¢ The U.S. Trade Representative’s
(USTR) 2009 Report to Congress on China’s WTI'O Compliance notes
a “growing concern” among U.S. businesses and industries that
“the pace of economic reform in China appears to have slowed in
key sectors, and there are growing indications that China’s move-
ment toward a market economy has stalled.”135 Though most
American and other foreign businesses express optimism about
China’s potential for growth, AmCham-China’s 2010 Business Cli-
mate Survey reflects the growing concern among the American
business community that China’s regulations are increasingly dis-
criminating against American companies.136 AmCham-China also
worries that many new industrial policies are protectionist in na-
ture and that progress toward greater reliance on market-oriented
mechanisms has slowed, allowing a return to reliance on adminis-
trative measures to manage the economy.137
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China’s WTO Compliance: Priority Issues

While China has taken steps toward meeting its WTO commit-
ments,138 further liberalization has been thwarted in some cases by
other Chinese policies, “including a number of industrial policies ...
that favor state-owned, state-related and other domestic entities
over foreign firms.” 139

As described by Deputy United States Trade Representative Mi-
chael Punke during the WTQ’s third Trade Policy Review of China
in May 2010:

In the first years after China’s accession to the WTO, China
made noteworthy progress in adopting economic reforms
that facilitated its transition toward a market economy and
increased the openness of its economy to trade and invest-
ment. However, beginning in 2006, progress toward further
market liberalization began to slow.

By the time of China’s [WTO] Trade Policy Review in 2008,
the United States noted evidence of a possible trend toward
a more restrictive trade regime, citing several Chinese
measures signaling new restrictions on market access and
foreign investment in China. At the root of many of these
problems was China’s continued pursuit of problematic in-
dustrial policies that relied on excessive government inter-
vention in the market through an array of trade-distorting
measures designed to promote and protect domestic indus-
tries. This government intervention appeared to be a reflec-
tion of China’s historic yet unfinished transition from a
centrally planned economy to a free-market economy gouv-
erned by rule of law.

Since China’s [WTO] Trade Policy Review in 2008, there is
increasing evidence of such a restrictive trend. Examples
from the past two years include: (1) the continued and in-
crementally more restrictive use of export quotas and export
duties on a large number of raw material inputs; (2) the se-
lective use of other border measures such as value-added
tax rebates to encourage or discourage exports of particular
products; (3) the setting and enforcement of unique Chinese
national standards, such as an informal requirement that
all new 3G mobile handsets be enabled with a unique Chi-
nese national standard for wireless Internet access; (4) Chi-
na’s government procurement practices, including an array
of new central, provincial and local government ‘Buy
China’ policies; (5) a new Postal Law that excludes foreign
suppliers from a major segment of the domestic express de-
livery market; (6) impediments to the foreign supply of
value-added telecommunications services and an informal
ban on new entrants in China’s basic telecommunications
sector; and (7) continuing significant restrictions on foreign
investment in China, along with continuing consideration
of ‘national economic security’ when evaluating foreign in-
vestment through mergers and acquisitions.140
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Detailed below are snapshots of China’s WTO noncompliance and
promotion of discriminatory industrial policies that were high-
lighted by witnesses at the Commission’s June 9 hearing on Chi-
na’s role in the WTO.

Indigenous Innovation

China continues to employ industrial policies that, in the words
of Deputy U.S. Trade Representative Demetrios Marantis, “limit
market access [for foreign businesses] or otherwise skew [the U.S.-
China] trading relationship.” 14l One such measure, the “indige-
nous innovation” government procurement policy, recently has pro-
voked international opposition. In his testimony before the Com-
mission, Terence P. Stewart, an international trade lawyer, called
China’s indigenous innovation policies “a clear example of China’s
attempts to promote industrial policies that favor Chinese indus-
tries while at the same time limiting market access for foreign-ori-
gin goods and service providers.”142 Being excluded from China’s
government procurement is a big disadvantage for foreign compa-
nies: The Chinese government estimated that in 2009, the Chinese
government procurement market surpassed $100 billion, but this is
a significant understatement of its true size (for example, the Chi-
nese Ministry of Finance’s limited definition of government pro-
curement spending does not include most government infrastruc-
ture projects, and procurement by state-owned enterprises is not
included, even when they perform government functions).143

China and the WTO Agreement on
Government Procurement

The controversy over China’s “indigenous innovation” policies
focused international attention on China’s unfulfilled 2001 prom-
ises to join the WTO Agreement on Government Procurement.
China made a commitment at the last WI'O Government Pro-
curement Agreement Committee meeting and at the May 24-25,
2010, Strategic and Economic Dialogue (S&ED) to submit a re-
vised offer for acceding to the plurilateral Government Procure-
ment Agreement. The previous Chinese Government Procure-
ment Agreement accession offer, made in late 2007, was strongly
criticized by trading partners, as it did not commit subcentral
government agencies, exempted state-owned enterprises, con-
tained high thresholds, and included a 15-year grace period dur-
ing which China would not have to implement any Government
Procurement Agreement obligations.144

In mid-July 2010, China’s long-awaited revised offer for acced-
ing to the Government Procurement Agreement was delivered to
the WTO. China claimed that the revised submission was a sig-
nificant improvement over Beijing’s initial offer, but there were
still significant shortcomings.145 For example, the new offer
would not cover provincial or local government agencies or state-
owned enterprises, which comprise a significant share of the Chi-
nese government’s procurement.'4¢ The dominance of the state-
owned enterprises in the Chinese economy is one of the reasons
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China and the WTO Agreement on
Government Procurement—Continued

the United States has not designated China as a market econ-
omy—a goal China has been pursuing for many years. The
United States has a statutory test for determining whether an
economy can be classified as a market economy.* The factors to
be considered under U.S. law in granting market economy status
include the extent to which the country’s currency is convertible,
the extent to which wage rates are freely determined by negotia-
tions between labor and management, and the extent to which
the government owns or controls the means and decisions of pro-
duction.147 However, under its WTO accession agreement, China
will automatically attain market economy status by 2016, and
the United States will lose the ability to treat China as a non-
market economy when determining antidumping penalties,
which can frequently result in higher fees.

In the new offer, the proposed final threshold for central gov-
ernment purchasing of construction services is still three times
higher than most other Government Procurement Agreement
members.148 The offer also reserves the right for the Chinese
government to “require the incorporation of domestic contents,
offset procurement, or transfer of technology.”14? The revised
offer was not accepted by China’s trading partners.150

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

In December 2007, China issued two measures aimed at limiting
the government’s procurement of foreign goods and services. The
first, Administrative Measures for Government Procurement and
Ordering of Indigenous Innovative Products, restricts government
procurement of “indigenous innovative” products to “Chinese” prod-
ucts manufactured within China. The second, Administrative Meas-
ures for Government Procurement of Imported Products, severely re-
stricts government procurement of imported foreign products and
technologies.151 The central government and provincial govern-
ments have since followed up by creating catalogues of qualifying
“indigenous innovation products.”

Subsequently, in November 2009, China issued the Circular on
Launching the 2009 National Indigenous Innovation Product Ac-
creditation Work, requiring companies to file applications by De-
cember 2009 for their products to be considered for accreditation as

*In the most basic sense, a market economy is an economic system in which decisions about
the allocation of resources and production are made on the basis of prices generated by vol-
untary exchanges among producers, consumers, workers, and owners of factors of production.
This is contrasted with a planned economy, in which crucial economic processes are determined
to a large extent not by market forces but by an economic planning body that implements major
economic goals.
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“indigenous innovation products.” 152 This circular indentified eligi-
ble products and the criteria for being accredited as a national in-
digenous innovation product. These include computer and applica-
tion devices, communication products, modernized office equipment,
software, “new energy and equipment,” and energy-efficient prod-
ucts.153

Several provisions of the circular were problematic: For example,
the circular provided that to qualify as an indigenous innovation
product, the product’s intellectual property “must originally be reg-
istered in China.”15¢ The same “first registration in China” re-
quirement also applied to the product’s trademarks and brands. In
addition, the circular required that a product must have highly ad-
va(lilcelg5 technology that equals or exceeds international stand-
ards.

Responding to the WTO’s 2010 Trade Policy Review of China, the
United States has criticized this measure as discriminatory, lim-
iting market access for foreign companies and interfering with the
exercise of intellectual property rights:

At present, the industrial policies generating the most con-
troversy are China’s so-called ‘indigenous innovation’ poli-
cies. Quer time, it has become evident that many of these
programs contain elements that could discriminate against
foreign products, foreign investors, foreign technology and/
or foreign intellectual property. Recent measures have gen-
erated intense concern among WTO Members and their
business communities by more concretely demonstrating a
policy direction that seems designed to limit market access
for imports and foreign investors and pressure enterprises
to localize research and development in China, as well as
transfer technologies.156

Indeed, in a letter to senior Obama Administration officials, the
heads of 19 U.S. business and industry associations warned that
the new procurement rules issued by the Chinese government rep-
resent “an unprecedented use of domestic intellectual property as
a market-access condition [that] makes it nearly impossible for the
products of American companies to qualify unless they are pre-
pared to establish Chinese brands and transfer their research and
development of new products to China.” 157

China’s record of poor intellectual property rights protection,
which has led to theft of foreign technologies and piracy of creative
content, gained a new dimension in light of indigenous innovation
policies. One of the primary goals of the indigenous innovation pol-
icy is to reduce China’s dependence on foreign technologies while
at the same time fostering domestic companies to emerge as an in-
novative power in their own right.158 Foreign government and tech-
nology enterprises worry that Beijing will “intervene in the market
for [intellectual property] and help its own companies ‘re-innovate’
competing [intellectual property] as a substitute for foreign tech-
nologies, and potentially misappropriate U.S. and other foreign [in-
tellectual propertyl.”159 A report by the U.S. Chamber of Com-
merce noted that many international technology companies called
the indigenous innovation guidelines “a blueprint for technology
theft on a scale the world has never seen before.” 160
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China’s indigenous innovation policies, including the use of gov-
ernment procurement preferences to promote innovative domestic
goods, were strongly protested by the U.S., European, and other
international business groups in the lead-up to the May 24-25,
2010, Strategic and Economic Dialogue. The United States pointed
out that China had made commitments to “require that products
produced in China by foreign invested enterprises are treated as
domestic products and will issue rules in this regard.”161 That
promise had first been made at the October 28—-29, 2009, meeting
of the Joint Commission on Commerce and Trade.

In April 2010, China revised its accreditation circular to address
some of the concerns raised by the United States and others. In the
revised circular, China relaxed the intellectual property, trade-
mark, and brand “first registration in China” requirement and
changed the highly advanced technology requirement to one calling
for a product to be proven effective in conserving energy, reducing
pollution, and/or raising energy efficiency, or “substantially” im-
proving on an original product’s structure, quality, material, crafts-
manship, or performance.162 These changes, however, have not al-
leviated U.S. and European objections to this measure.

Consequently, the Obama Administration elevated the criticism
of Chinese indigenous innovation standards to one of the two top
issues on the economic track of the S&ED, alongside currency ex-
change rate issues.163 According to the joint fact sheet issued at
the conclusion of the May 24-25 S&ED, the United States and
China agreed to “conduct intensive, expert and high-level discus-
sions commencing as soon as possible this summer about innova-
tion issues, under the auspices of the Sino-U.S. Joint Commission
Meeting on Scientific and Technological Cooperation.” 164 However,
following the May 24-25 S&ED, Under Secretary of Commerce for
International Trade Francisco Sanchez said that “China did not
agree to a U.S. request to suspend its indigenous innovation policy”
made at the S&ED, although China “did agree to provide addi-
tional time for U.S. industry and government comments on how it
could achieve its goal of promoting innovation in China without
discriminating against foreign companies.” 165

Export Restrictions

In June 2009, the United States filed a WTO case against China
to address a variety of export restrictions that China imposes on
nine raw materials. While no decision has been issued in this case,
the WTO’s 2010 Trade Policy Review of China criticized China’s
use of export restraints in general and refuted China’s stated ra-
tionales for using them:

[W]hether intended or not, export restraints for whatever
reason tend to reduce export volumes of the targeted prod-
ucts and divert supplies to the domestic market, leading to
a downward pressure on the domestic prices of these prod-
ucts. The resulting gap between domestic prices and world
prices constitutes implicit assistance to domestic down-
stream processors of the targeted products and thus pro-
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vides them a competitive advantage. Insofar as China is a
magjor supplier of such a product, export restraints may
also shift the terms of trade in China’s favor. Also, some ex-
port restrictions might be imposed to pre-empt imposition of
import restrictions by governments in export markets.

More generally, export restraints may not be the best way
to achieve some of the objectives/rationales mentioned
above. In particular, restricting the export of some highly
polluting or high-energy consuming products is not the
most economically efficient way to protect the environment
or reduce energy consumption. Nor are export restraints the
best way to conserve natural resources.166

China, however, has also tightened its control over the supply of
rare earth elements, valuable minerals that are used prominently
in the production of diverse high-technology goods, from flat panel
screens to hybrid car batteries and special magnets used in wind
turbines.* Rare earth minerals are also critical for many military
technologies, including the magnets used in the guidance systems
of U.S. military smart bombs like Joint Direct Attack Munitions,
and superalloys (used to make parts for jet aircraft engines).

China accounts for over 95 percent of the world’s production of
rare earth minerals, and for the last three years it has been reduc-
ing the amount that can be exported.167 After the Ministry of In-
dustry and Information Technology issued in August 2009 a draft
policy outlining the tightening of exports for rare earth minerals,
Zhao Shuanglian, deputy chief of the Inner Mongolia autonomous
region, spoke out to quell global concerns. According to Mr. Zhao,
rare earth elements are “the most important resource for Inner
Mongolia,” which contains 75 percent of China’s deposits, and by
cutting exports and controlling production, the government wants
to “attract users of rare earths to set up in Inner Mongolia” to de-
velop manufacturing.168 China also is taking steps to consolidate
its rare earths industry, with the aim of creating a consortium of
state-owned miners and processors in Inner Mongolia.169

Despite the international outcry that followed the initial an-
nouncement of export restraints, China further cut the export
quotas for rare earth minerals by 72 percent for the second half of
2010, with shipments capped at 7,976 metric tons, down from
28,417 tons for the same period last year.l7’0 Earlier this year,
China put limits on rare earth production and stopped issuing new
exploration licenses until June 30, 2011. It also launched a crack-
down on illegal rare earth mining in June 2010 to stamp out unau-
thorized supplies.l”! The central government is also planning to
create a unified price for rare earth metals in five provinces, which
will include establishing a unified transportation and sales system
and consolidating production into three to five state-owned con-
glomerates in the long term.172

*The rare earth elements group is comprised of 17 minerals—scandium, yttrium, and the 15
lanthanoids—and they play a crucial role in many advanced technological devices. For more in-
formation, see, for example, Gordon B. Haxel, James B. Hedrick, and Greta J. Orris, “Rare
Earth Elements—Critical Resources for High Technology,” U.S. Geological Survey Fact Sheet
087-02 (Reston, VA: 2002). http://pubs.usgs.gov/fs/2002/fs087-02/fs087-02.pdf.
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“In the long run, steps will be taken to heighten the influence of
domestic miners on the price of the minerals in the global market,”
China Daily quoted an unnamed source as saying.173 This scenario
seems increasingly likely, as a leading producer of rare earth min-
erals has also been given permission to set up a strategic reserve
in the northern region of Inner Mongolia.174

China’s Ministry of Industry and Information Technology said it
is limiting production in some mines and closing others completely,
because some of the rare earths are extracted under dire environ-
mental conditions, while others are mined illegally. Tighter limits
on exports of rare earths place foreign manufacturers at a dis-
advantage, however, compared to the domestic producers, whose
access will not be so restricted.175

China’s Support of its Green Tech Sector

China’s export restrictions on rare earth elements and other
minerals, which are used extensively in green technologies, sig-
nificantly benefit Chinese manufacturers of alternative and re-
newable energy equipment. The Chinese green tech industry also
benefits from numerous other central and local government poli-
cies—from heavily subsidized land and low interest loans to local
content requirements, currency undervaluation, and government
procurement rules favoring domestic companies. These govern-
ment favors helped make China the global leader in manufac-
turing and exporting clean energy products, leaving foreign com-
panies struggling to compete.

The kind of help China gives its green tech manufacturers,
however, may violate WTO rules banning subsidies to export-
ers.176 In September 2010, the United Steelworkers union filed a
trade case under Section 301 of U.S. trade law alleging that doz-
ens of practices utilized by the Chinese government to develop
their green tech sector were established at the expense of U.S.
competitors.1?7 On October 15, 2010, U.S. Trade Representative
Ron Kirk announced that the United States has initiated an in-
vestigation in response to the United Steelworkers’ petition.178
The investigation may ultimately lead to a formal dispute settle-
ment case under WTO auspices. (For an in-depth look at China’s
subsidization of its green tech sector and further details on the
Section 301 petition, see chap. 4, sec. 2, of this Report.)

Despite China’s protestations that rare earth minerals restric-
tions are not being used for political reasons, recent developments
in exports of rare earths to Japan raise concerns for the global
economy. Amid a dispute over Japan’s detention of the captain of
a Chinese fishing boat that collided with Japanese coast guard
boats in contested waters of the East China Sea in September
2010, reports emerged that shipments of rare earths from China to
Japan were being intentionally held up at Chinese ports.179 Al-
though the Chinese Ministry of Commerce denied ordering an em-
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bargo, among Japanese importers rumors continued to circulate
about an informal ban.180 Shippers in several Chinese cities have
also reported that Chinese customs officials have increased spot in-
spections of goods bound for Japan and being imported from the
country, which can add costly delays to shipments.181 It is unclear
whether the broad slowdown by Chinese customs was responsible
for the cessation of rare earths shipments or for how long the tight-
ened inspection procedures will remain in place.

Financial Services and Electronic Payment Processing

Trade in services is a key component of the American economy.
Services represent over 75 percent of the U.S. gross domestic prod-
uct (GDP), and the United States continues to have a significant
overall trade surplus in the services trade ($132 billion in 2009).182
Prior to China’s WTO accession, U.S. financial institutions hoped
to conduct foreign and domestic currency business in China. Since
its accession to the WTO, China has complied with some, but not
all, of its commitments.183

For example, Calman J. Cohen, president of the Emergency Com-
mittee for American Trade, testified at the Commission’s hearing
in June 2010 that China still restricts the activities of Chinese-for-
eign joint venture banks. China also limits the ability of foreign
banks to operate electronic payment systems for single-brand,
renminbi (RMB)-denominated credit and debit cards.18¢ U.S. com-
panies complained that China is violating trade rules by shutting
them out of its $723 billion payments-processing market.185

Under current Chinese rules, wholly owned foreign financial com-
panies cannot supply credit card and electronic payment services
through their own networks to Chinese customers priced in local
currency. Instead, foreign banks must form a joint venture with
Chinese operators, “co-brand” their cards, and conduct payments
through the Chinese monopoly payment network China UnionPay,
which routs information from credit cards to banks for approval.186

China made a commitment in its WTO Services Schedule to
allow foreign financial institutions to provide “all payment and
money-transmission services, including credit, charge and debit
cards” independently from Chinese banks and in foreign and local
currency by December 11, 2006. The United States has raised this
issue with China repeatedly, but there has been no change.187

Although the restrictions at issue affect all major U.S. credit and
debit card companies, including Visa, MasterCard, and American
Express, on September 14, 2010, MasterCard announced it had
signed a memorandum of understanding with UnionPay aimed “at
mutually beneficial business development.” 188 MasterCard said the
cooperation may lead to future deals that improve merchant accept-
ance for MasterCard customers traveling to China and for Union-
Pay cardholders who travel abroad, but no further details have
been made public.189 Meanwhile, Visa, MasterCard’s larger rival,
said it has been blocked from starting any new business in China
for almost one year after a disagreement with China UnionPay.190

On September 15, 2010, U.S. Trade Representative Ron Kirk an-
nounced that the United States has requested dispute settlement
consultations—the first step to litigation—concerning China’s dis-
crimination against U.S. suppliers of electronic payment serv-
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ices.191 In a separate request for consultations filed on the same
day, the United States challenged China’s imposition of antidump-
ing and countervailing duties on imports of U.S. grain oriented flat-
rolled electrical steel.192

WTO Effectiveness in Addressing Many of China’s Industrial
Policies

As of this Report’s publication, the United States has filed ten
dispute settlement cases against China, and China has filed five
cases against the United States (see tables 2 and 3). Of the ten
cases in which China was the defendant, three are pending. Many
witnesses testifying before the Commission’s June 2010 hearing be-
lieved that despite many WTO cases brought by the United States
to address China’s trade-distorting practices, the WTO is ineffec-
tive in responding to the most contentious aspects of China’s indus-
trial policy.

Table 2: WTO Cases Brought by the United States Against China

Request Appellate
for Con- Panel Body Compliance
No. Title sultations Report Report Status
DS309 | Value-Added March 18, Mutually agreed solution China agreed to
Tax (VAT) on 2004 October 6, 2004 eliminate the
Integrated Circuits VAT refunds to
(Semiconductors) firms producing
integrated
circuits
DS340 | Measures Affect- March 30, July 18, December 15, | China repealed
ing Imports of 2006 2008 2008 the challenged

Automobile Parts measures in
September 2009

DS358 | Certain Measures | February 2, | Mutually agreed solution China agreed to

Granting Refunds, | 2007 December 17, 2007 eliminate
Reductions, or challenged
Exemptions from subsidies
Taxes and Other
Payments
DS362 | Measures Affect- April 10, January 26, | N/A China an-
ing the Protection 25)07 2009; nounced it has
and Enforcement adopted fully complied
of Intellectual March 20, with the WTO
Property Rights 2009 ruling in
March 2010
DS363 | Measures Affect- April 10, August 12, December 21, | China agreed to
ing Trading Rights | 2007 2009 2009 implement the
and Distribution WTO ruling; the
Services for Cer- United States
tain Publications and China will
and Audiovisual negotiate a
Entertainment timeline for
Products China to comply
DS373 | Measures Affect- March 3, Mutually agreed solution China issued
ing Financial 2008 December 4, 2008 new regulations
Information for foreign finan-
Services and cial news serv-
Foreign Financial ices and named
Information a new, purport-
Suppliers edly independ-

ent, regulator
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Table 2: WTO Cases Brought by the United States Against China—Continued

Request Appellate
for Con- Panel Body Compliance
No. Title sultations Report Report Status
DS387 | Grants, Loans, December 19, | Mutually agreed solution China confirmed
and Other 2008 December 18, 2009 it has taken
Incentives steps to elim-
(Famous Brands) inate all of the
export-contin-
gent benefits at
issue
DS394 | Measures Re- June 23, Panel
lated to the 2009 established
Exportation of December 21,
Various Raw 2009; report
Materials pending
n/a Measures Impos- September Request for
ing Countervailing | 15, 2010 consultation
and Antidumping filed; no
Duties on Grain panel estab-
Oriented Flat- lished yet
Rolled Electrical
Steel 193
n/a Measures Affect- September Request for
ing U.S. Suppliers | 15, 2010 consultation
of Electronic filed; no
Payment panel estab-
Services 194 lished yet
Sf(pigge: WTO and U.S. Trade Representative; compiled by Terence P. Stewart and USCC
staff.

Table 3: WTO Cases Brought by China Against the United States

Request Appellate
for Con- Panel Body Compliance
No. Title sultations Report Report Status
DS252 | Definitive March 26, July 11, November United States
Safeguard 2002 2003 10, 2003 terminated all
Measures on safeguard
Imports of Certain measures
Steel Products subject to the
dispute in
December 2003
DS368 | Preliminary Anti- | September Negative U.S. International
dumping and 14, 2007 Trade Commission determi-
Countervailing nation terminated the coun-
Duty Determi- tervailing duty investiga-
nations on Coated tion, which rendered
Free Sheet Paper continuation of this case
from China unnecessary
DS379 | Definitive Anti- September October 22, WTO panel up-
dumping and 19, 2008 2010 held tﬁe right of
Countervailing the United States
Duties on Certain to impose both
Products from antidumping
China duties and
countervailing

duties; the panel
also found in
favor of the
United States
on the majority
of other issues
in the case 196
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Table 3: WTO Cases Brought by China Against the United States—Continued

Request Appellate
for Con- Panel Body Compliance
No. Title sultations Report Report Status
DS392 | Certain Measures | April 17, Panel WTO interim
Affecting Imports | 2009 established ruling found
of Poultry from September United States in
China 23, 2009; in- violation of
terim report WTO principles
leaked to
the press,
June 2010
DS399 | Measures Affect- September Panel
ing Imports of 14, 2009 established
Certain Passenger March 12,
Vehicle and Light 2010; report
Truck Tires from pending
China

Source: WTO; compiled by USCC staff.

The United States has a record of winning in the cases it has ini-
tiated against Chinese practices that violate its WTO commit-
ments, but some of the most problematic issues in the U.S.-China
trade relationship do not appear to be solvable using the WTO
process. As Alan W. Wolff, co-chair of international trade practice
at the law firm of Dewey & LeBoeuf, told the Commission, “not all
matters that are of trade concern to the United States are the sub-
ject of dispute settlement cases.” 197 Robert E. Lighthizer, a deputy
U.S. trade representative during the Reagan Administration, con-
curred, saying that the “WTO dispute settlement process is not de-
signed to address the type of systemic noncompliance we see in
China.” 198

Furthermore, as Mr. Wolff argued in his testimony, there are
several difficulties in assessing success in dispute settlements:

To be sure, when a case is brought and runs through to
conclusion in terms of a judgment or a settlement, and
USTR reports China’s compliance, that is one measure of
success. But there is only one sure way to judge whether a
dispute is satisfactorily concluded, and that is the effect on
sales of products or services to which the complained-of re-
striction applied. In the case of auto parts, where the U.S.
won its case, it would be interesting to ask whether China’s
restrictions may have served their purpose, with the favor-
able WTO result coming too late to reverse the damage to
U.S. commercial interests. The same is true of local content
or technology transfer requirements or applied to invest-
ments. The requirements may be lifted after they have had
the desired effect. Even then, the case may have resolved
only part of the problems faced. The United States has had
some ‘wins’ in the area of IP [intellectual property] enforce-
ment, but the Chinese market is still saturated with pirated
software and DVDs.199

Another obstacle to defending U.S. interests at the WTO is rep-
resented by the cases that have not been brought because many
U.S. industries fear retaliation from China for promoting a case
brought by the Office of the U.S. Trade Representative.200 As a
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consequence, WTO cases brought by the United States against Chi-
na’s barriers to trade have been few and, since they are industry
specific, they have failed to address the larger aspects of China’s
industrial policies that U.S. companies find most trade distorting,
such as systemic subsidies and currency undervaluation.

The Office of U.S. Trade Representative’s 2009 Report to Con-
gress on China’s WT'O Compliance noted that China continues to
limit market access for non-Chinese-origin goods and foreign serv-
ices suppliers while offering substantial government resources to
support Chinese industries and increase exports.201 In fact, Gilbert
Kaplan, president of the Committee to Support U.S. Trade Laws,
argued in his testimony before the Commission that WTO chal-
lenges to China’s trade-distorting measures “are a drop in the
bucket compared to the vast arsenal of market intervention tools
that the Chinese government has at its disposal—including owner-
ship over most key raw materials, land, energy, and capital, and
complete control over the exchange rate.” 202

The U.S. trade deficit with China has become so intractable, and
China’s violation of trade rules so systemic, that even such advo-
cates of China’s WTO membership as C. Fred Bergsten have ar-
gued that the United States should consider tariffs on China if
other methods fail.203 Mr. Lighthizer testified that in the face of
China’s consistent violation of trade rules and principles, imposing
a penalty on China, even though it may violate the WTO rules,
“may be the only way to force change in the system, to prompt
China to truly live up to the letter and the spirit of its WTO obliga-
tions, and to put in place a sustainable and mutually beneficial
trade relationship.” 204

Currency Manipulation and Adjudication under the WTO

As noted elsewhere, the United States has tried to address the
RMB’s undervaluation through bilateral negotiations, but the re-
sults have been mixed (for a discussion of China’s currency policy,
see chap. 1, sec. 1, of this Report). Accordingly, there is a growing
call from experts and policymakers for the United States to take
its complaint against China’s currency manipulation to a formal
WTO dispute settlement panel.

Article XV of the General Agreement on Tariffs and Trade
(GATT), entitled “Exchange Arrangements,” says that when dis-
putes between signatory countries involve questions about balance
of payments, foreign exchange reserves, or exchange arrangements,
GATT countries shall “consult fully with the International Mone-
tary Fund [IMF]” and shall accept the IMF’s determination as to
matters of fact and as to whether a country’s exchange arrange-
ments are consistent with its obligations under the IMF Articles of
Agreement.* GATT Article XV also says, in paragraph 4, that coun-

*The IMF’s Article IV: The IMF Article IV, as revised in 1978, said that countries should
seek, in their foreign exchange and monetary policies, to promote orderly economic growth and
financial stability and should avoid manipulation of exchange rates or the international mone-
tary system to prevent effective balance of payments adjustment or to gain unfair competitive
advantage over other members. The IMF can exercise “firm surveillance,” but it cannot compel
a country to change its exchange rate. Nor can it order commercial foreign exchange dealers
to change the prices at which they trade currencies. For more information, see Jonathan E. San-
ford, “Currency Manipulation: The IMF and WTO” (Washington, DC: Congressional Research
Service Report for Congress, January 26, 2010), pp. 1-2, http://assets.opencrs.com/rpts/
RS22658 20100126.pdf.
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tries “shall not, by exchange action, frustrate the provisions of this
agreement nor, by trade action, the intent of the provisions” of the
IMF Articles of Agreement.205

Traditionally, the term “exchange agreements” was seen as refer-
ring (as it did when the GATT was created in 1947) to “currency
controls, exchange licenses, transaction taxes and other official ac-
tions that limit a potential purchaser’s ability to get the foreign ex-
change needed to purchase goods from abroad.” 296 In recent years,
however, the IMF has broadened the meaning of this term, using
it in the context of “whether a currency will float in value or be
pegged to another currency.”207 As a recent Congressional Re-
search Service report to Congress explains:

There has never been a definitive ruling by the GATT or
WTO on the meaning of Article XV, including how provi-
sions of the GATT agreement might be frustrated by ex-
change action. Some might argue that currency undervalu-
ation raises the price of imports in a way that unilaterally
rescinds tariff concessions approved during multilateral
trade talks.

Accordingly, a case could be made that the WTO should
use the broader meaning of the term ‘exchange arrange-
ments’ and take currency valuation arrangements into ac-
count in its dispute settlement process.208

Of course, should the United States bring a WTO case on cur-
rency, there is no guarantee of success. Moreover, as Mr.
Lighthizer testified before the Commission, “[I]t is not clear that
‘winning’ a case at the WTO would actually have a significant im-
pact on China’s currency policy. China would undoubtedly spend
years resisting efforts to persuade it to comply with such a ruling—
just als;)t9 already resists calls to comply with its other WTO obliga-
tions.”

Terence P. Stewart testified that the United States would not
need to wait for a formal determination from the IMF that China
is manipulating its currency before bringing a WTO case. He rea-
soned that the United States has several “viable claims ... to chal-
lenge China’s unfair currency practices through the WTO dispute
settlement system,” including that the undervaluation of China’s
currency “constitutes a prohibited export subsidy within the mean-
ing of various GATT articles and WTO Agreements, ... violates
China’s obligations under the International Monetary Fund’s Arti-
cles of Agreement, and ... nullifies and impairs benefits accruing
to the United States [under the WTO agreements].” 210

Other experts testifying at the Commission’s June 9 hearing dis-
agreed. According to Mr. Wolff, the current WTO provisions have
not been seen as an effective counter to currency undervalu-
ation.211 James Bacchus, former chairman of the Appellate Body of
the WTO, concurred, saying, “Obviously, there is considerable con-
cern in the United States, and elsewhere in the world, with how
Chinese currency practices affect the terms of trade. To me, that
is one issue that would be best resolved through negotiation, and
not litigation.” 212

The possibility has also been raised of designating China’s under-
valued currency as an export subsidy and bringing relief under
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U.S. countervailing duty law. This route, too, is controversial. The
WTO Agreement on Subsidies and Countervailing Measures (“SCM
Agreement”) defines a countervailable subsidy as containing three
elements: (1) There must be a financial contribution, (2) there must
be a benefit, and (3) there must be specificity.* This exact defini-
tion of a countervailable subsidy is incorporated in U.S. Unfair
Trade laws at § 771(5) and (5A) of the Tariff Act of 1930.213

Those calling for labeling China’s currency policy a countervail-
able subsidy argue that all of the legal criteria necessary for the
imposition of countervailing duties are met: The Chinese govern-
ment, through its currency practices, makes a financial contribu-
tion that provides a benefit that is specific to exporters and certain
other groups of Chinese manufacturers.214

Those opposed to using countervailing subsidy law see the situa-
tion differently. According to the U.S.-China Business Council,
whose members include U.S.-based corporations with facilities in
China, since “an exchange rate applies to all companies in a coun-
try’s economy, the application of CVDs [countervailing duties] for
this purpose would diverge with the specificity requirement under
the WTO rules. Since currency policy does not involve the transfer
of anything of tangible value from the government, use of CVDs in
this manner would also be contrary to the financial-contribution re-
quirement under WTO rules.” The U.S.-China Business Council
also argues that currency policy cannot be considered a prohibited
subsidy under WTO rules, because “its benefit is not contingent on
exportation nor does it require use of domestic goods.” 215

The issue was recently brought before the U.S. Department of
Commerce in two related countervailing duty petition cases tar-
geting imports of aluminum extrusions and coated paper from
China. Both petitions included allegations that undervaluation of
the RMB constitutes a countervailable subsidy. On August 31,
2010, in tandem with a preliminary determination that Chinese ex-
ports of aluminum products were unfairly subsidized, the Depart-
ment of Commerce announced that it rejected the “currency as sub-
sidy” argument “because the allegations made by domestic pro-
ducers do not meet the statutory standard for initiating an inves-
tigation under the requirement that benefits provided under Chi-
na’s unified foreign exchange regime be specific to the enterprise
or industries being investigated.”216 In a memo to Deputy Assist-
ant Secretary for Import Administration Ronald K. Lorentzen, the
International Trade Administration found that:

China’s currency regime is broadly available across the
Chinese economy to all firms that exchange foreign cur-
rency and thus does not single out any enterprise, industry
or group thereof. ... Given that all enterprises and individ-
uals in China that convert allegedly overvalued foreign cur-
rencies into RMB are recipients of the alleged subsidy, ...

*There are four types of “specificity” within the meaning of the SCM Agreement: (1) Enter-
prise specificity: A government targets a particular company or companies for subsidization; (2)
Industry specificity: A government targets a particular sector or sectors for subsidization; (3) Re-
gional specificity: A government targets producers in specified parts of its territory for subsidiza-
tion; (4) Prohibited subsidies: A government targets export goods or goods using domestic inputs
for subsidization. For more information, see WTO, Subsidies and Countervailing Measures:
Overview, “Agreement on Subsidies and Countervailing Measures (“SCM Agreement”).” htip://
www.wto.orglenglish/tratop elscm _elsubs e.htmitfntextl.
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Petitioners have not sufficiently supported their claim that
the undervaluation of the RMB is specific to any enterprise,
industry, or group thereof.217

China’s currency undervaluation, and the possibility of address-
ing it through a WTO case, remains the subject of intense debate.

Implications for the United States

China’s lack of compliance in several important areas continues
to frustrate the effective application of WTO rules to all members
and perpetuates trade imbalances. There are two overarching im-
plications of this noncompliance for the United States. First, China
promotes industrial policies that manipulate trade rules to benefit
domestic firms to the detriment of American and other foreign com-
petitors. Second, China protects many domestic industries through
an increasingly restrictive investment regime and export restric-
tions. This severely impedes the ability of U.S. companies to export
to the Chinese market and to compete effectively with Chinese
companies.

The wide variety of subsidies and other government-supplied ad-
vantages enjoyed by Chinese companies lowers their production
costs, enabling China’s domestic producers to sell at artificially low
rates and to discount exports. China’s delay in joining the WTO
Agreement on Government Procurement, as it previously com-
mitted to do, also places U.S. companies at a disadvantage. U.S.
firms are largely excluded from Chinese government procurement
contracts, which comprise a significant market, while Chinese com-
panies enjoy the advantages of unimpeded market access in the
United States.

U.S. support for China’s accession to the WTO was premised not
only on achieving economic benefits for the United States, a goal
that has had mixed results, but also on achieving political and civil
change in China. This goal, too, has not been realized. Although
the Chinese people today on average are more prosperous and
enjoy a few more personal freedoms, the hope that WTO member-
ship and a move to a more market-oriented economy would force
the government to foster political and economic reform remains
unfulfilled. The authoritarian Chinese Communist Party remains
fully in control of all sectors of economic and civil life. The Internet,
once touted as a tool for breaking the totalitarian control of the
party over the people, has instead been subverted by the state to
promote its policies. (See chap. 5 of this Report for an in-depth look
at China’s use of the Internet). Similarly, the Chinese government’s
selective compliance with WTO rules perpetuates the party’s rule
and provides China’s exporters with unfair advantages over
China’s trading partners, particularly the United States (see also
chap. 1, sec. 1, of this Report).

Conclusions

¢ Since China’s accession to the WTO in 2001, the annual U.S. cur-
rent account deficit with China has grown from $89 billion in
2001 to $264 billion in 2009. Predictions of a more balanced
trade relationship between the two countries as a result of Chi-
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na’s membership in the WTO have proven false. Since China’s
entry into the WTO in 2001, the United States has run a cumu-
lative deficit in goods with China of over $1.76 trillion.

Predictions that China’s WTO accession would lead to the trans-
formation of China’s authoritarian government and enhance U.S.
national security have not been borne out.

Though China’s implementation of its WTO commitments has led
to a reduction in tariffs, the elimination of some nontariff bar-
riers, and improved market access for some U.S. companies, in
other areas significant problems persist. These can be traced to
China’s pursuit of policies that rely on trade-distorting govern-
ment intervention intended to promote China’s domestic indus-
tries and protect them from international competition.

China, the biggest producer of rare earth elements in the world,
has introduced measures aimed at restricting exports to foreign
markets, to the detriment of foreign producers of a variety of cut-
ting-edge technologies, including green and clean technologies
and weapons systems. Such export restrictions provide an unfair
advantage to Chinese technology producers.

China’s progress toward market liberalization has slowed in
some sectors and has been reversed in others, such as govern-
ment procurement and financial services.

The U.S. government has filed a variety of WTO cases against
China’s barriers to trade. These WTO cases, while important, fre-
quently fail to deal with the underlying causes of the U.S.-China
trade deficit. WTO dispute resolution may be a poor tool for ad-
dressing such issues as China’s currency manipulation and the
trade-distorting aspects of China’s industrial policy.



RECOMMENDATIONS

The U.S.-China Trade and Economic Relationship’s Current

Status and Significant Changes During 2010

The Commission recommends that Congress urge the adminis-
tration to respond to China’s currency undervaluation by

a. working with U.S. trading partners to bring to bear on China
the enforcement provisions of all relevant international insti-
tutions; and

b. using the unilateral tools available to the U.S. government to
encourage China to help correct global imbalances and to shift
its economy to more consumption-driven growth.

The Commission recommends that Congress examine the efficacy
of the tools available to the U.S. government to address market
access-limiting practices by China not covered by its WTO obliga-
tions, and, as necessary, develop new tools.

The Commission recommends that Congress direct the U.S. De-
partment of the Treasury to monitor steps taken by China to pro-
mote the international use of the RMB, with a focus on the impli-
cations of such steps for the position of the U.S. dollar as the
world’s reserve currency.

The Implications and Repercussions of China’s Holdings of
U.S. Debt

The Commission recommends that Congress evaluate steps that
might be necessary to ensure that China’s currency manipula-
tion, undervaluation, or misalignment does not adversely affect
the competitiveness of U.S. producers, including whether it
should initiate action under Section 301 of the Trade Act of 1974.

The Commission recommends that Congress urge the Depart-
ment of the Treasury to designate China as a currency manipu-
lator in its semiannual report.

The Commission recommends that Congress direct the Depart-
ment of the Treasury to fully account for all sales of U.S. govern-
ment debt to foreign governments and holdings of U.S. govern-
ment debt by foreign governments.

Evaluating China’s Past and Future Role in the World Trade

Organization

e The Commission recommends that Congress urge the adminis-
tration to encourage China to develop a national, provincial, and
local procurement regime based on performance and value rather
than on local content and the origin of intellectual property.

(61)
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e The Commission recommends that Congress encourage USTR
to step up enforcement of WTO rules and U.S. laws by request-
ing consultations at the WTO on China’s noncompliance with
its obligations under WTO articles of accession, including de-
nial of national treatment, export restrictions, and illegal sub-
sidies. If China’s noncompliance is not adequately resolved
through such consultations, Congress should encourage USTR
to file a formal WTO complaint.
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CHAPTER 2

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

SECTION 1: CHINA’S GROWING AIR AND
CONVENTIONAL MISSILE CAPABILITIES

Introduction

In 2010, the Commission continued to investigate an issue of
growing concern to the United States: China’s improving capabili-
ties to challenge the U.S. military’s freedom of access in East Asia.
As Admiral Robert F. Willard, commander of the U.S. Pacific Com-
mand, described to Congress in March 2010:

China’s rapid and comprehensive transformation of its
armed forces is affecting regional military balances and
holds implications beyond the Asia-Pacific region. Of par-
ticular concern is that elements of China’s military mod-
ernization appear designed to challenge our freedom of ac-
tion in the region.l

For almost two decades, China has been modernizing its military
from one with an outdated air force and limited conventional mis-
sile strike capability to one with modern aircraft and air defenses
and a large, growing arsenal of conventional ballistic and land-at-
tack cruise missiles. In its 2010 report to Congress, the Depart-
ment of Defense wrote that China’s Air Force “continues its conver-
sion from a force for limited territorial defense to a more flexible
and agile force able to operate off-shore in both offensive and defen-
sive roles ...”2 Expert witnesses testified to the Commission that
by 2020, China’s Air Force will have transformed from a poorly
equipped and trained service into one of the foremost in the world.3
Similarly, China’s conventional missile capabilities have greatly
improved in recent years. Over the past two decades, China’s mis-
sile forces have evolved from “operating and maintaining China’s
small nuclear deterrent to fielding a seemingly ever-expanding con-
ventional ballistic and cruise missile inventory.” 4 Improved air and
missile capabilities increasingly allow China’s military to conduct
combat operations along China’s periphery, reaching regional U.S.
allies such as Japan, and possibly endangering U.S. forces based in
the region. China appears to be in the final stage of developing an
antiship ballistic missile capable of targeting large ships at sea,
such as U.S. aircraft carriers. Summarizing the threat from China
that U.S. forces in Asia could face, Secretary of Defense Robert M.
Gates told Congress in 2009 that China’s military modernization
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“could threaten America’s primary means of projecting power and
helping allies in the Pacific: our bases, air and sea assets, and the
networks that support them.”5

This section discusses the modernization of China’s air and mis-
sile forces and the implications for the United States. Although air
assets are found throughout China’s military, this Report will sole-
ly focus on China’s Air Force.* In addition, when describing China’s
missile forces, this Report will limit its discussion to China’s con-
ventional ballistic and cruise missile capabilities and not discuss
developments in China’s nuclear missile capabilities.

The People’s Liberation Army (PLA) Air Force

Overview

The main air service in the PLA is the People’s Liberation Army
Air Force (PLA Air Force). The PLA Air Force is one of four major
services and arms in the PLA{ and is responsible for conducting
offensive and defensive air operations in and around China. With
over 1,600 combat capable aircraft,f it is the third-largest air force
in the world (after the United States and Russia) and the largest
in Asia.§ PLA Air Force unit types include aviation, surface-to-air
missile, antiaircraft artillery, airborne, communications, radar,
electronic countermeasure, chemical defense, and technical recon-
naissance units.6

The PLA Air Force is in the midst of a large-scale modernization
process and transformation. These efforts are part of Beijing’s
broader attempt to field a military capable of fighting and winning
a modern, technology-intensive war.?” As Michael Schiffer, deputy
assistant secretary of Defense for Asian and Pacific Security, testi-
fied to the Commission in March 2010:

The People’s Republic of China is pursuing a long-term,
comprehensive transformation of its armed forces from a
mass army designed for attrition warfare on its own terri-
tory to one capable of fighting and winning short-duration,
high-intensity conflict along its periphery against high-tech
adversaries.®

*In addition to the PLA Air Force, military aircraft are also present within the Chinese navy
and the ground forces. China’s naval air assets consist of approximately 800 aircraft, most of
which are combat aircraft. Although all services in the PLA are outfitted with helicopters, the
majority are located within the ground forces. Currently, the ground forces have approximately
400 helicopters. Air defense forces are also found in both the ground forces and the PLA Navy.
The International Institute for Strategic Studies, The Military Balance: 2010 (London:
Routledge, 2010), pp. 400, 402.

TThe PLA consists of three services: the ground forces (army), the navy, and the air force.
In addition, the PLA has an independent, service-level arm responsible for tactical and strategic
missiles, the Second Artillery (Strategic Rocket Forces). For information on developments in the
Chinese Navy, see chapter 2, section 2, of the U.S.-Economic and Security Review Commission’s
2009 Report to Congress (Washington, DC: U.S Government Printing Office, 2009). http://
www.usce.gov/annual _report/2009/chapter2 section 2.pdf.

+#The term “combat capable aircraft” is a broader term than “combat aircraft,” and also in-
cludes training and reconnaissance aircraft that are capable of conducting air-to-air or air-to-
ground operations. Therefore, China has more combat capable aircraft than combat aircraft. See
The International Institute for Strategic Studies, The Military Balance: 2009 (London:
Routledge, 2009), p. 11.

§ By way of comparison, the next five largest air forces in Asia (by rank order of combat capa-
ble aircraft) are India (632); North Korea (620); South Korea (490); Taiwan (477); and Pakistan
(383). The International Institute for Strategic Studies, The Military Balance: 2010 (London:
Routledge, 2010), pp. 362, 369, 413, 415, and 429.
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According to the 2008 version of China’s authoritative defense
white paper:

[T]he Air Force is working to accelerate its transition from
territorial air defense to both offensive and defensive oper-
ations, and increase its capabilities for carrying out recon-
naissance and early warning, air strikes, air and missile
defense, and strategic projection, in an effort to build itself
into a modernized strategic air force.?

In order to achieve this goal, the PLA Air Force has sought to
improve its capabilities through materiel, institutional, and doc-
trinal reforms. Each of these categories will be discussed briefly in
the following subsections.

Materiel Reforms

For at least the past 10 years, the PLA Air Force has been mod-
ernizing its aircraft, weapons, and equipment. As stated in China’s
2008 defense white paper:

To satisfy the strategic requirements of conducting both of-
fensive and defensive operations, the [PLA] Air Force at-
taches importance to developing new types of fighters, air
and anti-missile defense weapons, and command automa-
tion systems. It has deployed some relatively advanced com-
puterized equipment, and air-to-air and air-to-ground pre-
cision-guided munitions, upgraded the electronic informa-
tion systems of the equipment on active service, and im-
proved the basic networks for intelligence and early warn-
ing, command and control, and communications. It has in
the main established a major battle weaponry and equip-
ment system with [4th] generation aircraft and ground-to-
air missiles as the mainstay, and modified [3rd] generation
aircraft and ground-to-air missiles as the supplement.10

Specifically, the PLA Air Force has modernized and improved the
following platforms, weapons, and equipment:

Fighters: Over the past decade, the PLA Air Force has simulta-
neously decreased the overall size of its fleet while increasing the
number of modern fighters. Since 2000, the air force has shrunk its
fighter fleet by half (see figure 1 below).11 This decrease in size is
primarily due to China phasing out its older, 1950s-era fighters,
such as the J—6.12%*

*Depending on the source, Chinese aircraft model designations are distinguished using either
English transliterations of Chinese designators or North Atlantic Treaty Organization (NATO)
designators (such as an “F” for fighter, or “B” for bomber). As a result, China’s J-10 fighter
is also labeled the F-10. In order to keep it simple—as well as to avoid confusion with U.S.
fighters such as the F-16—this report will use English transliterations of Chinese designators
throughout.
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Figure 1: Comparison of Modern and Legacy PLA Air Force Fighters,
2000 vs. 2010 *
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Sources: U.S. Economic and Security Review Commission (USCC) staff-created chart extrapo-
lated from The International Institute for Strategic Studies, The Military Balance: 2010 (Lon-
don: Routledge, 2010), p. 404; and The International Institute for Strategic Studies, The Military
Balance: 2000-2001 (London: Routledge, 2000), p. 197.

At the same time, the PLA Air Force has made significant
progress in increasing the number of modern fighters. According to
the U.S. Department of Defense, in 2000 only 2 percent of China’s
combat fighters were considered modern, 4th and improved 3rd
generation fighters. Today, the percentage has climbed to almost
25 percent.’3 As Admiral Willard testified to Congress, “China
fields a growing number of sophisticated multi-role fighter aircraft,
including the SU-27 and SU-30 purchased from Russia and indige-
nously produced 4th generation aircraft.” 14 Domestically produced
modern fighters include the J-10, the J-11 (a licensed copy of the
Russian Su-27), and the J-11B (an unlicensed copy of the SU-27).7
In addition to new aircraft, the PLA Air Force has continued to up-
grade its older airframes. Over the past decade, China has im-
proved upon all models, but not all airframes, of its older aircraft.15

*Here modern fighter aircraft include 4th generation fighters, such as China’s SU-27, SU-
30, J-10, and J-11, as well as older-generation fighters that have been outfitted with modern
components, such as advanced radar or avionics. Examples include recently improved variants
of the J—7, the J-8, and the JH-7.

T For more on China’s military aviation projects, as well as additional information on China’s
aviation manufacturing sector, see chapter 2, section 2, of this Report.
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Fighter Aircraft Generations

Jet engine combat fighters are usually categorized by “genera-
tions.” International norms generally use five or six categories,
loosely based upon the prevalent set of capabilities at the time of
the aircraft’s development: *

1st generation: c. 1945 to 1955, this generation includes the
original jet fighters powered by turbojet engines.

2nd generation: c. 1955 to 1960, these fighters generally had
a higher top speed and were outfitted with radar and guided air-
to-air missiles.

3rd generation: c. 1960 to 1970, in addition to having in-
creased overall capabilities, these fighters also were the first to
be capable of both air defense and ground attack missions.

4th generation: c. 1970 to 1990, these multirole fighters were
equipped with increasingly sophisticated avionics and weapon
systems. A key area of emphasis was maneuverability rather
than speed.

4th+ (or 4.5) generation: c. 1990-2000, a concept that not
everyone agrees exists, implies some combination of advanced ca-
pabilities and upgrades to a normal 4th generation airframe.

5th generation: These fighters have a combination of stealth,
high altitude, maneuverability, advanced radar, high-capacity
data links, “plug and play” avionics, and supercruise capabili-
ties.16

China is also developing its first 5th generation fighter, the J—
XX, and is expected to deploy it by 2018.17 Experts disagree on
whether this plane will be as capable as the U.S. Air Force’s F—
22, currently the world’s only deployed 5th generation fighter.18

Table 1: PLA Air Force Fighters

Model (including variants) Type Number
Older Fighters
J-7 Fighter 552
J-8 Fighter 312
Q-5 Fighter-Ground Attack 120
JH-TA Fighter-Ground Attack 72

*Chinese categories for fighter aircraft generations differ from accepted international norms.
Normal conventions identify fighters based upon the decades of the fighter’s inception and its
relevant capabilities. China, however, identifies its aircraft according to when they are inducted
into the air force. Because of this difference, Chinese analysts regard China’s new fighter
projects as “3rd generation” aircraft, while U.S. analysts use international norms, calling these
same planes “4th generation.” In order to avoid confusion, this Report will follow the inter-
national naming norm. Office of Naval Intelligence, China’s Navy 2007 (Suitland, MD: Depart-
ment of the Navy), pp. 47—48.
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Table 1: PLA Air Force Fighters—Continued

Model (including variants) Type Number

4th Generation Fighters

SU-30MKK (Russian) Fighter-Ground Attack 73
J—11/SU-27 (Russian) Fighter 116
J—11B (SU-27 illegal copy) Fighter-Ground Attack 18+
J-10 Fighter-Multirole 120+
5th Generation Fighters
J-XX Fighter In development
Total 1,383+

Source: The International Institute for Strategic Studies, The Military Balance: 2010 (Lon-
don: Routledge, 2010), p. 404.

Bombers: The PLA Air Force is also improving its current fleet
of H-6 long-range bombers. Improvements include increasing the
ranges of its current bombers and arming them with long-range
cruise missiles, providing the PLA Air Force with a nascent stand-
off strike capability.1® According to the testimony of Wayne A.
Ulman, China issue manager at the U.S. National Air and Space
Intelligence Center, when the latest variant of the bomber is oper-
ational, China will be able to strike targets as far away as Guam,
to include the U.S. military bases on the island.20

Table 2: PLA Air Force Bombers

Model (including variants) Number

H-6 82

Source: The International Institute for Strategic Studies, The Military
Balance: 2010 (London: Routledge, 2010), p. 404.

Transports: China has made little progress in modernizing its air
transport fleet since its last effort in the early 1990s when it
bought 18 Russian-made IL.-76s.21 China currently is designing a
200-ton transport aircraft, which, when completed, is to be com-
parable to the U.S. Air Force C-130.22

Aerial refueling tankers: In an effort to expand its limited air re-
fueling capabilities, China was reportedly in negotiations to pur-
chase eight Russian IL-78 aerial refueling tankers, a deal that has
since been cancelled.23 Currently China has only a small fleet of 10
indigenous H-6U tankers acquired in the mid-1990s, which provide
limited power projection capabilities at best.24
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Table 3: PLA Air Force Transports and Aerial Refueling Tankers

Model Number Notes
Large Military Transports
IL-76 (Russian) 18 30 more ordered
Y-9 N/A In development
Refueling Tankers
H-6U 10 Refuels the J-8 and J-10 only

Source: The International Institute for Strategic Studies, The Military Balance: 2010 (Lon-
don: Routledge, 2010), p. 404.

Airborne early warning aircraft: The PLA Air Force has made ac-
quisition of an aerial early warning capability a key focus over the
past decade. Lacking airborne early warning aircraft in 2000, the
PLA Air Force now deploys seven of them, split among two models:
the KJ-2000 and the KJ-200. China has also created a new air in-
telligence radar network, which, when coupled with the new aerial
early warning aircraft, greatly improves China’s airborne surveil-
lance capabilities.25 Despite improvements, however, China’s air-
borne early warning aircraft are insufficient in numbers for the
size of China’s territory.26

Table 4: PLA Air Force Airborne Early Warning

Aircraft
Model Number
KJ-2000 4
KJ-200 3

Source: The International Institute for Strategic Studies, The Mili-
tary Balance: 2010 (London: Routledge, 2010), p. 404.

Unmanned aerial vehicles: * The PLA Air Force has deployed sev-
eral types of unmanned aerial vehicles for both reconnaissance and
combat purposes.2’ In addition, China is developing a variety of
medium- and high-altitude long-endurance unmanned vehicles,28
which when deployed, will expand the PLA Air Force’s “options for
long-range reconnaissance and strike.” 29

Airborne weaponry:

o Air-to-air missiles: Complementing its new aircraft are new,
highly capable missiles used to engage other aircraft. Roger
CIliff, senior political scientist at the RAND Corporation, testi-
fied to the Commission that in 2000, only the PLA Air Force’s
Russian-made SU-27s were capable of firing beyond-visual-
range missiles, a necessity for modern air combat.i Today,
many, but not all, of China’s fighters can fire beyond visual
range missiles.30 Like China’s fighter fleet, the PLA Air Force’s

*Unmanned aerial vehicles are remotely piloted or self-piloting aircraft that can be outfitted
with a wide variety of payloads, to include cameras, communication equipment, sensors, or
weapons.

1By comparison, in 2000, all U.S. combat aircraft carried beyond visual range missiles. See
U.S.-China Economic and Security Review Commission, Hearing on China’s Emergent Military
Aerospace and Commercial Aviation Capabilities, written testimony of Roger Cliff, May 20, 2010.



80

advanced air-to-air missiles are a diverse collection of Russian-
purchased and indigenously developed missiles.31

o Air-to-surface weaponry: China’s Air Force is also strength-
ening its capability to strike ground and maritime targets from
the air. According to the Department of Defense, “the PLA has
a small number of tactical [air-to-surface] and precision-guided
munitions, including all-weather, satellite- and laser-guided
bombs, and is pursuing improved airborne antiship capabili-
ties.” The PLA Air Force also is improving its ability to target
enemy radars using antiradiation missiles.32

Air defense systems: Strengthening China’s air defense capabili-
ties is a priority for Beijing.33 Since 2000, the PLA Air Force’s air
defense forces have significantly improved, possibly more so than
any other component of the air force.3* Many of the improvements
are directly due to purchases from Russia of advanced, long-range,
surface-to-air missile systems. Currently roughly half of China’s
modern surface-to-air missile systems are Russian. According to
the Department of Defense, these modern air defense systems po-
tentially have limited ballistic and cruise missile defense capabili-
ties as well.35 China has also begun to develop its own highly capa-
ble surface-to-air missile systems, such as the HQ-9 and the HQ-
12. Complementing the purchase and development of these new
systems are improvements in China’s national air defense network,
which, since 2007, spans the entire country.36 Together, these de-
velopments provide China with one of the world’s best ground-
based air defense networks and, in the view of the then Deputy
Under Secretary of the Air Force for International Affairs Bruce S.
Lemkin, would “pose a difficult challenge for even the most modern
air forces in the region.” 37

Table 5: China’s Modern Surface-to-Air Missile

Launchers
Launch System Numbers

Russian-purchased

SA-10B (S-300 PMU) 32

SA-20 (S-300 PMU1) 64

SA-20 (S-300 PMU2) 32
Indigenous

HQ-9 64

HQ-12 60

Source: Office of the Secretary of Defense, Annual Report to Congress:
Military Power of the People’s Republic of China, 2009 (Washington, DC:
U.S. Department of Defense, 2009), p. 66.

Electronic warfare equipment and capabilities: In recent years,
China has substantially improved its ability to wage electronic war-
fare.38 According to the Department of Defense’s 2009 report to
Congress, improvements to the PLA Air Force’s electronic warfare
capabilities consist of efforts to harden China’s command, control,
communication, computer, intelligence, surveillance, and reconnais-
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sance (C4ISR) systems as well as the development of offensive
measures to degrade the electronic warfare capabilities of others.3°

Role of Electronic Warfare in Modern Combat

In modern warfare, military forces are heavily dependent upon
access to the electromagnetic spectrum for successful operations.
Communications with friendly forces and detection, identifica-
tion, and targeting of enemy forces (among other tasks) are all
reliant upon the ability to operate unhindered in this spectrum.
For this reason, control of the electromagnetic spectrum (the
ability to operate freely in the electromagnetic spectrum while
denying an adversary the same ability) is considered essential to
carrying out a military operation at all levels of conflict. As the
U.S. Air Force points out, “[Ulnfettered access to selected por-
tions of the electromagnetic spectrum is critical for weapon sys-
tem effectiveness and protection of critical air assets.” 40

Although electronic warfare has various definitions, its most
basic content is any military action that involves the use of the
electromagnetic spectrum. Electronic warfare can be divided into
three main components:

Electronic attack: the use of electronic countermeasures such
as jamming, antiradiation missiles, computer network oper-
ations, counterspace operations, and directed energy weapons
(such as lasers, radio frequency weapons, and particle beams) to
attack personnel, facilities, or equipment that supports electro-
magnetic spectrum operations.

Electronic protection: also referred to as “electronic counter-
countermeasures,” it includes actions taken to protect personnel,
facilities, and equipment from any electronic warfare employ-
ment, as well as the use of frequency hopping (rapidly changing
radio frequencies), landline and fiber optic communications, and
radars that are more difficult to jam, such as active phased
array radars.

Electronic support: real-time information support provided to
on-the-ground commanders in order to improve their situational
awareness. It can include radar warning receivers (which tell
and prioritize for a pilot the missile and air defense threats),
communication intelligence, and electronic intelligence.4!

Institutional and Doctrinal Reforms

In order to better operate these new weapons and equipment, the
PLA Air Force has also made efforts to institute training, per-
sonnel, organizational, and doctrinal reforms, each of which are
discussed below.

Training Reforms: Over the past decade, the PLA Air Force has
improved the quality of training for its pilots. Previously training
lacked effectiveness since pilots averaged only a minimal number
of flight hours per year and exercises were highly scripted with
outcomes predetermined.42 Expert witnesses told the Commission
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that they now consider China’s pilots to be well trained and, in
some areas, China’s training standards are on a par with western
training standards.43 Admiral Willard recently testified to Con-
gress that “the PLA Air Force [has] continued to focus on improv-
ing pilot and controller proficiencies in complex, multi-plane com-
bat scenarios, including operations over water.”44 Other areas of
emphasis include training with modern aircraft and equipment,
training in complex electromagnetic environments,* joint service
training, and an increased use of opposition forces.4> Despite these
improvements, however, deficiencies still remain. For example, the
quality of pilot training in the PLA Air Force varies with the type
of aircraft: transport, bomber, and advanced fighter pilots receive
the most training opportunities, while the pilots of older aircraft,
still the bulk of the air force, receive significantly less flight time.46

Personnel Reforms: The PLA Air Force has sought in recent years
to increase the quality of its personnel.4” In order to improve its
officer corps, the air force is seeking to expand the number of col-
lege-educated officers. Previously, PLA Air Force officers either
graduated from military-run academies of questionable quality or
were directly promoted from the enlisted force, without higher edu-
cation.#8 Today, the PLA Air Force claims that 40 percent of its of-
ficers have a bachelor’s degree, half of which were earned at more
rigorous civilian universities.4® The PLA Air Force is also trying to
attract more college graduates to join the enlisted force, a trend
that shows signs of slowly increasing.5°

In order to develop a professional career enlisted force, in 1999
the PLA Air Force (along with the rest of the PLA) established a
professional noncommissioned officer corps. Creation of this group
of midlevel and senior enlisted personnel is an attempt to retain
institutional knowledge and experience among its enlisted force,
something not possible when China depended primarily on
conscripts for its enlisted force.5! According to Mr. Ulman, non-
commissioned officers now constitute 60 percent of the air force’s
enlisted force.52

Organizational Reforms: Over the past decade, the PLA has
greatly restructured its air force into a more flexible, streamlined
organization. Dr. Cliff described how, since 2000, the air force has
reduced its personnel size by 100,000, nearly 25 percent of its
force.53 In order to achieve these cuts, the PLA Air Force:

abolished 50 . . . major general billets, downgraded four of
its five air armies and six army-level bases two grades to
division-level command posts, and merged administrative
billets in division, brigade, and regiment headquarters. It
also restructured several radar units, merged numerous ad-
ministrative and functional officer billets in headquarters,

*The push for training in complex electromagnetic environments stems from the PLA’s belief
that “any future combat environment will be conducted in a cluttered electromagnetic environ-
ment containing emissions from commercial and military systems, in addition to significant
amounts of electronic warfare jamming.” Therefore, it is important for the PLA exercises to be
conducted with some level of opposed electronic warfare and cyber operations. U.S.-China Eco-
nomic and Security Review Commission, Hearing on China’s Emergent Military Aerospace and
Commercial Aviation Capabilities, written testimony of Wayne A. Ulman, May 20, 2010; and
Eric C. Anderson and Jeffrey G. Engstrom, Capabilities of the Chinese People’s Liberation Army
to Carry out Military Action in the Event of a Regional Military Conflict (McLean, VA: Science
Applications International Corporation, March 2009), pp. 22-23.
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and replaced many junior officer billets with NCOs [non-
commissioned officers].5%

Doctrinal Reforms: In 2004, the Central Military Commission,
China’s supreme military command, publicly announced a new
strategy for the PLA Air Force, entitled “Integrated Air and Space
Operations, Simultaneous Offensive and Defensive Operations.” * 55
The latter half of this strategy now directs the PLA Air Force to
prepare for offensive operations along China’s periphery, in addi-
tion to maintaining its traditional defensive missions.5¢ Prior to
this shift, the PLA Air Force was “mainly a territorial air defense
force, responsible for the mission of defending China’s air space,
and cooperating with and supporting army and navy operations.” 57
This limited air operations primarily to eliminating enemy forces
within China’s territory, because China “did not possess forces for
external attacks.”58 Rebecca Grant, director of the Mitchell Insti-
tute of Airpower Studies, told the Commission that the shift to of-
fensive operations entails extending the range of PLA air and mis-
sile attacks.59

There is much less known, however, about the first half of the
new strategy, “Integrated Air and Space Operations.” China’s bien-
nial defense white papers have yet to mention this component of
the PLA Air Force’s strategy. Both Dr. Cliff and Mr. Ulman testi-
fied to the Commission that it appears “Integrated Air and Space
Operations” may be an aspiration, since the air force currently
lacks any space assets.®®t However, PLA Air Force writings indi-
cate a “desire for the air force to integrate the use of space into
their air operations,” said Ulman.6! It is possible that the air
force’s desire reflects an ongoing struggle between various PLA or-
ganizations over control of space assets.62

China’s Conventional Missile Forces

Although not an air force entity, China’s conventionally armed
missile forces have the capability to influence standard air oper-
ations. Within the PLA, strategic missiles fall primarily under the
control of China’s strategic rocket forces, the Second Artillery. Ac-
cording to China’s 2008 defense white paper, the Second Artillery’s
mission is to conduct “medium- and long-range precision strikes
against key strategic and operational targets of the enemy.”63 As
such, the Second Artillery’s arsenal includes nuclear strategic bal-
listic missiles, nuclear and conventional tactical ballistic missiles,

*Although the Central Military Commission publicly announced this mission in 2004, it is
likely that it, or at least the “Simultaneous Offensive and Defensive Operations” component,
was in effect as early as the late 1990s. For example, just prior to the 50th anniversary of the
PLA Air Force in 1999, then Chinese leader Jiang Zemin called upon the air force to be a “si-
multaneous offensive and defensive air force.” Xinhua, “Zhongguo Junshi Dashiji (1990 Nian—
1999 Nian)” (A Record of Events of China’s Military (1990-1999)), July 26, 2004. http:/
news.xinhuanet.com/ziliao/2004-07/26/content 1649800 1.htm. See also U.S.-China Economic
and Security Review Commission, Hearing on China’s Emergent Military Aerospace and Com-
mercial Aviation Capabilities, written testimony of Roger Cliff, May 20, 2010.

T Although details on China’s space program—especially its military components—are not
openly available, China’s military space assets appear to be primarily under the control of the
General Armaments Department, one of four general departments responsible for administering
the entire PLA. Dean Cheng and Peter Cugley, The PRC [People’s Republic of China] Space Pro-
gram: An Open Source Examination (Alexandria, VA: CNA, September 2008), p. X.
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and land-attack cruise missiles. This part of the Annual Report will
discuss China’s conventional ballistic and cruise missiles.*

The Second Artillery is rapidly expanding the number and type
of conventional missiles that it deploys, allowing the PLA to rely
increasingly on these missiles as an important component of its of-
fensive strike options.®4 According to the Department of Defense,
“China has the most active land-based ballistic and cruise missile
program in the world.”65 Commission-sponsored research noted
that “[olver the last 20 years the [Second Artillery] mission has
evolved from operating and maintaining China’s small nuclear de-
terrent to fielding a seemingly ever-expanding conventional bal-
listic and cruise missile inventory.” 66

Western observers posit at least four reasons why the PLA seeks
to develop its conventional missile forces. First, used at the initial
onslaught of a conflict, these missiles are an effective strike option
against an enemy’s critical assets in an effort to weaken the en-
emy’s defenses and response capabilities. According to then-Deputy
Under Secretary of the Air Force Lemkin, these missiles “provide
China with a dual-pronged capability to strike almost any regional
target, to include airfields, ports, ships, military bases, logistics
nodes, command and control facilities, and industrial/economic cen-
ters.” 67 Once the enemy is subsequently weakened, follow-on PLA
military operations could then proceed with reduced costs. For ex-
ample, Lt Col (retired, U.S. Air Force) Mark A. Stokes, executive
director of the Project 2049 Institute, told the Commission that:

[llarge scale theater missile raids, combined with other
enablers such as an electronic attack, directed against se-
lected critical nodes within an opponent’s command and
control structure or air defense system can enable conven-
tionc(z?f3 air operations to be carried out at reduced risk and
cost.

Similarly, Commission-sponsored research described a scenario
involving Taiwan where the PLA could use its “relatively cheap in-
ventory of short-range ballistic missiles (SRBM), land attack cruise
missiles, and anti-radiation missiles to strike critical nodes as a
means of ‘softening’ Taiwan’s defenses.” 69

Second, ballistic and cruise missiles are difficult to defend
against. Ballistic missiles, for example, fired from within Chinese
territory would only take a matter of minutes to reach their target
on China’s periphery. This in turn would severely minimize the re-
action time of a target. Furthermore, ballistic missiles are very dif-
ficult to intercept, even with formidable air and ballistic missile de-
fenses in place.’® Cruise missiles are also inherently difficult to de-

*A ballistic missile can be launched from fixed and mobile land-based launchers or from sub-
marines. Once fired, a ballistic missile flies in an arc to its target, usually exiting and reentering
the earth’s atmosphere along its path to the target. Ballistic missiles are generally classified
according to their range, divided into short range (<1,000 km), medium range (1,000 — 3,000
km), intermediate range (3,000 — 5,500 km), and intercontinental ballistic missiles (>5,500 km).
A fifth category, sea-launched ballistic missiles, includes all ballistic missiles launched from a
submarine, regardless of its range. Cruise missiles, in contrast, are more akin to an unmanned,
armed aerial vehicle and are categorized according to mission: land-attack cruise missiles and
anti-ship cruise missiles. Capable of being fired from an aircraft, ship, submarine, or ground-
based launcher, a cruise missile takes a more direct path to its target than a ballistic missile.
Both ballistic and cruise missiles can be equipped with conventional or nuclear payloads. Na-
tional Air and Space Intelligence Center, Ballistic and Cruise Missile Threat (Dayton, OH: April
2009).
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fend against, since they have excellent accuracy and can oftentimes
evade radar detection.”?

Third, ballistic missiles are also inherently coercive in nature.’2
Because most of China’s neighbors lack adequate defenses against
China’s ballistic missiles, China may enjoy coercive leverage
against them.”3 Similarly, in 2009, the Department of Defense la-
beled these missiles “China’s primary instruments of coercion, not
only of Taiwan but of other regional neighbors.” 74 This coercive na-
ture allows China to deter its neighbors from taking certain actions
without actually firing a shot.

Finally, developing China’s strategic missile forces may be an at-
tempt to improve upon traditional air force capabilities and may
even compensate for weaknesses in China’s Air Force. For example,
according to Dr. CIiff:

In the U.S. military, reduced warning time and assured
penetration capability are provided by stealth aircraft. For
a country that does not have stealth aircraft, however, con-
ventional ballistic missiles are a logical way of achieving
the same effects, at least against targets on its immediate
periphery.™

Echoing Dr. Cliff's statement, Lt Col Stokes told the Commission
how China “has relied on theater missiles to compensate for short-
comings in its conventional air forces.” 76

Conventional Ballistic Missiles

Since at least 2000, China has been improving its conventional
ballistic missile capabilities. For example, ten years ago, China had
only one brigade of conventional short-range ballistic missiles
(roughly 24-36 launchers). Today, the number has increased to
seven.”’ In addition to increasing the number of missiles, China is
also extending their range, improving their accuracy, and increas-
ing their payload.”® China’s conventional ballistic missiles can be
divided into two types: short-range ballistic missiles and medium-
range ballistic missiles.

Table 6: PLA Conventional Ballistic Missiles

Number of Number of Estimated

Missile Name Missiles Launchers Range

Short-Range Ballistic Missiles (<1,000 km range)

DF-11 700-750 120-140 300 km

DF-15 350-400 90-110 600 km
Medium-Range Ballistic Missiles (1,000 km to 3,000 km range)

DF-3 15-20 5-10 3,000+ km

DF-21C 85-95 75-85 1,750+ km

DF-21D Under development 1,750+ km

Sources: USCC staff compilation, based upon the following sources: Office of the Secretary of
Defense, Annual Report to Congress: Military and Security Developments Involving the People’s
Republic of China 2010 (Washington, DC: U.S. Department of Defense, 2010), p. 66; and Global
Security.org, “Weapons of Mass Destruction—China—Theater Missile Systems.” htip:/
www.globalsecurity.org/lwmd/world/chinal/theater.htm.

Short-Range Ballistic Missiles: China currently fields “the world’s
largest and most lethal short range ballistic missile force in the
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world.” 7® This force is made up of two different missiles, the DF—
11 and the DF-15.80 In its most recent report to Congress, the De-
partment of Defense stated that China had currently deployed be-
tween 1,050 and 1,150 short-range ballistic missiles opposite Tai-
wan.81 All of these missiles are road mobile, increasing their ability
to evade detection and thus improve their survivability in the event
of a conflict.82

Medium-Range Ballistic Missiles: The Second Artillery now also
deploys a conventional medium-range ballistic missile based upon
an older nuclear missile, the DF—21. The conventional missile, the
DF-21C, has a range of over 1,750 kilometers (km), and, depending
on where it is launched, is capable of hitting targets throughout
Japan, most of Southeast Asia and India, and portions of Central
Asia and eastern Russia.83 In its 2010 report to Congress, the U.S.
Department of Defense stated that China currently had between 85
and 95 DF-21C missiles and 75-85 launchers.®¢ While China’s mis-
sile industry is expanding its medium-range ballistic missile infra-
structure, it is doing so at a limited rate. Both the industry and
the Second Artillery could produce significantly more if nec-
essary.85

Beijing is also developing a medium-range ballistic missile capa-
ble of engaging large, moving surface ships, such as U.S. aircraft
carriers. Describing this missile, the DF-21D, in its 2009 Report to
Congress, the Commission stated:

[T]his missile is intended to deny regional access to surface
ships of the opposing side. When combined with appro-
priate surveillance and targeting sensor systems, this mis-
sile could have the potential to destroy or disable aircraft
carriers and their associated battle groups while in tran-
sit.86

While not yet operational, the DF-21D antiship ballistic missile
is already in the testing phase, as Admiral Willard testified to Con-
gress in March 2010.87 Lt Col Stokes testified to the Commission
that the manufacturing facilities for the DF—21D were completed
in 2009 and that at least one brigade is “earmarked for initial in-
troduction” of the missile when completed.88 According to his most
recent research, the PLA may be preparing to deploy this missile
in southeast China’s Guangdong Province.89 If true, this would pro-
vide the PLA with the ability to strike surface ships in both a
Taiwan- and a South China Sea-related contingency.

Land-Attack Cruise Missiles

China is also expanding its land-attack cruise missile capabili-
ties. The PLA has two types of land-attack cruise missiles, both
first deployed within the last ten years. The first, the Second Artil-
lery’s DH-10, is China’s premier long-range cruise missile, with an
estimated range of over 1,500 km.%0 In its 2010 report to Congress,
the Department of Defense estimated that China had between 200
and 500 DH-10 missiles, roughly a 30 percent increase over the
Department of Defense’s estimate in 2009.91 In addition, the PLA
Air Force employs a new, air-launched, land-attack cruise missile,
the YJ—63. This missile arms the air force’s H-6 bomber, giving the
air force a nascent stand-off strike capability.92 The range of the
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YJ-63 is unclear, although one source claimed that it could reach
targets in excess of 200 km.93

Table 7: PLA’s Advanced Cruise Missiles

. Number of Number of Estimated
Missile Type Missiles Launchers Range
DH-10 Ground Launched 200-500 45-55 1,500+ km
YJ-63 Air Launched unknown unknown 200+ km?

Sources: Office of the Secretary of Defense, Annual Report to Congress: Military and Security
Developments Involving the People’s Republic of China, 2010 (Washington, DC: U.S. Department
of Defense, 2010), p. 66; Eric C. Anderson and Jeffrey G. Engstrom, ‘Capabilities of the Chinese
People’s Liberation Army to Carry out Military Action in the Event of a Regional Military Con-
flict’ (McLean, VA: Science Applications International Corporation, March 2009), pp 48-49; and
National Air and Space Intelligence Center, Ballistic and Cruise Missile Threat (Dayton, OH:
April 2009), p. 29.

Implications for the United States

The main implication of China’s improved air and conventional
missile capabilities is a dramatic increase in the PLA’s ability to
inhibit U.S. military operations in the region. Frequently referred
to as an “anti-access and area-denial strategy,”* it seeks to hinder
or deny enemy forces the ability to operate effectively along China’s
periphery and deter third parties from intervening in a conflict be-
tween China and Taiwan. In its 2009 report to Congress, the De-
partment of Defense noted that “[slince 2000, China has expanded
its arsenal of anti-access and area-denial weapons, presenting and
projecting increasingly credible, layered offensive combat power
across its borders and into the Western Pacific.”94 An anti-access
and area-denial strategy benefits China, because such a strategy
would have a geographical advantage against the United States in
the event of a conflict. Said Dr. Grant:

China will have what a 20th century strategist called
strong lines of communication. In contrast, the [United
States] must reach across the Pacific with the more difficult
aim of holding access open through a credible ability to
withstand Chinese attacks and to hit key targets on China’s
mainland.9>

Although several definitions of an anti-access strategy exist, at
its basic level it implies two interrelated concepts. Anti-access re-
fers to an attempt to prevent enemy forces from operating from
bases in a region. Describing the growing threat of non-China-spe-
cific anti-access capabilities as far back as 1996, General Ronald R.
Fogleman, then U.S. Air Force chief of staff, stated that:

Saturation ballistic missile attacks against littoral forces,
ports, airfields, storage facilities, and staging areas could
make it extremely costly to project US forces into a disputed
theater, much less carry out operations to defeat a well-
armed aggressor. Simply the threat of such enemy missile
attacks might deter US and coalition partners from re-
sponding to aggression in the first instance.%®

*It should be noted that the terms “anti-access” and “area-denial” are western constructs that
attempt to capture the essence of China’s military strategy and not a direct translation from
Chinese military strategy.
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Although not traditionally included, given the role that U.S. air-
craft carriers play as floating air bases, attacks against aircraft
carriers could also be construed as anti-access operations.

The second component, area-denial, seeks to prevent the freedom
of action of U.S. forces in a certain region.?? They can “include ac-
tions by an adversary in the air, on land, and on and under the
sea to contest and prevent US joint operations within their de-
fended battlespace.” As Jeff Hagen, senior engineer at the RAND
Corporation, told the Commission, the concept of area-denial seeks
to “capture the sense of portions of a battlespace being made too
risky for U.S. operations.” 98

The PLA has strengthened its anti-access and area-denial capa-
bilities over the years due to its improved air and missile assets,
as well as its organizational and doctrinal reforms. China’s ad-
vances in its short- and medium-range ballistic missiles, ground
and air-launched cruise missiles, and advanced aircraft with preci-
sion strike capabilities have greatly improved China’s ability to
carry out anti-access operations.?? Similarly, China’s improved in-
tegrated air defense systems; advanced fighter aircraft; air refuel-
ing capabilities; and airborne early warning systems all further
China’s ability to conduct area-denial operations.190 Furthermore,
the PLA’s future deployment of an antiship ballistic missile will
also strengthen both China’s anti-access and area-denial capabili-
ties. Essential reforms of the air force’s organizational, training
and personnel systems ensure that its newly-acquired platforms,
weapons, and equipment are utilized to their maximum capacity.
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Figure 2: China’s Conventional Anti-Access Capabilities
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Source: Adapted from Office of the Secretary of Defense, Annual Report to Congress: Military
and Security Developments Involving the People’s Republic of China, 2010 (Washington, DC: U.S.
Department of Defense, 2010), p. 32.

The combination of China’s improving anti-access and area-de-
nial capabilities poses a significant challenge to U.S. military forces
operating in the region. According to Mr. Hagen, the crux of the
problem is the PLA’s increasing ability to threaten U.S. military
bases in the region in the event of a crisis:

The root of the issue is the looming mismatch between U.S.
basing options in the region and Chinese base attack capa-
bilities. If aircraft carriers near Taiwan and airbases in
Japan and South Korea can be attacked (or threatened to
the extent that the U.S. is politically unable to utilize them,)
to the extent that sorties generated from them are signifi-
cantly limited, operations from more distant locations such
as Guam become the only remaining option.101

The PLA’s current missile force alone may be sufficient to close
down U.S. air bases in the region in the event of a conflict between
China and the United States. According to Mr. Hagen’s research,
only 30-50 missiles would be necessary to “overload and kill air de-
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fenses, cover all of the open parking areas with submunitions to de-
stroy aircraft parked there, and crater runways such that aircraft
cannot take off or land.” The addition of a similar amount of cruise
missiles would complicate the air defense scenarios, destroy air-
craft shelters, and damage fuel and maintenance facilities.102 As
table 8 below shows, the PLA currently has the capability to attack
with its conventional missile capabilities five of the six main U.S.
air bases in East Asia.* In addition, improvements to the PLA Air
Force’s bomber fleet soon could allow it to target Guam, where the
sixth U.S. Air Force base is located.

Table 8: PLA Conventional Missile Capabilities Against U.S. Air Force Bases in East

Asia
. . PLA Nonnuclear Missile
Base Distance from China Capabilities
Osan Air Base, South Korea 400 km 480 theater ballistic missiles; 350

ground launched cruise missiles.

Kunsan Air Base, South
Korea 400 km 480 theater ballistic missiles; 350
ground launched cruise missiles.

Kadena Air Base, Japan 650 km 80 theater ballistic missiles; 350
ground launched cruise missiles.

Misawa Air Base, Japan 850 km (1,000 km 80 theater ballistic missiles; 350
without overflight ground launched cruise missiles.

rights from Russia)

Yokota Air Base, Japan 1,100 km 80 theater ballistic missiles; 350
ground launched cruise missiles.

Andersen Air Force Base,

Guam 3,000 km Currently free from theater
ballistic missile threats; could face
threats from medium-range
ballistic missiles, submarine-
launched ballistic missiles, and air-
launched cruise missiles.

Source: USCC staff, based upon testimony of Jeff Hagen. U.S.-China Economic and Security
Review Commission, Hearing on China’s Emergent Military Aerospace and Commercial Aviation
Capabilities, written testimony of Jeff Hagen, May 20, 2010.

Not only would U.S. bases be threatened in the event of a conflict
with China, but so too would U.S. deployed aircraft. Dr. Grant de-
scribed to the Commission a worst-case scenario that might con-
front U.S. fighters in the event of an air battle with the PLA Air
Force. After air and missile attacks against U.S. bases and aircraft
carrier strike groups, any U.S. “fighters that do launch from land
or sea bases will immediately confront the integrated air defense
and superior number of the [PLA Air Forcel.” U.S. fighters beyond
the range of the PLA’s surface-to-air missiles “would encounter
large numbers of [China’s] fighters on combat air patrol.” Dr. Grant
also pointed out that, while not on a par with more advanced U.S.
fighters, the sheer superiority in the number of PLA Air Force
fighters could be enough to degrade U.S. air operations.103

*It should be noted that whether the PLA would attack U.S. bases in the event of a crisis
is not known. This Report solely looks at what would occur if the PLA did indeed attack.

T The number of missiles represented in this table is not cumulative, and does not take into
consideration the effect of depletion. In other words, any missiles fired at one base in the event
of a crisis would draw down a corresponding number of missiles threatening other U.S. bases.
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Conclusions

Over the past decade, as part of its overall military moderniza-
tion, China has significantly modernized its air and missile capa-
bilities. This modernization process is across the board, to in-
clude foreign purchases and indigenous production of aircraft,
weapons, and equipment. In addition, institutional changes such
as organizational, personnel, and training reforms continue to
improve the PLA Air Force’s capacity to conduct operations.

Augmenting its modernization efforts, Beijing has expanded the
PLA Air Force’s focus in recent years from solely concentrating
on territorial defense operations, to now include extraterritorial
offensive operations.

Simultaneous with the modernization of China’s Air Force, Bei-
jing has also strengthened the PLA’s ability to conduct conven-
tional missile strikes. Improvements include fielding increased
numbers and types of more accurate conventional ballistic and
land-attack cruise missiles.

As China’s air and missile modernization efforts progress, Bei-
jing’s ability to threaten U.S. forward deployed forces and bases
in the region is improving. Any PLA missile strikes and air raids
against U.S. bases, if successful, could force the temporary clo-
sure of regional U.S. bases and inhibit the U.S. military’s ability
to operate effectively in East Asia. In addition, the future deploy-
ment of an antiship ballistic missile could seriously interfere
with the U.S. military’s freedom of access to the region.



SECTION 2: DEVELOPMENTS IN
CHINA’S COMMERCIAL AND
MILITARY AVIATION INDUSTRY

Introduction

Through a combination of hearings and research this year, the
Commission investigated the increasing capabilities of China’s
aviation industrial base. Once virtually dependent upon imports,
China now is able to produce its own advanced military aircraft
and is on the cusp of fielding the first of two domestically devel-
oped commercial aircraft. These advances reflect strong efforts on
the part of the Chinese government to have an aviation industry
that can produce aircraft capable of rivaling foreign products. As
described in testimony presented to the Commission this year:

With strong political backing, ample funds, and privileged
access to fast-growing domestic civilian and military mar-
kets, the country’s aviation industrial barons are pursuing
an ambitious strategy to build an internationally competi-
tive, innovative and comprehensive aviation design and
manufacturing base within the next 1-2 decades.194

The Commission also noted that China’s strategies for developing
its aviation industrial base bear watching, including China’s adher-
ence to its World Trade Organization (WTO) commitments. Bei-
jing’s strategies include the government’s heavy political and fiscal
support for China’s aviation manufacturing industry and the re-
quirement for foreign aviation firms to provide technology and
know-how offsets in return for market access, strategies practiced
by other countries as well. Also of note is the close integration be-
tween its commercial and military aviation sectors, and the poten-
tial for commercial advances to fuel military developments. This
section of the Commission’s Report discusses these issues and what
they might mean for U.S. national security.

Recent and Ongoing Aircraft Development Projects

Until recently, China produced only low-end commercial and
military aircraft, relying on imports for more advanced aircraft. In
the past decade, however China has made significant progress de-
veloping and producing its own aircraft. This subsection provides
a brief overview of some of the major commercial and military avia-
tion projects currently under way in China, as well as ongoing en-
gine development projects.

Commercial aviation

The ARJ-21 regional jet: The ARJ-21 is China’s 70- to 100-pas-
senger regional jet program, intended to compete with the only

(92)
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other current manufacturers of regional jets, Canada’s Bombardier
and Brazil’s Embraer. The ARJ-21 had its first test flight in No-
vember 2008 and is currently in production, with an expected deliv-
ery date sometime in 2011.105 There are currently over 200 orders
for the ARJ-21, of which at least 70 percent come from Chinese
state-owned airline companies.19¢ Some aviation experts opine that
the ARJ-21 will not be successful commercially, due to its outdated
design; lack of product support, sales, and financing capabilities;
late entry into a competitive market; and lack of international safe-
ty certifications.197 However, during President Obama’s November
2009 trip to China, he pledged to try to expedite Federal Aviation
Administration certification of the ARJ-21, potentially eliminating
a key barrier to future international sales.108

“Buy Chinese”

In order to ensure that the ARJ—21 has a guaranteed market,
Beijing in the past few years established two small, state-owned
airline companies that are to fly only domestically produced com-
mercial aircraft.19® One company, “Joy Air,”* is a subsidiary of
the Aviation Industry of China, while the other, “Chengdu Air-
lines,” is owned by the Commercial Aircraft Corporation of China
Ltd. As the table below shows, both Joy Air and Chengdu Air-
lines have placed orders for the ARJ-21.110 In addition, accord-
ing to Chengdu Airlines’ website, the company also intends to
purchase China’s C919 large commercial aircraft when avail-
able.111

Airline Name Pareﬁ;gxgsg"Ed Current Fleet Size %%I;ESI
Joy Air Aviation Industry Corpora- | Six MA-60 prop planes 50
tion of China
Chengdu Airlines | Commercial Aircraft Cor- Seven Airbus A320 30
poration of China Ltd.

The C919 large commercial aircraft: Building upon the knowl-
edge gained from previous joint ventures with foreign aviation
manufacturers as well as the experience acquired during the devel-
opment of the ARJ-21, the C919 is China’s premier commercial
aviation project. The developer of the C919, the Commercial Air-
craft Corporation of China Ltd, intends the 150-passenger aircraft
to compete with the Boeing 737 and the Airbus A320 in both the
domestic and global markets.112 Development of a prototype of the
aircraft began in August 2010, with an initial delivery scheduled
for 2016.113 Aviation industry analysts are unsure of the C919’s fu-
ture success, given that China currently lacks the technology and
know-how for completing such a difficult project.114

*Contrary to western reporting, only two such organizations exist, not three. The confusion
stems from a mistranslation of Joy Air into English, which is sometimes also translated as
“Happy Air.”
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Major Players in China’s Aviation Industry

Currently two large, state-owned organizations oversee almost
all aviation research, development, and manufacturing in China:
the Aviation Industry Corporation of China and the Commercial
Aviation Corporation of China Ltd.

Established in 1993, the Aviation Industry Corporation of
China is China’s primary aviation design and manufacturing
conglomerate. According to its website, the Aviation Industry
Corporation of China is an “ultra-large state-owned enterprise
and an investment institution” that is divided into 10 branches:
defense; transport aircraft; aviation engines; helicopters; avi-
onics; general aviation aircraft; aviation research and develop-
ment; flight testing; trade and logistics; and asset manage-
ment.115 Under these ten branches, the company controls over
200 subsidiary firms and 31 research institutes, employing over
400,000 people.116 Its products include not only military and
commercial aircraft but also engines and airborne weapons.117 In
recent years, the Aviation Industry Corporation of China has
turned a substantial profit, earning $1.4 billion in 2009 alone,118
and CNN Money listed the company as a Global Fortune 500
company in both 2009 and 2010.119

In May 2008, China established a second aviation conglom-
erate, the Commercial Aircraft Corporation of China Ltd, specifi-
cally to “design, develop, manufacture, and maintain” China’s
large commercial aircraft project, the C919.120 Headquartered in
Shanghai, the conglomerate has a number of state-owned stake-
holders, such as the State Council’s State-Owned Asset Super-
vision and Administration Commission (31.5 percent), the
Shanghai municipal government-owned Shanghai Guosheng
(Group) Company Ltd. (25 percent), and the Aviation Industry
Corporation of China (about 25 percent).121 According to its
website, the Commercial Aircraft Corporation of China Ltd. cur-
rently controls six subsidiary companies and organizations: the
AVIC I Commercial Aircraft Corporation Ltd., the Shanghai Air-
craft Design and Research Institute, the Shanghai Aviation
Manufacturing Company Ltd., the Shanghai Aircraft Customer
Service Company Ltd., the Industry Corporation Limited, and
the Shanghai Aviation Industrial (Group) Co. Ltd.122

Military aviation

The J-10 fighter: After roughly 20 years of development, China’s
first 4th generation fighter,* the J-10, finally entered service
around 2004.123 Developed by the Aviation Industry Corporation of
China, the J-10 is a multirole, all-weather combat fighter capable
of both air-to-air and air-to-ground missions.124 Although the J-10
fighter design heavily incorporates input from a variety of foreign
sources, most foreign observers consider it a true “Chinese” fighter

*Generally speaking, a 4th generation fighter is classified as a fighter that is equipped with
increasingly sophisticated avionics and weapon systems and emphasizes maneuverability rather
than speed. For more details on fighter generations, see chapter 2, section 1, of this Report.
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due to the “unique synthesis of these various [foreign] ele-
ments.” 125 Some western analysts posit that China is also devel-
oping an improved version of the J-10, called the J-10B.126

The J-11B fighter: In the mid-1990s, China purchased the rights
to assemble 200 of Russia’s 4th generation fighters, the SU-27
(under the name the J-11). However, in 2006 Russia cancelled the
agreement at 95 aircraft when it alleged that the Aviation Industry
Corporation of China violated the terms of the license and copied
the SU-27 to create its own variant, the J-11B.127 China began in-
corporating the J-11B into the PLA Air Force in 2007. Ironically,
further production of the J-11B may be dependent upon Russia,
since China is having difficulties fielding an indigenous engine for
the aircraft (see below for more on China’s engine projects).128

The J-XX fighter: Little is known in unclassified sources about
China’s 5th generation fighter program, the J-XX. This fighter is
still in the early stages of development and, according to the testi-
mony of Wayne A. Ulman, China issue manager for the U.S. Na-
tional Air and Space Intelligence Center, it will not be operational
until at least 2018.129 Experts disagree on the actual capabilities
of the J-XX, with some maintaining that it will be about as capable
as the U.S. F-22 (currently the only 5th generation fighter in serv-
ice in the world), and others holding that it will fall short of such
advanced capabilities due to likely problems developing an engine
and other necessary advanced technologies, such as composite ma-
terials.* 130

FC-1 fighter: Unique among China’s fighter programs, the FC—
1 is a 4th generation fighter coproduced with Pakistan.131 Intended
for export only, the FC-1 is less capable than China’s J-10 or J—
11B aircraft but costs significantly less. Pakistan is currently the
only nation that fields the FC-1 fighter, although other nations,
such as Egypt, have inquired about purchasing the aircraft.132
While the FC-1 is powered by a Russian engine, recent tension be-
tween Russia and China over the possibility of the FC-1 competing
with Russia’s fighter exports may preclude future engine sales to
China for this aircraft.133

Engine projects

Despite progress in other areas of aviation, China’s aviation en-
gine sector remains an “Achilles’ heel” in China’s aviation manufac-
turing industry.13¢ A major obstacle is China’s inability to success-
fully develop and manufacture an advanced turbofan engine.7 More
efficient and more powerful than turbojet engines, turbofan engines
are a necessary component of any modern commercial or military

*Composite materials are man-made materials formed when two or more materials are com-
bined into a third material. The third material has unique properties, which are the result of
the component materials not blending together, but rather retaining their individual properties.
Composite materials are increasingly used in aviation manufacturing since they are light, strong
and corrosion-resistant.

TChina is not alone in experiencing difficulties producing a turbofan engine. Currently, only
a few nations have mastered the techniques necessary to manufacture a turbofan engine. Be-
sides the United States, other countries that can independently manufacture turbofan engines
include France, Russia, Ukraine, and the United Kingdom.
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jet.* Without the ability to successfully produce a turbofan engine,
China will remain dependent on imported engines. Presently,
China is attempting to establish its independence from foreign en-
gine suppliers by developing its own turbofan engines, such as the
WS-10A and the SF-A turbofan engines, discussed below.

WS-10A military turbofan engine: The WS—10A is China’s first
modern fighter turbofan engine and was intended to power both of
China’s 4th generation fighters, the J-10 and the J-11. Although
initiated in the 1980s, the WS-10A turbofan engine continues to
experience significant problems, such as insufficient engine thrust,
weak blades, and oil leakage.135 Because of these problems, China
has had to continue to import Russian-made engines for the J-10
and the J-11B fighters.136

SF-A commercial turbofan engine: The SF-A commercial tur-
bofan engine is currently little more than a model and will not be
operational until at least 2016. The Aviation Industry Corporation
of China hopes to use this engine for China’s indigenous large com-
mercial aircraft, the C919.137 However, the Commercial Aircraft
Corporation of China Ltd. has already contracted for C919 engines
with CFM International, a joint venture between GE [General
Electric] and France’s Snecma (Safran Group), so it is unclear if
the SF-A engine, when and if developed, will replace the CFM
International engine.138

Factors Assisting the Development of China’s Aviation In-
dustrial Base

In order to improve China’s aviation industrial base and success-
fully conclude the above-mentioned aircraft and turbofan engine
projects, Beijing has implemented an industrial strategy for its
aviation industry. During this year’s hearing cycle, the Commission
heard about three factors in particular that help to promote Chi-
na’s aviation manufacturing industry. First, China’s aviation indus-
try enjoys strong government support. Second, the industry bene-
fits from an offset policy that requires technology and know-how
transfers from more-established foreign aviation manufacturing
firms in return for market access in China. Third, the close inte-
gration between the commercial and military sectors of China’s
aviation industry allows Beijing to bolster its military aviation
manufacturing capabilities by exploiting advances in the commer-
cial aviation sector. Each factor will be discussed in turn.

Government-directed and -led development

The development of China’s aviation industrial base would not be
possible without the strong support it receives from the Chinese
government. Beijing considers China’s commercial aircraft industry
a strategic industry and has made its development a national pri-
ority.139 As China’s Premier Wen Jiabao stated in regard to Chi-
na’s C919 large commercial aircraft project:

*A turbofan engine is the most modern variation of the basic gas turbine engine. In the tur-
bofan engine, the core engine is surrounded by a fan in the front and an additional turbine at
the rear. This sort of construction allows a turbofan engine to provide significantly more thrust
per fuel amount than a normal gas turbine engine. National Aeronautics and Space Administra-
tion, “Turbofan Engines” (Washington, DC: September 13, 2010). http:/www.grc.nasa.gov,
K-12/airplane/aturbf.html.
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[The large commercial aircraft] is not only necessary for
[China’s] aviation industry, but also necessary for building
an innovative country. The research and development of
this aircraft will promote the development of science and
technology in a number of important areas and will enable
the entire passenger aircraft manufacturing industry to ad-
vance towards a higher level . . . The research and devel-
opment of the large aircraft is a policy decision of great
strategic significance made by the Party’s Central Com-
mittee and the State Council in the new century.140

In recent years, several national-level programs have emphasized
the development of China’s aviation industrial base. The most im-
portant programs are China’s Five Year Plans, through which the
Chinese Communist Party maps strategies for national develop-
ment in various areas over the next five years. In addition, China
has also released other longer-term plans promoting its aviation in-
dustrial base.

10t Five Year Plan (2001-2005)—one of the most important
policies for China’s aviation manufacturing industry, this Five
Year Plan first emphasized the development of China’s aero-
space and aviation industries and specifically listed commercial
aircraft manufacturing as a new emerging industry that re-
quires Beijing’s support.141

11t Five Year Plan (2006-2010)—building upon the baseline
provided in the 10th Five Year Plan, this plan specifically
called for developing large commercial aircraft, helicopter, and
general aviation aircraft programs. This plan also stressed de-
veloping China’s aviation manufacturing knowledge and skill
base.142

12 Five Year Plan (2011-2015)—still being drafted, this new
plan likely will provide further information on developing Chi-
na’s aviation industrial base. According to the testimony of Tai
Ming Cheung, associate research scientist at the University of
California, San Diego, China’s 12th Five Year Plan possibly
will prioritize China’s 5th generation fighter program, the J—
XX, 143

National Medium- and Long-term National Science and Tech-
nology Development Program (2006-2020)—this State Council
plan specified the development of large commercial aircraft as
one of 16 key industry areas on which China will focus over
the next 15 years.144

Catalogue Guiding Indigenous Innovations in Major Tech-
nology Equipment—this December 2009 document encouraged
the domestic development of 18 types of major technological
equipment, to include commercial aircraft.145



98

China’s “Large-Scale Aircraft Leading Small Group”

Demonstrating Beijing’s strong commitment to develop a large
commercial aircraft, in 2006 China’s State Council established a
“Large-Scale Aircraft Leading Small Group” to oversee the devel-
opment of China’s large commercial aircraft project.146¢ In the
Chinese government, leading small groups are national-level ad
hoc policy and coordination working groups, the membership of
which consists of Chinese political elites.147 The creation of such
groups of high-level officials allows the Chinese government to
focus efforts and resources from various disconnected ministries
and departments on issues or projects that the central govern-
ment feels are important. At the time of its creation, Zeng
Peiyan, then vice premier and Politburo member, was the head
of the Large-Scale Aircraft Leading Small Group, while Zhang
Ping, then deputy secretary general of the State Council, served
as deputy head. Other members included Ma Kai, then director
of the National Development and Reform Commission; and Lieu-
tenant General Li Andong, then deputy director of the General
Armaments Department and alternate member of the 16th Chi-
nese Communist Party Central Committee.14® Further research
failed to determine whether this leading small group is still in
existence.

In order to achieve these macrolevel goals, China has imple-
mented a number of policies:

o Reorganization of the aviation industry—In 2008 Beijing imple-
mented two major organizational changes to its aviation indus-
trial base. First, in May 2008, China established a new avia-
tion conglomerate, the Commercial Aircraft Corporation of
China Ltd., with the specific goal of developing China’s large
commercial aircraft project, the C919.149 In November 2008,
Beijing also combined two existing state-owned aviation con-
glomerates, the Aviation Industry Corporation of China I and
the Aviation Industry Corporation of China II, into one entity.*
According to Commission-sponsored research, this new organi-
zation, the similarly named Aviation Industry Corporation of
China, was created to consolidate resources to better compete
with western aerospace firms, such as Boeing and Airbus,
among others.150

o Preferential trade policies—Beijing provides several incentives
to domestic firms seeking to import or export aviation-related
goods, such as an import duty exemption and value-added tax
rebates.151

*In 1999, Beijing split the state-owned Aviation Industry Corporation of China into two small-
er state-owned groups, the Aviation Industry Corporation of China I and the Aviation Industry
Corporation of China II. The split was justified at the time as an attempt to foster competition
in China’s aviation industry. However, according to most outside accounts, the breakup was only
on paper, and little competition was actually achieved in the industry.. U.S.-China Economic
and Security Review Commission, Hearing on China’s Emergent Military Aerospace and Com-
mercial Aviation Capabilities, written testimony of Tai Ming Cheung, May 20, 2010; and Evan
S. Medeiros et al., A New Direction for China’s Defense Industry (Alexandria, VA: The RAND
Corporation, 2005), pp. 174-75.
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o Creation of aviation industrial parks—The Chinese govern-
ment has established industrial parks in an effort to nurture
domestic industries by “promoting geographic proximity to ad-
vanced foreign multinational company production facilities in
specially constructed industrial and science parks.”!52% In re-
cent years, Beijing has established at least eight aviation in-
dustrial parks throughout China.f In addition, China has set
up an industrial hub in Beijing to coordinate the manufac-
turing and foreign sales of military aircraft.153

Technology and know-how transfer through offsets +

While China has no publicly stated policy requiring offsets in
international aviation deals, China’s commercial aviation industrial
base continues to benefit from them. As the Commission previously
pointed out in 2005, often in aviation deals involving China, “Chi-
nese firms have used their leverage to extract offsets—agreements
to transfer some of the aircraft production along with related ex-
pertise and technology—as part of the deals.” 154 Mary H. Saun-
ders, deputy assistant secretary for manufacturing at the U.S.
International Trade Administration, reaffirmed that this problem
still exists, stating that “while China does not have an official off-
set policy ... a company’s ‘commitment’ to building a relationship
with China is a factor in purchasing decisions.” 155 As an example,
in 2008, the deputy general manager of the Commercial Aircraft
Corporation of China Ltd. openly alluded to the importance of off-
sets while discussing the bidding process for components on Chi-
na’s C919. “We will choose international suppliers through bidding.
But priority will go to foreign suppliers that design and manufac-
ture products with domestic companies in China,” he said.15%

One way Chinese aviation firms acquire technology and know-
how from foreign firms is through the establishment of joint ven-
tures in China. According to Deputy Assistant Secretary Saunders:

China has increasingly required that joint ventures be es-
tablished as a condition for awarding manufacturing con-
tracts. These joint ventures typically involve some element
of technology transfer by the U.S. partner. The intention
seems to be for China to develop domestic capabilities in
subsystems in addition to airframes.157

Mr. Andersen described to the Commission one example where
the European aerospace company, Airbus, established a joint ven-
ture in Tianjin, China, to assemble its A320 large commercial air-
craft:

In April 2005, China approached Airbus seeking an Airbus
final assembly line to be located somewhere in China. In

*Both Beijing and local governments support the growth of these parks by providing incen-
tives to foreign firms, such as cheap land, plentiful labor, and tax breaks. The more advanced
industrial parks in China also include local suppliers and Chinese start-up companies that pro-
vide components to or buy products from the foreign firms. Many of these parks also have links
to local universities and research institutes for research and development support. Susan M.
Walcott, “Chinese Industrial and Science Parks: Bridging the Gap,” The Professional Geographer
54: 3 (2002): 349-350.

TThese hubs are currently located in the Chinese cities of Anshun, Chengdu, Harbin, Shang-
hai, Shenyang, Tianjin, Xian, and Zhuhai.

#For the purpose of this Report, offsets refer to a demand for a transfer of a technology, know-
how, or production capability in return for some type of market access.
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December of that year, China placed an order for 150 Air-
bus A320s worth almost $10 billion. Though an agreement
was not signed, construction on a final assembly line began
in May 2007. Some analysts for the aircraft sector inter-
preted the announcement as a quid pro quo. An Airbus
spokesman confirmed this and “acknowledged that Airbus’
main reason for the plant is to gain greater access to the
Chinese market.” 158

Civil-military integration in China’s aviation industry

For at least a decade, China’s military aviation industry has ben-
efitted from advances made in China’s commercial aviation sector.
According to Deputy Assistant Secretary Saunders, “China intends
to develop new capabilities through its commercial [aviation] pro-
grams, some of which could then be used to support its military
programs.” 159 This idea is captured in the term “civil-military inte-
gration,” where a nation combines its defense industrial base with
its commercial industrial base, thus using “common technologies,
process, labor, equipment, material, and/or facilities” to satisfy the
needs of both commercial and defense consumers.10 In China,
civil-military integration is not new. From the late 1970s into the
1990s, China promoted policies that required China’s defense in-
dustry to support the development of China’s civilian economy.
However, in the late 1990s, Beijing reversed the direction of civil-
military integration to capitalize on China’s growing civilian econ-
omy as a means to develop its moribund defense economy.161 As
the Commission heard during a meeting in Beijing with the Min-
istry of Science and Technology, collaboration on research between
the commercial and defense sectors occurs when “goals are con-
sistent,” minimizing the use of resources on similar projects.

China’s Guiding Concept of Civil-Military Integration

In 2003, Beijing promulgated an official slogan to promote the
use of China’s commercial industrial base to rejuvenate its fail-
ing defense economy after decades of government neglect. This
slogan has four phrases and can be summarized as follows:

Combine civil and military needs—focus on increasing the
amount and pace of both military-to-civilian and civilian-to-mili-
tary technology transfers;

Locate military potential in civilian capabilities—establish ci-
vilian enterprises that are able to satisfy the requirements of the
military and defense economy;

Promote coordination and cooperation—promote close coopera-
tion among various commercial and military entities involved in
research and development; and

Conduct independent innovation—ensure that China is self-re-
liant when it comes to developing its military equipment.162

Advances made in China’s commercial aviation industry directly
benefit its military aviation manufacturing capabilities. “Instead of



101

relying on its own resources, the [military] aviation and defense in-
dustries seek to make use of commercially available technologies
and manufacturing processes as a suitable substitute,” stated Dr.
Cheung.163 Despite a division on paper between China’s civilian
and military aviation firms, “military and civilian assembly lines
remain co-located, to ease the sharing of skills and technology,” tes-
tified Richard D. Fisher, Jr., senior fellow at the International As-
sessment and Strategy Center.164 Particular areas where commer-
cially available technology and know-how have been included into
military aircraft include avionics, microelectronics, composite mate-
rials, information technologies, and computer-aided manufacturing
processes.165

One important technological advance transferred from the com-
mercial to the military sector is composite materials. In military
aviation, composite materials are a crucial component for con-
structing lighter and stealthier military aircraft. Much of China’s
knowledge of composite materials originated from western firms
working with Chinese commercial aviation manufacturers. For ex-
ample, Mr. Ulman noted that China’s commercial aviation industry
acquired composite material technology, equipment, and know-how
from joint ventures with western aviation industries, which in turn
allowed the military manufacturing sector “to increase the quantity
and quality of composite materials in Chinese military aircraft.” 166
A possible example of this pathway is the decade-long joint venture
among two U.S. firms, Boeing and the Hexcel Corporation, and the
Aviation Industry Corporation of China to produce composite mate-
rials in China.* Demonstrating another path, David Wang, presi-
dent of Boeing China, noted that Boeing also is working with the
Chinese Academy of Sciences to research composite materials.167

Implications for the United States

Changes in China’s aviation market and the development of its
aviation industrial base have three main implications for the
United States. First, because of the projected growth in the de-
mand for air travel in China, and China’s current lack of domestic
production capability, U.S. aviation-related exports to China could
rise in the near to medium term. In the longer term, however, a
stronger China aviation industrial base could increasingly compete
with U.S. aviation manufacturers, resulting in the loss of U.S. avia-
tion exports to China and third-country markets, as well as pos-
sibly even a decrease in their share of the U.S. domestic market.
Finally, continued close interaction between China’s commercial
and military aviation sectors will strengthen China’s military air
capabilities.

Rising demand in China for commercial aircraft in the coming
years could provide an opportunity for the United States to in-
crease its already substantial aviation-related exports to China (see

*This joint venture was originally formed in 1999 among Boeing, Hextel, and the Aviation
Industry of China and began production in 2002. In 2008, Boeing bought out Hextel, increasing
Boeing’s share in the venture to 88 percent. In August 2010, Boeing announced that it would
be doubling size of the factory over the next few years. China Daily, “Boeing to Piece Together
Composite Factory,” August 26, 2010. http:/www.china.org.cn/business/2010-08/26/con-
tent 20795312.htm; and Business Wire, “Hexcel-Boeing Joint Ventures to Produce Aerospace
Structures in China and Malaysia Formally Open,” September 16, 2002. http:/
www.allbusiness.com/defense-aerospace/aerospace-industry-commercial-general/5931651-1.html.



102

the table below for recent import-export data). Since 2001, China’s
domestic air travel has grown by 197 percent, surpassing 449 mil-
lion travelers in 2009, a 22 percent increase over 2008.168 Projected
to continue to grow, the increasing demand for air travel will cause
China to emerge as one of the world’s largest aviation markets over
the next two decades.169 According to industry estimates, China
will require roughly 3,800 aircraft by 2030, with a market value of
$400 billion.17° Boeing anticipates that upwards of 70 percent of
this demand will be for single-aisle, large commercial aircraft, simi-
lar to Boeing’s 737 and Airbus’ A320.171 “U.S. companies through-
out the aerospace supply chain are well positioned to capitalize on
[China’s aviation] growth, expanding U.S. exports, and jobs,” stated
Deputy Assistant Secretary Saunders.172

Even if China successfully develops its own commercial aircraft,
it will be unable to satisfy such a large demand for aircraft solely
by relying upon domestic suppliers, testified Dan Elwell, vice presi-
dent of the Aerospace Industries Association of America. U.S. man-
ufacturers also could benefit from potential aftermarket sales, as
well as by supplying components and parts to China’s domestic
aviation projects.l”3 For example, according to industry analysts,
13 of the at least 20 foreign firms supplying components to the
ARJ-21 are American. In addition, China also has contracted with
foreign firms to provide key components for the C919 large com-
mercial aircraft. Currently, six U.S. companies (out of 13 total for-
eign companies) have contracted to provide parts and systems for
the C919 project.*

Table 9: U.S.-China Aviation-related Trade (2001-09)

2001 2002 2003 2004 2005 2006 2007 2008 2009

U.S. imports from

China

% of total U.S. aerospace

imports 0.3% 0.3% 0.4% 0.6% 0.6% 0.8% 1.0% 1.1% 1.3%
$ (millions) $90 $86 $105 $159 $171 $254 $368 $406 $421

U.S. exports to China

% of total U.S. aerospace

exports 4.4% 6.2% 5.1% 3.4% 6.0% 6.4% 6.2% 4.7% 6.5%
$ (millions) $2,591 $3,526 $2,684 $1,814 $3,748 $4,791 $5,183 $3,874 $5,314

Sources: U.S. Bureau of the Census, “Top Twenty Aerospace Suppliers to the U.S.” (Wash-
ington, DC: U.S. Department of Commerce, September 3, 2010). http://trade.gov/wem/groups/
internet/@trade/@mas/@man/@aai/documents/web  content/aero stat top20imp.pdf; and U.S.
Bureau of the Census, “Top Twenty U.S. Aerospace Export Markets” (Washington, DC: U.S. De-
partment of Commerce, September 3, 2010). http:/trade.gov/wem/groups/internet/@trade/@mas/
@man/@aai/documents/web content/aero stat top20exp.pdf.pdf.

*The U.S. suppliers to the ARJ—21 program include Eaton Aerospace, Rockwell Collins,
Sagem, Aircraft Braking Systems, B/E Aerospace, Goodrich, Goodrich Aerospace (Hella), Ham-
ilton Sundstrand, Honeywell, Kaiser Electroprecision, Kidde Aerospace and Defense, MPC Prod-
ucts, and Parker Hannifan. The U.S. companies providing components to the C919 project in-
clude General Electric, Eaton Aerospace, Rockwell Collins, Honeywell, Goodrich, and Parker
Hannifin. U.S.-China Economic and Security Review Commission, Hearing on China’s Emergent
Military Aerospace and Commercial Aviation Capabilities, written testimony of Peder A. Ander-
sen, May 20, 2010; Richard Aboulafia, “ACAC ARJ-21,” World Military & Civil Aircraft Brief-
ing, November 2009, pp. 1-2; Lu Haoting, “New Aircraft Targets Airbus-Boeing Duopoly,” China
Daily, November 5, 2008. OSC ID: CPP20081105968061. http:/www.opensource.gov; Philip
Butterworth-Hayes, “China’s Short March to Aerospace Autonomy,” Aerospace America (Feb-
ruary 2010), p. 30; and Reinhardt Krause, “China’s Jet Ambition a Boon to Suppliers—Or Their
Bane?” Investor’s Business Daily, August 18, 2010. http://www.investors.com/NewsAndAnalysis/
Article/544256/201008181859/Chinas-Jet-Ambition-A—Boon-To-Suppliers-and151-Or-Their-Bane-
.aspx.
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At the same time, however, there is the potential that as China’s
commercial aviation industrial base improves, it will have a nega-
tive impact on U.S. economic security. First, although China likely
will continue to rely on foreign imports in the near future, there
is no guarantee that China will continue to purchase U.S. aircraft.
Given Beijing’s goal of having the ARJ-21 and C919 aircraft com-
pete with foreign aircraft manufacturers, it is probable that Beijing
will compel more of its state-owned domestic airlines to purchase
Chinese aircraft rather than foreign aircraft.l’4¢ In addition, the
continued presence of technology and know-how offsets, the in-
crease in joint ventures between foreign and Chinese aviation man-
ufacturing firms, and the growth in sourcing of aviation compo-
nents from Chinese manufacturers will likely improve China’s avia-
tion industrial base, making it increasingly capable of competing
with U.S aircraft and aviation-related component manufacturers
both in China and abroad.l”’> For example, according to the vice
president for Business Development at Boeing China, “Boeing part-
nerships in China are strategically chosen for long-term benefits to
all. The company works on projects that help Chinese partners
gain technical and manufacturing experience, which enables the
delivery of aviation products with superior quality and value.” 176
A Boeing spokesman was recently quoted as stating that Boeing is
now the “Chinese aviation industry’s largest foreign customer” and
that “Chinese suppliers now have a role in all Boeing air-
planes.” 177 Moreover, more than a third of Boeing’s total aircraft
parts come from China.l78 Finally, the rise of China’s commercial
aviation industrial base could displace U.S. aviation manufacturing
jobs, affecting a workforce that includes more than 492,000 highly
skilled people.17® Summing up the potential threat of China’s grow-
ing aviation industrial base to the United States, Owen E.
Herrnstadt, director of trade and globalization at the International
Association of Machinists and Aerospace Workers, testified that:

[t]ransfers of production and technology from U.S. aero-
space and related companies [to China] cost U.S. aerospace
jobs and lead to a further decline in our aerospace indus-
trial base in at least four different but related ways: First,
Jjobs that may be associated with the transfer of technology
and production are lost; second, the skills that accompany
the transfers are lost, leading to a further decline in our in-
dustrial base; third, future jobs are lost as China (and
other countries) utilizes the transfer from the U.S. to create
and strengthen their own aerospace companies that com-
pete directly with U.S. companies; and fourth, the tech-
nology and production that would have led to more U.S.
jobs through the development of innovative products is
lost.180
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Table 10: Chinese Suppliers to Boeing Aircraft

. . Ai ft t,
Chinese Supplier Work package (to inlcli%';fe Vg_li’:nts)
BHA Aero Composites Composite panels and parts Boeing 737
Composite panels, door liners, fixed Boeing 747
trailing edge
Wing fixed trailing edges and dry bay Boeing 767
barriers, empennage panels
Wing fixed trailing edges and dry bay Boeing 777
barriers, empennage panels, flight
deck interior panels
Chengdu Aircraft Corpora- Forward entry doors, over wing exit Boeing 737
tion doors
Aileron and spoilers Boeing 747
Horizontal stabilizers and subassem- Boeing 747
blies
Composite rudder Boeing 787
Hafei Company Wing-to-body fairing panels Boeing 787
Shanghai Aviation Indus- Horizontal stabilizers Boeing 737
tries Group Parts for vertical fin, horizontal sta- Boeing 737
bilizer
Shenyang Commercial Air- Aft fuselage subassemblies Boeing 737
craft
Xian Aircraft Fuselage section, vertical fin Boeing 737
Fixed trailing edge wing ribs Boeing 747

Source: Adapted from Philip Butterworth-Hayes, “China’s Short March to Aerospace Auton-
omy,” Aerospace America (February 2010), p. 28

Finally, improvements in China’s military aviation industry as a
result of its close working relationship with China’s commercial
sector could impact the U.S. military. Technology and processes
perfected in China’s commercial aviation industry will strengthen
China’s military aviation industry. This in turn will increase Chi-
na’s air combat capability and contribute to China’s capacity to
hinder the U.S. military’s ability to operate freely in East Asia.
(For more on China’s increasing air power, see chap. 2, sec. 1, of
this Report.)

Conclusions

e Given the close integration of China’s commercial and military
aviation sectors, advances in China’s commercial aviation indus-
try gained through interactions with western aviation manufac-
turers directly benefit China’s defense aviation industry. As Chi-
na’s commercial aircraft manufacturing capabilities improve,
newly acquired technology and know-how, such as composite ma-
terials production, are directly transferred to the defense aviation
sector.

e Over the past decade, China’s aviation industrial base, with the
strong support of the Chinese government, has improved sub-
stantially. China currently is capable of developing and pro-
ducing both advanced commercial and military aircraft and seeks
to compete with foreign aviation manufacturing companies in the
near future. Despite these advances, however, the industry con-
tinues to experience some problems, most notably in producing
advanced engines.
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e China’s aviation industrial base benefits from several practices
that bear watching. In particular, the industry enjoys strong gov-
ernment support that favors domestic firms over foreign firms
and also benefits from technology and know-how offsets from
western aviation firms in exchange for market access.

e Developments in China’s aviation industry pose both benefits
and challenges to the United States. In the near term, U.S. avia-
tion manufacturing firms stand to benefit from increased avia-
tion exports to China. However, as China’s aviation manufac-
turing firms improve, U.S. aircraft and aviation component man-
ufacturing companies will likely face increased competition from
these aviation firms in China’s domestic, third country, and U.S.
markets.



RECOMMENDATIONS

China’s Growing Air and Conventional Missile Capabilities

The Commission recommends that Congress require the Depart-
ment of Defense, as part of the appropriate Combatant Com-
mander’s annual posture statement to Congress, to report on the
adequacy of the U.S. military’s capacity to withstand a Chinese
air and missile assault on regional bases, as well as a list of con-
crete steps required to further strengthen their bases’ capacity to
survive such an assault and continue or resume operation.

The Commission recommends that Congress assess the adequacy
of resources available to Department of Defense’s programs that
seek to defend U.S. forward-deployed bases. Key programs in-
clude theater missile defense and early warning systems, hard-
ened structures and hangers, air defense systems, and runway
repair Kkits.

The Commission recommends that Congress assess the adequacy
of resources available to Department of Defense’s programs that
seek to counter China’s anti-access capabilities. Key programs in-
clude long-range strike platforms, electronic warfare systems,
and advanced air-to-air platforms and weapons, such as fifth
generation fighters and air-to-air missiles.

The Commission recommends that Congress urge the Depart-
ment of Defense to continue to strengthen its interaction with al-
lies in the Western Pacific. In addition, the department should
expand its outreach to other nations in Asia in order to dem-
onstrate the United State’s continued commitment to the region.

The Commission recommends that Congress urge the adminis-
tration to work with allies in the region to strengthen their air
and missile defense capabilities.

Developments in China’s Commercial and Military Aviation

Industry

The Commission recommends that Congress urge the adminis-
tration to investigate whether Beijing’s policies for developing its
aviation industry conflict with China’s World Trade Organization
commitments. Specifically, the administration should look into
China’s requirement for offsets in exchange for market access
and government policies that favor domestic aviation manufac-
turing firms over foreign ones.

The Commission recommends that Congress should review with
the Department of Justice whether or not any U.S. antitrust
laws, rules, and regulations impede cooperation within the air-

(106)
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craft manufacturing industry to resist Chinese offset demands,
and should legally authorize such cooperation, if necessary.

The Commission recommends that Congress encourage the ad-
ministration to closely monitor the transfer of technology and
know-how from China’s commercial aviation sector to its military
aviation sector. Such monitoring should examine what impact
new cooperative production, technology-sharing or other arrange-
ments by U.S. or foreign firms might have in promoting the de-
velopment of China’s indigenous civilian and/or military aviation
production capabilities.

The Commission recommends that Congress hold hearings to as-
sess administration efforts to accelerate the certification by the
Federal Aviation Administration of Chinese indigenously-pro-
duced aircraft and what impact that may have on the sale of
U.S. aircraft.
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CHAPTER 3
CHINA IN ASIA

SECTION 1: CHINA IN
SOUTHEAST ASIA

Introduction

Through a combination of hearings, two fact-finding trips to East
Asia, and research over the past year, the Commission learned
about recent changes to China’s relationship with the nations of
Southeast Asia and how this may impact U.S. interests in the re-
gion. Despite a tumultuous history between China and Southeast
Asia (see textbox for more details), Beijing has taken significant
measures to improve its ties with the region in recent years. It has
pursued these measures in order to further China’s political, eco-
nomic, energy, and security interests in the region. Beijing has
worked to engage Southeast Asia diplomatically, to become more
involved in regional organizations, to increase trade and invest-
ment, to develop energy partnerships, and to explore opportunities
for military and security cooperation. Although these activities
have increased Beijing’s influence in Southeast Asia, many ten-
sions still exist between Southeast Asian nations and China and,
with some countries, the tensions are growing.

Figure 1: Map of Southeast Asia
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This section of the Commission’s Report will describe China’s in-
terests and activities in the region and how they may affect U.S.
interests in Southeast Asia. For the purpose of this Report, South-
east Asia is defined as the region including the following countries:
Brunei, Burma (Myanmar), Cambodia, Indonesia, Laos, Malaysia,
the Philippines, Singapore, Thailand, and Vietnam.

Historical Legacy of China-Southeast Asia Relations

Immediately following the establishment of the People’s Re-
public of China in 1949, China’s main interaction with Southeast
Asia was its support for Communist insurgencies in Indonesia,
Laos, Malaysia, the Philippines, Singapore, Thailand, and Viet-
nam. By the early 1990s, China had resumed formal ties with all
of the nations of Southeast Asia, including Vietnam, with whom
it had fought a brief, but bloody, war in 1979. Nevertheless, as
China began to develop economically and militarily, its neighbors
to the south began to view its growing strength as a potential
threat. Southeast Asian views of China’s aggressiveness were re-
inforced by Beijing’s attempts to exercise sovereignty claims dur-
ing the Taiwan Strait crisis in 1995-1996 and more recently in
the South China Sea.!

In the late 1990s, Beijing took several steps to assuage South-
east Asian concerns that China could be a destabilizing force in
the region. In 1997, the Asian financial crisis hit, severely affect-
ing the economies of Indonesia, Malaysia, the Philippines, Thai-
land, and Vietnam. China’s response, which included a decision
not to devalue its currency, to make contributions to Inter-
national Monetary Fund (IMF) rescue plans, and to give addi-
tional financial support to Thailand, significantly reduced South-
east Asian apprehension.Z In the late 1990s, China also unveiled
its “New Security Concept,” asserting that Beijing would use eco-
nomic and diplomatic interaction to increase security in the re-
gion and would promote dialogue above the use of force. The con-
cept resonated with the countries of Southeast Asia and, com-
bined with Chinese actions during the Asian financial crisis, al-
lowed Beijing dramatically to improve its image in the region.3

China’s Political Objectives and Activities in Southeast Asia

China has three major political objectives in Southeast Asia.
First, Beijing seeks to pull Southeast Asia into its sphere of influ-
ence. As Beijing increases its influence in the region, it also is able
to maneuver more freely to achieve wider political, economic, and
security goals. In addition, Beijing can ensure that Southeast Asian
nations do not act in ways that are counter to these interests.
While experts differ on whether China wishes to assert dominance
over the region, it is clear that China is interested in being a
prominent extraregional actor in Southeast Asia in order to balance
influence from the United States, Japan, Australia, the European
Union, and India. This allows China to compete more effectively in
the region when its interests conflict with those of the other
extraregional actors.4
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A second political objective for China is portraying itself as a
peaceful neighbor. According to Andrew Scobell, then associate pro-
fessor at Texas A&M University, in the late 1990s “China recog-
nized that it possessed an image problem in [Southeast Asia]” due
to its aggressive actions in the region and its rapid economic
growth.5 As a result, Beijing has been working to convince South-
east Asian nations that its economic growth and military mod-
ernization efforts do not pose a threat to the status quo. In doing
so, Beijing hopes to prevent political backlash from Southeast
Asians against its broader policies in the region.6

Thirdly, China looks to isolate Taiwan from becoming an inter-
national actor and to deter Southeast Asian nations from engaging
with what China considers a rogue province. Indeed, since the late
1990s when China stepped up its political engagement with the re-
gion, Southeast Asian nations have been more reluctant to engage
Taiwan. Bronson Percival, senior advisor at the Center for Naval
Analysis, maintains that:

By the start of the new century, Beijing was in a position
to block all visits by Taiwan’s President to Southeast Asia,
and no head of state or government in Southeast Asia vis-
ited Taiwan. Moreover, Southeast Asian leaders and offi-
cials were increasingly reluctant to meet with their lower-
ranking Taiwanese counterparts.”

In addition, Southeast Asian nations have been reluctant to in-
corporate Taiwan into regional organizations and negotiate free
trade agreements with the island because of a possible political
backlash from Beijing.® In late August 2010, however, Singapore
and Taiwan announced that they were beginning negotiations for
a free trade agreement.® The Philippines also has announced that
it is considering a trade agreement with Taiwan.l© During the
Commission’s July 2010 trip to China, an official from China’s Min-
istry of Foreign Affairs stated that China resolutely opposes Tai-
wan’s signing free trade agreements with any government.

In order to promote the aforementioned objectives, China em-
ploys a number of political tools to engage Southeast Asian nations.
Diplomatic visits are a large component of this political activity.
Since 2009, senior-level Chinese leaders have visited all ten coun-
tries in Southeast Asia on almost 30 trips to the region.l! During
many of these visits, Chinese leaders signed agreements to provide
development aid and preferential loans to the host country. China
distributes a large portion of this aid to the poorer mainland South-
east Asian countries.* Although Beijing does not publicly release
foreign aid data, according to Thomas Lum of the Congressional
Research Service, “China is considered to be the primary economic
patron of the small but strategically important nations of Burma,
Cambodia, and Laos.” 12 Chinese aid is given without requiring any
accompanying political or human rights standards.13 This approach
has the potential to undermine U.S. interests in promoting democ-
racy and human rights in the region. For example, in 2003, China
provided Burma with a $200 million loan after the United States

*For the purposes of this report, mainland Southeast Asia includes Burma, Cambodia, Laos,
Thailand, and Vietnam. Maritime Southeast Asia includes Brunei, Indonesia, Malaysia, the
Philippines, and Singapore.
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imposed sanctions against Burma for human rights violations.14 In
addition, in December 2009, Chinese Vice President Xi Jinping
traveled to Cambodia to announce $1.2 billion in aid and loans for
Cambodia.* Only one day prior to Vice President Xi’s arrival, Cam-
bodian authorities forcibly deported 20 Uighur asylum seekers to
China.15 Prior to this forced return, the United Nations (UN) High
Commissioner for Human Rights had expressed concern to the
Cambodian government about the potential deportations to China.
Both China and Cambodia are signatories of the 1951 UN Conven-
tion on the Status of Refugees, which obligates parties to cooperate
with the UN High Commissioner for Human Rights.16

Table 1: Chinese High-Ranking Official Visits to Southeast Asia
January-September 2010

Date Description

Jan. 2010 Vice Minister of Foreign Affairs Dai Bingguo visited Singapore,
Indonesia, and Brunei

Mar. 2010 Vice Premier of the State Council and member of the Political Bu-
reau of the Communist Party of China (CPC) Central Committee
Hui Liangyu visited Cambodia

Apr. 2010 Vice Minister of Foreign Affairs Song Tao attended the first
Mekong River Commission Summit in Thailand
May 2010 Director of the General Political Department of the People’s Lib-

eration Army (PLA) and member of the Central Military Commis-
sion Li Jinai visited Vietnam

May 2010 Vice Chairman of the Central Military Commission and member
of the Political Bureau of the CPC Central Committee Guo
Boxiong visited Singapore

May 2010 Vice Minister of Public Security Zhang Xinfeng visited Cambodia

Jun. 2010 Premier of the State Council and member of the Standing Com-
mittee of the Political Bureau of the CPC Central Committee Wen
Jiabao visited Burma

Jun. 2010 Vice President and member of the Standing Committee of the Po-
litical Bureau of the CPC Central Committee Xi Jinping visited
Laos

Jun. 2010 Deputy Chief of General Staff of the PLA Ma Xiaotian visited
Singapore

Jun. 2010 Vice Minister of Transportation Gao Hongfeng visited Cambodia

July 2010 Minister of Foreign Affairs Yang Jiechi attended the Association
of Southeast Asian Nations (ASEAN) Foreign Ministers’ meeting
in Vietnam

Aug. 2010 Minister of Commerce Chen Deming visited Vietnam

Sources: Ministry of Foreign Affairs of the People’s Republic of China, “Diplomatic Agenda,
Activities.” htip://lwww.fmpre.gov.cnleng/wjdt/wsrc/default.htm; Robert Sutter and Chin-Hao
Huang, “China-Southeast Asia Relations: Senior Official Visits; South China Sea Tensions,”
Comparative Connections 12:2 (June 2010): 74-76.

*Only a small portion of this amount qualifies as Official Development Assistance, as laid out
by the Organization for Economic Cooperation and Development. However, because China does
not release official figures for aid, it is unclear how much of this amount includes concessional
loans (which qualify as Official Development Assistance) rather than export buyers’ credits and
nonconcessional loans (which do not qualify as Official Development Assistance).
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China also actively engages with several regional organizations
that are an essential part of Southeast Asia’s interactions with the
rest of the world. The primary regional forum China interacts with
is the Association of Southeast Asian Nations (ASEAN). While not
a member of ASEAN, China has engaged actively with the group
since 1991 and has held a total of 12 China-ASEAN summits.1?
Chinese ministers often attend ASEAN meetings as guests of indi-
vidual member countries. China uses these summits to enhance
economic and trade cooperation, promote infrastructure develop-
ment, and improve people-to-people contacts between the two
sides.'® In addition to ASEAN, China has become a member of
other regional forums, such as ASEAN+3, the East Asian Summit,
and the ASEAN Regional Forum. (See textbox below.) Chinese for-
eign policymakers view participation with regional forums as a dip-
lomatic opportunity to improve ties and gain leverage in the region
by demonstrating Beijing’s willingness to follow Southeast Asian
norms.!® These forums also provide Beijing with the opportunity to
engage in bilateral discussions with other members on the side-
lines.20 In addition, by becoming more involved in regional groups,
Beijing precludes meaningful involvement by Taiwan in these insti-
tutions and gives China an opportunity to engage with its Asian
neighbors without U.S. involvement.21

Southeast Asian Regional Forums

ASEAN—Founded in 1967, the Association of Southeast Asian
Nations includes Brunei, Burma, Cambodia, Indonesia, Laos,
Malaysia, the Philippines, Singapore, Thailand, and Vietnam.
ASEAN has characterized its style of diplomacy as the “ASEAN
Way,” which emphasizes informality, consensus, nonintervention
in foreign affairs, and moving at a pace that is comfortable for
all members.22

ASEAN+3—ASEAN+3 was established in 1997 and consists of
the ten members of ASEAN plus China, South Korea, and
Japan. The leaders of the 13 nations meet annually to discuss
major international and regional concerns, including
transnational crime, finance issues, energy, rural development
and poverty eradication, and disaster management.23 According
to Ellen Frost, visiting fellow at the Peterson Institute for Inter-
national Economics, “ASEAN+3 is the most institutionalized [of
the Southeast Asian regional forums], the most active in dif-
ferent fields and at different levels, and the most effective.” 24

East Asian Summit—The East Asian Summit was founded
in 2005 and consists of the 13 members of ASEAN+3, Australia,
India, New Zealand, Russia, and the United States.* The sum-
mit is held after the annual meetings of ASEAN heads of state.
Several western analysts have described the East Asian Summit
as a “talk shop” that does not produce concrete policies, or as a
“dinner followed by 16 speeches.” 25

*The United States and Russia joined the East Asian Summit in July 2010.
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Southeast Asian Regional Forums—Continued

ASEAN Regional Forum—Founded in 1994, the ASEAN Re-
gional Forum groups together 27 nations’ foreign ministers to
discuss regional security issues. Included among its members are
the members of the East Asian Summit group, the United
States, the European Union, Russia, and several other countries,
including North Korea.* According to Dr. Frost, “Its members
prevent any discussion of genuine military threats, notably those
stemming from China-Taiwan relations and North Korean nu-
clear weapons . . . For [this] reason, the [ASEAN Regional
Forum] has been declared dead or dying many times.” 26

Shangri-La Dialogue—The Shangri-La Dialogue is an an-
nual security dialogue in Singapore between defense ministers,
military officers, diplomats, and academics in the Asia-Pacific re-
gion.T The meeting was first held in 2002 and is organized by
the International Institute of Strategic Studies, a think tank
based in the United Kingdom. At the most recent Shangri-La
Dialogue in June 2010, over 300 top military officials and ana-
lysts from a total of 27 countries discussed an array of security
issues in Asia, including North Korea, disputes in the South
China Sea, and U.S.-China military cooperation.2?

Another tool that China uses is the promotion of Chinese culture
in Southeast Asia. Two methods Beijing employs to accomplish this
are (1) attracting Southeast Asian students to study in China and
(2) establishing Chinese-language schools in the region. China has
lowered barriers for foreign students to obtain visas and offered fi-
nancial aid for Southeast Asians to study in China. From 2007 to
2009, the number of Indonesian students receiving visas to study
in China increased by more than 30 percent, to 7,900 students.f 28
According to testimony from Deputy Assistant Secretary of State
for East Asian and Pacific Affairs David Shear, almost 10,000 more
Thai students now study in China than in the United States.2® In
addition, China has sponsored the establishment of 31 “Confucius
Institutes” in Southeast Asia, 23 of which are located in Thailand.
These institutes are funded by China’s Ministry of Education and
are intended to promote the study of Chinese language and culture
throughout the world.3°¢ Joshua Kurlantzick, fellow at the Council
on Foreign Relations, has argued that Confucius Institutes are an
important tool for China to increase its soft power abroad.31

*The members of the ASEAN Regional Forum are Australia, Bangladesh, Brunei, Burma,
Cambodia, Canada, China, the European Union, India, Indonesia, Japan, North Korea, South
Korea, Laos, Malaysia, Mongolia, New Zealand, Pakistan, Papua New Guinea, the Philippines,
Russia, Singapore, Sri Lanka, Thailand, Timor Leste, the United States, and Vietnam.

T Since the first meeting in 2002, the countries that have participated in the Shangri-La Dia-
logue include Australia, Bangladesh, Brunei, Burma, Cambodia, Canada, Chile, China, France,
Germany, India, Indonesia, Japan, Laos, Malaysia, Mongolia, New Zealand, Pakistan, the Phil-
ippines, Russia, Singapore, South Korea, Sri Lanka, Thailand, Timor Leste, the United King-
dom, the United States, and Vietnam.

i There were 7,700 students from Indonesia studying in the United States in 2009.
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China’s Economic Objectives and Activities in Southeast
Asia
China is heavily involved in trade, investment, and financing of
development in both mainland and maritime Southeast Asia. These
commercial activities not only provide profits for Chinese compa-
nies but also support the building of infrastructure to facilitate
Chinese trade in energy and natural resources.

Chinese Trade with Southeast Asia

One of China’s primary objectives in the region is increasing
trade. In testimony to the Commission, Walter Lohman, director of
the Asian Studies Center at The Heritage Foundation, stated that
ASEAN also welcomes this increased trade, noting that “(t)he first
three priorities for ASEAN are trade, trade, and trade.”32 From
1993 to 2008, China’s share of total ASEAN trade increased from
2 percent to 11 percent (see figure 2 below). In 2008, trade between
China and Southeast Asia totaled $192.67 billion, making it the re-
gion’s largest trading partner.33 Southeast Asia holds a $21.06 bil-
lion trade deficit with China (see table 2 below).*34 A large portion
of Chinese exports from Southeast Asia to China consists of natural
resources, including timber, coal, coke, copper, and rubber.3> How-
ever, China is increasingly importing manufactured products from
maritime Southeast Asia, reflecting China’s move toward higher
value-added production. These products include parts for office ma-
chines, electronic microcircuits, and parts for telecommunications
equipment.3¢ The majority of Chinese exports to ASEAN consists
of electronics equipment.37

Figure 2: Share of ASEAN Trade with Selected Trade Partners,
1993 and 2008

1993 2008

Intra-
Rest of Rest of
the World

World 16.5%

20.1%

ANZ

/ o

China USA

) 21% 106%

USA

17.6% EU25 ROK ANZ

14.7% 4.4% 3.5%
India China
0.7 113%
20.2% India EU25

2.8% 11.8%

NOTES: Australia and New Zealand=ANZ. Republic of Korea=ROK. Percentages for ASEAN
include the amount of trade that ASEAN countries conduct with one another.

Source: Adapted from ASEAN Secretariat, “ASEAN Economic Community Chartbook 2009”
(Jakarta, Indonesia: September 2009).

*In comparison, the U.S. share of trade with ASEAN decreased from 18 percent to 11 percent
from 1993 to 2008. In 2009, ASEAN held a $14.83 billion trade surplus with the United States.
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Table 2: Chinese Trade with Southeast Asian Countries in 2008
(in billions of US dollars)
Comtry | Rom | R | Tde | Total | g with
China China China

Brunei $0.17 $0 —-$0.17 $0.17 0.09%
Burma $0.67 $0.5 —$0.17 $1.17 0.61%
Cambodia $0.93 $0.01 —$0.92 $0.95 0.49%
Indonesia $15.25 $11.64 —$3.61 $26.88 13.95%
Laos $0.13 $0.02 —$0.01 $0.15 0.08%
Malaysia $18.65 $18.42 —-$0.23 $37.07 19.24%
Philippines $4.25 $5.47 $1.22 $9.72 5.04%
Singapore $31.58 $29.08 -$2.5 $60.67 31.49%
Thailand $19.94 $15.93 —$4.09 $35.87 18.62%
Vietnam $15.55 $4.49 —$11.06 $20.04 10.4%
Total $107.11 $85.56 —$21.55 $192.67 100%

Source: Adapted from ASEAN Secretariat, “ASEAN Community in Figures 2009” (Jakarta, In-
donesia: February 2010). http://www.aseansec.org/publications/ACIF2009.pdf.

Trade is likely to increase in the coming years because of the
China-ASEAN Free Trade Agreement, which came into full effect
on January 1, 2010. In testimony to the Commission, Ernest
Bower, senior advisor at the Center for Strategic and International
Studies, noted that this agreement has lower-level commitments
than what the United States considers a free trade agreement.*
Nevertheless, he stated:

[The China-ASEAN Free Trade Agreement] creates an eco-
nomic region of 13 million square kilometers with 1.9 bil-
lion consumers, a regional GDP [gross domestic product] of
about $6 trillion. . . . It is also the biggest [free trade
agreement] in the world in terms of population size and the
third largest in terms of economic value after [the Euro-
pean Union] and [the North American Free Trade Agree-
ment]. The China-ASEAN Free Trade Agreement may not
be comprehensive, but its impact is practical and it is clear-

ly having a strong impact on the economic integration of
China and ASEAN and East Asia generally.38

While the total volume of trade is likely to increase, there may
be numerous negative implications as well. Some Southeast Asian
countries, such as Indonesia and Vietnam, have expressed reserva-
tions about the preferential trade agreement because of increased
competition from China in industries such as textiles, food, and
electronics.3? During the Commission’s December 2009 trip to Viet-
nam, officials from Vietnam’s Ministry of Industry and Trade stat-

*China first proposed the China-ASEAN Free Trade Agreement in 2000. By 2004, the two
sides began reducing tariffs on more than 7,000 goods. Despite coming into full effect in January
2010, the China-ASEAN Free Trade Agreement postpones the cutting of tariffs for the four poor-
est ASEAN members (Burma, Cambodia, Laos, and Vietnam) until 2015. In addition, each
Southeast Asian nation may list dozens of sensitive areas where tariffs can still apply, from
ports to cars to popcorn.
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ed that Hanoi is already concerned about Vietnam’s trade deficit
with China, which reached $11.1 billion in 2008 and formed a sig-
nificant portion of Southeast Asia’s total deficit with China. The
China-ASEAN Free Trade Agreement may further widen this def-
icit.40 Some analysts assert that the preferential trade agreement
could also cause damage to U.S. manufactured exports in certain
product areas, such as autos and auto parts. One modeling exercise
estimated trade losses for the United States up to $25 billion annu-
ally.41

China’s Foreign Direct Investment in Southeast Asia

Unlike its growing trade figures, China’s foreign direct invest-
ment in Southeast Asia is relatively small. According to the
ASEAN Secretariat, in 2008, China’s annual foreign direct invest-
ment in Southeast Asia was $2.11 billion, of which approximately
60 percent was in Singapore.* Burma and Cambodia received the
second- and third-largest foreign direct investments from China in
Southeast Asia, at 9 percent and 8 percent, respectively.42 China’s
cumulative foreign direct investment from 2007-2009 was less than
a quarter of what the United States and Japan each invested, and
one sixth of what the European Union invested in the same pe-
riod.43 However, China has taken several steps to increase its in-
vestment figures. At the most recent China-ASEAN Summit, China
pledged up to $25 billion in investment and commercial credits
over the next three to five years.4* In addition, the August 2009
China-ASEAN Investment Agreement commits China and ASEAN
governments to protect foreign direct and portfolio investments and
compensate for damages caused by civil disturbances.#5 It is still
unclear whether the pledge and the investment agreement have led
to tangible increases in investment.

Another main component of China’s economic interaction with
Southeast Asia is providing financial loans, many of which are for
infrastructure development projects. These projects both facilitate
trade with China and create business opportunities for Chinese
companies. As part of the China-ASEAN Investment Agreement,
the Export-Import Bank of China created a private equity fund,
with the goal of raising $10 billion to finance infrastructure devel-
opment in Southeast Asia. These funds will go toward infrastruc-
ture projects in mainland Southeast Asia, such as the construction
of harbors in the Mekong River subregion, and railways and high-
ways that connect Vietnam and southwestern China.46 Several of
these agreements for joint infrastructure projects with mainland
Southeast Asian governments contain provisions for upwards of
30,000 Chinese workers and their families to be settled on special
“plantations” in the region, depriving local workers of employment

*There is disagreement among analysts as to whether this figure represents total Chinese for-
eign direct investment in Southeast Asia. According to Derek Scissors, research fellow at the
Heritage Foundation, “The Chinese figure for direct investment into ASEAN is almost certainly
too low, and by a notable amount. In all Chinese investment data to this point, Hong Kong is
treated as a final destination, rather than a transit point. This is wildly inaccurate, producing
results where a metropolitan area of 7 million people absorbs 70 percent of all Chinese outward
investment, or $38 billion in 2008 alone. Some of the money counted as investment in Hong
Kong no doubt made its way to ASEAN, and a better estimate of the level of Chinese [foreign
direct investment] in ASEAN [in 2008] is $3.1 billion.” Derek Scissors (research fellow at the
Heritage Foundation), e-mail interview with Commission staff, October 5, 2010.
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on these projects.*47 China has also financed projects in maritime
Southeast Asia. In the Philippines, the Export-Import Bank of
China lent $500 million to rehabilitate the Philippine National
Railway’s north line.#8 In addition, China and Indonesia agreed to
maximize the allocation of $1.8 billion of preferential export buyers’
credits to finance power plant and toll road construction in Indo-
nesia.*® Mr. Bower testified that these projects are generally wel-
comed, but can often overlook the interests of Southeast Asians:

Too often, Chinese funds are used to build unnecessary
projects that serve political rather than practical require-
ments. These projects support local politicians and Chinese
contractors and labor, but not the indigenous population.59

In addition to bilateral financing agreements, China has also
committed to being involved in the Chiang Mai Initiative, a multi-
lateral currency swap agreement. Donald Weatherbee, professor
emeritus at the University of South Carolina, testified that the ini-
tiative is a regional alternative to the IMF for the members of
ASEAN+3.51 It originally was established as a series of bilateral
currency swap agreements designed to help manage balance of pay-
ments after the Asian financial crisis. However, in 2009, the
ASEAN+3 finance ministers agreed to multilateralize the Chiang
Mai Initiative and increase the pool of reserves to $120 billion, of
which China will contribute $38.4 billion. 52

China’s Energy Objectives and Activities in Southeast Asia

A major component of China’s trade and investment activity in
Southeast Asia is in the energy sector. Southeast Asia has abun-
dant oil and gas reserves. Proven reserves exist in six of the ten
countries in ASEAN. In addition, the international waters of the
South China Sea have at least 28 billion barrels of oil, with one
Chinese study placing the amount as high as 213 billion barrels.53
The U.S. Energy Information Agency estimates natural gas re-
sources in the South China Sea to be almost 900 trillion cubic
feet.54

Seeking to meet its growing domestic energy demands and en-
hance energy security, China is actively working to acquire South-
east Asian oil, natural gas, and coal resources. Chinese oil and gas
companies currently have exploration and production agreements
with seven of the ten ASEAN countries (see table 3 below).55 Chi-
nese companies also have coal mining operations in all of the
ASEAN countries except Singapore and Brunei (both of which lack
coal reserves).56 In the South China Sea, China has partnered with
Vietnam and the Philippines to conduct joint seismic surveys and
has considered trilateral oil and gas exploration in the sea. How-

*Catharin Dalpino testified to the Commission that these agreements serve as a “population
pressure valve” for China’s southern provinces. Not only does Chinese migration into Southeast
Asia ease population growth, but it also provides opportunities for unemployed Chinese workers.
U.S.-China Economic and Security Review Commission, Hearing on China’s Activities in South-
east Asia and the Implications for U.S. Interests, written testimony of Catharin Dalpino, Feb-
ruary 4, 2010.

+The other contributors to the fund include Japan ($38.4 billion), South Korea ($19.2 billion),
Indonesia ($4.8 billion), Singapore ($4.8 billion), Thailand ($4.8 billion), Malaysia ($4.8 billion),
Brunei ($30 million), Cambodia ($120 million), Laos ($30 million), the Philippines ($3.68 billion),
and Vietnam ($1 billion).
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ever, due to territorial disputes* and domestic opposition in the
Philippines to joint exploration, Chinese investment in the South
China Sea has been limited to areas off the coast of Hong Kong.57
(For more information on the territorial disputes in the South
China Sea, see the subsection later in this chapter.)

Despite Chinese companies having investments in many coun-
tries, only 3 percent of China’s total oil imports come from the Asia
Pacific, down from 11.5 percent in 2004.758 Liquefied natural gas
imports from Southeast Asia account for 24.9 percent of China’s
total gas imports.5® However, as China attempts to curb its reli-
ance on heavy carbon-emitting sources, such as coal, it is likely
that its imports of cleaner natural gas from Southeast Asia will in-
crease.®0 (For more information on China’s clean energy efforts, see
chap. 4, sec. 1, of this Report.)

Table 3: Select Oil and Gas Investments by China in Southeast Asia

Country Description

China National Petroleum Corporation (CNPC) is building an oil
pipeline and a natural gas pipeline that will cost a combined $5

billion and connect to China’s Yunnan Province.6! The company

also has production-sharing contracts for oil and gas exploration
in three deep-water blocks in Burma.62

In 2004, China Petroleum and Chemical Corporation (Sinopec)
Burma signed an agreement to explore for oil and gas in Burma’s
Rakhine State. The company has drilled three wells in northwest
Burma, two of which have produced both oil and gas.63

China National Offshore Oil Corporation (CNOOC) has signed
memoranda of understanding for exploration and production in
six petroleum blocks, two of which are part of a Sino-Singaporean
consortium.64

In 2007, CNOOC signed an agreement with the Cambodian gov-
Cambodia ernment to undertake oil and gas exploration in an offshore block
in Cambodia.55

CNPC has investments in eight blocks in Indonesia and operates
six of them.6¢ The company will increase investment in oil and
gas exploration and production in Indonesia by 30 percent in
2010, with total investments worth $639 million.67

Citic Resources reported to have found six million barrels of re-
coverable crude oil off of Seram Island and has plans to drill four
more wells in Indonesia.68

Indonesia Sinopec has a joint venture with an Indonesian state-owned com-
pany for joint oil production and the development of a $1.1 billion
refinery in East Java.6®

CNOOC has invested in eight blocks and operates two blocks in
Indonesia, making it the country’s largest offshore oil producer. In
2006, the company signed an agreement to buy 2.6 million tons of
liquefied natural gas from BP’s Tangguh project in Indonesia.”®

*Parts of the South China Sea are claimed by China, Brunei, Indonesia, Malaysia, the Phil-
ippines, Taiwan, and Vietnam.

TThe percentage of China’s energy imports from Asia has declined as China has diversified
its imports to include more supplies from the Middle East and Africa. Reserves of oil from these
regions are more abundant, and crude is less expensive than supplies in Asia.
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Table 3: Select Oil and Gas Investments by China in Southeast Asia—
Continued

Country Description

Laos Citic Resources has a majority stake in one oil block and has in-
vested $97.4 million in exploration and production in Laos.”!

Malaysia In 2009, CNPC signed a $6 billion, 20-year deal to buy oil prod-
ucts from a planned refinery in northwest Malaysia.72

In 2009, CNPC bought a minority stake in Singapore Petroleum
Co. for $1.1 billion.”3

Sinopec currently is in talks to build a large refining and petro-
Singapore chemical complex in Singapore.”4

In 2007, CNOOC signed a production-sharing contract with
Singapore Petroleum Co. for an oil block in the South China
Sea.?

Thailand CNPC has investments in three oil and gas blocks in Thailand.?6

Sinopec is part of a joint venture to build a $4.5 billion petro-
Vietnam chemical complex in Vietnam.?7

In 2006, CNOOC signed an agreement with PetroVietnam to ex-
plore the Gulf of Tonkin for oil and gas.”®

Source: USCC staff compilation from various sources. For more information, see footnotes
61-78.

China also hopes that its energy production in mainland South-
east Asia will serve as a means of providing alternative supply
routes, thus avoiding the need to transport oil and gas through
maritime chokepoints. Currently, 80 percent of Chinese oil imports
are shipped through the Malacca Strait, which separates Singapore
and Malaysia from Indonesia.”® In November 2003, President Hu
Jintao highlighted what became dubbed as the “Malacca Dilemma,”
noting that if “certain major powers” were bent on controlling the
strait, China would have no independent source of energy except
for what it could get over land.*80 As discussed in the Commis-
sion’s 2009 Annual Report, Chinese security analysts continue to
be concerned about this energy insecurity.8! To help address this
problem, China National Petroleum Corporation (CNPC) has begun
constructing a 690 mile crude oil pipeline and a 1,123 mile natural
gas pipeline that will travel across Burma and connect to China’s
Yunnan Province. The $5 billion pipelines are estimated to be com-
pleted in 2013 and to deliver 22 million tons of crude oil and 39
billion cubic feet of natural gas per year to China.7 82 The project
is likely to generate about $1 billion or more in annual revenue for
Burma’s government over 30 years. The annual payment is the
equivalent of one-third of the country’s foreign exchange reserves.83

* Analysts consider President Hu’s reference to “certain major powers” to mean the United
States and India.

TOf note, delivering oil to Yunnan Province through the Burma pipeline could cost more than
$4 per barrel, whereas shipping oil from the Middle East or Africa to Guangdong Province is
less than $2 per barrel.
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China’s Military and Security Activities in Southeast Asia

In order to support its various interests and goals in the region,
China is involved in a number of military and security activities in
Southeast Asia. Deputy Assistant Secretary of Defense for South
and Southeast Asia Robert Scher testified to the Commission that
“most Southeast Asian states are receptive to China’s defense en-
gagement . . . and view defense ties as a natural complement to
China’s increasing economic and diplomatic engagement.”8¢ In-
deed, China has a comprehensive security relationship with Burma
and military ties with Thailand and Vietnam. In recent years, it
has also reinvigorated defense ties with Cambodia and Laos. Addi-
tionally, according to Mr. Percival, China is beginning a “baby-
step” military-to-military relationship with Indonesia, Malaysia,
the Philippines, and Singapore.85

Several examples of China’s defense cooperation with Southeast
Asia include the following:

o Military diplomacy—China is a member of the ASEAN Re-
gional Forum, the main regional forum for security cooperation
in Southeast Asia. ASEAN Regional Forum meetings have re-
sulted in only modest collaboration, leaving Beijing’s chief mili-
tary diplomacy efforts to occur on a bilateral basis.8¢ Senior
Chinese military officials have visited each of the ten countries
in Southeast Asia in the past three years.87 In addition, in the
past decade, the People’s Liberation Army (PLA) Navy has con-
ducted several port calls in the region to serve as a visible re-
minder of China’s presence.88

e Arms sales—Between 2000 and 2008, China sold an estimated
$264 million worth of arms to Southeast Asian countries. Of
this total, over 60 percent were sold to Burma.* 8% Deputy As-
sistant Secretary of Defense Scher noted that weapons and
military equipment sales “can often serve ends that are incon-
sistent with [those of the United States] as we seek to promote
stability, good governance, rule of law, and respect for human
rights.” 90 For example, in June 2010, China provided Cam-
bodia with 257 military trucks after the United States can-
celled a similar shipment when the Cambodian government de-
ported a group of Uighurs back to China.?1 Nevertheless, most
Southeast Asian countries, especially in maritime Southeast
Asia, prefer more sophisticated weaponry from Russia and the
United States.?2

o Nontraditional security cooperation—China has pursued co-
operation with Southeast Asia on issues such as epidemics, ter-
rorism, piracy, and illicit trafficking. In 2002, China and
ASEAN signed the Joint Declaration on Nontraditional Secu-
rity Issues, which enhances intelligence-sharing, training, and
other forms of cooperation to curtail transnational crime.%3
China also has cohosted an ASEAN Regional Forum seminar

*China’s military sales to Burma include antiship cruise missiles, targeting radar, naval
guns, and corvettes. Some analysts maintain that in return for this military support (and other
economic support), Burma is willing to give China access to its territory along the Indian Ocean.
Dean Cheng, “China’s view of South Asia and the Indian Ocean” (Washington, DC: The Heritage
Foundation, August 31, 2010). http://www.heritage.org/research/lecture/china-s-view-of-south-asia-
and-the-indian-ocean.
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on narcotics control and is a party to the ASEAN Regional
Forum General Guidelines for Disaster Relief Cooperation. 94
More recently, in May 2010, Zhang Xinfeng, vice minister of
the Ministry of Public Security, pledged to increase police co-
operation and information-sharing between China and ASEAN
members.9>

o Military exercises—China also conducts military exercises with
Southeast Asian countries. Two recent examples include joint
counterterrorism training with Thailand in 2008 and joint
maritime exercises with Singapore in 2009.*

China’s security engagement with the region remains fairly
small. Deputy Assistant Secretary of Defense Scher testified to the
Commission that:

[d]efense ties [between China and Southeast Asia] remain
relatively modest in comparison [to the United States], and
China is long from becoming the security partner of choice
to the region as a whole.9%

For example, Chinese military exercises are small in scale and
infrequent compared to those held between Southeast Asia and the
United States. In the 2009 military exercises with Singapore,
China only sent 61 PLA personnel. In comparison, at the most re-
cent U.S.-Thailand multinational joint training exercise, a total of
14,000 soldiers from Thailand, the United States, Singapore, Indo-
nesia, Japan, and South Korea participated.®?

Despite China’s efforts to increase this security cooperation, two
significant problems remain. Beijing’s territorial claims in the
South China Sea and its construction of a cascade of dams along
the Mekong River have the potential to undermine the efforts and
lead to conflict with Southeast Asia in the future.

China’s Claims in the South China Sea

A major source of growing tension between China and many
countries in Southeast Asia is Beijing’s sovereignty claims over
much of the South China Sea. China claims “indisputable sov-
ereignty” over almost the entire sea along with the Paracel and
Spratly Island chains.®8 Vietnam, the Philippines, Malaysia, Tai-
wan, and Brunei dispute parts or all of China’s claims (see figure
3 below). During the Commission’s July 2010 trip to China, a rep-
resentative of China’s Ministry of Foreign Affairs stated that Chi-
na’s claims are based on hundreds of years of history, whereas the
other claimants only started making their claims in the 1970s. Ex-
acerbating this issue, Beijing recently labeled the South China Sea
as part of its “core interest” of sovereignty, similar to what it labels
Taiwan and Tibet.?2 According to an official statement given to the
Commission by the Chinese embassy in Washington, DC, “The
issue of [the] South China Sea involves the core interests of China
[and] is very complicated and sensitive.” 100 Dr. Scobell testified
that China has elevated the importance of the South China Sea in
recent years because of the country’s growing energy needs. The

*For more on Chinese military exercises with foreign militaries, see the Commission’s 2009
Report to Congress (Washington, DC: U.S. Government Printing Office, November 2009), pp.
120-121.
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South China Sea seabed possesses what Beijing believes to be vast
amounts of untapped oil and gas deposits that could help the coun-
try meet its growing energy needs. Furthermore, as mentioned ear-
lier, most of China’s oil and gas imports traverse the South China
Sea.101

Figure 3: South China Sea Territorial Claims
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In recent years, China has grown more forceful in asserting its
claims in the disputed waters. In 2002, ASEAN and China signed
the legally nonbinding Declaration on the Conduct of Parties in the
South China Sea, which was to pave the way toward confidence-
building measures and eventual peaceful resolution of the disputes.
Despite the agreement, since 2007, China has become more aggres-
sive and has taken numerous steps to uphold what it considers its
sovereignty and to prevent Southeast Asian countries from assert-
ing their own claims in the sea. Chinese activities in the past sev-
eral years include the following:

e Pressuring foreign energy companies to halt operations—In
June 2007, BP announced that it was halting seismic work off
the coast of southern Vietnam after China hinted that the com-
pany’s actions were infringing on China’s sovereignty.102 In ad-
dition, in July 2008, an ExxonMobil executive revealed that his
company had come under Chinese pressure to scrap a prelimi-
nary oil exploration agreement with Vietnam.103

o Imposing fishing bans—Since 1999, China has unilaterally im-
posed an annual fishing ban on parts of the South China Sea
that are claimed by Vietnam, Malaysia, and the Philippines. In
the past two years, China has increased patrols to enforce the
ban and harass fishermen who do not abide by it.1°4 In 2009,
China detained 433 Vietnamese fishermen who were working
in the disputed waters.105

e Naval modernization efforts—China’s growing military capa-
bilities, which include advanced submarines, surface vessels,
long-range aircraft, a future antiship ballistic missile capa-
bility, and a potential aircraft carrier will allow Beijing in-
creasingly to project power in the South China Sea.l96 Accord-
ing to Clive Schofield and Ian Storey of The Jamestown Foun-
dation, “China’s emergence as Asia’s pre-eminent naval power
is potentially a game changer in the context of the territorial
disputes and puts the other claimants, who cannot match the
[PLA Navy’s] increasing capabilities, at a disadvantage.” 107
During the Commission’s December 2009 trip to Vietnam, offi-
cials from the National Border Commission acknowledged that
Southeast Asian countries are at a disadvantage, because even
all of ASEAN members’ navies combined could not resist Chi-
nese forces in the event of a conflict over the sea. The Commis-
sion’s 2009 Annual Report described how China’s naval mod-
ernization efforts are leading to a maritime arms race in the
region.* 108

o Avoiding multilateral discussions about the South China Sea—
China has campaigned against having the South China Sea
brought up on the ASEAN agenda or in any other inter-
national forum, preferring bilateral dispute resolution.199 In
July 2010, Chinese Foreign Minister Yang Jiechi stated,

*From 2005 to 2009, arms sales to Southeast Asia nearly doubled compared to the five pre-
ceding years. For example, in December 2009, Vietnam purchased six Kilo-class submarines and
12 Sukhoi Su-30 MK2 warplanes. In addition, Singapore recently purchased eight F~15E combat
aircraft with advanced air-to-air and air-to-ground missiles from the United States, two LaFay-
ette frigates from France, and 40 tanks from Germany.
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“Turning the bilateral issue [of the South China Sea disputes]
into an international, or multilateral one would only worsen
the situation and add difficulties to solving the issue.” 110 Dur-
ing the Commission’s July 2010 trip to Beijing, representatives
from China’s Ministry of Foreign Affairs repeated this claim,
noting that the issue of the South China Sea should not be
brought up in ASEAN forums because the goal is cooperation,
not confrontation. Furthermore, China protested vehemently
when Vietnam and Malaysia submitted continental shelf
claims to the United Nations.!1! In meetings with Vietnam’s
Ministry of Foreign Affairs, officials told the Commission that
China has refused to take part in multilateral discussions
about the South China Sea and, as a consequence, Southeast
Asian claimants have had a difficult time bonding together on
the issue.

o Military exercises in the South China Sea—In late July 2010,
China conducted naval exercises, involving numerous war-
ships, submarines, and combat aircraft, in the South China
Sea. Chinese state media reported that these exercises were
the largest of its kind in the history of the PLA. During the
exercises, Chen Bingde, member of the Central Military Com-
mission and chief of the PLA General Staff Department, stat-
ed, “[China] must pay close attention to changes in [regional]
situations and . . . prepare ourselves for military struggle.” 112
These exercises took place at the same time as a joint U.S.-
South Korean drill in the Yellow Sea. It is unclear if the South
China Sea exercise was planned in advance or was a response
to the U.S.-South Korean drills.113

o Planting a Chinese flag on South China Sea floor—On August
26, 2010, a deep-sea submarine sponsored by China’s Ministry
of Science and Technology planted a Chinese flag on the floor
of a disputed area in the South China Sea. One of the engi-
neers for the submarine stated, “[The planting of the flag]
might provoke some countries, but we’ll be all right. The South
China Sea belongs to China. Let’s see who dares to challenge
that.” 114
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China’s Recent Assertiveness in the East China Sea

In recent months, China also has been more assertive in stat-
ing its claims over the Diaoyu Islands (called the Senkaku Is-
lands by Japan) in the East China Sea, an area disputed by
China, Japan, and Taiwan. In September 2010, Japan detained a
Chinese fishing boat captain after he allegedly rammed into two
Japanese coast guard boats that were chasing him from the dis-
puted territory. China responded to the detainment by tempo-
rarily suspending high-level exchanges with Tokyo, imposing a
week-long unofficial ban on rare earth* exports to Japan, and
imprisoning four Japanese citizens on charges of photographing
military facilities in China.l15 Several western media analysts
have said that China’s strong response to the incident was
meant as a message to all countries with which it has maritime
territorial disputes that Beijing is willing to go to great lengths
to assert its sovereignty claims.116

China’s claims to the South China Sea are a potential threat to
U.S. interests in the region. As discussed in the Commission’s 2009
Annual Report, in early March 2009 five Chinese vessels harassed
the USNS Impeccable while it was conducting operations in inter-
national waters in the South China Sea. Former U.S. Director of
National Intelligence Dennis Blair called the event the most seri-
ous military dispute between China and the United States since
2001.117 Although the United States has not taken an official posi-
tion on any of the specific claims that China and the Southeast
Asian countries have made, Deputy Assistant Secretary of Defense
Scher testified to the Commission that:

[The United States] strongly objects to behavior that puts
at risk the safety of [U.S.] vessels and is a clear violation
of international norms of behavior in ocean waters outside
territorial seas . . . Further, [the United States] rejects any
nation’s attempt to place limits on the exercise of high seas
freedoms within an [exclusive economic zone.] 118

In July 2010, at the ASEAN Regional Forum in Vietnam, U.S.
Secretary of State Hillary Clinton asserted that the United States
has a strategic interest in the South China Sea. She stated, “The
United States, like every nation, has a national interest in freedom
of navigation, open access to Asia’s maritime commons, and respect
for international law in the South China Sea.” Secretary Clinton
also stressed the importance of solving disputes multilaterally and
said that the United States would be willing to “facilitate initia-
tives and confidence building measures” to establish a binding code
of conduct for the six disputants.!1® In response, China’s Foreign
Ministry announced that Secretary Clinton’s remarks were “in ef-
fect an attack on China.” An op-ed later published in the official
news agency China Daily stated, “Clinton’s attitude at a formal oc-
casion like an ASEAN forum was obviously inappropriate and also

*Rare earth elements are a collection of 17 elements that are critical to civilian and military
high-technology applications. Countries such as the United States and Japan depend on China
for imports of rare earths because China produces 97 percent of the world’s rare earth elements.
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a provocation to China, aimed at sowing dissent between China
and its Southeast Asian neighbors . . . What Washington is really
seeking to do is to win over some Southeast Asian nations in its
long-harbored attempt to contain China and balance Beijing’s grow-
ing influence in the region.” 120

Chinese Construction of Dams along the Mekong River

A second major concern that has the potential to lead to conflict
in Southeast Asia is China’s construction of hydroelectric dams
along the Mekong River, which has the possibility of creating large
environmental and food security crises for the region in the near
future. The Mekong River starts in the Tibetan Plateau in China
and flows through Burma, Laos, Thailand, Cambodia, and Vietnam
and has enormous hydropower potential (see figure 4 below).121
China has built seven or more hydropower dams in the province of
Tibet and eight large, megasize dams in the province of Yunnan in
order to exploit the river’s energy and navigation potential. Thai-
land, Laos, and Cambodia are building a total of 13 dams along the
Lower Mekong, several of which China is financing.122

Regional experts have criticized the construction of these dams
because of the potential security and environmental effects they
will have on the countries in the region.123 According to Richard
Cronin, senior associate at the Henry L. Stimson Center:

If completed as claimed, the mainstream dams in both the
Upper Mekong in China and the Lower Mekong in Laos,
Thailand and Cambodia will have an almost incalculable

impact on human and food security and livelihoods in the
whole Mekong Basin.124

The dams in Yunnan Province could allow China to regulate the
supply of water flowing to the downstream countries. Thus, these
countries would have to depend on China to release a sufficient
amount of water to fully utilize the downstream dams. From an en-
vironmental perspective, the planned dams will likely disrupt nat-
ural flood waters that turn the lower river into vast temporary wet-
lands. These waters become the nursery for billions of fish that
Southeast Asian nations depend on for food. In addition, the up-
stream dams have the ability to alter the river’s flow to the extent
that they will threaten rice fields that produce 40 percent of Viet-
nam’s output.125> Because Vietnam is the world’s second-largest ex-
porter of rice, this could have a dramatic effect on global food secu-
rity.126  Many Southeast Asians pointed to the infrastructure
projects as a reason for a crippling drought in spring 2010, a claim
that China denies.127
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Figure 4: Map of the Mekong River
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Source: Map of Mekong River, Yale Environment 360, 2009. hittp://e360.yale.edu/content/im-
ages/0616-mekong-map.himl.

The Mekong River Commission, which is comprised of Cambodia,
Laos, Thailand, and Vietnam, is the only institution tasked with
promoting cooperative water management along the Mekong.
China is not a member and has provided little information on fu-
ture dam construction and operation procedures.* 128 The commis-
sion held its first intergovernmental summit in April 2010, despite
the organization’s having existed for 15 years. A Chinese vice for-

*The U.S. State Department has partnered with the Mekong River Commission through its
Lower Mekong Initiative. In 2009, the Lower Mekong Initiative spent $7 million to build capac-
ity to better manage resources and preserve biodiversity in the river. The initiative is seeking
Congressional approval for an additional $15 million for assistance related to improving food se-
curity in the Mekong countries.
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eign minister attended the summit but denied that the proposed
dams would have any negative impact on the Lower Mekong coun-
tries.* 129

Limits to Chinese Influence

Several analysts claim that China’s growing presence in South-
east Asia will lead to Beijing’s substantially increasing its influence
in the region. However, many Southeast Asian nations have em-
ployed a nuanced strategy that tries to prevent this from occurring.
According to Mr. Bower, “Southeast Asia’s leaders understand that
China’s rise is economically beneficial, but they do not want to be
dominated by China.”130 As a result, many Southeast Asian na-
tions are employing a hedging strategy, which includes engagement
with China while simultaneously incorporating other regional ac-
tors. A combination of Southeast Asian concern about China’s pres-
ence and a concerted effort by Southeast Asian nations to incor-
porate other powers into the region attempts to limit Chinese influ-
ence in the region.

Regardless of China’s “friendly neighbor” approach in recent
years, Southeast Asian governments and citizens remain wary of
China’s growing engagement in the region. Historic tensions con-
tinue to exist between China and many Southeast Asian countries
that still remember the Chinese support for communist
insurgencies that rattled their countries. Until the early 1960s in
Thailand and the late 1990s in Indonesia, both countries banned
the teaching of Chinese and all expressions of Chinese culture.13!
While these laws have changed, some underlying historic mistrust
toward China remains. China’s renewed forcefulness with respect
to its claims in the South China Sea and its modernization of its
military have not helped to allay these fears.132

The presence of other extraregional actors in Southeast Asia has
also precluded Beijing from gaining a preponderance of influence.
ASEAN has pursued a policy of hedging against China’s growing
presence by courting actors such as the United States, Japan, the
European Union, India, and Australia. During the Commission’s
December 2009 trip to Vietnam, officials from the Vietnamese Min-
istry of Foreign Affairs noted that ASEAN is using forums such as
ASEAN+3 and the East Asian Summit to balance Chinese influ-
ence. The officials also strongly emphasized the importance of U.S.
economic and security engagement with the region as a balance to
China’s presence. In July 2010, after Secretary of State Clinton
participated in the ASEAN Regional Forum and announced that
the United States would join the East Asian Summit, Singapore’s
foreign minister, George Yeo, stated, “The U.S. is demonstrating
very clearly under the [Barack] Obama Administration its commit-
ment to the region. ... That commitment is cheered by everybody
in ASEAN.”133 In addition, ASEAN has signed free trade agree-
ments with Australia, New Zealand, Japan, South Korea, and India
and is in the process of negotiating one with the European
Union.13¢ By signing trade agreements with external powers,
ASEAN is able to integrate them economically into the region and

*Before the summit, China agreed to share hydrological data with the Mekong River Commis-
sion. However, it is unclear how much data China has provided since April.
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give them a stake in maintaining stability in Southeast Asia. In
terms of security cooperation, many Southeast Asian countries lean
toward the United States while still reaping the advantages that
come along with economic cooperation with China. According to
Walter Lohman:

The ASEAN states are playing a game whereby they take
full advantage of near-term trends in China’s economic de-
velopment while hedging against their longer-term security
concerns. The question is whether in the long-term they
might outwit themselves and be so deep in the economic
side that their political choices are constrained.135

The Trilateral Relationship among China, Vietnam, and
the United States

During the Commission’s trip to Vietnam in 2009 and in meet-
ings with Vietnamese leaders in Washington, officials high-
lighted underlying tensions with China that have led Hanoi to
engage the United States to hedge China’s growing presence. Al-
though Sino-Vietnamese relations have improved since the nor-
malization of ties in 1991, a host of problems impact the rela-
tionship, including historic mistrust stemming from a border war
in 1979. Bilateral trade has increased tenfold in the past decade,
but Vietnam’s growing trade deficit with China has aroused con-
cerns among its leaders and producers of manufactured
goods.* 136 Government representatives also were concerned
about increasing tensions over the South China Sea and the po-
tential instability that stems from China’s building of dams
along the Mekong River. All of these issues have led to wariness
of China among Vietnamese citizens, an example of which was
seen when strong opposition erupted toward China Aluminum
Corporation’s plans to mine bauxite in the central highlands of
Vietnam in 2008. Hundreds of people, including environmental-
ists, scholars, economists, bloggers, religious leaders, National
Assembly deputies, and famed war hero General Vo Nguyen
Giapt all protested the mining project. Many argued that the
mine would increase pollution and that the influx of Chinese
workers would be a national security concern for Vietnam.f 137

*The total trade volume has grown from $1.4 billion in 2000 to $13.2 billion in 2009, and
today 19 percent of imports to Vietnam come from China. The Vietnamese trade balance with
China has changed from a $14 million trade surplus in 2000 to a $9.6 billion trade deficit in
2009.

T General Vo Nguyen Giap was the principal commander during Vietnam’s First Indochina
War against French colonial rule from 1946 to 1954, and the Vietnam War against the United
States from 1960 to 1975. General Giap continues to be a revered figure in Vietnam.

% China Aluminum Corporation was allowed to continue with its project, but the National As-
sembly conducts regular reviews of how the project is being implemented.
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The Trilateral Relationship among China, Vietnam, and
the United States—Continued

Several analysts assert that as a means of balancing increased
Chinese presence in the region, particularly its increasing role in
the South China Sea, Vietnam has sought to improve ties with
the United States.138 In August 2010, two U.S. naval vessels
made port calls in Vietnam, and U.S. Defense Secretary Robert
Gates announced that the two countries will hold their first mili-
tary-to-military talks at the end of the year.139 In the same
month, the U.S. State Department held talks with Hanoi on
sharing civilian nuclear technology and fuel.14® According to
Carlyle Thayer, a Vietnam expert at the Australian Defense
Force Academy, “Quite simply, these are not too subtle signals
that Vietnam wants the United States to stay engaged in the re-
gion to balance China.” 141 Nevertheless, Vietnam believes it
must continue to engage China and is balancing the economic
benefits of its relationship with China and the strategic benefits
of its relationship with the United States.

Implications for the United States

Despite challenges, China’s presence in Southeast Asia will con-
tinue to grow and therefore have an impact on U.S. interests in the
region, which include promoting regional stability, preventing ter-
rorism, creating a favorable economic environment for U.S. exports
and investment, and maintaining freedom of navigation. Deputy
Assistant Secretary of Defense Scher testified that the Obama Ad-
ministration does not view China’s presence as a “zero-sum game”
or a fundamental threat to these U.S. interests. In fact, China’s
presence can help to deliver international public goods, particularly
in the areas of counterpiracy, nonproliferation, and humanitarian
assistance.142

Nevertheless, in some areas, China’s actions in the region have
directly challenged U.S. interests. In particular, China’s assertive-
ness in the South China Sea could seriously affect U.S. economic
and national security goals in Southeast Asia. More broadly, how-
ever, China’s increasing presence in the region could weaken the
U.S.’s ability to exert influence throughout Southeast Asia. Accord-
ing to Dr. Frost:

The risk is not that China will push the United States out
of Asia, now or in the future. The main risk is that over
time, the U.S. voice in the region will be gradually drained
of influence relative to China’s. This challenge stems from
the contrast between China’s galloping economic perform-
ance and America’s current domestic and international
headaches . . . Although the United States is indeed a
‘resident power’ . . . it must never take its presence in Asia
for granted.?43
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Conclusions

e China’s political, economic, energy, and security interactions with
Southeast Asia have increased significantly in recent years and
are expected to increase in the future.

e Tensions in the South China Sea and East China Sea, dam con-
struction along the Mekong River, and Southeast Asian historical
mistrust may limit China’s influence in the region.

e Many Southeast Asian nations are looking to increase their rela-
tionships with the United States in order to hedge against Chi-
na’s growing presence in the region.

e China’s assertiveness in the South China Sea constitutes a po-
tential threat to U.S. interests, including the freedom of naviga-
tion.



SECTION 2: TATWAN

Introduction

Through a combination of hearings, trips to China and Taiwan,
and research over the past year, the Commission learned more
about how China and Taiwan further improved their overall bilat-
eral relationship, continuing a trend that began with the May 2008
inauguration of Taiwan President Ma Ying-jeou. Describing this
trend in its 2009 Report to Congress, the Commission stated that:

Since Ma Ying-jeou was inaugurated as president of Tai-
wan in May 2008, many developments have occurred in the
relationship between Taiwan and the People’s Republic of
China (PRC). Almost immediately after President Ma took
office, official meetings between Taiwan and the mainland
began, including high-level interactions. During these meet-
ings, the two sides signed several agreements—primarily
economic in nature—and made progress toward a free
trade agreement. However, despite the apparent progress in
cross-Strait relations on some fronts, the PRC has shown
no signs of abating its buildup of military capacities vis-a-
vis Taiwan, increasing the disparity between China and
Taiwan’s respective military capabilities.?44

Since then, these trends in the cross-Strait relationship have con-
tinued. Taiwan and China deepened their economic integration
through expanded bilateral trade and investment. They signed an
historic trade liberalization pact, the Economic Cooperation Frame-
work Agreement. Diplomatic relations across the Taiwan Strait im-
proved as well. Taiwan and China conducted negotiations and held
official visits on a near-regular basis. They signed several agree-
ments and even opened government offices on opposite sides of the
Taiwan Strait. However, juxtaposed against progress in the eco-
nomic and diplomatic cross-Strait relationship is a noticeable lack
of progress in the cross-Strait security situation. China’s continued
military buildup against Taiwan has resulted in a military balance
that favors the mainland, especially in regard to Taiwan’s air de-
fense capabilities. This section of the Commission’s Report will ad-
dress recent cross-Strait economic, diplomatic, and security devel-
opments over the past year. In addition, in accordance with its
Congressional mandate, this section will also describe recent devel-
opments in the U.S.-Taiwan relationship.

The Economic Cooperation Framework Agreement and
Deepening Cross-Strait Economic Integration

Over the past year, China and Taiwan have continued to make
significant progress in integrating their two economies. China is

(143)
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now Taiwan’s largest trading partner, with cross-Strait trade in
2009 totaling almost $110 billion. In 2009, over 40 percent of Tai-
wan’s exports went to the mainland, almost four times as much as
the next-largest export destination, the United States (see table 1
below). In 2009, Taiwan imported from China (including Hong
Kong) $25.5 billion worth of goods, up from $19.1 billion in 2004.145
Similarly, Taiwan exported to China (including Hong Kong) $83.7
billion in 2009, up from $69.3 billion in 2004.146 By way of com-
parison, in 2009 the United States imported from China $296.4 bil-
lion worth of goods and exported $69.6 billion. In addition, over 70
percent ($7.14 billion) of Taiwan’s outbound investment in 2009
went to the mainland.'4?” The two sides also signed several eco-
nomic-related agreements, the most important of which is the Eco-
nomic Cooperation Framework Agreement.

Table 1: Taiwan’s Top Five Trade Partners (2009)

Country Percentage $ Billions
Exports from Taiwan
Mainland China (including Hong Kong) 41.09% $83.7
United States™ 11.56% $23.5
Japan 7.12% $14.5
Singapore 4.23% $8.6
South Korea 3.58% $7.3
Imports to Taiwan
Japan 20.77% $36.2
Mainland China (including Hong Kong) 14.65% $25.5
United States 10.41% $18.2
South Korea 6.03% $10.5
Saudi Arabia 4.97% $8.7

Source: Adapted from Government Information Office of Taiwan, “The Republic of China at a
Glance 2010: Economy.” http://www.gio.gov.tw/taiwan-website/5-gp/glance/ch7. htmitop.

On dJune 29, 2010, Taiwan’s Straits Exchange Foundation and
China’s Association for Relations Across the Taiwan Straits signed
the Economic Cooperation Framework Agreement, a free trade
agreement that seeks to liberalize trade between China and Tai-
wan.t The agreement came into effect on September 12, 2010, after
Taiwan’s parliament ratified it on August 17, despite members
from Taiwan’s opposition party, the Democratic Progressive Party,
boycotting the vote.148 With this agreement, the two sides are to
reduce and eventually eliminate tariffs on select imports over a

*The values provided by the government of Taiwan differ from U.S. government-provided
trade figures. According to the U.S. Bureau of Economic Analysis, in 2009 the United States
imported from Taiwan $41 billion in goods and services, while it exported to Taiwan $29 billion.
U.S. Bureau of Economic Analysis, “U.S. International Transactions, by Area—Taiwan” (Wash-
ington, DC: U.S. Department of Commerce, June 17, 2010). http:/www.bea.gov/international/
bp web/simple.cfm?anon=71&table id=10&area id=40.

fTaipei and Beijing do not have an official bilateral relationship. Instead, cross-Strait
negotiations are held under the auspices of two quasi-official organizations. Representing
Taiwan is the Straits Exchange Foundation, “a private intermediary body” entrusted to act on
behalf of the Taiwan government in cross-Strait matters. The corresponding body in China is
the Association for Relations Across the Taiwan Straits. Association for the Relations Across the
Taiwan Straits, “Haixia Liang’an Guanxi Xiehui Jianjie” (A Brief Introduction to the Associa-
tion for the Relations Across the Taiwan Straits), April 17, 2010. http://www.arats.com.cn/bhjs/
200904/¢20090417 871060.htm; and Straits Exchange Foundation, “Establishment and History
of the SEF [Straits Exchange Foundationl.” hitp://www.sef.org.tw/ct.asp?xItem=48843& CtNode=
3987&mp=300.



145

three-year period.14?® The agreement’s “early harvest” items, those
items slated for immediate tariff reduction, include both goods and
services. For goods, China will reduce tariffs on 539 items imported
from Taiwan, about 16.1 percent of Taiwan’s yearly exports to the
mainland. In return, Taiwan will reduce tariffs on 267 Chinese im-
ports, about 10.5 percent of China’s exports to the island.* For
services, Taiwan will gain access to 11 Chinese markets, while
China will gain access to seven.j 159 Over the next few years, Tai-
wan and China will continue to develop and refine the details of
the agreement.151

According to initial reports, the economic benefits favor Taiwan
more than China. Under the agreement, China is to eliminate tar-
iffs on almost twice as many goods as Taiwan. The affected Taiwan
exports are also larger in value: The value of the affected Chinese
exports is $2.86 billion, whereas the value of affected Taiwan ex-
ports is $13.8 billion.152 According to Taiwan’s Mainland Affairs
Council, the Economic Cooperation Framework Agreement will ex-
pand the island’s economic growth between 1.65 and 1.72 percent
and create between 257,000 and 263,000 jobs.153 In addition, the
Ma Administration maintains that signing this agreement may en-
courage Beijing to acquiesce to Taiwan’s signing other free trade
agreements with regional trade partners.15¢ Soon after Taiwan and
China signed the agreement, both Singapore and the Philippines
expressed interest in negotiating a free trade agreement with Tai-
wan.155 However, during the Commission’s July 2010 trip to China,
Commissioners heard from a representative of China’s Ministry of
Foreign Affairs that Beijing continues strongly to oppose Taiwan
signing free trade agreements with other nations. The Economic
Cooperation Framework Agreement could also lead to additional
foreign investment on the island as foreign firms attempt to enter
Chinese markets through reduced Taiwan tariffs.15¢ Finally, the
agreement prohibits Chinese agricultural exports or the movement
of Chinese labor to Taiwan for work, both concerns raised by Tai-
wan negotiators early in the negotiations.157

Several witnesses testified to the Commission that the minimal
amount of economic benefit for China may signal that Beijing is
willing to let Taiwan gain the better part of the deal in order to
advance China’s political agenda of unification with Taiwan.158
David B. Shear, deputy assistant secretary of State for East Asian
and Pacific Affairs, noted to the Commission how China’s Premier
Wen Jiabao hinted in February 2010 that China was willing to
allow Taiwan to “benefit more.” 159 According to Merritt T. Cooke,

*Taiwan’s 539 export items are located in six industries: agricultural, machinery, petro-
chemical, textile, transportation equipment, and “other.” China’s 267 export items are located
in the five industries of machinery, petrochemical, textile, transportation equipment, and
“other.” Taiwan Industry Development Bureau, Ministry of Economic Affairs, “Early Harvest
List for Trade in Goods and Tariff Reduction Arrangements,” dJuly 5, 2010. htip:/
www.mac.gov.tw/ct.asp xItem=85851&ctNode=5921&mp=3.

FThe 11 service areas on the mainland that are open to Taiwan firms include banking, insur-
ance, professional, computer, data processing, research, conference, professional design, audio-
visual, hospitals, and air transportation. China will acquire access to seven Taiwan service
areas: research, conference, exhibition, special product design, sports, entertainment, and com-
puter reservation services. China Trade Extra, “Taiwan, China Ink Economic Cooperation Deal,
May Spark U.S. Investment,” June 30, 2010; and Alex Pevzner and Ting-I Tsai, “China, Taiwan
sign trade pact,” Wall Street Journal, June 29, 2010. hitp://online.wsj.com/article/
SB10001424052748704103904575336092449134062.html.
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founder of GC3 Strategy, Inc., “Beijing is clearly hoping, in the
short term, to create economic dependency.” 160

Not everyone in Taiwan supports this agreement. According to a
survey that the Election Study Center of Taiwan’s National
Chengchi University conducted at the end of April 2010, a third of
the respondents disapproved of the Economic Cooperation Frame-
work Agreement.161 Detractors of the agreement, led by the opposi-
tion party, the Democratic Progressive Party, fear it will make the
island’s economy too reliant upon China’s significantly larger econ-
omy and, by extension, Taiwan will become overly dependent upon
China. In addition, they maintain that this agreement will open
the floodgates to cheap Chinese imports, thus harming Taiwan’s
local economy.162 Finally, as representatives from the Democratic
Progressive Party told the Commission in December 2009, there is
a high level of distrust among Taiwan’s populace for Beijing’s ulti-
mate intentions. This distrust was fueled in part by the lack of
transparency concerning this agreement during the early negotia-
tions between China and Taiwan.163

In addition to the Economic Framework Cooperation Agreement,
Taiwan and China also agreed on three other economic-related ac-
cords in 2010:

e Direct investment in Taiwan financial firms: In March 2010,
Taipei announced that, for the first time since 1949, it would
allow Chinese financial firms to invest directly in Taiwan lend-
ers, brokerages, and insurers. The agreement does not provide
Chinese firms complete access to Taiwan firms, however. Chi-
nese investing organizations first will have to receive Taiwan
goveinment approval, and investments will be limited in
size.* 164

o Intellectual property rights protection and cooperation: While
signing the Economic Cooperation Framework Agreement, Tai-
pei and Beijing also agreed on an intellectual property rights
protection process. Although not granting full patent rights,
this agreement creates a mechanism for resolving cross-Strait
intellectual property rights disputes.165 In addition, Taiwan
and China pledged to coordinate the enforcement of bilateral
intellectual property rights.166

e Joint promotion of telecommunications technologies: Signed in
June 2010, this agreement aims to create bilateral mobile
standards and cooperation on key technologies as well as to
promote investment in each other’s telecommunications compa-
nies. According to Shyu Jyuo-min, president of Taiwan’s Indus-
trial Technology Research Institute, “[ilnvesting together in
new telecommunications technologies and services will boost
the global competitiveness of both sides in [fourth generation]
wireless broadband, cloud computing, wireless cities and
more.” 167

* According to the regulations, a single Chinese financial institution can purchase up to 5 per-
cent of a Taiwan bank, while Taiwan institutions can purchase up to 20 percent of a mainland
bank. Crystal Hsu, “Taiwan Approves China Investment,” Wall Street Journal, March 11, 2010.
http:/lonline.wsj.com/article/SB10001424052748703625304575116462598849930.html; Economist,
“China and Taiwan: Branching In,” July 1, 2010. hétp://www.economist.com/node/16485610?
story id=16485610.
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Improving Cross-Strait Diplomatic Relations

Although less developed in comparison to their economic ties,
Taiwan and China’s diplomatic relationship has continued to im-
prove, building upon a trend that began with President Ma’s May
2008 inauguration. According to Deputy Assistant Secretary of
State Shear, “We have witnessed remarkable progress in cross-
Strait relations in the nearly two years since Taiwan President Ma
Ying-jeou took office.” 168 This progress has eliminated the “corro-
sive political dynamic” that dominated cross-Strait interactions
from the early 1990s to 2008.169 Improvements in the diplomatic
relationship are evident in regular cross-Strait negotiations, official
visits, and even the opening of official government offices on oppo-
site sides of the Taiwan Strait.

Cross-Strait negotiations continue to occur on a near-regular
basis. According to Shelley Rigger, Brown professor of Political
Science at Davidson College, “[hligh-level visits have become rou-
tine, with the heads of the two sides’ quasi-official negotiating bod-
ies . . . exchanging regular visits and engaging in substantive ne-
gotiations during those visits.” 170 The main medium of interaction
is the relationship between Taiwan’s Straits Exchange Foundation
and China’s Association for the Relations Across the Taiwan
Straits. In late December 2009 and June 2010, they held their
fourth and fifth meeting, respectively.* 17! During the fourth meet-
ing, they signed agreements on fishing vessel crew cooperation; ag-
ricultural quarantine inspection; and industrial product standards,
inspection, and certification.172 These two groups have also met
several times in their capacities as titular heads of the negotiations
for the Economic Cooperation Framework Agreement.173

Numerous visits and meetings have also occurred between Chi-
nese and Taiwan government officials and representatives over the
past year. At the highest level, Hu Jintao, China’s president and
Communist Party general secretary, met several times with Tai-
wan representatives, such as Lien Chan, former Taiwan vice presi-
dent (November 2009 and April 2010); ¥ James Soong, chairman of
Taiwan’s People’s First Party (April 2010); and Wu Poh-hsiung,*
former chairman of the Chinese Nationalist Party (April and July
2010).174 In addition to meetings at the senior-most level, frequent
“purchasing delegations” from Chinese provincial and municipal
governments have visited Taiwan over the past year. These delega-
tions, ranging from several hundred to several thousand people,
usually announce large purchase orders during their trips.17> To
date, the largest such delegation was the November 2009 Jiangsu
Province delegation, comprising over 4,000 individuals and placing
orders in excess of $3 billion.176 Annex A at the end of this section

*The first three meetings of the Straits Exchange Foundation and the Association for the Re-
lations Across the Taiwan Straits were held in June 2008, November 2008, and April 2009. U.S.-
China Economic and Security Review Commission, 2009 Annual Report to Congress (Wash-
ington, DC: U.S. Government Printing Office, November 2009), pp. 233-34.

T This is their second meeting, having met during the 2008 Asia-Pacific Economic Cooperation
meeting in Peru. U.S.-China Economic and Security Review Commission, 2009 Report to Con-
gress (Washington, DC: U.S. Government Printing Office, November 2009), p. 233.

+President Hu first met Wu Poh-hsiung in May 2008, when Mr. Wu was chairman of the Chi-
nese Nationalist Party. Du Duodong, “Hu Jintao Meets KMT [Kuomintang] Chairman Wu Poh-
hsiung,” Xinhua, May 28, 2008. http://news.xinhuanet.com/english/2008-05/28/content
8269806.htm.
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provides a more comprehensive list of cross-Strait meetings and
interactions over the past year.

In another sign of improving diplomatic relations across the Tai-
wan Strait, in May 2010, China and Taiwan opened tourism offices
in each other’s capitals. Opened to promote cross-Strait tourism
and handle problems among cross-Strait visitors,177 these offices
represent the first government offices established on opposite sides
of the Taiwan Strait since ties were severed in 1949.* According to
a spokesman for Taiwan’s Ministry of Transportation and Commu-
nication, which controls Taiwan’s Tourism Bureau, “This move is
symbolic of the interactivity [sic] between the two sides. The office
has an official role, so it should facilitate two-way communica-
tion.” 178

Cross-Strait Political Situation

Despite the deepening economic integration and warming of
cross-Strait diplomatic relations, there are few signs of any deeper
political integration. During the Commission’s 2009 trip to Taiwan,
President Ma explained how Taipei was currently discussing with
Beijing only economic issues and not political or military topics. In
July 2010, the minister of Taiwan’s Government Information Office
reiterated this point, publicly stating that “[t]here is still a long
way to go and there is no timetable” for cross-Strait political nego-
tiations.17® Overtures from Beijing for future political negotiations
appear to be one-sided, as demonstrated by government and non-
government officials in Taiwan quickly distancing themselves from
a Beijing academic’s July 2010 comment on peace negotiations
being the next step in bilateral talks.180 Several witnesses also told
Commissioners how there is little support among the Taiwan popu-
lace for further political negotiations.181 “The Taiwan public . . . is
cautious of moves that could be seen to compromise Taiwan’s sov-
ereignty,” said Deputy Assistant Secretary of State Shear.182 Public
opinion polls continue to demonstrate that almost 90 percent of the
populace supports the current situation of de facto independence
(see table 2 below). Randall G. Schriver, president and chief execu-
tive officer of the Project 2049 Institute, elaborated on this point,
telling Commissioners how:

When asked what arrangement people would support for
Taiwan in the absence of a military threat from China, the
numbers supporting independence have been steadily grow-
ing, and those supporting eventual unification have been
dropping. When people are allowed to answer ‘status quo
now’ but something else later, according to the Mainland
Affairs Council in Taiwan, those believing that independ-
ence should come after the status quo in Taiwan is on the
rise, while those supporting unification after the status quo
is on the decline.183

*In order to overcome the issue of actually having official government employees run these
offices, both offices are staffed by government officials temporarily assigned to nonofficial billets.
Cindy Sui, “Taiwan Opens First Office in China to Promote Tourism,” BBC News, May 4, 2010.
http://news.bbc.co.uk/2/hilasia-pacific/8658886.stm; and David G. Brown, “China-Taiwan Rela-
tions: Economic Cooperation Framework Agreement Signed,” Comparative Connections 12: 2
(July 2010): 78.
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Table 2: Taiwan Public’s View on Cross-Strait Relations (April-May 2010)

Unification as soon as possible 1.5%
Independence as soon as possible 14.9%
Maintain the status quo and unification later 8.6%
Maintain the status quo and independence later 38.7% 88.1%
Maintain the status quo and decide on independence 25%

or status quo later
Maintain the status quo indefinitely 15.8%
No opinion 5.6%

Source: Election Study Center, “Percentage Distribution of the Routine Questionnaire Survey
on ‘The Public’s View on Current Cross-Strait Relations™ (Taipei: National Chengchi Univer-
sity, May 7, 2010), p. 2. http://lwww.mac.gov.tw/public/Attachment/05271558676.pdf.

Scott L. Kastner, associate professor of International Relations at
the University of Maryland, attributed these changing views to a
new, emerging self-identity on the island, stating that in recent
years “the percentage of Taiwan citizens who self-identify as Tai-
wanese rather than as Chinese or both Chinese and Taiwanese has
continued to grow.”184 Therefore, improvements in the Taiwan-
China relationship should not automatically be seen “as an inex-
orable and irreversible movement through economic integration,
political reconciliation, and unification,” testified Richard C. Bush,
III, director of the Center for Northeast Asian Policy Studies at
The Brookings Institution.185

Cross-Strait Military Situation Increasingly Favors China

Despite the improvements in the economic and diplomatic as-
pects of the cross-Strait relationship over the past year, Taiwan’s
military situation vis-a-vis China continues to deteriorate. As the
Commission’s previous reports have discussed, China has greatly
improved its military capabilities across from Taiwan. For example,
as discussed in chapter 2, section 1, of this Report, China currently
has over 1,100 conventionally armed short-range ballistic missiles
deployed opposite Taiwan. China’s military modernization efforts
and military buildup across the Taiwan Strait have resulted in “a
cross-Strait military balance that is tilted increasingly in China’s
favor,” testified David A. Shlapak, senior international policy ana-
lyst at the RAND Corporation.186 In addition, Beijing has so far re-
fused to renounce the use of force against Taiwan, keeping the
threat of military action in reserve should cross-Strait relations
move in a direction counter to Beijing’s desires. This combination
of improved coercive means, coupled with economic and diplomatic
incentives (described above), provides China with what Mr.
Schriver labeled a “carrot and stick method” to confront Taiwan.187
According to Michael Schiffer, deputy assistant secretary of De-
fense for Asian and Pacific Security Affairs:

It appears that Beijing’s long-term strategy is to use polit-
ical, diplomatic, economic, and cultural levers to pursue
unification with Taiwan, while building a credible military
threat to attack the island if events are moving in what
Beijing sees as the wrong direction. Beijing appears pre-



150

pared to defer the use of force for as long as it believes long-
term unification remains possible. However, it firmly be-
lieves that a credible threat is essential to maintain condi-
tions for political progress, and in this regard we continue
to see the military balance as shifting in Beijing’s favor.1588

The Commission has described previously the overall cross-Strait
military situation in its reports dating back to 2001. This sub-
section will focus exclusively on Taiwan’s ability to defend the is-
land in the event of an air and missile attack from the mainland.

Taiwan’s ability to achieve air superiority* over its airspace con-
tinued to decrease over the past year. Until relatively recently,
“Taiwan [had] long held the qualitative edge over China in air com-
bat capability.” 189 However, as Deputy Assistant Secretary of De-
fense Schiffer remarked to the Commission this year, “I do not
think there is any question that Taiwan faces a challenge to its
dominance of its airspace.”190 According to a January 2010 U.S.
Defense Intelligence Agency report:

In recent years, the Chinese People’s Liberation Army has
increased the quantity and sophistication of its ballistic
and cruise missiles and fighter aircraft opposite Taiwan,
which has diminished Taiwan’s ability to deny PRC efforts
to attain air superiority in a conflict.191

As the Commission’s 2009 Report to Congress described, in the
event of a conflict between Taiwan and the mainland, one possible
scenario is for China’s military, the People’s Liberation Army
(PLA), to use its expanding arsenal of conventional ballistic and
land-attack cruise missiles to strike Taiwan.192 An early target
would be Taiwan’s air bases, and in particular the runways, with
the intent of denying Taiwan’s air force the ability to acquire and
maintain air superiority during the remainder of the conflict.193 Al-
though Taiwan possesses several missile defense systems (see table
3 below), China’s large, and increasingly capable, missile arsenal
would likely overwhelm Taiwan’s limited missile defense capabili-
ties.194 Armed with crater-making submunitions,i Chinese conven-
tional ballistic and cruise missiles would render Taiwan military
runways unusable until repaired. In addition, this initial salvo
would likely destroy any unprotected aircraft parked nearby. China
would only need to use a small percentage of its short-range bal-
listic missiles to knock out a runway temporarily. According to re-
search by the RAND Corporation, between 90 and 250 missiles, de-
pending upon accuracy, “would suffice to cut every runway at Tai-
wan’s 10 main fighter operating bases and damage or destroy vir-
tually every unsheltered aircraft located on them.” 195

*For this Report, air superiority is defined as “[t]hat degree of dominance in the air battle
of one force over another that permits the conduct of operations by the former and its related
land, sea, and air forces at a given time and place without prohibitive interference by the oppos-
ing force.” U.S. Joint Chiefs of Staff, Dictionary of Military and Associated Terms (Washington,
DC: Department of Defense, August 19, 2009), p. 102.

T Submunitions are small explosives contained within larger weapons and are designed to be
dispersed over a large area prior to impact.
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Table 3: Taiwan’s Current Inventory of Air Defense Systems

Number of

Type batteries Missile count Mobile? Source
Long and Medium
Range
Tien Kung (Sky 6 500 Some Taiwan
Bow) I and II
Patriot PAC-2 3 200 Yes United States
I-HAWK 13 375 United States

Short Range (30 km
or less)

M-48 Chapparral 37 727 Yes United States
Antelope 1 (6 planned) Unknown Yes Taiwan
Avenger 74 1,299 Yes United States
Stinger 728 man-portable United States
RBS 70 20 man-portable Sweden
Advanced air-to-air
missiles
AIM-120 N/A 418 Yes (F-16 United States
(AMRAAM) fired)
Future plans
Tien Kung IIT initial operational capability: 2012
Patriot PAC-3 initial operational capability: 2014

Sources: Defense Intelligence Agency, Taiwan Air Defense Status Assessment (Washington,
DC: Bolling Air Force Base, January 21, 2010); and Shirley A. Kan, Taiwan: Major U.S. Arms
Sales Since 1990 (Washington, DC: Congressional Research Service, July 2, 2010), pp. 62-63.

*ERR14*Destroying Taiwan’s runways, even temporarily, would
seriously handicap Taiwan’s fighter fleet. According to the Defense
Intelligence Agency, Taiwan’s aircraft “cannot be used effectively in
conflict without adequate airfield protection, especially run-
ways.” 196 While the Taiwan military does have the ability to repair
damaged runways, it “would face great difficulty repairing the
sheer number of potholes that could be created by an attack like
this.” 197 Mr. Shlapak described to the Commission what the effects
of this possible first phase might look like:

Analysis suggests that China—using perhaps one-fourth of
its [short-range ballistic missile] force—could potentially
deliver a staggering blow to the [Taiwan Air Force] in the
first minutes and hours of any cross-Strait conflict by at-
tacking the runways on each base and striking unsheltered
aircraft parked outside on the ramps.198

After this initial phase, the PLA Air Force would likely target
any aircraft that survived the initial onslaught.1®® Because many,
if not all, of the island’s military runways would be unusable at
this time, Taiwan’s air force would be limited in its ability to
scramble its fighters to defend its airspace. This in turn would cre-
ate a permissible environment for the PLA Air Force to use its
growing fleet of air-to-ground strike aircraft, armed with increasing
numbers of precision-guided munitions, to destroy both shelters
and aircraft.200 At this stage, without outside military support for
Taiwan, the PLA would possess air superiority over the island and
be able to conduct attacks on “a wide range of military and eco-
nomic targets” with minimal losses.201

Taiwan’s ability to maintain air superiority is further handi-
capped by increasing difficulties in maintaining its air fleet. Ac-
cording to the Defense Intelligence Agency, “[allthough Taiwan has



152

nearly 400 combat aircraft in service, far fewer of these are oper-
ationally capable.”202 Much of Taiwan’s foreign purchased fighter
fleet (over 70 percent of its fighters) suffers from a lack of spare
parts, since most countries have refused to sell Taiwan military
weapons and equipment.293 In addition, Taiwan’s F-5 E/F fighters,
representing more than a quarter of its air fleet, are a 1960s-era
aircraft and are nearing the end of their useful service life.204
These two factors combine to reduce significantly the availability
rates for Taiwan’s fighters. In order to upgrade its fighter fleet,
Taiwan is currently requesting that the United States sell it 66 F—
16 C/D fighters* (for more on U.S. arms sales to Taiwan, see the
following subsection). Taipei is also attempting to upgrade its in-
digenous F-CK-1 fighters and may seek to do the same with its
F-16 A/B fighters.205

Table 4: Taiwan’s Fighter Fleet

Availability Rates
Type Number (percentage)
F-16 A/B 145 70%
F-CK-1 A/B 126 80%
Mirage 2000 56 79%
F-5 E/F 60 26%

Sources: Compiled by USCC staff from Defense Intelligence Agency, Taiwan Air
Defense Status Assessment (Washington, DC: Bolling Air Force Base, January 21,
2010), pp. 3, 6; U.S.-Taiwan Business Council, The Balance of Air Power in the Tai-
wan Strait (Arlington: VA: May 2010), p. 3; and U.S.-Taiwan Business Council, De-
fense and Security Report First Quarter (Arlington, VA: April 1, 2010), p. 11.

Taiwan Defense Reforms

In the face of China’s military buildup, Taiwan has taken several
steps in an attempt to improve its ability to defend itself. According
to Taiwan’s defense minister, defense reforms are necessary in
order to build “a ‘small but smart and strong’ modern force capable
of deterring potential military aggressors from taking reckless ac-
tions and serving as a solid buttress for the government in cross-
Strait negotiations.” 206 In his testimony to the Commission, Albert
S. Willner, director of China Security Affairs at CNA, described
some of Taiwan’s recent steps to reforming and improving its mili-
tary, such as:

Streamlining Taiwan’s defense organizations;

Reducing the size of the armed forces from 275,000 to 215,000;

Reducing the number of senior-level officers;

Increasing the number of civilians working in the Ministry of

Defense;

e Replacing Taiwan’s conscript-based military with a volunteer
military;

e Improving the planning and development of armaments;

e Strengthening professional military education; and

e Improving defense expenditures.20?

*The F-16 C/D is a more advanced version of the F-16 A/B that has improved cockpit control
and display technology, as well as built-in structural and wiring architecture, allowing for the
C/D version to better perform precision strike, night attack, and beyond- visual- -range intercep-
tion missions. The designators “A” and “C” are for single- seat aircraft, while “B” and “D” are
for double-seat aircraft.
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However, potential challenges exist that could derail Taiwan
from ultimately achieving these goals. According to Dr. Willner,
these challenges include a lack of political will for costly defense
expenditures, disagreements between the civilian and military
leadership over policies, bureaucratic impediments to change with-
in the military, difficulties in recruiting and retention, and infight-
ing among the services over new roles and responsibilities.208

Recent Developments in the U.S.-Taiwan Relationship

As the Commission’s 2008 Report to Congress stated, Taiwan is
an important U.S. partner in East Asia. A shared value for democ-
racy, a close economic relationship, historical and cultural ties, and
a similar desire for stable cross-Strait relations make the United
States and Taiwan natural partners in the region.2%° The remain-
der of this subsection will discuss recent developments in the U.S.-
Taiwan relationship. In particular, it will address U.S.-Taiwan
trade issues, recent U.S. arms sales to Taiwan, and outstanding bi-
lateral agreements.

U.S.-Taiwan trade issues

Overall, the United States and Taiwan enjoy a strong economic
relationship. The United States is currently Taiwan’s third-largest
trading partner behind China and Japan, while Taiwan is the
U.S.’s 15th largest. Although down in 2009 as a result of the global
economic downturn, overall U.S.-Taiwan trade had been increasing
in recent years (see table 5 below). Taiwan enjoys a trade surplus
with the United States. In 2009, the U.S. trade deficit with Taiwan
was $12.2 billion.210 In 2009, the United States mainly exported to
Taiwan machinery for manufacturing electronic integrated circuits,
and computer memory and processing chips, while the United
States primarily imported cellular telephones, radio navigational
aids (used for global positioning systems), and electronic cir-
cuitry.211 U.S. foreign direct investment in Taiwan in 2009 was
$19.5 billion, an 8.1 percent increase over 2008, for a cumulative
total since 1982 (earliest data available) of $174.6 billion.212 Key
areas of U.S. investment in Taiwan are contract design and produc-
tion, research and development, hardware components, and finan-
cial services.213 Taiwan’s direct investment in the United States is
significantly less: $3.9 billion in 2008 (the most recent year for
data), an 18 percent decrease from 2007.214

Table 5: U.S.-Taiwan Trade (in billions),*
2000—2009

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

U.S. Exports to Taiwan $32 $26 $26 $24 $31 $32 $34 $37 $37 $29
U.S. Imports from Taiwan $49 $42 $41 $41 $46 $48 $53 $53 $50 $41
Balance —-$17| —-$16 | —$15| —$17| —-$15| —$16 | —$19| —$16 | —$13 | —$12

Source: U.S. Bureau of Economic Analysis, “U.S. International Transactions, by Area—Taiwan”
(Washington, DC: U.S. Department of Commerce, June 17, 2010). Attp://www.bea.gov/inter-
national/bp web/simple.cfm?anon=71&table id=10&area id=40.

*Export data include goods, services, and income receipts; while income data include goods,
services, and income payments.
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In late September, 2010, the United States announced that trade
talks with Taiwan, which had been suspended for several years,
would resume.215 Since 2008, trade talks with Taiwan had been
frozen due to a Taiwan ban on certain types of U.S. beef imports™
stemming from Taiwan’s fear that i1t might contain bovine
spongiform encephalopathy (“mad cow disease”).f The announce-
ment of the resumption of trade talks followed a two-day visit to
Taiwan by Claire Reade, assistant U.S. Trade Representative for
China Affairs. Further trade discussions between the United States
and Taiwan are planned for late 2010 or early 2011.216

U.S. Arms Sales to Taiwan

In 2010, the Obama Administration, in accordance with the Tai-
wan Relations Act of 1979,% twice informed Congress of its intent
to sell arms and equipment to Taiwan. These arms sales are con-
sidered necessary in order to ensure Taiwan’s defense in the event
of a conflict with the mainland as well as to provide Taiwan with
the confidence to negotiate with China.217 The first announcement,
in January 2010, was for a $6.4 billion package that included the
following items:

o Sixty UH-60 Blackhawk utility helicopters.

e Two Patriot Advanced Capability 3 surface-to-air missile units,
one training unit, and 114 missiles.

e Additional datalink terminals and technical support for Tai-
wan’s networked command and control system.

e Two Osprey-class mine-hunter ships.

o Twelve Harpoon antiship training missiles.218

Beijing reacted quickly and forcefully to this announced sale. Ac-
cording to U.S. government analysis:

China responded to the 29 January announcement of new
US arms sales to Taiwan with its highest level protest and
most forceful retaliation against such a package in recent
years, suggesting that Beijing sees the sales as marking a
significant challenge to its interests.219

*The banned beef products are ground beef, bone-in beef, and cow offal.

T The United States and Taiwan originally planned to hold trade talks in early 2010, following
an October 2009 agreement between the two sides to allow the import of all U.S. beef products.
However, a poor rollout of the agreement by the Taiwan government, and surprisingly strong
domestic opposition on the island, led Taiwan’s legislature to overturn the agreement in January
2010. As a result, the United States again suspended trade talks with Taiwan. Office of the U.S.
Trade Representative (USTR) and the U.S. Department of Agriculture (USDA), “Joint Statement
from USTR, USDA on Taiwan’s Actions to Unjustifiably Restrict U.S. Beef Imports in Violation
of Our Bilateral Agreement” (Washington, DC: January 5, 2010). http://www.ustr.gov/about-us/
press-officelpress-releases/2010/januaryljoint-statement-ustr- usda-taiwan%E2%80%99s-actions-
unjusti; U.S.-China Economic and Security Review Commission, Hearing on Taiwan-China: Re-
cent Economic, Political, and Military Developments across the Stralt and Implications for the
United States, written testimony of Rupert Hammond—Chambers, March 18, 2010; and Shaun
Tandon, “U.S. Rules out Taiwan Free Trade Deal,” Agence France-Presse, July 7, 2010. http://
wwuw. google com/hostednews/afplarticle/ALeqM5j . RuJvFhli iq UQva8GOVPh0Lqug

i “The Taiwan Relations Act (TRA) of 1979, P.L. 96-8, has governed the U.S. relationship with
Taiwan, in the absence of formal dlplomatlc recogmtlon ... The TRA specifies that it is U.S.
pohcy, among the stipulations: to consider any non- peaceful means to determine Taiwan’s future
‘a threat’ to the peace and security of the Western Pacific and of ‘grave concern’ to the United
States; ‘to provide Taiwan with arms of a defensive character; and ‘to maintain the capacity
of the United States to resist any resort to force or other forms of coercion’ jeopardizing the secu-
rity, or social or economic system of Taiwan’s people.” Shirley A. Kan, China/Taiwan: Evolution
of the “One China” Policy — Key Statements from Washington, Beijing, and Taipei (Washington,
DC: Congressional Research Service, July 9, 2007), summary page. A full text of the act is avail-
able at Attp://lwww.ait.org.tw/en/taiwan-relations-act.html.
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The day after the White House announced the January arms
sales, China’s Ministry of Foreign Affairs stated that China was
cutting off military-to-military exchanges with the United States. It
also stated that China would impose sanctions upon those U.S.
companies involved in the arms sales, a threat it does not appear
China followed through on.220 After eight months of suspended
military-to-military relations,* in September 2010 Beijing agreed to
resume military talks with the United States after a visit by Dep-
uty Assistant Secretary of Defense Schiffer. As of this Report’s
drafting, two additional military meetings between the United
States and China have been scheduled: a meeting of the Military
Maritime Consultative Agreement in Hawaii, and a meeting in
Vietnam between Secretary of Defense Robert Gates and his Chi-
nese counterpart, both scheduled for October, 2010.221

In August, the Obama Administration made a second announce-
ment of a $100 million arms sales package to Taiwan, this time for
radar upgrades. According to the U.S. State Department, this sale
“will allow the commercial export to Taiwan of defense services,
technical data, and defense articles to support Taiwan’s existing air
defense radar system and upgrades to existing radars on Taiwan’s
[F-CK-1] indigenous defense fighter aircraft.”222 To date, Beijing
has reacted to this announcement in a more limited fashion than
it did to the January 2010 announcement, resorting to just one offi-
cial public condemnation of the announced sales: “China firmly op-
poses the United States selling weapons and relevant technical as-
sistance to Taiwan . . . We urge the United States . . . to revoke
their wrong decision and put an end to arms sales to Taiwan and
military ties with Taiwan to avoid causing new harm to Sino-U.S.
ties,” stated a Ministry of Foreign Affairs spokesman.223

As of this Report’s writing, Taiwan still has two outstanding
arms sales requests. The first is for 66 F-16 C/D fighters, initially
requested in 2006 during the Bush Administration. To date, nei-
ther the Bush Administration nor the Obama Administration has
accepted Taiwan’s Letter of Request for these fighters—the prelimi-
nary step in authorizing their release.22¢ However, Taiwan con-
tinues to seek the F-16 C/D, as noted in President Ma’s June 2010
request to Raymond Burghardt, chairman of the American Insti-
tute of Taiwan, the de facto U.S. embassy in Taiwan. In response
to President Ma, Chairman Burghardt stated that “[i]t’s an issue
we are studying. There has been no decision made saying we are
not going to sell . . . We are carefully looking at the aerial defense
needs of Taiwan.” 225

Another item not included in the January 2010 arms sales notifi-
cation is a long-discussed design program for diesel-electric sub-
marines.f According to Lt Col Stokes, these submarines “not only

*Although most exchanges between the PLA and the U.S. military had been cancelled, some
interaction still occurred. A recent example is the meeting between Admiral Robert F. Willard,
commander of the U.S. Pacific Command, and Lieutenant General Ma Xiaotian, deputy chief
of staff of the PLA, during the May 2010 Strategic and Economic Dialogue in Beijing—the first
high-level military-to-military meeting since January 2010. The Associated Press “PaCom [U.S.
Pacific Command] Leader Wants Stronger Ties with China,” Marine Corps Times May 25, 2010.
http://lwww.marinecorpstimes.com/news/2010/05/ap us china 052510/.

TIn 2001, the Bush Administration agreed to sell eight diesel-electric submarines to Taiwan.
However, due to domestic political disagreements on Taiwan over the need for the submarines
and U.S.-Taiwan pricing disagreements, this sale never materialized. Instead, by 2006, the re-

Continued
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would undercut the coercive value of [China’s] growing naval capa-
bilities, but would also contribute toward countering an amphibious
invasion.” 226 When asked about the status of this program, Deputy
Assistant Secretary of Defense Schiffer stated that the Department
of Defense continues “to assess and look at [it].” 227

Outstanding bilateral agreements

Two bilateral agreements between the United States and Taiwan
are still under consideration as of this Report.

o Bilateral extradition agreement—this agreement would for-
malize extradition between the United States and Taiwan.
During the Commission’s December 2009 trip to Taiwan, Presi-
dent Ma noted to Commissioners that Taiwan already has a
similar agreement with the mainland and is interested in pur-
suing such an agreement with the United States.228 In March
2010, Deputy Assistant Secretary of State Shear testified to
the Commission that the Department of State was “looking at
the possibility of an extradition agreement with Taiwan,” but
had “not yet finished those deliberations.” 229

o Visa waiver program—Taiwan is also interested in becoming a
member of the U.S. State Department’s visa waiver program.*
In both May and June 2010, President Ma twice made public
his desire to secure “visa-free treatment for Taiwan tour-
ists.” 230 However, according to a U.S. State Department offi-
cial, Taiwan currently fails to meet the minimum qualifying
standards for participation in the program and therefore pres-
ently is ineligible for consideration.}

Implications for the United States

There are two overarching implications for the United States
that arise from recent developments in the cross-Strait relation-
ship. First, the improved relationship between Taiwan and the
mainland benefits the United States, and the region, by noticeably
reducing tension across the Taiwan Strait. As Deputy Assistant
Secretary of State Shear noted to the Commission, “Enhanced cul-

quest changed from actual submarines to a submarine design program, and the United States
accepted Taiwan’s Letter of Request in January 2008. However, to date neither the Bush Ad-
ministration nor the Obama Administration had submitted the design program for Congres-
sional review. irley A. Kan, Taiwan: Major U.S. Arms Sales Since 1990 (Washington, DC: Con-
gressional Research Service, July 2, 2010), pp. 10-14.

*According to the U.S. Department of State, “The Visa Waiver Program (VWP) enables na-
tionals of 36 participating countries to travel to the United States for tourism or business (vis-
itor [B] visa purposes only) for stays of 90 days or less without obtaining a visa.” U.S. Depart-
ment of State, “Visa Waiver Program.” htip://travel.state.gov/visa/temp/without/with-
out 1990.html#vwp.

T Specifically, Taiwan’s visa refusal rates are too high to be considered for membership in this
program. According to section 217 of the Immigration and Naturalization Act, in order to be
eligible for participation, countries must have a tourist visa refusal rate for the more recent fis-
cal year of less than 2.5 percent and an average visa refusal rate for the past two fiscal years
of less than 2 percent. Taiwan’s visa refusal rates in 2008 and 2009 were 5.9 percent and 4.4
percent, respectively. Nicholas Manring (legislative management officer, Bureau of Legislative
Affairs, U.S. Department of State) telephone interview with Commission staff, September 12,
2010; and “Immigration and Nationality Act,” Title 8, U.S. Code 1187, Sec. 217. 2010 edition.
http://www.uscis.gov&)ortal/site/uscis/menuitem.f6da51a2342135be7e9d7a1090d091a0/?vgnextoid=
fa7e539dc4bed010VgnVCM1000000ecd190aRCRD & vgnextchannel = fa7e539dc4bed010VgnVCM
1000000ecd190aRCRD&CH=act; U.S. Department of State, “Adjusted Refusal Rate—B—Visas
Only by Nationality, Fiscal Year 2009.” hitp://www.travel.state.gov/pdf/FY09.pdf; and U.S. De-
partment of State, “Adjusted Refusal Rate—B-Visas Only by Nationality, Fiscal Year 2008.”
http://lwww.travel.state.gov/pdf/FY08.pdf.
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tural, economic and people-to-people contacts help further peace,
stability and prosperity in the East Asian Region.” 231

Conversely, the growing military imbalance across the Taiwan
Strait potentially poses problems for the United States. The PLA
increasingly has the capacity to deny Taiwan’s air force the ability
to defend Taiwan in the event of an air or missile attack, which
in turn increases Taiwan’s reliance upon U.S. support in the event
of a crisis. Furthermore, as chapter 2, section 1, of this Report
demonstrates, the PLA’s air and conventional missile capabilities
could now endanger U.S. military forces and bases in the region
should Washington decide to intercede on Taiwan’s behalf in the
event of a cross-Strait crisis.

Conclusions

e Over the past year, China and Taiwan have continued to im-
prove their overall bilateral relationship. This improvement
builds upon a trend begun at least in May 2008, with the inau-
guration of Taiwan President Ma Ying-jeou.

e The improvements in the cross-Strait relationship are not even
across the board. Most improved are the bilateral economic ties,
as demonstrated by the recent signing of a cross-Strait free trade
agreement between China and Taiwan. Diplomatic relations,
while less improved than the economic relationship, have also
seen progress over the past year. Periodic meetings and negotia-
tions between Taipei and Beijing have become the norm.

e The cross-Strait security situation is still of serious concern. Chi-
na’s continued military buildup across from Taiwan is increasing
the gap in military capabilities between the two sides. In par-
ticular, Taiwan’s air defense capabilities are degrading as its air
force ages and the PLA’s air and missile capabilities improve.
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Annex A: Cross-Strait Diplomatic Interactions since October 2009 *

Taiwan e
Date Individual/ Pgs ;1‘};‘;?:1?1/ Location/Event
Organization g
Oct. 2009 Chiang Pin-kung, chair- | Chen Yunlin, chairman | Media delegation to Bei-
man, Straits Exchange of the Association for jing
Foundation Relations Across the
Straits
Nov. 2009 Huang Chih-peng, direc- | Tang Wei, director, Min- | Informal talks on the
tor of Taiwan’s Bureau istry of Commerce Economic Cooperation
of Foreign Trade Framework Agreement
Nov. 2009 various Liang Baohua, party Large purchasing dele-
secretary of Jiangsu gation to Taipei; $4 bil-
Province lion in contracts signed
Nov. 2009 Pacific Cultural Founda- | Zheng Bijian, former Conference in Taipei
tion deputy director of the
Central Party School of
the Chinese Communist
Party; and a delegation
of retired diplomats and
generals
Nov. 2009 Lien Chan, former vice Hu Jintao, president of | Asia-Pacific Economic
president; honorary China and general sec- Cooperation leaders’
chairman of the Chinese | retary of the Chinese meeting
Nationalist Party Communist Party
Nov. 2009 Shih Yen-hsing, min- Chen Deming, minister | Beijing
ister of economic affairs | of commerce
Nov. 2009 Various Hu Xiaolian, deputy Delegation visit to Tai-
governor of the People’s | pei
Bank of China
Dec. 2009 Straits Exchange Foun- | Association for Relations | Fourth round of formal
dation Across the Straits cross-Strait discussions
Jan. 2010 Various Huang Jiefu, vice min- Visit to Taipei
ister of health
Jan. 2010 Straits Exchange Foun- | Association for Relations | First round of formal
dation Across the Straits Economic Cooperation
Framework Agreement
negotiations
Mar. 2010 Various Wang Lingjun, vice gov- | Delegation visit
ernor of Qinghai Prov-
ince
Mar. 2010 Various Tang Wei, director, Min- | Visit to Taipei for infor-
istry of Commerce mal discussions
Mar. 2010 Various Jiang Zengwei, vice min- | Five-day tour
ister of Commerce
Mar. 2010 Straits Exchange Foun- | Association for Relations | Second round of formal
dation Across the Straits Economic Cooperation
Framework Agreement
negotiations
Apr. 2010 Various Han Zheng, mayor of Delegation visit to Tai-
Shanghai pei
Apr. 2010 General (ret.) Hsu Li- Jia Qinglin, member of | Delegation to Beijing
nung the Central Committee
Politburo
Apr. 2010 Lien Chan, former vice Hu Jintao, president of | Shanghai

president; honorary
chairman of the Chinese
Nationalist Party; and
Wu Poh-Hsiung, former
chairman of the Chinese
Nationalist Party

China and general sec-
retary of the Chinese
Communist Party
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Annex A: Cross-Strait Diplomatic Interactions since October 2009 *—

Continued
Taiwan -
Date Individual/ Pgs {;::il;‘:t(il:;]/ Location/Event
Organization g
May 2010 Various Huang Xiaojing, gov- Delegation to Taiwan
ernor of Fujian Province
May 2010 Various Tang Wei, director, Min- | Visit to Taipei for infor-
istry of Commerce mal discussions
Jun. 2010 Shih Yen-hsing, min- Chen Deming, minister | Asia-Pacific Economic
ister of Economic Affairs | of Commerce Cooperation meeting,
Sapporo, Japan
Jun. 2010 Various Lu Zushan, governor of | Delegation to Taiwan
Zhejiang Province
Jun. 2010 Straits Exchange Foun- | Association for Relations | Third round of formal
dation Across the Straits Economic Cooperation
Framework Agreement
negotiations
Jun. 2010 Su Huan-chih, mag- Various Trip to Beijing to pro-
istrate of Tainan County mote Tainan agriculture
Jun. 2010 Straits Exchange Foun- | Association for Relations | Fourth round of formal
dation Across the Straits talks on the Economic
Cooperation Framework
Agreement; agreement
signed
Jul. 2010 Wu Poh-Hsiung, former | Hu Jintao, president of | Cross-Strait relations
chairman of the Chinese | China and general sec- meeting in Beijing
Nationalist Party retary of the Chinese
Communist Party

Sources: USCC staff compilation from various sources.

*October 2009 is chosen as the starting point, since this is when the Commission’s 2009 An-
nual Report went to publication. For interactions prior to October 2009, see U.S.-China Eco-
nomic and Security Review Commission, 2009 Report to Congress (Washington, DC: U.S. Gov-
ernment Printing Office, November 2009), pp. 234-35. hitp://www.uscc.gov/annual report/2009/
annual report full 09.pdf.




SECTION 3: HONG KONG

Introduction

Over the past year, the Commission tracked key issues in Hong
Kong in the areas of politics, the economy, and the environment.

In the realm of politics, Hong Kong saw instances of public pro-
test against the mainland authorities in 2010. The protests high-
lighted a willingness on the part of Hong Kong residents to dem-
onstrate against Beijing as well as continued tension between resi-
dents living under Hong Kong’s separate political system and the
mainland’s communist regime. Protests over a threatened conver-
sion of Cantonese language media in China to Mandarin and a
strong turnout at Hong Kong’s annual vigil in remembrance of the
1989 Tiananmen Square massacre are key examples.

The year 2010 also saw a change in Hong Kong’s electoral proc-
ess that received mixed reviews from the populace. Some praised
the partial step toward giving Hong Kong voters more independ-
ence in choosing additional candidates for office, while others ar-
gued that such changes were insubstantial and merely designed to
silence dissent.

Hong Kong enjoyed noticeable improvement in its economy dur-
ing 2010. Hong Kong’s gross domestic product (GDP) for the first
quarter of 2010 rose 10 percent from the previous year. The second
quarter GDP rose 5.9 percent from the previous year.232 Hong
Kong’s GDP growth for 2010 is forecast by the Hong Kong govern-
ment to be 5 to 6 percent after accounting for the data from the
first two quarters of 2010.233 During the Commission’s 2010 Asia
trip, Hong Kong officials credited the recovery to an economic stim-
ulus policy that promoted exports and supported small- and me-
dium-sized industries. Hong Kong is also targeting specific sectors
of its economy for growth, including job creating sectors such as
tourism and shipping.

Hong Kong’s environment remains a key issue in Hong Kong’s
political relationship with China. While many Hong Kong residents
complain about pollution emanating from factories located in Chi-
na’s Pearl River Delta, many of these factories are owned by Hong
Kong companies that benefit from China’s lax environmental
standards.

Protests Over Mandarin Requirements

One development aptly demonstrates the uneven progress in the
struggle for freedom of expression.234 In July 2010, protestors in
Hong Kong and Guangzhou, Guangdong Province, simultaneously
demonstrated against Chinese government plans to convert local
media broadcasts in Guangzhou from native Cantonese to Man-
darin in the runup to the Asian Games planned in the region in
November. The protests also saw Guangdong residents travel to

(160)



161

Hong Kong in order to participate. Apparently as a result of these
protests, China did not implement the proposed switch. However,
Chinese authorities quickly and thoroughly censored reporting
about the event in China’s press, perhaps for fear of similar pro-
tests in other areas of China with large concentrations of minority
language speakers, such as Tibet and Xinjiang.235

Tiananmen Square Vigil

Students and activists in Hong Kong annually commemorate the
anniversary of the 1989 Tiananmen Square protests. However, the
large number of participants in 2010 in a Hong Kong memorial
candlelight service surrounding the 21st anniversary of the mas-
sacre of student demonstrators surprised many observers. Some
media estimated that 150,000 people turned out for the event,
matching the numbers for the large 20th anniversary event in
2009.236.237 An earlier decision by administrators at the Chinese
University of Hong Kong not to allow students to construct a rep-
lica of the Goddess of Democracy statue, a symbol prominently
used in the 1989 protests, stoked interest in the vigil.238

Wang Dan, a Chinese democracy activist and student leader in
Tiananmen Square in 1989, wrote after the 2010 Hong Kong vigil
that “Hong Kong has inherited the spirit of the 1989 generation
. . . Many Chinese people from the mainland have been going to
Hong Kong to breathe the air of freedom.” 239

Support For Nobel Peace Prize Winner

Hong Kong residents rallied in support of jailed Chinese dis-
sident Liu Xiaobo after he was awarded the Nobel peace prize on
October 8, 2010. The award sparked renewed calls for Mr. Liu’s re-
lease from the West as well as in Hong Kong.240.241

Electoral Reform

Hong Kong’s legislature has been criticized for being unwilling to
act independently from Beijing. As described in the Commission’s
2009 Annual Report, Hong Kong’s Legislative Council is increas-
ingly influenced by China, specifically through China’s Central
Government Liason Office in Hong Kong.242 As the Commission
noted at the time, this influence appears to violate Article 22 of
Hong Kong’s Basic Law, which protects Hong Kong’s political inde-
pendence.

On June 25, Hong Kong’s legislature voted 46 to 12 in favor of
passing a compromise government-sponsored electoral reform bill
that expanded the legislature’s 60 seats by an additional ten popu-
larly elected seats.243 For the first time, a majority of the positions,
40, are subject to direct election. The remaining seats will be ap-
pointed by functional constituencies. Many democracy advocates
complain that these interest groups have close ties to Beijing.244
The Commission has previously reported that these functional con-
stituencies favor Hong Kong’s business sectors, which have sub-
stantial investments in mainland China that could face retaliation
if Hong Kong’s Legislative Council were to anger Beijing. Critics
charge this makes the current Legislative Council unwilling to act
against China’s wishes.245
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Another portion of the bill enlarges a much-criticized committee
for choosing Hong Kong’s chief executive to 1,200 members, up
from the current 800. The current 800-member committee is made
up of 200 representatives from four groups: the industrial, commer-
cial, and financial sectors; the professions; labor, social services, re-
ligious and other sectors; and government officials246. However, it
remains unclear who will choose the makeup of the new committee.
The changes affect elections scheduled for 2012.

However, some democracy advocates have argued that the new
law moves too slowly toward universal suffrage. Hong Kong has
five pro-democracy political parties that split over the tactics that
should be used on this issue.247 Specifically, the law calls for uni-
versal suffrage for electing the Hong Kong chief executive in 2017
and for electing the legislative council in 2020. The law lacks plans
for reaching those goals, opponents argued.248 For example, Alan
Leong, a legislator belonging to the Civic Party and former can-
didate for chief executive, said on June 21 that “we are worried
that these detours [away from universal suffrage] in the govern-
mental proposal will make it even harder to achieve universal suf-
frage” because of the lack of a clear roadmap for achieving the goal
of a freely elected government.249

While supporters, such as Beijing-chosen Hong Kong Chief Exec-
utive Donald Tsang, praised the reforms as evidence that “con-
sensus and reform are possible,” twelve pro-democracy legislators
boycotted the vote. One such lawmaker, Albert Chan, declared the
day of the vote “the darkest day in Hong Kong’s democratic devel-
opment,” according to press reports. Moderates praised the deal as
the first example of cooperation between Beijing and Hong Kong’s
various pro-democracy factions.250

Media Issues

Self-censorship among reporters remains widespread, although
difficult to quantify. In 2007, the most recent year for which data
were available, about 30 percent of reporters admitted to self-cen-
soring their work.251 This took place before additional censorship
measures were carried out by editors and publishers.

In June, a Hong Kong book publisher halted the much-antici-
pated release of Chinese Premier Li Peng’s memoirs. Media re-
ported at the time that Mr. Li had never consented to the publica-
tion in Hong Kong and the publication had been suppressed in
China by the central government.252 While there was speculation
that the publisher gave in to Chinese government pressure, the
publisher refused to answer press questions regarding who sup-
plied any evidence of a breach of copyright.253

A controversial biography of Wen Jiabao by Chinese dissident Yu
Jie, entitled China’s Best Actor, led to his brief detention by Hong
Kong authorities in July 2010, who warned against publishing the
book.25¢ However, Mr. Yu published the book in August 2010, The
book is currently available in Hong Kong and Taiwan. The book is
unavailable in mainland China.

Hong Kong’s Economy

The International Monetary Fund (IMF) has a positive outlook
for the economy of Hong Kong in 2010. It predicts unemployment
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will drop from 5.1 percent in 2009, to 4.8 percent in 2010, and to
4.5 percent in 2011, respectively. Additionally, the IMF predicts
that Hong Kong’s real GDP will grow 6 percent and 4.4 percent in
2010 and 2011, respectively. This is a significant turnaround from
2009, when Hong Kong’s GDP shrank 2.8 percent.255

During the Commission’s trip to Hong Kong in August 2010, Rita
Lau, Hong Kong’s secretary for Commerce and Economic Develop-
ment, said that she is “reasonably confident” that Hong Kong will
see 4 to 5 percent GDP growth in 2010.

In addition to GDP, Hong Kong’s international trade figures also
dropped in 2009, according to official statistics. Because Hong Kong
is the location for China’s second-largest container port after
Shanghai, port revenues dominate the local economy. Although few
of the exports that pass through Hong Kong are manufactured
there, Hong Kong ranked as the world’s 11th largest exporter in
2009. The value of total merchandise trade through the Port of
Hong Kong dropped to $666 billion, 316 percent of GDP, down from
$751 billion in 2008.256.257

In their meetings with Commissioners, Hong Kong officials made
note of their stimulus program, which they said would boost eco-
nomic growth. Hong Kong’s stimulus included a strong focus on of-
fering credit to small- and medium-sized businesses during the fi-
nancial crisis. Hong Kong’s government, through the stimulus pro-
gram, targeted specific growth areas, according to Mrs. Lau. These
areas included the innovation and technology sector, cultural and
creative business, the medical sector, education, the environmental
or green technology sector, and the testing and certification sector.
In each of these areas, Hong Kong is focusing on job training to
supply workers with the appropriate skill sets. For example, in the
creative business development area, Mrs. Lau said that Hong Kong
was planning to develop film studios capable of cutting-edge 3D
and computer-generated image-making. Hong Kong is also focusing
on boosting tourism. While tourism accounts for 4 to 6 percent of
total GDP for Hong Kong, it generates employment in the retail,
hotel, and transportation sectors, according to Mrs. Lau.

Mrs. Lau praised the stimulus for turning around the “severe”
downturn in trade flows from 2009. Hong Kong’s stimulus would
be extended to the end of 2010, Mrs. Lau said, but at that point
officials plan to pull back stimulus funding and allow the markets
to recover without government intervention.

Hong Kong’s Environment

Hong Kong officials said that the single most important issue be-
tween Hong Kong and mainland China remained the environment
and pollution. Earlier this year, Hong Kong’s Environmental Pro-
tection Department reported that some air pollution readings were
double the level at which citizens should stay indoors.258 The Hong
Kong Chamber of Commerce, which has 4,000 multinational cor-
porations in its membership, asked the government to take “deci-
sive” action,259:260 which it apparently did through the issuance of
a reduced emissions plan released in September 2010.

China’s Pearl River Delta remained the largest source of pollu-
tion for Hong Kong, in part because the large number of Hong
Kong-owned factories in the Pearl River Delta makes stronger envi-
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ronmental regulations politically unpopular among businesses in-
vested in China. Hong Kong’s Secretary for the Environment, Ed-
ward Yau, confirmed that Hong Kong-owned businesses control
“roughly half” of the 50,000 to 60,000 businesses operating in the
Pearl River Delta.

During its Asia trip, Commissioners met with Mr. Yau and inde-
pendent Hong Kong organizations working on environmental
issues, including Greenpeace and Civic Exchange, a Hong Kong-
based think tank founded by local environmentalists.

Mr. Yau noted that Hong Kong has a low carbon footprint. Data
from the United Nations Millenium Development Goals project
showed Hong Kong to have a per capita carbon footprint of 5.75
tons of CO2 per person in 2007, the most recent data available.261
By contrast, the United States has a per capita carbon footprint of
18.9 tons. According to Mike Kilburn, a member of Civic Exchange,
Hong Kong’s government “sees itself more as a consensus builder
than a regulator” and sometimes proves unwilling to take on those
with vested interests. Greenpeace Hong Kong also noted that the
government works in terms of goals rather than by setting stand-
ards or regulations. According to Gloria Chang, campaign manager
at Greenpeace, Hong Kong is not included in China’s ambitious en-
vironmental targets. Instead, Hong Kong currently is bound only
by its Asia-Pacific Economic Cooperation (APEC)* commitments, to
reduce its energy intensity by 25 percent by 2030, using 2005 as
the base year.

However, since the Commission’s visit, the Hong Kong govern-
ment has released an ambitious plan to decrease its greenhouse
gas emissions. In September 2010, Mr. Yau released a “consulta-
tion document,” outlining Hong Kong’s position on climate change
and proposing a voluntary carbon intensity reduction target of 50—
60 percent of 2010 emissions by 2020.262

To meet that goal, Hong Kong’s government proposed a radical
change in its electricity portfolio, cutting back on coal-generated
electricity by expanding natural gas and nuclear power, as well as
instituting renewable energy projects. In 2009, coal accounted for
54 percent of Hong Kong’s electricity production, while 23 percent
came from nuclear power and 23 percent from natural gas. The
2020 goal would drop coal from 54 percent to just 10 percent, with
nuclear and natural gas accounting for approximately 50 and 40
percent, respectively. Renewable energy sources, including wind
and solar, will account for 3 to 4 percent, according to the docu-
ment.

Other steps outlined in the document included increasing energy
efficiency standards for buildings and “greening” road transpor-
tation and promoting clean fuel vehicles. This includes the use of
modern building materials to increase efficiency, tougher standards
on vehicle emissions, and promotion of electric vehicles and hy-
brids.

*APEC has 21 member economies and engages in discussions on trade and economic issues.
Members include Australia, Brunei, Canada, Chile, China, Hong Kong, Indonesia, Japan, South
Korea, Malaysia, Mexico, New Zealand, Papua New Guinea, Peru, the Philippines, Russia,
Singapore, Chinese Taipei, Thailand, the United States, and Vietnam.
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Implications for the United States

Hong Kong remains a central hub for Pacific trade, including im-
ports to and exports from the United States. In 2008, U.S. goods
and services trade with Hong Kong totaled $42 billion, with im-
ports totaling $14 billion and exports totaling $28 billion.263 As
Hong Kong’s economy continues to recover, trade with the United
States will increase as well.

Other U.S. interests in Hong Kong are based, in part, on the
state of human rights conditions and democracy, including the as-
surance of a free press and the movement toward universal suf-
frage for Hong Kong. Hong Kong serves as a test of China’s com-
mitments and willingness to allow basic freedoms to some citizens
under its control. These freedoms are based on commitments China
made to maintain the rule of law and democracy in Hong Kong
with the 1997 turnover.

Conclusions

e In 2010, efforts to transition elections for Hong Kong’s Legisla-
tive Council to universal suffrage, agreed to in the Joint Declara-
tion, were once again delayed, which was met with controversy
among Hong Kong’s democracy supporters. Also in 2010, the
freedom of the press in Hong Kong remained an ongoing strug-
gle.

e Hong Kong is facing a number of environmental problems due to
its proximity to the manufacturing hub of the Pearl River Delta.

e Hong Kong’s economy has noticeably recovered from the 2009
downturn, due to a targeted economic stimulus that focused on
small- and medium-sized enterprises.



RECOMMENDATIONS

China in Southeast Asia

The Commission recommends that Congress urge the adminis-
tration to continue to increase its engagement with Southeast
Asia diplomatically, economically, and militarily. Congress
should also press the administration to commit to annual U.S.-
ASEAN summits and, when possible commit the President of the
United States to travel to Southeast Asia to attend the meetings.

The Commission recommends that Congress urge the adminis-
tration to move quickly in appointing a new U.S. ambassador to

ASEAN.

The Commission recommends that Congress urge the adminis-
tration to press Beijing to make more transparent its planned
construction of hydropower dams along the Mekong River.

The Commission recommends that Congress require the U.S. De-
partment of Agriculture and other relevant government agencies
to submit a report detailing the impact that Chinese hydro-
electric dams along the Mekong River could potentially have on
the global food supply.

Taiwan

The Commission recommends that Congress direct the Depart-
ment of Defense to address the issue of Taiwan’s air defense ca-
pabilities, to include a more detailed net assessment of Taiwan’s
needs vis-a-vis China’s growing military air and missile capabili-
ties and an assessment of the impact that further deterioration
in Taiwan’s air defense capabilities could have on U.S. forces in
the event of U.S. involvement in a cross-Strait scenario.

The Commission recommends that Congress encourage the ad-
ministration to continue to support the improving relationship
between Taiwan and China.

The Commission recommends that Congress encourage the ad-
ministration to identify ways to strengthen economic relations
between the United States and Taiwan in order to improve Tai-
wan’s position in further economic negotiations with the main-
land.

The Commission recommends that Congress pass a joint resolu-
tion reaffirming the importance of, and continued U.S. commit-
ment to, the Taiwan Relations Act of 1979.

The Commission recommends that Congress urge the adminis-
tration to encourage the People’s Republic of China to build upon
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the improved cross-Strait relationship by renouncing the use of
force in regard to resolving its dispute with Taiwan. Beijing
should also be encouraged to demonstrate its good intentions by
drawing down the number of short-range ballistic missile forces
deployed against Taiwan.

The Commission recommends that Congress encourage the ad-
ministration to continue to work with Taiwan to modernize its
armed forces, with particular emphasis on its air defense needs.

Hong Kong

The Commission recommends that Congress reauthorize the
U.S.-Hong Kong Policy Act of 1992, which expired in 2007.

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

The Commission recommends that Congress encourage its Mem-
bers to raise the issue of preserving Hong Kong’s special status
when meeting with members of China’s National People’s Con-
gress.
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CHAPTER 4

CHINA’S GREEN ENERGY POLICIES
AND EFFORTS TO PROMOTE THE
ALTERNATIVE ENERGY SECTOR

SECTION 1: CHINA’S ENVIRONMENTAL
AND GREEN ENERGY POLICIES

Introduction

This year, the Commission held two hearings and went on a fact-
finding trip to China in order to investigate China’s recent adoption
of a large number of domestic policies to promote its green energy
industry and improve environmental conditions in the country.*
This chapter of the Commission’s Report will describe the measures
that China has adopted to promote clean energy and the implica-
tions this has for the United States. The first section of the chapter
will focus on overarching domestic policies to improve the environ-
ment and to move toward new forms of clean energy, including
China’s participation in United Nations (UN) climate change nego-
tiations. The second section will focus specifically on Beijing’s ef-
forts to promote its wind, solar, and electric vehicle manufacturing
sectors and how these efforts compare with U.S. efforts to promote
these sectors. This section will incorporate information obtained
from a field hearing held in Toledo, Ohio; Commission meetings
with officials during a trip to China; and several visits to green en-
ergy manufacturing sites in China.

China currently is the world’s biggest energy consumer, the larg-
est emitter of carbon dioxide, and home to some of the most pol-
luted cities in the world.7! Realizing that its energy use is directly
affecting its economy and security, Beijing has taken significant
steps to increase the use of green energy in the country. Chinese
leaders view the promotion of these policies as a means to curb de-
mand and increase energy security. In addition, Beijing hopes that
“going green” can help to mitigate the polluting effects of China’s
increasing energy use and help to establish a new, internationally
competitive green energy industry. As a result, in 2009, China be-
came the top investor in renewable energy, moving the United

*In the following two sections, “green energy and environmental policies” refer to Chinese
policies to promote energy sources beyond traditional coal, oil, and natural gas. It also refers
to policies to promote energy efficiency and environmental protection. “Renewable energy,” a
form of green energy, refers to solar, wind, hydropower, and biomass energy.

FIn July 2010, the International Energy Agency announced that China overtook the United
States to become the biggest energy consumer in the world in 2009. China’s National Bureau
of Statistics and its National Energy Agency have refuted these statistics, asserting that in
2009, China consumed at least 200 million tons of oil equivalent less than the United States.
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States to second place.2 The specific policies the government has
used to improve energy efficiency and reduce harmful pollutants
are wide-ranging and have led to significant improvements. Despite
noteworthy accomplishments, problems with enforcement and envi-
ronmental governance, as well as China’s incessant energy demand
increases, have hampered and will continue to hamper many of the
policies that have been enacted.

Chinese Reasons to Promote Green Energy and Environ-
mental Policies

Chinese leaders have announced several reasons why the country
should be moving toward using cleaner and more environmentally
friendly energy. Not only would China’s push for green energy pro-
mote energy security, but Chinese leaders also believe this effort
can help to prevent politically destabilizing environmental prob-
lems while simultaneously building a globally competitive green
energy industry.

Energy Security

One of the primary reasons why China wishes to curb its energy
demand and promote green energy is to increase its domestic en-
ergy security. In April 2010, Premier Wen Jiabao stated, “We must
accelerate the development and use of renewable energies to ensure
the country’s energy security.”3 Since 2000, China has doubled its
consumption of energy and, according to the International Energy
Agency, “Prospects for further growth are very strong considering
the country’s low per-capita consumption level and the fact that
China is the most populous nation on the planet.”4 This consump-
tion fuels the country’s economy and, if this energy were not avail-
able, would severely limit the prospects for future gross domestic
product (GDP) growth. In a study commissioned by the National
Foreign Trade Council, the law firm of Dewey & LeBoeuf LLC
noted:

China’s continued economic growth—and stability—ulti-
mately rests upon the availability of adequate supplies of
energy. ... At present rates of extraction China will run out
of domestic sources of petroleum, natural gas, and coal in
an estimated 7, 22, and 75 years, respectively.®

China is already a net energy importer. In 2006, it became the
world’s third-largest net importer of oil, with over 50 percent of its
oil coming from overseas. Despite having one of the world’s largest
coal reserves, in 2009, China became a net importer of coal.*6 As
mentioned in the Commission’s 2008 Annual Report, China’s reli-
ance on imports makes the country’s energy, and thus its economy,
vulnerable to supply shocks caused by geopolitical instability, ag-
gression from other countries, or natural disasters.” In order to cir-
cumvent these problems, China has looked to improve its ability to
produce energy domestically and consume its energy more effi-

*In 2009, China imported 126 million metric tons of coal and only exported 22 million tons.
This is only a fraction of China’s total coal consumption, which reached 1.4 billion tons in 2008.
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ciently. Chinese leaders have pointed to green energy, specifically,
as a means of enhancing energy security in the country.

Environmental Problems

A second reason why China is moving toward using green energy
is to mitigate its many environmental problems. In January 2010,
Xie Zhenhua, vice minister of the National Development and Re-
form Commission, stated, “Developing a low-carbon economy can
help China achieve its interest in ... breaking free from the con-
straints of China’s long history of environmental problems and high
pollution.” 8 Approximately 70 percent of China’s energy consump-
tion is from the use of coal, the most environmentally unfriendly
form of energy.*° Making matters worse, industry,f which pro-
duces large amounts of pollution, accounts for approximately 70
percent of China’s final energy consumption.10

China’s consumption of fossil fuels, especially coal, has made it
the world’s largest emitter of carbon dioxide, emitting 8.1 billion
metric tons in 2009, or 21 percent of the world total. Although
China ranks relatively low in terms of carbon dioxide emissions per
capita (see figure 1 below), this amount, too, has more than dou-
bled since 1990.11! Environmental experts in the Chinese govern-
ment assert that greenhouse gas emissions, such as carbon dioxide,
are a leading cause of climate change that is affecting China.l2
China’s National Climate Change Programme, a body under Chi-
na’s National Development and Reform Commission, has noted
that global climate change has the potential to significantly threat-
en the agriculture and livestock industry, natural ecosystems,
water resources, and coastal areas.§ !> Rob Bradley, then director
of the International Climate Policy Initiative at the World Re-
sources Institute, testified that “[w]ith large coastal and delta pop-
ulations, strained fresh water supplies, and a host of other issues
facing it, China is rightly concerned about the stresses a hotter
planet will place on its society.” 14

*The combustion of coal adds a more significant amount of carbon dioxide to the earth’s at-
mosphere than the burning of other fossil fuels.

T Industry includes facilities and equipment used for manufacturing, agriculture, mining, and
construction. Domestic industry in China lags behind international producers in energy effi-
ciency; Chinese cement, copper, and papermakers use between 45 and 120 percent more energy
than do European and U.S. producers.

+In 2009, China’s per capita emissions reached the same level as France.

§For the past 13 years, China has experienced warmer-than-average temperatures, frequent
extreme climate events, and accelerated glacier and snow melt as a result of its burgeoning car-
bon dioxide emissions.
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Figure 1: Carbon Dioxide (CO2) Emissions by Country
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Source: Chart adapted from J.G.J. Olivier and J.A.H.W. Peters, “No growth in total CO2 emis-
sions in 2009” (Biltoven, Netherlands: Netherlands Environmental Assessment Agency, July 1,
2010), p. 5. http:/lwww.rivm.nl/bibliotheek/rapporten/500212001.pdf.

China’s amplified energy use and industrialization are also lead-
ing to a significant increase in both air and water pollution. In July
2010, China’s Ministry of Environmental Protection announced
that air quality had worsened in the previous year because of in-
creased construction and industrial growth paid for by the coun-
try’s economic stimulus program.15 Jennifer Turner, director of the
China Environment Forum at Washington, DC’s, Woodrow Wilson
Center, testified that the burning of coal and heavy automobile use
in cities leads to an estimated 750,000 people dying early per year
from respiratory illnesses.16 Water pollution is also a significant
problem. According to China’s Ministry of Environmental Protec-
tion, one quarter of China’s surface water is contaminated, and
more than a quarter cannot be used for drinking, swimming, or
fishing.1? Increases in both air and water pollution have a signifi-
cant effect on the Chinese economy. A 2007 World Bank report es-
timated that the annual cost of air and water pollution in China
is about $112 billion in damages to agriculture and fisheries and
in costs of acquiring adequate water for consumption.18 Chinese air
pollution also is having a significant effect on its neighbors, with
South Korea and Japan often bearing the brunt of hazardous dust
storms that originate in northern China.l® During the Commis-
sion’s August 2010 trip to Hong Kong, a professor from Hong Kong
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University of Science and Technology noted that 60 to 70 percent
of ambient pollution in Hong Kong comes from the Pearl River
Delta in the mainland. This pollution also is affecting the United
States. In written testimony submitted to the Commission, Assist-
ant Administrator for the U.S. Environmental Protection Agency
Michelle DePass stated:

We can say with confidence that intercontinental flows of
air pollution from Asia have an impact on environmental
quality in the United States, possibly affecting the ability
of some areas to attain air quality standards and environ-
mental goals.20

Exacerbating everyday pollution is the number of environmental
disasters that have taken place in China in recent years. In a re-
cent report, China’s Ministry of Environmental Protection an-
nounced that environmental accidents had increased by 96 percent
in the first six months of 2010.21 One of these accidents, an acid
leak at a copper mine in Fujian Province, killed enough fish to feed
72,000 people for a year.22 Environmental activists also have
blamed landslides in Gansu Province that have led to over 1,700
deaths on unchecked development, such as the cutting down of for-
ests and the building of hydroelectric dams in the region.23

Create a Green Industry

A final, but not necessarily less important, reason why China
wishes to curb its reliance on energy-intensive sources to fuel its
economy is to help foster the growth of the burgeoning green tech-
nology sector. According to Bloomberg New Energy Finance and
the Pew Charitable Trust:

Between 2004 and 2009, clean energy investments (includ-
ing renewables, efficiency technologies, biofuels, carbon cap-
ture and storage, nuclear power, and other low-carbon tech-
nologies) grew at an average compound annual growth rate
of 39 percent and the wind and solar markets have sus-
tained annual growth rates above 30 percent for the last
decade ... totaling $173 billion in 2008.24

Researchers also note that under a “business-as-usual” case (as-
suming no changes to existing international climate change policy),
cumulative global investments in clean power generation tech-
nologies will be $1.58 trillion over the next decade. If aggressive
international climate action is taken, the amount of cumulative in-
vestment could reach $2.19 trillion.25 Chinese leaders have an-
nounced that they would like to take advantage of the growth of
this sector. In September 2009, Premier Wen dJiabao stated,
“[China] will accelerate the development of a low-carbon economy
and green economy so as to gain an advantageous position in the
international industrial competition.”2¢ China is creating condi-
tions for its domestic green technology companies to flourish at
home and in the export market and to attract investments from
international companies in China, thereby boosting domestic GDP
and creating jobs.2? In testimony to the Commission, Julian Wong,
then senior policy analyst at the Center for American Progress,
stated, “Clean energy development is in many ways the ‘sweet spot’
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industry that fits very nicely with all of [China’s] goals of economic
reform.” These goals include developing domestic science and tech-
nology innovation and creating “national champions” that can com-
pete internationally.28 Section 2 of this chapter discusses China’s
efforts to promote the wind, solar, and electric vehicle sectors in de-
tail.

China’s 11th Five Year Plan (2006-2010)

Realizing the challenges of uncurbed energy demand and envi-
ronmental degradation, China has taken considerable steps to al-
leviate these problems. In 2005, Chinese leaders laid out note-
worthy targets for reducing pollution and energy consumption in
its 11th Five Year Plan for 2006 to 2010.* Two of the most impor-
tant energy targets in the most recent five year plan are the fol-
lowing:

e Reduce energy intensity (energy consumption per unit of GDP) by
20 percent by the end of 2010—In the first four years of the plan,
China was on track to achieve this target, having reduced energy
intensity by 14.5 percent. However, earlier this year, China’s Na-
tional Bureau of Statistics announced that energy intensity had
increased by 0.9 percent in the first half of 2010.72° In May
2010, Premier Wen Jiabao stated that he will use an “iron fist”
to ensure that the 20 percent target is met by the end of 2010.3°

e Reduce major pollutant emissions by 10 percent by the end of
2010—According to China’s Ministry of Environmental Protec-
tion, as of the end of 2009, China had reduced its sulfur dioxide
emissions (the main cause of air pollution) by 13.14 percent and
its chemical oxygen demand (the main measure of water pollu-
tion) by 9.66 percent.i 3!

In order to achieve the targets laid out in the Five Year Plan,
Beijing has enacted a large number of new policies. Much media
attention has been focused on China’s efforts to promote its renew-
able energy sector (hydropower, biomass, wind, and solar). How-
ever, many of the policies have focused on improving the energy ef-
ficiency of existing technology and for planned industrial projects.
Mr. Wong testified that the Chinese government supports these ef-
forts because they are more cost-effective and thus will likely com-
mand a higher share of investment over renewable energy projects

*China’s five year plans set the direction for economic and social development to be achieved
in the next five years.

+China’s National Bureau of Statistics reported that in the first quarter of 2010, China had
increased energy intensity by 3.5 percent, making it more than 8 percentage pomts away from
reaching its 20 percent reduction goal. However, after the second quarter of 2010, the bureau
revised the data so that it is less than five percentage points away from the target This dra-
matic change from the first to the second quarter has caused several media analysts to question
the reliability of Chinese data. See, for example: Leslie Hook, “China energy use: a sudden revi-
sion of the numbers,” Financial Tlmes, July 26, 2010. http: //blogs ft com/beyond-brics/2010/07/16/
chinese-energy- use-a- -sudden-revision-in-the- numbers/ Shai Oster, “China Reports Improved En-
ergy Efficiency,” Wall Street Journal, August 3, 2010. htip: Jlonline. wsj.com/article/NA  WSJ
PUB:SB10001424052748704499604575406961858974790.html.

% During its first national pollution source census in 2007, China found that chemical oxygen
demand discharge was actually more than twice the levels that were originally thought. Never-
theless, the 11th Five Year Plan targets are still going to be measured against the numbers
reported prior to the pollution census. Alex Wang, “Chinese officials talk environmental and cli-
mate governance at the National People’s Congress Meetings,” National Resources Defense
Council: GreenLaw, March 17, 2010. Attp.//www.greenlaw.org.cn/enblog/?p=2320.
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in the future.32 The following is a list of some of the major projects
that have led to China’s recent achievements in lowering energy in-
tensity and reducing harmful pollutants:

e Government support for renewable energy—China has adopted a
number of policies to support its renewable energy sector, includ-
ing a clean energy standard mandating that 15 percent of Chi-
na’s primary energy come from nonfossil sources by 2020. The
Chinese government will focus primarily on wind, solar, and bio-
mass power but will also rely on hydropower to meet this goal.33
In 2009 alone, $34.6 billion was invested in Chinese companies
working in the renewable energy sector, a large portion of which
came from Chinese state-owned entities. According to Ethan
Zindler of Bloomberg New Energy Finance, “These funds for Chi-
nese firms and projects came from a variety of sources, including
Western private equity funds, Chinese development banks, bal-
ance sheets of large Chinese state-owned entities, and even small
Western investors buying shares of publicly-traded Chinese solar
firms.” 34 In comparison, the United States attracted $18.6 billion
in public and private investment.3> Because of Chinese govern-
ment support, China is the largest hydropower generator in the
world and has plans to double its hydropower capacity by
2020.%36 Section 2 of this chapter discusses China’s specific pro-
grams supporting the renewable energy section.

e Government support for nuclear energy—In addition to its renew-
able energy targets, China has set a goal of building 20 nuclear
power plants by 2020, which would increase its nuclear capacity
at least fourfold.37 If achieved, China will account for 57 percent
of all new nuclear power plant construction globally between
2007 and 2020.38

o Shutting down of inefficient factories and power plants—Since
2005, China has shut down almost 7,500 inefficient small power
plants and has mandated that all new coal plants must use
state-of-the-art technology.3® Assistant Secretary of Energy for
Policy and International Affairs David Sandalow testified to the
Commission that because of new regulations, “the average effi-
ciency of [a coal-fired power plant] in China is better than the
U.S. average.”40 In addition, in August 2010, China’s Ministry of
Industry and Information Technology published a list of over
2,000 energy-inefficient steel, iron, cement, and paper factories
that will be forced to close by the end of September.T4! As of the
publication of this Report, it is unclear whether the factories
were actually closed down.

e “Top 1,000 Program”—In 2006, China’s National Development
Reform Council launched a program to set targets for and mon-
itor improvements in energy efficiency for China’s 1,000 largest

*While hydropower is considered a form of renewable energy, several Chinese and western
activists have denounced hydropower for its detrimental effects on the environment. They pur-
port that many large-scale dam projects have harmed natural ecosystems and caused severe nat-
ural disasters. Large dams in China also have displaced millions of individuals from their homes
and land, causing a number of social problems as well. Finally, Chinese hydroelectric dams have
raised serious concerns among downstream countries in Southeast Asia and India because of
environmental impacts and China’s ability to control downstream water flows.

T According to the ministry, if the factories refuse to close, state-owned banks will deny them
access to lending, and utility companies will suspend their power.
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companies, which account for one third of China’s total energy
use. At the program’s current rate, carbon dioxide emissions will
be cumulatively reduced by about 250 million tons by the end of
2010, about 3.6 percent of China’s total annual carbon dioxide
emissions.42

o “Ten Key Projects™—In 2005, the Chinese government allocated
$1 billion to improve energy efficiency regulations in industry
and buildings.43 The biggest gains from the “Ten Key Projects”
have come from renovation of coal-fired industrial boilers, com-
bined heat and power systems™ in urban areas, and the building
of more energy-efficient residential and commercial spaces.44

e Appliance, electronics, and transportation standards—In the past
five years, the Chinese government has established mandatory
energy-efficiency standards that cover most appliances, lighting,
and heating equipment. The Center for American Progress, a
Washington, DC-based think tank, predicts that these standards
will help China to avoid 100 million tons of carbon dioxide emis-
sions per year (1.4 percent of total annual emissions).4®> In addi-
tion, China has launched a number of fuel economy standards for
passenger cars, many of which are more stringent than those in
the United States.46

e Tax and fiscal policies—China has enacted corporate income tax
deductions for companies investing in environmentally friendly
projects and equipment. China also has adopted vehicle taxes
meant to make energy-intensive vehicles more expensive and
reduced export tax rebates for many low value added but high
energy-consuming products.4?

e Pollution policies—In 2008, China revised its Water Pollution
Control Act, which now requires governments at the county level
and above to incorporate water protection into their social and
economic development plans, making water protection a major
component of local officials’ appraisal process.4® In addition, in
May 2010, China’s State Council announced that it would be
raising air pollution emission standards in several of the most
air-polluted provinces in the country.74® Dr. Turner testified to
the Commission that these “new laws and targets aim, in part,
to circumvent powerful local governments, which have long hin-
dered effective implementation of pollution control and energy
savings policies.” 50

e Improving measurement and reporting of energy and environ-
mental statistics—In 2005, China declared that regional and mu-
nicipal-level leaders would be responsible for delivering biannual
progress reports on energy-intensity reduction. China’s National
Bureau of Statistics periodically conducts independent verifica-
tion of the data and punishes and rewards officials accordingly.5!

*Combined heat and power systems generate power and thermal energy from a single fuel
source.

TThe regulations will focus on the Beijing-Tianjin-Hebei region; the Yangtze River Delta re-
gion (including Shanghai); the Pearl River Delta region (including Shenzhen and Guangzhouw);
central Liaoning; the Shandong Peninsula; Wuhan and its surrounding area; the Changsha,
Zhuzhou, and Xiangtan region; and the Chengdu and Chongqing region. The standards require
each region to impose limits on the expansion of coal-fired power plants and place an emissions
cap on harmful emissions.
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The 2007 Energy Law also requires large commercial energy
users to report energy use to the government, which is used to
verify reports from provincial and municipal governments.52 A
2009 law strengthened penalties for providing inaccurate statis-
tics, with enterprises facing up to a 50,000 renminbi (RMB)
(US$7,343) fine.53 To date, no information is available on what
companies, if any, have been charged with violating the law.

Future Policies and Targets

Chinese officials have recently stated that environmental and
clean energy policies will continue to be a priority in the immediate
future. In November 2009, Premier Wen Jiabao announced that by
2020, China would reduce carbon intensity by 40 to 45 percent
from 2005 levels.* Some experts believe that this target would have
already been accomplished through China’s current domestic poli-
cies.54 Others argue that to succeed, China must spend an addi-
tional $30 billion on clean energy and environmental programs
every year until 2020.55> Mr. Bradley testified that “China’s com-
mitment is a significant but achievable, step, but it will require
China to pursue a suite of policies more sweeping—and more chal-
lenging—than its existing energy-efficiency and green energy ef-
forts.” 56 It is expected that the target will be included in China’s
12th Five Year Plan.57 Chinese leaders also are discussing a do-
mestic carbon-trading program to be implemented in the near fu-
ture. According to a participant in a meeting among Chinese en-
ergy policymakers, “The consensus that a domestic carbon-trading
scheme is essential was reached, but a debate is still ongoing
among experts and industries regarding what approach should be
adopted.” 8 Chinese policymakers currently are discussing whether
to put an absolute cap on carbon and in which cities and/or sectors
to begin pilot programs.5°

Challenges to Addressing Environmental and Energy Con-
cerns

While Beijing has passed numerous pieces of legislation address-
ing environmental concerns, there often has been difficulty in im-
plementing laws and accurately measuring successes or failures.
Environmental Protection Agency Assistant Administrator DePass
submitted testimony stating:

The ‘planning culture’ in China, a legacy of decades of sin-
gle-party rule, remains strong, while the rule of law and
‘compliance culture’ are still evolving. Despite enactment of
a range of legislation in recent decades, many provisions in
China’s environmental statutes have aspirational man-
dates, unclear enforcement mechanisms, and limited or
weak provisions for judicial review or public oversight.60

One of the reasons for these problems is that there are almost
50 central administrative bodies that form energy and environmen-

*Carbon intensity is defined as carbon dioxide emitted per unit of GDP (i.e., the ratio of one
ton of carbon dioxide to $1,000 of GDP). By this measure, if China’s GDP continues to increase
rapidly, emissions could still increase, but the rate of increase will slow. According to figures
published by the U.S. Department of Energy, China in 2006 emitted 2.85 tons of carbon dioxide
from fossil fuels for every $1,000 of GDP. In comparison, the United States in 2006 emitted 0.52
tons of carbon dioxide for every $1,000 of GDP.



192

tal policies in China. Bureaucratic infighting and a lack of coordi-
nation among ministries, commissions, and state-owned companies
have 1led to severe challenges in creating and implementing poli-
cies.b

Enforcement of clean energy and environmental laws is particu-
larly difficult at the local level. Local authorities often have difficul-
ties accessing the capital necessary to make energy efficiency up-
grades, collect accurate data on carbon emissions, and gauge the ef-
fectiveness of current policies.62 It is for this reason that only about
25 percent of China’s more than 660 cities are capable of moni-
toring water quality once a month to check for pollutants.63 In ad-
dition, Stephen Hammer, director of the Joint US—China Coopera-
tion on Clean Energy’s Smart Cities Initiative, testified that the
performance of local officials is still primarily appraised based on
economic output. He stated, “Because local officials are expected to
deliver 6 to 8 percent GDP growth each year, and because the ‘re-
port cards’ used to evaluate local official performance are so heavily
skewed toward economic indicators, meaningful progress may take
some time.” 64

A final challenge is that China must balance between protecting
its environment and developing its economy. China’s demand for
energy will continue to grow at a rapid rate despite attempts to
curb it. The International Energy Agency estimates that total en-
ergy demand will increase by more than 25 percent by 2015 and
by almost 60 percent by 2030 despite China’s clean energy policies.
The agency also estimates that coal will still account for 63 percent
of China’s energy mix by 2030.65 During the Commission’s July
2010 trip to China, a representative from the China Institute for
International and Strategic Studies stated that China is still 100
years behind the United States in industrializing. In order to main-
tain high levels of GDP growth, the country will keep up its large
appetite for energy.66

Figure 2: China’s Primary Energy Demand, 1980-2030
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China’s Participation in UN Climate Change Negotiations

China is party to a number of UN treaties addressing global en-
vironmental concerns. As a party to the United Nations Framework
Convention on Climate Change,* the Kyoto Protocol,i and the Co-
penhagen Accord, China has expressed its commitment to pre-
venting and mitigating climate change and to improving its envi-
ronmental standards. Although contentious, the identification of
China as a developing nation based on the 1992 UN Framework
Convention on Climate Change therefore does not require China to
make legally binding commitments that an independent body can
verify.67 During the Commission’s July trip to China, a representa-
tive from China’s Ministry of Foreign Affairs reiterated that China
is still a developing country and thus has different obligations than
developed countries in climate negotiations.

The December 2009 UN Copenhagen Summit was meant to es-
tablish targets for a framework for climate change mitigation be-
yond 2012. Ultimately, many policymakers and environmental ex-
perts deemed the summit a failure. Many were disappointed with
the failure to achieve a comprehensive agreement at Copenhagen
and were dissatisfied with the final Copenhagen Accord. The Co-
penhagen Accord is a legally nonbinding international agreement
seeking to limit the rise in global temperatures by 2 degrees Cel-
sius and noting that developed countries will provide $100 billion
of support to developing nations by 2020.68 Each country that “took
note of” the Copenhagen Accord also submitted its own domestic
actions to prevent and mitigate the effects of global climate change.
China is one of the nations that expressed its support for the ac-
cord and submitted its 40—45 percent carbon intensity reduction
target to the UN Framework Convention on Climate Change.6°

Many of those disappointed with the outcome of the Copenhagen
Summit blamed China for the failure of the conference and se-
verely criticized China’s negotiators for refusing to budge on sev-
eral core principles, which included the following:

e Common but differentiated responsibilitiecs—China maintained
that developed countries should take more arduous mitigation ac-
tions than developing countries (to include itself), such as pro-
viding financial and technological support to help developing na-
tions limit their carbon emissions.

e Nonbinding international commitments—China asserted that any
domestic targets that developing nations submit (such as China’s
40-45 percent carbon intensity target) should not be legally bind-
ing.70

*China signed the United Nations Framework Convention on Climate Change in 1992. The
objective of the treaty was to limit greenhouse gas emissions in the atmosphere. While the con-
vention did not set mandatory emissions caps for individual countries, it set the foundation for
developed countries to establish targets to reduce emissions in future agreements. Under the
treaty, China is considered a developing country. The United States is also party to the conven-
tion and is considered a developed country.

fChina ratified the Kyoto Protocol in 2005. The protocol establishes the concept that devel-
oped countries are principally responsible for the current levels of greenhouse gas emissions as
a result of more than 150 years of industrial act1v1ty Because of this, the protocol puts a hlgher
burden on developed nations under the principle of “common but differentiated responsibilities.”
The United States has not ratified the protocol.
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Ed Miliband, Britain’s lead climate negotiator at Copenhagen,
stated that China had “hijacked” the conference by refusing to
allow legally binding targets.”! In testimony to the Commission,
Elizabeth Economy, director for Asia Studies at the Council on For-
eign Relations, noted that China was relatively obstinate in its ap-
proach not because Beijing intentionally wanted to obstruct the
conference but because its negotiators had little room to negotiate
beyond what was approved by senior leaders in China. She stated,
“Everything China was prepared to give [at Copenhagen] was right
up front. After that there wasn’t going to be much room for real
negotiation moving forward ... What surprised [China] was the ex-
tent to which they were blamed for Copenhagen going awry.” 72

The United States and China clashed on a number of issues at
Copenhagen. One of the main sources of contention was China’s re-
fusal to submit its 40—45 percent carbon intensity reduction target
to international verification to ensure that China does not manipu-
late its data to show higher emissions cuts.”3 After much negotia-
tion, China agreed to make its domestically produced reports pub-
licly available, but only actions that receive international financing
or technology would be subject to independent verification.”* A sec-
ond disagreement had to do with the provision of financing to de-
veloping nations. Early on in the negotiations, the United States
stated it would direct funding toward the least developed countries
and would not provide funds to help China curb its emissions.?>
The United States eventually agreed to contribute to a $100 billion
international fund for developing nations.*7¢ However, the offer
was contingent on China committing its emissions to a binding
agreement and submitting the reductions to transparent verifi-
cation. By the end of the summit, China agreed to neither pre-
condition.??

Despite China’s recalcitrance at the Copenhagen Summit, several
witnesses testified to the Commission that China’s commitments
were significant and achieved some long-sought U.S. goals. Mr.
Bradley noted that China’s submission of its 40—45 percent carbon
intensity reduction target to the UN Framework Convention on Cli-
mate Change was the first time China had ever submitted a nu-
merical target, albeit voluntary, for lowering its carbon emissions.
In addition, Beijing agreed to submit its domestic reports on emis-
sions to the United Nations biannually. He stated, “Not that long
ago, many experts would have considered securing even these pub-
lic commitments unlikely.” 78

*The United States made it clear during the meetings that China would not receive any of
the U.S. funding meant for developing nations to mitigate the effects of climate change. China
did not completely discount itself as a contender for future funds, but it stated it has never
thought of itself as first in line for financing.
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China’s Role on the International Stage

Another important development at Copenhagen was that
China stepped out as a leading player on the international stage.
During the summit, China joined together with Brazil, South Af-
rica, and India to form the BASIC group, which purported to be
the primary representatives of all developing nations. It was the
BASIC group and the United States that drafted the final Co-
penhagen Accord.”® Dr. Economy stated:

China is in the midst of carving out a new role for itself in
global politics ... and Chinese leadership is uncertain as
to whether it should seek to retain its position as a large,
successful developing country or assert its role as a global
power, with all the rights and responsibilities that
entails ... Copenhagen, in this respect, may have been a
watershed event. For many developing countries, climate
change has revealed China as less and less ‘one of us’ and
more and more ‘one of them.’80

Witnesses viewed China’s decision to take a higher-profile role
in the climate discussions as being somewhat uncharacteristic.
China has agreed to continue to take a lead on climate issues
and hosted the last round of talks prior to the next UN Frame-
work Convention on Climate Change summit in Cancun.8! Ac-
cording to Mr. Bradley, this “signals an increasing willingness to
expose itself to both the potential risks and rewards of active
international engagement.” 82

U.S.-China Environmental and Clean Energy Cooperation

Environmental protection and clean energy have been noted as
one of the main areas for cooperation in the U.S.—China bilateral
relationship. Dennis Bracy, chief executive officer of the U.S.-China
Clean Energy Forum, testified to the Commission:

When it comes to energy, China and the U.S. are in the
same boat. And even with the current tensions between our
countries, we see no letup in China’s willingness to cooper-
ate on clean energy and [energy] efficiency. Understanding
our differences, but building on our mutual benefits, we
can do more together, more quickly, than we can sepa-
rately.83

Indeed, the two governments have been cooperating for over 30
years on environmental and energy efficiency initiatives and have
signed 45 cooperative agreements.8¢ Several areas that experts
have noted as important for cooperation between the United States
and China in the clean energy field are the following:

e Capacity-building to measure emissions—Because the United
States has had extensive experience in collecting statistics on
carbon dioxide emissions, it is in a position to help China build
its capacity to collect reliable environmental and energy data.8
One example of this type of cooperation is the October 2009
memorandum of cooperation between the U.S. Environmental
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Protection Agency and China’s National Development and Re-
form Commission, which helps to develop China’s inventory of
greenhouse gas emissions.86

e Clean coal—Both the United States and China have significant
domestic coal reserves and rely heavily on coal for their primary
energy supply.* Cooperation on improving the efficiency of coal-
fired power plants and research and development for carbon cap-
ture and storage could have significant impacts on both coun-
tries’ greenhouse gas emissions.§ 87 L. Cartan Sumner, vice presi-
dent of International Government Relations at Peabody Energy
Corp, testified about one such initiative, the $1 billion GreenGen
project. It is a joint venture between Chinese utilities and coal
companies and St. Louis-based Peabody Energy Corp. designed to
build a near-zero emissions coal-fired power plant in Tianjin,
China.88

e Smart grid technology t—According to the Pew Center on Global
Climate Change, “Both the United States and China rely on out-
dated, decentralized, and inefficient electrical transmission sys-
tems. Both countries could profit from research, development,
and adoption of new ‘smart grid’ technologies capable of enabling
these systems to handle larger quotients of low-carbon energy
from ... renewable energy sources.” 89

e Research and development for additional clean technologies—
Both governments have spent significant amounts of money to
promote the development of clean technologies. Nevertheless,
many of these remain in their nascent stages and are extremely
expensive. In July 2009, the United States and China formed the
U.S.-China Clean Energy Research Center to facilitate joint re-
search and development on technologies for clean coal, environ-
mentally friendly vehicles, and energy-efficient buildings.?® Ac-
cording to Assistant Secretary of Energy Sandalow, “The United
States and China have complementary strengths in these areas,
so each country will benefit from collaborative research.”®! In
March 2010, the U.S. Department of Energy announced that the
United States would provide $75 million in public and private
funding for the research center. China will provide an additional
$75 million.922

(For a list of major U.S.-China clean energy cooperation deals
since 2008, please see the appendix at the end of this section.)

While many agree that cooperation on climate and energy issues
is important for both countries, some experts have expressed con-
cern over the possible negative implications of cooperation. One
area of concern is intellectual property protection. American com-

*China relies on coal for over 70 percent of its total energy use. The United States relies on
coal for almost 30 percent of total energy use.

+Carbon capture and storage is the process used to capture carbon dioxide from power plants
or industrial facilities, compress it, and then transport it to suitable locations in order to inject
it into subsurface geological formations. This prevents the carbon dioxide from escaping into the
atmosphere.

+#Smart grids differ from traditional electric grids in that they allow users to monitor and con-
trol grid activities. This allows the two-way flow of electricity and information between power
plants and consumers and can dramatically increase energy efficiency. They also enhance the
ability to connect renewable energy sources to main power grids.
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panies are often reluctant to invest in clean technology in China
because of China’s lax intellectual property protection. According to
Albert Tramposch, deputy executive director of the American Intel-
lectual Property Law Association, “[I] am not aware of any major
initiatives that are coming out of the Chinese government ... that
relate to ways to facilitate the patent protection of green tech-
nology.” 93 Another concern among some U.S. business people and
policymakers is that China could reap the benefits of cooperation
at the expense of U.S. industry. They further argue that any U.S.
money going to cooperation on clean energy is disenfranchising the
domestic clean energy sector in the United States, which already
is falling behind Chinese clean energy manufacturers.¢ For exam-
ple, when several U.S. senators learned that U.S. stimulus money
would go toward a Texas wind farm whose turbines would be man-
ufactured in China, Senator Sherrod Brown (D-OH) stated: “We
cannot sit idly by while China races to the forefront of clean energy
production at the expense of U.S. manufacturing, U.S. jobs, and
U.S. energy independence. And we certainly can’t shoot ourselves
in the foot by helping to finance Chinese clean energy produc-
tion.” 95 (For more information on the competition between U.S.
and Chinese renewable energy companies, see chap. 4, sec. 2, of
this Report.) Finally, several analysts criticize U.S.-China coopera-
tion because of its history of ineffectiveness. Many of the impedi-
ments that prevent China from enacting sweeping clean energy leg-
islation domestically, such as low implementation at the local level
and lack of transparency, also inhibit broader cooperation with the
United States. In addition, the United States has often signed coop-
erative agreements without having a dedicated source of funding
for the endeavors.?¢ Dr. Economy stated:

Chinese energy and environmental agencies are woefully
understaffed and often unable to meet the demands of in-
depth cooperation. ... There is also a very real danger that
U.S. officials will raise expectations within China but fail
to deliver if, for example, the U.S. government does not pro-
vide adequate funding ... as has happened with past coop-
erative energy and environmental ventures.97

Implications for the United States

To the extent that China’s green energy and environmental poli-
cies lead to reductions in carbon dioxide emissions and harmful
pollutants that are internationally threatening, these policies are
positive for the United States. As China increases its capacity to
curb pollution and energy intensity, it also may be able to increase
mutually beneficial cooperation with the United States on clean en-
ergy. This cooperation could serve to reduce clean energy costs for
both countries and to respond to the effects of global climate
change. However, as the Chinese government supports its domestic
clean energy sector, the United States must be wary of protec-
tionist measures that disadvantage U.S. companies both in China
and in the international market. (For more information on China’s
protectionist measures to promote domestic wind, solar, and elec-
tric vehicles sectors, please see chap. 4, sec. 2, of this Report.)
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The fact that China still characterizes itself (and is considered by
the United Nations to be) a developing nation could also have nu-
merous implications for the United States. According to the 1992
UN Framework Convention on Climate Change, as a developing
nation, China has no legally binding responsibilities under inter-
national climate agreements. Dr. Economy testified that China
“will continue to use [its] developing country status as a protective
shield against further pressure [to increase its international cli-
mate commitments].”98 In addition, because of its developing na-
tion status, China is eligible to receive funding from developed
countries, such as the United States. At Copenhagen, China an-
nounced that it did not consider itself first in line for funding but
did not discount itself as a contender for future funds. 9° Depending
on the results of the November/December 2010 climate summit in
Cancun, this could mean that the United States would be contrib-
uting to a pool of funds that could be supporting China’s domestic
clean energy sector.

Conclusions

e China has devoted a significant amount of money and has devel-
oped legislation in an effort to find alternative sources for en-
ergy, improve energy efficiency, protect the environment in the
country, and build sectors of its economy.

e Despite progress in reducing pollutants and increasing green en-
ergy over the short term, significant problems such as lack of
compliance at the local level and China’s economic development
plans may make it harder to sustain this progress over the long
term.

e China’s domestic legislation on green energy has been more sub-
stantive than its commitments in international climate change
negotiations. Despite the fact that China believes it is in its do-
mestic interest to curb energy inefficiency and carbon emissions,
Beijing is reluctant to be held accountable for reductions on the
international stage.

e The United States and China share many similar challenges in
their quest for green energy and could have much to gain from
cooperation on these issues.



SECTION 2: U.S. AND CHINESE EFFORTS
TO PROMOTE SOLAR AND WIND
ENERGY MANUFACTURING

Introduction

The United States and China each have identified alternative
energy equipment production, in particular solar and wind tech-
nology, as a potential source of high-wage employment and an op-
portunity to export high-value-added goods to the world.

The Obama Administration has repeatedly emphasized green
technology’s role in job creation and highlighted green technology
in its 2010 National Export Initiative, which is intended to double
the level of U.S. exports within five years. According to the U.S.
Department of Commerce, the green sector has the potential to fuel
economic growth in the immediate future. More than two dozen
states have also identified green technology’s potential to create
jobs and to revitalize manufacturing areas that have been damaged
by imports, outsourcing, and the loss of export markets abroad.
This section is crafted under the assumption that global demand
for green technology will continue. As part of its examination of the
role of China in the green technology sector in 2010, the Commis-
sion held a hearing on July 14 in Toledo, Ohio, a center for photo-
voltaic research and production and a possible site for a Lake Erie
offshore wind turbine farm. The Commission also sought to com-
pare the efforts of the United States and Ohio to develop wind and
solar power to the plans by the government of China to develop a
globally competitive industry in these technologies.

China has added alternative energy to its growing list of favored
and subsidized industries. It has identified key domestic per-
formers and funneled resources to these companies in an effort to
strengthen their global market share.190 At the same time, China
has made its own market increasingly difficult for foreign compa-
nies to enter and to compete against Chinese firms. One European
official, Arnulf Jager-Waldau, the head of the European Commis-
sion’s Joint Research Centre’s renewable energy section, described
China’s endeavors in the solar market:

[China and Taiwan have/ an industrial policy and a
means to build up industry and make a profit, whereas in
the United States and in Europe [the solar industry] is
viewed as a green technology [more] intended to combat
global warming.101

Green energy research and production are specifically included in
China’s 11th Five Year Plan. This plan is intended to be imple-
mented by the central, provincial, and local governments and by
state-owned and state-controlled companies. Virtually all the power

(199)
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production, distribution, mining, and natural gas and petroleum in-
dustries in China are government owned or controlled.192 In fact,
almost every aspect of the energy market in China is “dominated”
by state-owned enterprises and supervised by the State Assets Su-
pervision and Administration Commission, a branch of the central
government that oversees state-owned companies. Add the energy
companies operated by provincial and municipal governments, and
“virtually all electricity generation” and most transmission equip-
ment, including renewable energy equipment, is produced by state-
owned enterprises, according to a 2010 report from the law firm of
Dewey & LeBoeuf.103

Energy analysts generally agree that Chinese policies on renew-
able energy research, development, and production are comprehen-
sive and heavily funded by the government over the long term.
This is in contrast to U.S. policies that are too often uncoordinated
among levels of government and subject to the uncertainty of the
annual appropriations process on the federal and state levels.104

China’s immense size, its three decades of rapid economic
growth, and its relatively inefficient power grid have caused its en-
ergy demands to expand rapidly. According to the International
Energy Agency, China by 2006 was already the world’s largest
emitter of carbon dioxide and became the world’s largest energy
user in 2009.195 China has responded with policies to expand re-
newable energy production, citing economic, environmental, and
national security reasons.106 As part of its energy policy, China in-
tends to service this market with domestic production.* Notes one
study of China’s renewable energy policies:

Chinese planners have indicated their intention that even-
tually most or all of the renewable energy equipment in-
stalled in China will be made in China, will be based on
Chinese-owned intellectual property, and will embody Chi-
nese-developed standards. This objective is being advanced
through a sweeping array of laws, regulations and other
measures which establish local content requirements for re-
newable energy projects.107

Both the United States and China have focused on wind and
solar energy technology for renewable energy in the domestic mar-
ket. China had initially focused almost exclusively on large hydro-
electric projects prior to this decade but has since shifted focus. The
environmental damage associated with some of the hydroelectric
programs, including the large Three Gorges Dam, reduced support
for the costly approach.198 Displacement of Chinese citizens to
make way for the construction and flooding of farmland has led to
some social unrest.109

*China has refuted the statistics released by the International Energy Agency. The National
Bureau of Statistics and the National Energy Agency asserted that in 2009, China consumed
at least 200 million tons of oil equivalent less than the United States. Xinhua, “China dismisses
IEA [International Energy Agency] analysis of it being the world’s top energy user,” July 20,
2010. http://news.xinhuanet.com/english2010/china/2010-07/20/c  13406190.htm.
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Wind

China has deployed a relatively modest 12.2 gigawatts of wind
power as of 2010* compared to China’s planned capacity of 30
gigawatts of wind power 110 by 2020, but U.S. studies of the China
market predict a rapid increase in wind power production. The
United States and China are expected to account for 65 percent of
global demand for wind products in 2010. U.S.-based companies
currently account for 12 percent of production capacity, while
China accounts for 39 percent.111

Investment in the wind sector in China surged in 2007 when
China’s chief government economic planning agency, the National
Development and Reform Commission, created a renewable port-
folio standard ¥ for Chinese power companies. In 2007, 25 Chinese
companies were producing wind turbines; by 2009, that number ex-
ceeded 100 producers.

The renewable portfolio standard requires that larger power com-
panies have 3 percent of renewable capacity by 2010 and 8 percent
by 2020. Wind farms are also eligible for a 50 percent value added
tax rebate on wind turbines and related equipment. As part of Chi-
na’s efforts to meet these goals, the National Development and Re-
form Commission plans a massive program of “Three Gorges in the
Air” wind farms. These farms are large-scale wind farms with large
Chinese-made wind turbines.

Another key development in 2009 was a ban in China on deploy-
ment of turbines of less than 1,000 kilowatts for most projects, on
the grounds of inefficiencies. The ban had a discriminatory effect
on imported turbines, since most of the smaller models are pro-
duced by European and American companies. Larger wind turbines
are more expensive and require substantial new investment to
build but require comparatively less maintenance and can be more
efficient, because they require fewer installations. But the larger
wind turbines require new investment by manufacturers. Many
foundries in the United States, for example, are reluctant to invest
in new, larger molds for the larger turbine casings unless they can
be guaranteed a substantial production run. Chinese state-owned
foundries are under no such profit constraints.112

Greg Noethlich, the chief operating officer for an Ohio-based
foundry, noted that while China has the fastest-growing market for
wind turbine parts, U.S. producers of wind turbines face Chinese
tariffs that decrease their competitiveness.113 Wind turbines im-
ported into China currently face a 10 percent tariff, although Chi-
na’s bound rate ¥ upon accession to the World Trade Organization
(WTO) permits a tariff up to 11.7 percent.§ These rates could be
modified under a future Environmental Goods and Services Agree-
ment at the WTO.114 Such an agreement would look to reduce or

*This represents less than 1 percent of China’s total energy portfolio in 2010.

TA renewable portfolio standard is a government mandate that utilities must provide a cer-
taln percentage of their total energy supply, or portfolio, through renewable sources.

bound rate in international trade refers to the highest import tariff a WT'O member agrees
to upon accession to the body. Bound rates can vary from product to product and from WTO
member to member.

§ China’s tariff schedule, which was negotiated during China’s WTO accession, sets the upper
limit on all tariffs for imports into China. It is based on a classification known as the Har-
monized Tariff Schedule (HTS). The tariff on wind turbines is found under HTS code 8502,
which covers a variety of wind turbine sizes. http://www.mac.doc.gov/Chlna/Docs/searchableother

tariffs.pdf.



202

eliminate barriers to trade in environmental goods and services. A
proposed Environmental Goods and Services Agreement is included
in the broader ongoing Doha Round of WTO negotiations on further
trade liberalization under the WTO, but members have not yet
agreed on the scope of the agreement.115

According to the International Trade Commission, wind turbines
imported into the United States are assessed a tariff of 2.5 per-
cent.116 While the National Development and Reform Commission
claims to have phased out strict local content requirements for
wind turbine manufacturing, foreign producers have yet to win a
procurement contract. Chinese companies have capitalized on this
protected market opportunity to increase domestic share from 18
percent in 2004 to 62 percent in 2008.117 In 2009 this trend contin-
ued, with all multinational firms bidding on National Development
and Reform Commission projects quickly disqualified on technical
grounds within three days of applying.

Figure 1: “Three Gorges in the Air” Wind Farm Locations in China

Province Capacity (in gigawatts)
Gansu 12.7
Xinjiang 10.8
Inner Mongolia (2) 57.8
Jiangsu 10.0
Hebei 10.8
Jilin 23.0

Source: Thomas Howell et al., “China’s Promotion of the Renewable Electric
Power Equipment Industry; Hydro, Wind, Solar, Biomass” (Washington, DC: Dewey
& LeBoeuf LLP, March 2010), p. 53.

Wind projects in the United States have benefited from the pro-
duction tax credit, which originated in the Energy Policy Act of
1992 and grants a federal income tax credit of $0.021 per kilowatt
hour available for electricity from utility-scale wind turbines. The
availability of the program has, however, been inconsistent.118 The
tax credit has expired three times in the last decade, only to be re-
stored after delays. There has been a consistent drop in installa-
tions of wind power projects following each expiration of the credit.
A study by Bloomberg New Energy Finance found that the unpre-
dictability of the credit hampered its effectiveness. The production
tax credit “never provided the level of long-term market visibility
required to make a substantial manufacturing investment,” the
study found.119

Manufacturers and suppliers in the industry agreed with this as-
sessment. “The timing and planning framework for most manufac-
turers is much longer than one year,” said Ty Haines, vice presi-
dent of Manufacturing Services of WIRE-Net, an Ohio-based man-
ufacturing consulting company and member of the Great Lakes
Wind Network.* Mr. Haines told the Commission that “[a] three-

*The Great Lakes Wind Network is a Cleveland-based consortium of wind turbine parts and
services companies in the United States.
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year time frame in place ... fits better with a business person’s
planning.” 120

Solar

China recently has invested significantly in solar power genera-
tion in an effort to build the domestic market. This newer invest-
ment is likely to increase in light of the 2009 Golden Sun Dem-
onstration Program, which provides investment subsidies up to 50
percent of the cost for grid-connected solar power systems.121 To
date, 314 projects have been approved under the National Develop-
ment and Reform Commission program, which will bring on line a
total of 630 megawatts of new solar capacity. This would represent
an increase of 4.5 times the current 140 megawatts of installed ca-
pacity. The United States had a far-larger 8,775 megawatts of total
solar capacity in 2008.122

The United States and other countries are increasingly turning
to Chinese companies for solar panels as the quality and technical
proficiency of Chinese manufacturers have increased. China is al-
ready the world’s largest exporter of solar panels. In 2008, China
exported 2,600 megawatts of photovoltaic panels, roughly one-third
of the worldwide total.123 China has been particularly competitive
in the California solar market, with a 42 percent market share.
However, when the financial crisis unfolded, many renewable en-
ergy projects were delayed, and China currently faces a production
glut as large markets, notably Spain, have sharply reduced instal-
lations.

In 2009, the largest and lowest-cost manufacturer of solar pan-
els, U.S.-based First Solar, Inc., announced plans to build the
world’s largest solar array in Inner Mongolia, the first foreign in-
vestment into China’s solar energy sector. The terms of the project
included production of some parts of the solar panels in China. As
of August 2010, the deal was reportedly at risk over concerns about
the tariff rate for imported solar panels and the price China would
pay for power generated at the site.124¢ A planned June 1 date to
break ground on construction was missed, and the Washington Post
reported that Chinese companies “complained openly” that such a
large contract had gone to a foreign firm.125 First Solar has denied
media reports that the deal has broken down.

The main incentive for solar energy production in the United
States is the investment tax credit, which provides a federal in-
come tax credit for up to 30 percent of the expense of a solar
project. The Emergency Economic Stabilization Act of 2008 ex-
tended the program for eight years, to 2016. The administration re-
cently announced grants of $1.85 billion to help construct a total
of three solar plants in Arizona, Indiana, and Colorado.

Two incentives were included in the American Recovery and Re-
investment Act of 2009, an investment tax credit under section 48¢
of the tax code and a Treasury Department grant program. An offi-
cial from U.S.-based First Solar, Inc., testified at the Commission’s
hearing that several aspects of the American Recovery and Rein-
vestment Act were key supports for the U.S. solar industry. How-
ever, this witness noted that these programs were considered likely
to expire and do not offer long-term support.126



204

American Recovery and Reinvestment Act programs include the
$2.3 billion for advanced energy manufacturing projects contained
in the section 48C manufacturing investment tax credit. Another
program praised by First Solar was the section 1603 Treasury De-
ployment Grant Program, which provided a grant in lieu of the in-
vestment tax credit for solar projects. However, this program will
expire at the end of 2010. Kathy Weiss, vice president for govern-
ment affairs at First Solar, testified that the “vital” program helps
attract investors for U.S.-based solar projects and needs to be ex-
tended through 2012.127

According to Ms. Weiss, one flaw in the implementation of these
programs has been the different funding levels each received.
While the Treasury grant for solar projects was uncapped, the
manufacturing investment tax credit was capped at $2.3 billion.128
This has led to a disparity between available U.S. production of
solar panels and demand for new solar projects. This disparity has
been met by foreign suppliers, mostly Chinese.

U.S. firms are losing global market share in the green technology
sector, mostly to China, with solar panel manufacturing experi-
encing a particularly severe loss. As various sources have noted,
China became the largest producer of solar panels in the world in
2008, shipping 2,600 megawatts of photovoltaic panels, enough for
about one-third of annual world supply.129:130

A recent study by the Pew Charitable Trust found that China
was the largest investor in renewable energy of the Group of Twen-
ty (G—20) members * in 2009, while the United States continued to
have the largest capacity in its renewable energy sector. China
topped the investment list with $34.6 billion invested in the sector,
or 30.5 percent of the group’s total.131 The United States was the
second-largest investor, with $18.6 billion, or 16.4 percent of the
total. As of 2009, China had 52.5 gigawatts of renewable energy ca-
pacity installed, representing a 78.9 percent five-year growth rate.
The United States had 53.4 gigawatts of renewable capacity as of
2009, representing a growth rate of 24.3 percent during a five-year
period. While the United States still had the largest renewable en-
ergy capacity at the end of 2009, China’s stated renewable energy
targets will mean Chinese capacity should surpass U.S. capacity in
the next one to three years.132

“The United States risks losing out on this opportunity, as it lags
behind economic competitors in Asia and Europe in the production
of virtually all clean energy technologies,” said energy analyst
Devon Swezey of the Breakthrough Institute at the Commission’s
June hearing in Toledo.133 “China, in particular, has emerged as a
clean energy powerhouse,” he said. Currently, the United States
has only four of the world’s top 30 renewable energy manufactur-
ers, while China and Europe are moving ahead with “comprehen-
sive clean energy investment strategies.” 134

Contrasted with policies in China’s five- and ten-year energy
plans, current U.S. federal policies on renewable energy promotion
are generally short term and are not always fully funded. For ex-

*The Group of twenty countries is comprised of the European Union and the remaining 19
largest national economies of the world. Members are Argentina, Australia, Brazil, Canada,
China, France, Germany, India, Indonesia, Italy, Japan, Mexico, Russia, Saudi Arabia, South
Africa, the Republic of Korea, Turkey, the United Kingdom, and the United States.
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ample, renewable energy projects in the United States qualify for
the investment tax credit that covers 30 percent of project costs.
But that provision is subject to yearly changes that make the re-
turn on investment highly uncertain.135

These diverging strategies have created an imbalanced trade in
green technology bilaterally. Based on 2008 data, the United States
had a trade deficit in the renewable energy sector of $6.4 billion,
up from a trade deficit of just under $300 million in 1997.136

A recent study by the Congressional Research Service found that,
with the exception of biofuels such as ethanol, federal subsidies
“are generally authorized for short periods and must be periodically
reauthorized ... (and) are not always fully funded in appropriations
legislation.137

Federal Incentives and Government Support

The federal government has required its agencies to increase
purchases of renewable energy to a minimum of 7.5 percent of total
electricity by 2013, and agencies receive double credit for energy
generated on their facility site.* A 2007 executive order augmented
this requirement to stipulate that half of the requirement must be
met through renewable energy projects built after January 1, 1999.

New private facilities in the United States can also receive a sub-
sidy of 50.015 per kilowatt hour for the first ten years of a facility’s
operation through the Renewable Energy Production Incentive.f
This program is authorized through fiscal year 2026 but must be
funded annually through Department of Energy appropriations.

However, witnesses at the Commission’s hearing suggested that
a federal renewable portfolio standard, similar to those now in use
in some of the states, would be a key step toward developing more
domestic manufacturing. Such an action would increase the de-
mand for renewable sources of electricity and, eventually, the sup-
ply, according to Ethan Zindler, from Bloomberg New Energy Fi-
nance.138 “Such a demand-side policy, when coupled with supply-
side supports in the stimulus, could trigger substantial additional
investment in the U.S.,” Mr. Zindler said. “Clean energy projects
would most likely be the first to benefit, as utilities would be under
additional pressure to sign power purchase agreements with them
to meet the national goals.” 139

Ohio’s Actions

Most of the renewable capacity currently in place in the United
States is a result of state-level initiatives, the Congressional Re-
search Service report notes. Among the states, 30 have a renewable
portfolio standard, which requires a certain percentage of electric-
ity to come from renewable sources.!40 The 2008 Ohio renewable
portfolio standard requires that by 2025, 25 percent of all electric-
ity sold in the state must come from renewable energy sources.14!
The Ohio measure stipulates that half of the 25 percent must be
generated within the state of Ohio. Furthermore, while 12.5 per-
cent may come from sources such as nuclear power plants and

*For example, a solar plant on-site that generated 100 megawatts of electricity would receive
credit for 200 megawatts.

+The Renewable Energy Production Incentive program was created in the Energy Policy Act
of 1992 and amended in 2005.
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clean coal technology that reduces carbon dioxide emissions, 12.5
percent must come from wind, solar, hydropower, geothermal, or
biomass.

Ohio has looked to promote green technology production to bol-
ster manufacturers in the state that can no longer compete with
cheaper imports, particularly from China. Toledo, long known as
“the glass city” for its production of flat, laminated, and tableware
glass used in buildings and automobiles, is now dotted with solar
panel makers operating from old glass factories.* There is “a
wealth of experience and job skill just waiting to be harnessed,”
David McCall, district one director of the United Steelworkers
Union, testified before the Commission.142 To this end, the Univer-
sity of Toledo has created an incubator for such firms. The incu-
bator supplies office space, financing, and expertise to startup com-
panies. One such company is First Solar, now one of the top solar
panel producers worldwide. “Green companies involved in solar,
wind, and biomass products are well established in the region and
many of the job skills needed for these industries have been devel-
olgeflz bl);gthe region’s ties to the auto industry,” noted the Toledo
Blade.

Chinese Manufacturing in Wind, Solar, and Batteries, and
Government Support

China’s solar capacity was deliberately developed with the goal
of exporting to overseas markets, in contrast to Chinese wind pro-
ducers, who primarily service the booming domestic market for
wind farms. During a July Commission visit to Zhong Hang
Huitong Wind Power Equipment Company, a company official
noted that only 10 percent of the company’s products are exported.
However, China’s wind industry has recently begun to be seen as
an exporting industry, officials confirmed. Despite only recently en-
tering the export market, China is now the largest producer of
wind turbines.144

China is also on track to make nearly half of the world’s
wind turbines this year. China offers financial incentives
for utilities to use wind power, which is less costly than
solar power, and the country passed the United States last
year as the world’s largest wind turbine market.145

Green energy programs benefit from Chinese high-technology
and basic research programs.'46 China’s 11th Five Year Plan
(2006-2010) built upon previous programs and made large-scale re-
newable energy products the focus of the basic research pro-
gram.147 China’s Renewable Energy Law of 2005 was another key
piece of legislation designed to spur development and use of renew-
able energy. The law imposed a fee on all electricity users to sub-
sidize the development of renewable energy sources.

*Witnesses generally agreed, however, that the United States has lost ground in traditional
manufacturing as well as next-generation manufacturing sectors such as green technology. As
an example, according to a recent Wall Street Journal article, Toledo had to rely on Chinese
glass to complete the Toledo Museum of Art, because no domestic producer could fulfill the order
for the curved glass panels called for in the design of the new pavilion on the art of glass-
making. James T. Arredy, “In Toledo, the ‘Glass City,” New Label: Made in China,” Wall Street
Journal, August 29, 2010. hitp://online.wsj.com/article/SB10001424052748703428604575418680
197041878.himl.
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Through these policies, China has invested in a comprehensive
array of renewable energy products, including hydropower, wind
power, solar power, and biomass. China’s state-owned electricity
sector has implemented a renewable portfolio standard. China has
also required that wind and biomass each account for 30 gigawatts
of power generation in China by 2020.148 As a result of these poli-
cies and Chinese policy preferences for using domestic producers,
Chinese production has steadily grown in domestic market share
among these products.

Battery Technology and Electric Vehicles

U.S. and Chinese firms are both engaged in active research and
development for electric vehicles and their fuel cells, or batteries.
During a Commission visit, one Chinese producer demonstrated a
state-of-the-art production facility. This company, Lishen Battery,
a private company, has received $14.9 million in startup subsidies
from the Chinese government and was expecting a further $104.6
million in the near term.

To spur the entry of electric vehicles into the market, China has
created a mandate for increased vehicle emissions standards in the
next ten years, with plans to reduce gasoline consumption by vehi-
cles by 60 percent by 2020.149 This is expected to spur the develop-
ment of an electric vehicle market.

Recent reports have noted that China is considering a new tech-
nology transfer requirement for foreign automakers. China’s Min-
istry of Industry and Information Technology is “preparing a 10-
year plan aimed at turning China into ‘the world’s leader’ in devel-
oping and producing battery-powered cars and hybrids,” according
to executives at four foreign car producers familiar with the plan.159

China has offered subsidies to spur the development of the do-
mestic electric vehicle sector, mainly through support for subna-
tional government procurement.5! The government has launched a
10,000 vehicle demonstration project, and is also providing sub-
sidies to help local government agencies purchase electric buses,
taxis, and other public service vehicles. These subsidies will be up
to $7,300 (RMB 50,000) for hybrid vehicles and $8,800 (RMB
60,000) for electric vehicles. Hybrid buses will receive up to $61,456
(RMB 420,000), and electric buses will enjoy a subsidy of over
$73,000 (RMB 500,000). The Obama Administration has taken
steps to spur production of electric vehicles and hybrids in the
United States. This has taken the form of $2.4 billion in Depart-
ment of Energy grants included in the American Recovery and Re-
investment.!52.153.154

Section 301 Petition on Green Technology

On October 15, 2010, the Obama Administration announced it
had launched a wide-ranging investigation into Chinese green tech-
nology policies.155

The United Steelworkers Union had filed a petition under Sec-
tion 301 of U.S. trade law requesting the Obama Administration
challenge the subsidies that China extends to its energy sector,
specifically those aids directed to alternative and clean energy.
Their petition argues that a wide range of Chinese policies violate
China’s WTO commitments. The administration is required to file
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a formal complaint against Chinese practices before the World
Trade Organization at the end of a 90-day period if it verifies some
or all of the allegations in the petition.156

Among the charges in the petition are the following:

e China has substantial export restrictions on many raw materials,
including rare earth metals through taxes, quotas, and quan-
titative restrictions. These restrictions place U.S. competitors at
a disadvantage in global markets for goods that rely upon rare
earth metals as a component, such as advanced batteries, solar
panels, and wind turbines.

e China has provided grants and loans at discounted commercial
rates through government programs and state-owned banks.

¢ China has favored wind power technology with export guarantees
and insurance at below-market rates.

¢ China has required foreign firms to transfer technology in order
to qualify for inclusion in joint ventures with Chinese companies
and sales in the domestic market.

INlustrative List of Chinese Policies
Promoting Green Technology

o The Key Technology Research and Development Program was
established in 1982 and was China’s first national research
and development program aimed at dealing with environmen-
tal problems and pollution control. The program was funded to
almost $1 billion between 2001 and 2005.

o The National High-Technology Development Program, or “863
Program,” was created in 1986 to develop a range of tech-
nology. Green technology, including renewable energy, is now
one of the top priorities for this program.

e The National Basic Research Program, or “937 Program,” is
aimed at fundamental, basic research that complements tech-
nologies in the 863 Program. This program also has seen a
1subsltantial focus on green technology research at a more basic
evel.

o The 2002 Government Procurement Law promotes domestically
sourced goods. State-owned companies dominate the energy
sector.157

o The 2006 Renewable Energy Law established a requirement
that utilities pay full price for renewable energy sources while
offering renewable-generated power to consumers at a dis-
counted rate. The law was amended in 2009 to stipulate that
Chinese energy suppliers were required to purchase all avail-
able renewable power generated in China, creating a further
incentive to invest in the market.158
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Illustrative List of Chinese Policies
Promoting Green Technology—Continued

o The 2007 Medium- and Long-Term Development Plan for Re-
newable Energy in China, devised by the National Develop-
ment and Reform Commission, stipulates that power compa-
nies that produce over 5 gigawatts of electricity include non-
hydroelectric renewable energy amounting to 3 percent of total
capacity by 2010 and 8 percent by 2020.

o China’s November 2008 stimulus plan included a stipulation
by nine government ministries that domestic products receive
preferences. China later amended that requirement to stipu-
late that foreign-invested firms in China be granted the same
preference as Chinese-owned companies after the October 2009
U.S.-China Joint Commission on Commerce and Trade.159

o China’s two most recent five year plans, the 10th Five Year
Plan, from 2001 to 2005, and the 11th Five Year Plan, from
2006 to 2010, identified energy technologies as a key focus of
both the 863 and the 937 programs. Hydrogen, fuel cells, en-
ergy efficiency, clean coal, and renewable energy received $172
million in funding under the 11th Five Year Plan. That plan
also made utility-scale renewable energy projects and new en-
ergy development the focus of the 937 Program.

Implications for the United States

In the area of alternative energy, China is following a familiar
pattern of choosing an industry sector and showering it with a com-
prehensive mixture of subsidies and incentives. In this case, China
also intends to establish certain alternative energy industries as
“national champions” able to dominate world export markets.
China has already developed the world’s largest manufacturing ca-
pacity in solar panels. Its capacity is far larger than that needed
to satisfy domestic demand; 90 percent of the solar panels manu-
factured in China are exported. China also has a large number of
installed wind turbines and is rapidly developing new technology
for a growing global market. China’s domestic wind turbine indus-
try operates behind a protectionist barrier. Only the largest wind
turbines may be installed in China. This excludes many U.S. and
European turbines, which are typically smaller.

The state government in Ohio has made solar panel technology
a high priority. Like several other states, Ohio seeks to replace jobs
lost in other manufacturing industries—notably glass, steel, and
autos—with jobs in alternative energy, including manufacturing,
installation, and maintenance of solar panels and wind turbines.
Yet the United States and states such as Ohio are outmatched by
China’s comprehensive programs of subsidies and domestic market
protections.

In the context of previous health and safety problems with Chi-
nese imports, renewable energy products from China, in particular
battery cells, should be carefully evaluated for possible adverse
health implications related to insufficient quality control.
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Conclusions

e China is developing a leading wind turbine and solar panel man-
ufacturing sector. These sectors are intended to become the domi-
nant world suppliers while serving China’s growing domestic
market.

e China has set ambitious goals for the level of solar, wind, and
nuclear power generation through its Renewable Energy Law
and 11th Five Year Plan. This effort includes a substantial re-
newable portfolio standard, requiring that China’s power supply
further diversify by 2010 to emphasize noncoal and nonnuclear
power sources.

¢ China has a well-developed, long-term strategy for investment in
the green technology manufacturing sector, which gives it a com-
petitive advantage.

e Ohio is one of 30 states that have adopted renewable portfolio
standards designed to spur the deployment of renewable energy
projects.



RECOMMENDATIONS

China’s Environmental and Green Energy Policies

The Commission recommends that Congress urge the adminis-
tration to seek from China more accurate reporting of its energy
use and the resulting environmental effects, including its carbon
dioxide emissions. The Commission further recommends that
Congress encourage the administration to enhance cooperation
with China to more effectively collect this information.

The Commission recommends that Congress identify and assess
the benefits and disadvantages of bilateral and multilateral co-
operation between the United States and China on green energy
and the environment. In its assessment, Congress should exam-
ine whether the intellectual property rights of U.S. companies
are being protected.

The Commission recommends that Congress urge the adminis-
tration to work with the United Nations to revise its classifica-
tion of China as a developing country.

The Commission recommends that Congress encourage the ad-
ministration to include U.S. friends and allies in the developing
world in its discussions with China on its clean energy and cli-
mate change policies.

U.S. and Chinese Efforts to Promote Solar and Wind Energy

Manufacturing

The Commission recommends that if the United States is to com-
pete successfully in green technology manufacturing, Congress
should examine domestic programs available to U.S. producers to
ensure that these policies are an adequate response to China’s
strategic promotion of the green technology sector.

The Commission recommends that Congress urge the adminis-
tration to continue to press China to ensure that China’s market
is open to imported green technology products, including solar,
wind, and battery products.

The Commission recommends that Congress assess differing poli-
cies in the United States and China on trade and tariffs in the
green technology sector with an aim to maximize U.S. competi-
tiveness.

(211)
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APPENDIX A

MAJOR U.S.-CHINA CLEAN ENERGY
COOPERATION INITIATIVES SINCE 2008

Initiative

Chinese body

U.S. body

Description

U.S.-China Clean
Energy Research
Center

Ministry of
Science and
Technology; Na-
tional Energy

Department of
Energy

Research center focusing on devel-
oping energy efficiency, clean coal,
and clean vehicle technologies, in-
cluding carbon capture and stor-

Agency age
U.S.-China Various public Various public Includes joint standards develop-
Electric Vehicles | and private enti- | and private enti- | ment for electric vehicles, dem-
Initiative ties ties onstration projects in China, cre-
ation of a research and develop-
ment and manufacturing road-
map, and public education projects
U.S.-China Various public Various public Private sector money for work in
Energy and private enti- | and private enti- | China on renewables, smart grid,
Cooperation ties ties clean transportation, green build-
Program ings, clean coal, combined heat
and power, and energy efficiency
U.S.-China Various public Various public Collaboration on advanced wind,
Renewable and private enti- | and private enti- | biofuels, solar, and grid tech-
Energy ties ties nologies while expanding trade in
Partnership these sectors through an annual

U.S.-China Renewable Energy
Forum

Alliance, Inc.

U.S. energy com-
panies

Memorandum of | National Devel- Environmental Capacity-building for China to
Cooperation on opment and Re- Protection monitor and report its greenhouse
monitoring, form Commission | Agency gas emissions, so it can make its
reporting, and emissions data verifiable on an
verifying international level
environmental
data
21st Century Various public Various public Joint ventures and other public-
Coal and private enti- | and private enti- | private partnerships on clean coal,
ties ties including carbon capture and
near-zero emissions coal plants
GreenGen Eight Chinese Peabody Energy | $1 billion joint venture to advance
Company coal companies Corp. near-zero emissions coal power
using hydrogen production and
carbon capture and storage
FutureGen China Huaneng | Department of Multinational public-private part-
Industrial Group Energy and five | nership for clean coal to build a

first-of-its-kind, coal-fueled, 275-
megawatt technology prototype
that achieves near-zero emissions
with carbon capture and storage

Source: The White House, U.S. Office of the Press Secretary, “U.S.-China Clean Energy An-
nouncements,” November 17, 2009. htip://www.whitehouse.gov/the-press-office/us-china-clean-
energy-announcements.
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CHAPTER 5
CHINA AND THE INTERNET

SECTION 1: CHINA’S DOMESTIC
INTERNET CENSORSHIP ACTIVITIES

Introduction

The Commission has previously noted that China employs one of
the largest and most sophisticated Internet content filtering sys-
tems in the world.! Developments in 2010 reinforce the evidence
that pervasive online censorship and restrictions on speech remain
the norm in China. These censorship measures, combined with ef-
forts to direct the nature of discussions on the Internet, play an in-
creasingly prominent role in Chinese authorities’ governing strat-
egy. Key documents released in 2010 articulate this strategy and
include other information about the Chinese government’s policies
and approach to the Internet. Several of China’s recent Internet-
related laws and regulations that affect speech and expression on
the Internet provide greater detail. Moreover, the private sector in
China plays a key role in Internet control and management. This
section includes an illustrative case study about the Chinese search
engine Baidu, an important arbiter of the information accessible to
Internet users in China. After covering each of these developments
in China’s censorship regime, the section concludes by enumerating
some of the implications for the United States.

Developments in China’s Information and
Communications Environment

In 2010, China continued its sustained, high-level rate of in-
vestment in information and communications technology.* China
has the most Internet users in the world, reaching 420 million
by mid-2010—including 364 million with broadband connections.2
(See figure 1 for a comparison of the quantity of Internet users
in China and the United States.) Cellular telephone adoption
rates have increased in kind, with over 800 million subscribers
by midyear, including 25.2 million users with web browsing-
capable third generation service.3

*This textbox emphasizes China’s information and communications technology developments
with respect to connectivity rather than equipment. It bears mentioning, however, that China
has also made substanial progress with respect to computer-related hardware used in advanced
computing systems. For example, a Chinese supercomputer recently ranked as the fastest in the
world, marking the first time a Chinese machine surpassed the most powerful U.S. supercom-
puter. See Ashlee Vance, “China Wrests Supercomputer Title from U.S. “New York Times, Octo-
ber 28, 2010. Attp://lwww.nytimes.com/2010/10/28/technology/28compute.html.
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Figure 1: Internet Users in China and the United States, 1995-2010 *
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* Although China’s population of Internet users is far greater than the entire population of
the United States, Internet access as a percentage of the population is still substantially
lower in China. Figure 1 excludes mobile devices. Numbers for 2010 are accurate through
June.

Sources: International Telecommunication Union, “World Telecommunication/ICT [infor-
mation and communications technology] Indicators Database” (Geneva, Switzerland: 2008).
http:/lwww.itu.int/ITU-Dfict/; China Internet Network Information Center, “Internet Statis-
tics,” June 30, 2010. http://www.cnnic.cn/en/index/00/index.htm; State Council Information
Office White Paper, “China’s Internet Status” (Beijing: June 2010). Atip://www.scio.gov.cn/
2xbd/wz/201006/t660625.htm; Central Intelligence Agency (CIA), CIA World Factbook,
“China” (Langley, VA: July 2010). https://www.cia.gov/library/publications/the-world-fact
book/geos/ch.html.

The Internet and Governance in China

China’s leadership, at all levels of the government, increasingly
uses the Internet to interact with the Chinese people. This practice,
interwoven with strict censorship controls, affords the government
the ability to allow a controlled online debate about certain issues,
especially those that do not relate to China’s political situation. The
government then leverages what it learns from following this de-
bate to construct policies that aim to undercut the most serious ir-
ritants to domestic stability. Rebecca MacKinnon, then visiting fel-
low at Princeton University’s Center for Information Technology
Policy, testified to the Commission that this trend constitutes a
new form of governance that she calls “networked authoritarian-
ism.” In describing this concept, she said that:

this new form of Internet-age authoritarianism embraces
the reality that people cannot be prevented from accessing
and creating a broad range of Internet content. Networked
authoritarianism accepts a lot more give-and-take between
government and citizens than a pre-Internet authoritarian
regime. The regime uses the Internet not only to extend its
control but also to enhance its legitimacy. While one party
remains in control, a wide range of conversations about the
country’s problems rage on websites and social networking
services. The government follows online chatter, and some-
times people are even able to use the Internet to call atten-
tion to social problems or injustices and even manage to
have an impact on government policies.

Ms. MacKinnon went on to explain that:
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As a result, average people with Internet or mobile access
have a much greater sense of freedom—and may even feel
like they can influence government behavior—in ways that
weren’t possible under classic authoritarianism. It also
makes most people a lot less likely to join a movement call-
ing for radical political change. Meanwhile, the government
exercises targeted censorship, focusing on activities that
pose the greatest threat to the regime’s power. It also de-
votes considerable resources to seeding and manipulating
the nation’s online discourse about domestic and inter-
national events.*

To these ends, the Chinese government has employed a number
of tools that, at least to some extent, facilitate discourse between
Chinese Internet users and the country’s top leadership. In recent
years, China’s Congresses (the National People’s Congress and the
National People’s Political Consultative Congress) have collected
millions of comments through the Internet prior to their yearly ses-
sions. Chinese President Hu Jintao and Premier Wen Jiabao have
both communicated to China’s Internet users through interactive
chat sessions and message boards on websites for major, state-run
news sites.b

One such tool surfaced in September 2010 when the Chinese
Communist Party’s official media outlet, the People’s Daily, intro-
duced a new website feature called “Direct Line to Zhongnanhai.”
The site, whose name references the compound that houses China’s
president and other important Communist Party figures, allows
Internet users to post individual messages to the country’s top
leadership. Public relations consultant Dong Guanpeng, who has
served as an advisor to the Chinese government, called the site a
publicity effort.6 Another public relations expert who has worked
with the Chinese government, Scott Kronick, acknowledged the
site’s functional impracticality.” That the site received almost
40,000 messages directed to President Hu during its first day of op-
eration indicates the high level of demand for such a service. But
perhaps the most illustrative part of the site is the guidelines for
permissible messages, which specify 26 broad content restrictions,
including: “That which harms the state’s honor or interests”; and
“That which undermines state policy on religion or advocates heret-
ical organizations or feudal superstitions.” These guidelines serve
as a window into the government’s efforts to control the boundaries
and nature of discussions online.8

Chinese authorities supplement these high-profile features with
numerous other special sites that, though more modest in scope,
also serve to engage Chinese citizens, often at the local levels. Ac-
cording to China’s 2010 white paper on the Internet (see below),
since the nation launched an initiative called the Government On-
line Project in the mid-1990s, Chinese authorities have created
more than 45,000 government portals. These portals include sites
for “[75] central and state organs, 32 provincial governments, and
333 prefectural governments and over 80 [percent of] county-level
governments.” Although the portals generally aim to provide citi-
zens with services, a high-ranking official at China’s State Council
Information Office (otherwise known as the Office of Foreign Prop-
aganda)?® recently acknowledged in a speech about the Internet
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that “[glovernment agencies at all levels and in all regions have
gradually built mechanisms to guide public opinion through inte-
grating the functions of propaganda departments and actual work
departments.”* In other words, according to this model, citizens
who access a local government website to find out about govern-
ment projects should also be exposed to the party’s latest propa-
ganda themes.

Selective Censorship in Practice

In testimony to the Commission, Congressman Chris Smith re-
counted to the Commission specific examples of this censorship
in practice from a visit to China with Congressman Frank Wolf
prior to the 2008 Beijing Olympic Games. At that time, Rep-
resentative Smith discovered that his own website, along with
Representative Wolf’s, was inaccessible from the Chinese main-
land. Representative Smith noted that Chinese censors also
blocked the site for Radio Free Asia and all materials related to
the Dalai Lama.10

The congressman cited an example of how China’s censorship
and propaganda efforts are finely tuned to shield the Chinese
Communist Party from criticism. Specifically, Representative
Smith conducted an online search for materials by Manfred
Nowak, United Nations (UN) Special Rapporteur on Torture. Mr.
Nowak’s report about the treatment of detainees at Guantanamo
Bay was available to Chinese Internet users; a separate report
that found widespread torture within China, however, was not.11

Commenting on the selective nature of China’s Internet cen-
sorship practices, Ms. MacKinnon testified that “[ilt’s not that
[China’s] government is controlling everything. But they’re con-
trolling [access to information] enough that theyre preventing
any serious challenge to the Communist Party’s authority.” 12

Developments in China’s Internet Policy

In 2010, the world gained two important windows into the Chi-
nese government’s views about the Internet. First, the Chinese gov-
ernment detailed its policies on a range of Internet-related issues
through an official white paper. The paper appears to be designed
primarily to signal policy positions and preferences to foreign audi-
ences. Second, two versions (an original version and a censored
version) of a speech about the Internet in China by a key Chinese
Communist Party propaganda official appeared online. A compari-
son of these two documents yields insight into the Chinese govern-
ment’s actual views on Internet-related topics, including the areas
the government deems most sensitive.

*This speech is discussed in the following subsection, “Developments in Internet Policy.” For
the speech itself, see Wang Chen, “Concerning the Development of Our Country’s Internet”
(speech before the Standing Committee of the National People’s Congress, Beijing, April 29,
2010). http://www.hrichina.org/public/contents/article?revision id=175119&item id=175084.
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Internet White Paper

In June 2010, China’s State Council Information Office released
a white paper entitled The Internet in China that details many of
China’s numerous laws and regulations. Analysis of the white
paper offers insight into the Chinese government’s general views
on a range of Internet-related issues.!® The document fully articu-
lates and explains the government’s “basic policy regarding the
Internet,” summarized as “active use, scientific development, law-
based administration and ensured security.” According to the text,
it aims to provide “an overall picture” about “the true situation of
the Internet in China.” 14 Specifically, the paper touts the Chinese
government’s efforts to “spur the development” of the Internet, pro-
mote its use, and guarantee citizens’ freedom of speech on the me-
dium. It also intends to explain China’s Internet administration
practices, security initiatives, and efforts to facilitate Internet-re-
lated international exchange programs. Several of these themes
bear closer examination.

The paper suggests twin imperatives in China’s approach to the
Internet: swift development and active control. Ms. MacKinnon tes-
tified to the Commission that the paper explains that “the rapid,
nationwide expansion of Internet and mobile penetration is a stra-
tegic priority” for China. This is in part due to the recognition that
“[t]he development of a vibrant indigenous Internet and tele-
communications sector is critical for China’s long-term global eco-
nomic competitiveness,” said Ms. MacKinnon. At the same time,
those involved with the Internet in China “are fully expected to
support and reinforce domestic political stability and to ensure that
the Internet and communications technologies ... will not be used
in a manner that threatens Communist Party rule.” 15

One of the white paper’s defining features is the repeated asser-
tion about the Chinese government’s commitment to Internet free-
doms. Citing constitutional protections, the paper states plainly
that “Chinese citizens fully enjoy freedom of speech on the Inter-
net.” 16 Although the paper offers no immediate qualifiers, it later
states that China’s:

laws and regulations clearly prohibit the spread of infor-
mation that contains contents subverting state power, un-
dermining national unity, infringing upon national honor
and interest, inciting ethnic hatred and secession, advo-
cating heresy, pornography, violence, terror, and other in-
formation that infringes upon the legitimate interests of
others.17*

Finally, the paper reveals China’s discomfort with perceived U.S.
dominance in Internet administration organizations. One organiza-

* At other times, the paper notes additional restrictions, such as “no organization or individual
may produce, duplicate, announce or disseminate information having the following contents:
being against the cardinal principles set forth in the Constitution; endangering state security,
divulging state secrets, subverting state power and jeopardizing national unification; damaging
state honor and 1nterests instigating ethnic hatred or discrimination and Jeopardlzmg ethnic
unity; jeopardizing state rehg'lous policy, propagating heretical or superstitious ideas; spreading
rumors, disrupting social order and stability; disseminating obscenity, pornography, gambling,
Vlolence, brutality and terror or abetting crime; humiliating or slandering others, trespassing
on the lawful rights and interests of others; and other contents forbidden by laws and adminis-
trative regulations.” Information Office of the State Council, “Section V,” The Internet in China
(Beijing: June 8, 2010). http://english.gov.cn/2010-06/08/content 1622956 7.htm.
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tion in particular is the Internet Corporation of Assigned Names
and Numbers (ICANN),* which provides regulations and standards
for the Internet. The Chinese government advocates for a greater
role for international institutions in Internet governance. Specifi-
cally, the paper states that “China supports the establishment of
an authoritative and just international Internet administration or-
ganization under the UN system through democratic procedures on
a worldwide scale.” Moreover:

China maintains that all countries have equal rights in
participating in the administration of the fundamental
international resources of the Internet, and a multilateral
and transparent allocation system should be established on
the basis of the current management mode, so as to allocate
those resources in a rational way and to promote the bal-
anced development of the global Internet industry.18 ¥

The Internet and Propaganda

On April 29, 2010, the State Council Information Office’s Wang
Chen, reportedly “the highest government official responsible for
managing online information in China” and “the Party’s top official
in charge of external propaganda work,” delivered a detailed speech
about the Internet to the Standing Committee of the National Peo-
ple’s Congress.19% On May 4, the text of the speech, which con-
tained apparently sensitive views, was posted on the State Council
Information Office’s website. The text was quickly removed and re-
placed the following day with an altered version. However, alert
readers were able to preserve a version of the original and later
made it available to the public.§ A comparison of these documents
sheds light on the Chinese Communist Party’s internal views on

*The Internet Corporation of Assigned Names and Numbers is a nonprofit, public benefit, pri-
vate-public partnership created in 1998 through a memorandum of understanding with the U.S.
Department of Commerce. For more information, see icann.org, “lCANN Factsheet,” undated.
http://lwww.icann.orglen/factsheets/fact-sheet.html.

1This statement echoes concerns surfaced by Chinese officials in other forums. A January
2010 article in China’s official English-language newspaper, the China Daily, provides a more
pointed description about Beijing’s concerns: “The control of the Internet plays a strategic role
for US. Using the internet, the US can intercept information via the net, export US values and
opinions, support a ‘Color Revolution,” feed the opposition powers and rebels against anti-US
governments, interfere with other countries’ internal affairs and make proactive attacks on en-
emy’s communication and directing networks [sicl.” The Chinese government almost certainly
timed the release of this article to coincide with a speech about Internet freedom delivered the
same day by U.S. Secretary of State Hillary Clinton. China Daily, “Comment: Internet—New
shot in the arm for US hegemony,” January 22, 2010. http://www.chinadaily.com.cn/china/2010-
01/22/content 9364327.htm.

£Mr. Wang is a member of the Central Committee of the Chinese Communist Party. Accord-
ing to the speech text, Mr. Wang is also simultaneously deputy director, Propaganda Depart-
ment; Chinese Communist Party director, External Propaganda Department; and Chinese Com-
munist Party director, State Council Information Office. Lending credence to the assertion that
Mr. Wang is perhaps the top official in China with respect to the Internet, Mr. Wang appeared
to take a leading role in managing the controversy that followed from Google’s claims in early
2010 about having been targeted by Chinese hackers. See, for example, Chris Buckley, “China
official’s comments on Internet control,” Reuters, January 14, 2010. Atip://in.reuters.com/article/
idUSTRE60D00J20100114.

§ For more detailed information about this incident, see Human Rights in China, “How the
Chinese Authorities View the Internet: Three Narratives,” undated. http://www.hrichina.org/
public/contents/article?revision id=175069&item id=175068. For the full text of the speech, in-
cluding redactions and insertions, see Wang Chen, “Concerning the Development of Our Coun-
try’s Internet” (speech before the Standing Committee of the National People’s Congress, Bei-
jing, April 29, 2010). Atip://www.hrichina.org/public/contents/article?revision id=175119&item
1d=175084.
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the Internet as it relates to China. Several key themes from the re-
dacted portion of the text bear mentioning.

First, according to Mr. Wang, the Internet presents a new front
to advance “propaganda and ideological work” as well as to “guide
public opinion” domestically and abroad. The Chinese Communist
Party, in attempts to influence public views, has used the Internet
to control news and discussions about critical events like recent un-
rest in Tibet and Xinjiang, and the Sichuan earthquake. For influ-
encing opinions outside China, the speech addresses the Internet
as a way to “disseminate information to the outside world” through
the nation’s “44 news and commercial websites with foreign lan-
guage channels.” Mr. Wang cited these channels as an “important
force in countering the hegemony of Western media and bolstering
[China’s] cultural soft power.”20 Mr. Wang later advocates for the
use of these news sites to “initiate targeted international public
opinion battles, and create an international public opinion environ-
ment that is objective, beneficial, and friendly to [China].”*21
Strict censorship of information related to the Nobel Peace Prize
awarded to prominent Chinese dissident Liu Xiaobo, combined with
select official Chinese news media statements aimed at discrediting
the prize, serve as a recent example of China’s information controls
in practice.22

Second, China’s management of the Internet is multilayered and
complex. This means that multiple stakeholders within the Chinese
government bureaucracy approach the Internet from different an-
gles. Namely:

departments within the Ministry of Industry and Informa-
tion Technology take responsibility for industrial develop-
ment and professional management, departments within
the Ministry of Public Security take responsibility for secu-
rity supervision and fighting crimes,i and the external
propaganda departments take the lead in information con-
tent management, with the participation of other depart-
ments, such as those of culture; radio, film, and television;
press and publication; education; public health; and indus-
try and commerce. 23

Mr. Wang also notes the importance of the National People’s
Congress, the audience for his speech, in creating laws that pro-
mote good government guidance.2* The various stakeholders in-
creasingly work well together, according to Mr. Wang, but improve-
ments must be made.25

Third, Mr. Wang cites the need for China to decrease or elimi-
nate anonymity on the Internet. At several points, he mentions the
need to create a “real name” system to achieve this end. Under this
construct, Internet users would need to provide their full names,
and possibly other personally identifiable information, in order to

*For more on China’s efforts to expand news content to foreign markets, see John Pomfret,
“From China’s mouth to Texans’ ears: Outreach includes small station in Galveston,” Wash-
ington Post, April 25, 2010. http://www.washingtonpost.com/wp-dyn/content/article/2010/04/24/
AR2010042402492.html; and Isaac Stone Fish and Tony Dokoupil, “All the Propaganda That’s
Fit to Print,” Newsweek, September 3, 2010. htip://www.newsweek.com/2010/09/03/is-china-s-
xinhua-the-future-of-journalism.hitml.

tThe word “crimes” here should be understood to represent the rather expansive view of
crime under Chinese law.
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access or utilize Internet services. Specifically, Mr. Wang states
that China:

will make the Internet real name system a reality as soon
as possible, implement a nationwide cell phone real name
system, and gradually apply the real name registration sys-
tem to online interactive processes.26

Mr. Wang also highlights several related initiatives that are al-
ready underway, including “real name” usage requirements for cer-
tain forum moderators, systems to remove anonymous comments
from news stories, and an “identity authentication” system for on-
line bulletin boards.27

Fourth, new Internet-related technologies present challenges and
opportunities for China. For example, in a part of the speech that
was not redacted, Mr. Wang explains that “[t]he Internet is gradu-
ally becoming more deeply and broadly entrenched in the national
economy.” He notes that this will positively impact China’s eco-
nomic development model. However, he cautions that as tech-
nologies increasingly move toward multimedia like video, “super-
vision” will be more difficult.28 In this vein, Mr. Wang highlights
the positive and negative aspects of new trends like mobile Inter-
net, the “Internet of Things,”* and “cloud computing.”{ With re-
spect to the latter, in a redacted portion of the text, Mr. Wang cites
what he calls a popular saying in the Internet industry: “Whoever
seizes that cloud will control the future.” Also redacted is a list of
firms, including IBM, Google, and Yahoo!, that Mr. Wang credits
with having conducted extensive research in the field of cloud com-
puting.29

Fifth, the speech reveals a nuanced view of the outside world’s
effects on the Internet in China. On the one hand, Mr. Wang re-
veals a wariness of what he refers to as “overseas hostile forces”
that would seek to infiltrate harmful information into China’s
Internet space. He advocates for strengthening mechanisms to
block the dissemination in China of such Internet content.3? On the
other hand, Mr. Wang acknowledges the need to “consult useful
Internet management experience from overseas and integrate it
into the actual development and management of [China’s] Inter-
net.” 31 In short, Mr. Wang’s view appears to be that foreign Inter-
net content is undesirable, but foreign Internet management exper-
tise is useful.

Developments in China’s Internet Laws and Regulations

The Chinese government maintains a complex Internet regu-
latory regime that authorities continued to adjust in 2010. At least
14 Chinese government entities have some form of regulatory, over-

*The “Internet of Things” is a concept where many or most devices, including things like
kitchen appliances that we do not typically associate with the Internet, will be a node on a net-
work and thus accessible and controllable from the Internet. For a frank assessment of the con-
cept, see Economist, “The Difference Engine: Chattering Objects,” August 13, 2010. http:/
www.economist.com/blogs/babbage/2010/08/internet things.

T“Cloud computing” is a concept that envisions most or all data eventually being stored re-
motely at large data centers rather than on personal devices. Although there are certain
vulnerabilities associated with this architecture, it provides a number of convenient features,
such as the ability to access data from multiple devices. For more information, see Economist,
“Battle of the Clouds,” October 17, 2009. www.economist.com/node/14644393.
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sight, or enforcement role responsible for the Internet in China.*
China’s lawmakers also directly issue laws that affect the Internet.
Together, China has over 60 Internet-related regulations and laws,
as of 2003, the last year for which a comprehensive count was
available.32 Many of these laws and regulations are vague and in-
clude “catch-all” provisions. As a result, a complete sense of per-
missible conduct on the Internet in China remains difficult to dis-
cern. Although a full account of these laws and regulations is be-
yond the scope of this section, several of the most notable develop-
ments from the past year are detailed below.

Registration of Chinese Domains

In late 2009, Chinese authorities announced an overhaul in the
requirements for Internet domain name registration. The China
Internet Network Information Center, the entity that manages Chi-
nese domains, said that potential registrants would need to submit
a business license in order to register a Chinese domain. This regu-
lation precipitated a simultaneous effort by China’s Internet serv-
ice providers to “review their client base for potentially fraudulent
or ‘harmful’ individually owned sites.” 33 The Financial Times noted
that the term “harmful,” in this context, serves as a “catch-all that
covers everything from pornography to anti-state activity.”3¢ By
early 2010, China’s Internet service providers had shut down ap-
proximately 130,000 sites that did not have government docu-
mentation. Additional regulations issued in February required any
individual seeking to register a domain name to apply in person
and submit, among other things, a personal photograph.3> These
actions coincided with a broader push from Chinese authorities to
control Internet content, which ultimately resulted in the blockage
of independent domestic and foreign video and content-sharing
websites such as BTChina.net and YouTube.com, respectively.36

These new regulations drew different responses from outside ob-
servers. To avoid compliance with these strict rules, American do-
main retailer GoDaddy.com opted to halt sales on the Chinese do-
main.3” Some commentators have opined that the new regulations
will only serve to impose even more severe limitations on free
speech in China.38 However, some computer security analysts have
noted that the new effort may reduce the prevalence of malware on
Chinese Internet hosts and thereby improve Internet hygiene.39

The Internet and State Secrets

On April 29, 2010, China’s National People’s Congress amended
the country’s 1988 State Secrets Law that placed new restrictions

*These entities include, but are not limited to, the Ministry of Industry and Information Tech-
nology; the Ministry of Culture; the Ministry of Public Security (as well as provincial and local
Public Security Bureau counterparts); the State Administration of Industry and Commerce; the
General Administration for Press and Publication; the State Administration for Radio, Film and
Television; the State Council Information Office; the State Administration of Foreign Exchange;
the Ministry of State Security; the National Administration for the Protection of State Secrets;
the Ministry of Education; and the China Internet Network Information Center. See Anne-Marie
Brady, Marketing Dictatorship (Lanham, MD: Rowman & Littlefield Publishers, Inc., 2008), pp.
128-9; Michael Wines, Sharon Lafraniere, and Jonathan Ansfield, “China’s Censors Tackle and
Trip Over the Internet,” New York Times, April 7, 2010. http://www.nytimes.com/2010/04/08/
world/asia/08censor.html; and Sohu.com Inc., “United States Securities and Exchange Commis-
sion Form 10-K,” p. 12. http://www.sec.gov/Archives/edgar/data/1104188/000119312510042570/
d10k.htmittoc10433 3.
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and obligations on China’s Internet and other network operators.
According to testimony the Commission received from Mitchell
Silk, partner at law firm Allen & Overy LLP, the amendment:

places an affirmative obligation on Internet and other pub-
lic network information operators and service providers to
cooperate with public and national security authorities in
the investigation of cases involving the disclosure of state
secrets.40

This amendment receives fuller treatment in chapter 6, section
1, “State Secrets and Corporate Disclosures.”

Regulations and Politics

Google and Beijing had a well-publicized standoff starting in Jan-
uary 2010, following revelations of a large-scale, sophisticated com-
puter exploitation targeting the firm’s networks in China. Inves-
tigations revealed that the perpetrators behind this incident, ap-
parently based in China, sought both the firm’s proprietary infor-
mation and access to the e-mail accounts used by Chinese human
rights activists. (For fuller treatment of this incident, see chap. 5,
sec. 2, of this Report, “External Implications of China’s Internet-
Related Activities.”). These findings led Google to announce that it
would revisit its practices of complying with Chinese Internet cen-
sorship regulations, possibly ending the company’s ability to oper-
ate its web search services in the country. As a result of the con-
flict, in subsequent months, industry analysts raised concerns
about whether China would permit Google to continue to operate
in the country other services with less political implications (in-
cluding advertising and music functions), if the firm declined to
comply with these regulations.

China’s Ministry of Industry and Information Technology must
certify websites and other Internet-related firms with an Internet
Content Provider license. Google’s license required renewal by mid-
2010.41 Following Google’s implementation of a system that auto-
matically redirected Chinese users from Google’s theretofore
censored Chinese site (“google.cn”) to Google’s uncensored Hong
Kong-based site (“google.com.hk”), Chinese authorities signaled
that they might not grant the renewal.* This forced Google to de-
vise a system whereby users had to manually redirect themselves
from the Chinese site to the Hong Kong-based site in order to con-
duct searches. This measure apparently satisfied Chinese authori-
ties, who later approved Google’s license renewal application.42

Some analysts speculated that Google’s reliance on its Hong
Kong-based site to serve users in mainland China would further
weaken the site’s position relative to competing firms, most notably
Baidu.43

* An underreported dimension of this solution (as well as the compromise solution discussed
below) is that users in mainland China seeking to access the “uncensored” Hong Kong site
would not get the uncensored content available to users in Hong Kong. “Offensive” search re-
sults would still be censored by China’s national-level Internet filtering system. The key change
here would be that the onus for censorship would fall on Chinese authorities rather than Google
itself.
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Case Study: Baidu

The Chinese government’s rigorous censorship demands affect all
private companies that operate in China. Ms. MacKinnon described
how China’s censorship regime, which she characterized as an ana-
logue to the legal concept of “intermediary liability,” essentially
holds that “[a]ll Internet companies operating within Chinese juris-
diction, domestic or foreign, are held liable for everything appear-
ing on their search engines, blogging platforms, and social net-
working services” as well as “everything their users discuss or or-
ganize through chat clients and messaging services.” This function-
ally creates conditions where the Chinese government outsources
Internet censorship to the private sector.4¢ Even with this added
burden, some search firms in China have earned massive profits.

Baidu.com, long China’s most popular search engine, is subject to
this censorship and plays a critical role as an arbiter of content
available to China’s Internet users. Founded in 1999, the company
emulated Google’s advertising-driven business model,45 “unabash-
edly borrowed [its] design,” 46 and steadily grew to become the most
popular site in China. Baidu’s popularity continued to increase by
offering some innovative services, leveraging the popularity of pi-
rated files,7 and creating Chinese replicas of popular and estab-
lished web services, such as Wikipedia.4® This case study examines
Baidu’s increasing market share, its status as one of China’s lead-
ing censors and its overall relations with the state, and the role
that American financiers played in the firm’s rise and continue to
play in the firm’s operations.

Popularity

Baidu is the most visited website in China and the sixth most-
visited website on the Internet, according to Alexa, a web traffic
analysis firm.4° A market analytics firm estimated that, in the first
quarter of 2010, Baidu conducted 64 percent of all web searches in
China.?0 By June 2010, a Baidu executive claimed that his com-
pany had a “76 percent share of China’s PC [personal computer]
search market.”?! This substantial traffic increase reflects what
BusinessWeek called Baidu’s “near-monopoly status in China’s Chi-
nese-language search category” in the wake of Google’s partial
withdrawal from the Chinese search market in 2010.52 According
to testimony from Rebecca Fannin, author and columnist, Google’s
lower profile within China “puts Baidu on a more powerful foot-
ing.” 53 Ms. MacKinnon testified that given the site’s market posi-
tion, “Baidu is expected [to] lead the industry in cooperating with
the government’s political objectives.” 54

Censorship and the State

From its founding, Baidu has aggressively censored results from
its web searches.?5 According to recent reports, the company “em-
ploys teams of people who block and take down controversial”
Internet content, including from its encyclopedia and blogging serv-
ices.?® The site has a reputation as being “the most proactive and
restrictive online censor in the search arena.”5? With respect to
blogs specifically, an analysis by Ms. MacKinnon demonstrated
that Baidu is among the most aggressive censors of web content in
China.58 Representative Chris Smith testified to the Commission
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that “Baidu is now very much a part” of China’s “comprehensive
oppression” on the Internet.5°

In April 2009, an anonymous Baidu employee leaked on the
Internet the firm’s most recent censorship guidelines, including
prohibited search terms and web addresses. Blocked content in-
cluded various message board services and terms like “AIDS,” “use
of force to suppress,” “migrant workers,” “opposition,” and the
names of jailed Chinese dissidents.60 The Chinese government has
commended Baidu and other Internet firms for their compliance
with censorship rules and encouraged their leadership to send po-
litical messages. Ms. MacKinnon testified that:

Baidu [Chief Executive Officer] Robin Li, and nineteen
other Chinese Internet company executives received the gov-
ernment’s ‘China Internet Self-Discipline Award’ for fos-
tering ‘harmonious and healthy Internet development’ In
the Chinese regulatory context, ‘healthy’ is a euphemism for
‘porn-free’ and ‘crime-free’; ‘Harmonious’ implies prevention
of activity that would provoke social or political dishar-
mony. In other words, the ‘Self-Discipline Award’ is China’s
annual censorship award for companies.61

Some indicators suggest that Baidu censors begrudgingly. Chi-
na’s censorship model dictates that the private sector, to include
Baidu, must bear the cost of the censorship of materials hosted on
(or displayed by) their site. This requires the development of spe-
cial automated tools and large teams of human censors.62 In an un-
usual blog post dealing with censorship requirements, Sun
Yunfeng, Baidu’s chief product designer, wrote that “every enter-
prise or every individual must dance with shackles. ... This is the
reality. Do as much as you can is the real attitude to have as a
business or a person.” The post was soon removed.®3 In August,
Baidu’s chief executive, Mr. Li, appeared to underscore this view
when he reportedly said, “[i]lt is not an advantage for Baidu be-
cause we have to block things. ... It does not give us better user
experience.” 64

Background and Financing

Baidu’s initial investors were Americans and American firms.
Among them were venture capital firms Draper Fisher Jurvetson,
Integrity Partners, DFJ ePlanet Investors, IDG Ventures China,
Sequoia Capital China, and Peninsula Capital.65 In 2004, Gregory
Penner, head of Peninsula Capital Fund I, LLC, part of Peninsula
Capital, became a Baidu director, a position he retains today.66
Since 2005, another American, William Decker, has also been a
member of the board.6? In addition to venture capital, Baidu se-
cured a $5 million investment from its American competitor,
Google, which later sold its shares in June 2006 for $60 million, a
1,100 percent return.6® According to Ms. Fannin:

Baidu was molded the typical way of most Chinese startups
during these early days of China’s entrepreneurial awak-
ening with the rise of the Internet era. It was set up as a
wholly owned foreign offshore holding company. Most of
these ... were based in the Cayman Islands or the Virgin
Islands. This structure is a way for venture investors to put
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capital (usually U.S. dollars) into a Chinese company. It
also provides an avenue for getting investment returns from
the Chinese company as shares [are] sold, typically through
an initial public offering in New York, London, or Hong
Kong.%9

In 2010, Providence Equity Partners invested $50 million into
Baidu’s online video venture.’® According to Legal Week, “Baidu’s
biggest [equity] holders are still largely American.” 7! This is dem-
onstrated by the firm’s official filings, which list numerous large in-
stitutional investors. (See figure 2.)

Figure 2: Ownership of Baidu, 2010 *
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*Handsome Reward Limited is owned by Robin Yanhong Li. Figure represents ownership pro-
portion of shares listed on U.S. exchanges.

Sources: Baidu Inc., “U.S. Securities and Exchange Commission File No: 005-81049-106095
20,” p. 2. hitp:/lwww.sec.gov/Archives/edgar/data/11 06500/0001 17266110000213/bidu123109a.txt;
Baidu Inc., “U.S. Securities and Exchange Commission File No: 005-81049-10948362,” p. 2.
http://www.sec.gov/Archives/edgar/data/895421/0000895421 10000570/baidub.txt; Baidu Inc., “U.S.
Securities and Exchange Commission File No: 005-81049-10604452,” p. 2. http://lwww. sec.gov/
Archives/edgar/data/315066/000031506610001454/filing.txt; Baidu Inc., “U.S. Securities and Ex-
change Commission File No: 005-81049-10592329,” p. 2. htip://www.sec.gov/Archives/edgar/data/
80255/000008025510000047/bidu13gdec09.txt; Baidu Inc., “U.S. Securities and Exchange Com-
mission File No: 005-81049-10589018,” p. 2. hitp://www.sec.gov/Archives/edgar/data/1055966/
000119312510027386/dsc13g.htm; Baidu Inc., “U.S. Securities and Exchange Commission File
No: 005-81049-10579827,” p. 2. hitp://www.sec.gov/Archives/edgar/data/1088875/0001088875100
00001/baiducom12312009.txt; and Baidu Inc., “U.S. Securities and Exchange Commission File
No: 005-81049-10578805,” p. 2. hitp://www.sec. gov/Archzves/edgar/data/Z329099/0000950123100
09650/c95797sc13gza.hitm; Baidu Inc., “U.S. Securities and Exchange Commission File No: 005—
81049-10578805,” p. 3. http://www.sec.gov/Archives/edgar/data/1329099/000095012310009650/
¢c95797sc13gza.htm.
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Commenting on the role of U.S. capital in Baidu, Ms. MacKinnon
testified that:

the Chinese government has transferred much of the cost of
censorship to the private sector. The American investment
community has so far been willing to fund Chinese innova-
tion in censorship technologies and systems without com-
plaint or objection. Under such circumstances, Chinese in-
dustry leaders have little incentive and less encouragement
to resist government demands that often contradict even
China’s own laws and constitution.”2

Implications for the United States

In a 2010 speech on Internet freedom, Secretary of State Hillary
Clinton made the case that Internet conditions abroad are impor-
tant for the United States. Specifically, she observed that “[oln
their own, new technologies do not take sides in the struggle for
freedom and progress, but the United States does.” She noted that,
because of the Internet’s tremendous potential to improve people’s
lives, “it’s critical that its users are assured certain basic freedoms.
Freedom of expression is first among them.” She concluded that:

pursuing the freedoms I've talked about today is, I believe,
the right thing to do. But I also believe it’s the smart thing
to do. By advancing this agenda, we align our principles,
our economic goals, and our strategic priorities.”®

Secretary Clinton highlighted another relevant issue with broad
implications for peace and security. She noted that “[hlistorically,
asymmetrical access to information is one of the leading causes of
interstate conflict.” Elaborating on this observation, Secretary Clin-
ton stated that “[wlhen we face serious disputes or dangerous inci-
dents, it’s critical that people on both sides of the problem have ac-
cess to the same set of facts and opinions.” 74 This point perhaps
has special relevance for U.S.-China relations. It is unclear that the
Chinese people would be afforded access to U.S. perspectives in the
event of an incident between the two countries, such as the 2001
collision of a Chinese fighter jet with an American naval reconnais-
sance aircraft. The absence of such access adds a destabilizing di-
mension to the bilateral relationship.

It is also becoming increasingly apparent that censorship has im-
plications for trade between nations. A Google official in 2010
pointed out that free trade principles should clearly apply to the
Internet. Many U.S. firms deal strictly with information; any hin-
drance to their operations abroad should be treated as seriously as
obstructions to taking traditional exports to market. The official ob-
served that if a foreign country placed broad restrictions on “phys-
ical trade, we’'d all be saying this violates trade agreements. If you
want to be part of the community of free trade, you have to let the
Internet be open.” 75

Finally, while many Americans praised Google for its decision to
discontinue censorship of its search results in China, other Ameri-
cans have continued to subsidize and profit from censorship prac-
tices in China.
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Conclusions

Chinese authorities have managed skillfully to balance their per-
ceived need to limit speech on the Internet with the Chinese
public’s need to feel a part of an ongoing and participatory dis-
course about the country’s social conditions. The Chinese govern-
ment has used all available means to bind the content and scope
of this conversation. At the same time, the government has been
selectively responsive and has attempted to remediate some of
the nation’s most serious irritants in order for the Chinese Com-
munist Party to maintain power. This confluence of conditions
might be termed “network authoritarianism.”

China’s leadership views information and communications tech-
nologies as presenting opportunities for economic development
and enabling the distribution of propaganda at home and abroad
in support of Chinese Communist Party interests. Conversely,
the Chinese government views these technologies as a threat to
regime stability and the Party’s ability to control the flow of in-
formation and freedom of expression.

Beijing continues to institutionalize and promote strict Internet
governance through numerous laws and regulations as well as
strict oversight and enforcement from government organizations.
Chinese authorities also influence and guide the nature and tone
of discussions online.

The Chinese government outsources much of its censorship ac-
tivities to the private sector. The popular search engine Baidu
serves as a useful case study of this dynamic. The firm, estab-
lished in part with the help of U.S. capital, plays a key role in
China’s censorship regime. With Google’s smaller presence in
China, Baidu and its American investors stand to reap greater
profits.

China’s Internet censorship activities have broad implications for
the United States. Impeded information flows are destabilizing,
particularly in the context of a crisis. Moreover, censorship in
some respects is actually a barrier to trade, thereby undermining
U.S. businesses’ ability to operate in China.



SECTION 2: EXTERNAL IMPLICATIONS
OF CHINA’S INTERNET-RELATED ACTIVITIES

Introduction

China continues to engage in Internet-related activities that have
broad implications for U.S. interests. In January, Google an-
nounced that a sweeping computer network exploitation campaign
had compromised the firm’s operations in China. Other accounts of
malicious computer activity tied to China continue to surface. In
several cases, Chinese telecommunications entities disrupted or
otherwise impacted U.S. Internet traffic. Chinese authorities in
2010 also rolled out a series of new Internet and communication
technology-related rules and regulations that promote domestic and
undermine foreign firms. After a brief discussion of the cybersecu-
rity environment, this section of the Commission’s Report seeks to
provide an overview of each of the aforementioned issues.

Trends in the Cybersecurity Environment

Discerning trends in the cybersecurity environment remains dif-
ficult given the problem’s magnitude and other obstacles such as
persistent underreporting of events. Even incidents of malicious
cyber activity targeting the U.S. government cannot easily be quan-
tified due to classification restrictions and fragmentary reporting.
The Commission therefore uses Department of Defense figures as
one indicator of trends in the threat environment. These figures
are relevant because, as the Department of Defense has noted,
China poses serious challenges with respect to network exploitation
and attack. For example, in an annual report to Congress released
in August, the Department of Defense stated that in recent years:

numerous computer systems around the world, including
those owned by the U.S. government, continued to be the
target of intrusions that appear to have originated within
the [People’s Republic of Chinal. These intrusions focused
on exfiltratring information, some of which could be of stra-
tegic or military utility. The accesses and skills required for
these intrusions are similar to those necessary to conduct
computer network attacks. It remains unclear if these intru-
sions were conducted by, or with the endorsement of, the
[People’s Liberation Army] or other elements of the [People’s
Republic of China] government. However, developing capa-
bilities for cyberwarfare is consistent with authoritative
[People’s Liberation Army] military writings.”®

Figure 1, below, demonstrates the volume of malicious computer
activity against Department of Defense information systems over

(236)
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the past decade. Note that not all of the incidents depicted below

specifically relate to China; the department has not made available
that level of detail.

Figure 1: Department of Defense Reported Incidents of Malicious Cyber
Activity, 2000-2009, with Projection for 2010
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*This figure represents a projection based on incidents logged from January 1, 2010, to June
30, 2010. The projection assumes a constant rate of malicious activity throughout the year.

Sources: U.S.-China Economic and Security Review Commission, Hearing on China’s Prolifera-
tion Practices, and the Development of its Cyber and Space Warfare Capabilities, testimony of
Gary McAlum, May 20, 2008; Name withheld (staff member, U.S. Strategic Command), tele-
phone interview with Commission staff, August 28, 2009; Name withheld (staff member, U.S.
Cyber Command), e-mail interview with Commission staff, August 17, 2010.

If the rate of malicious activity from the first half of this year
continues through the end of the year, 2010 could be the first year
in a decade in which the quantity of logged events declines. This
may or may not represent a decrease in the volume of attempts to
penetrate defense and military networks. The Defense Department
explained the lower figures as resulting from measures taken to
mitigate threats before they reach the threshold that merits an in-
cident log entry. Specifically, the department cited “greater visi-
bility of threat activity, vulnerability, and ultimately risk by lead-
ers at all levels across [the Department of Defense]” in addition to
greater resources, enhanced perimeter defenses, and the establish-
ment of U.S. Cyber Command.””

Operation “Aurora”

In early 2010, reports emerged of a large-scale cyber attack
against Google’s operations in China. In January, Google’s chief
legal officer announced that in mid-December 2009, Google had
“detected a highly sophisticated and targeted attack on [its] cor-
porate infrastructure originating from China that resulted in the
theft of intellectual property,”78 later reported to be the firm’s in-
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valuable source code.* 79 Evidence from the ensuing investigation
suggested that another “primary goal of the attackers was access-
ing the [Google e-mail] accounts of Chinese human rights activ-
ists.” 80 Investigators determined that the breech constituted one
component of a larger computer network exploitation campaign tar-
geting “a wide range of businesses—including the Internet, finance,
technology, media, and chemical sectors,”®! with perhaps 33 or
more other victim companies.f Computer security professionals
now widely refer to this campaign as “Operation ‘Aurora’” following
revelations, based on technical indicators, that the perpetrators re-
ferred to the exploitation as such.52

The penetrations, combined with the Chinese government’s in-
creased restrictions on freedom of speech on the Internet, led
Google “to conclude that [they] should review the feasibility of their
business operations in China.”83 According to Google’s official
statement:

We have decided we are no longer willing to continue cen-
soring our results on Google.cn, and so over the next few
weeks we will be discussing with the Chinese government
the basis on which we could operate an unfiltered search
engine within the law, if at all. We recognize that this may
well mean having to shut down Google.cn, and potentially
our offices in China.84

Google later announced that while it would maintain certain
services in China, such as advertising, the firm would automati-
cally redirect web search users from its mainland China site to its
uncensored Hong Kong site.f Chinese authorities eventually
deemed this interim solution unacceptable.8> Ultimately, Google
devised a system whereby users in mainland China would have to
redirect themselves manually to the company’s Hong Kong site by
clicking a hyperlink.86 This solution evidently sufficed for Chinese
regulators, who subsequently renewed in early July Google’s li-
cense to operate in China.8” (For more information, see chap. 5,
sec. 5, “China’s Domestic Internet Censorship Practices.”)

Google’s initial announcement did not specifically attribute re-
sponsibility for the exploitation to the Chinese government. The
company did, however, refer its users to a number of reports, in-
cluding the Commission’s 2009 Annual Report and Commission-
sponsored research, that document the Chinese government’s role
in advanced computer exploitation schemes. As the Commission
noted in its 2009 Report, this role varies from direct participation
to some degree of sponsorship or simply acquiescence.88 Other
firms involved in the Aurora investigation provided more thorough
details about those responsible. Security firm Secureworks, for ex-
ample, determined that the malware used in the exploitation (de-
scribed below) was written in Chinese and, at the time Google dis-
closed Operation Aurora, discussions about the code appeared only

*The term “source code” refers to the set of instructions that compose computer software pro-
grams.

T Google’s initial announcement cited approximately 20 other victim firms. Reports since then
have placed the number substantially higher. See Kelly Jackson Higgins, “Flaws in the ‘Aurora’
Attacks,” DarkReading, January 25, 2010. htip://www.darkreading.com/database security/
securitylattacks/showArticle.jhtml?articleID=222500010.

1 Google’s mainland China site is Google.cn, and its Hong Kong site is Google.com.hk.
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on Chinese-language websites.89 Another security firm involved in
the investigations, iDefense, went even further, stating that both
the source Internet Protocol addresses and the servers used to fa-
cilitate the exploitation “correspond to a single foreign entity con-
sisting either of agents of the Chinese state or proxies thereof.” 20
Researchers further traced the penetration to two schools in China,
one of which has ties to the Chinese military.9!

Operation Aurora’s perpetrators employed intelligence-gathering
techniques and leveraged sophisticated exploits to compromise vic-
tims’ systems. According to Google’s information security manager,
Operation Aurora specifically targeted certain Google employees in
order to launch the exploitation. This effort included thorough re-
connaissance of targeted Google employees such as the collection of
data from their accounts on popular social networking sites like
Twitter, Facebook, and LinkedIn. The perpetrators then, masquer-
ading as an acquaintance, established a chat session with a tar-
geted employee. In the course of this session, a Google employee
clicked a hyperlink to an innocuous-looking photo-sharing website
administered by Aurora’s perpetrators,?2 reportedly hosted in Tai-
wan.93 The site contained malicious code that automatically down-
loaded to the employee’s system.94

This malware allowed the perpetrators to gain access to the vic-
tims’ username and password information. With these credentials,
the perpetrators:

set up a connection through a secure tunnel to the victim’s
machine and used the employee’s credentials to gain access
to other Google servers. ... Once they gained super-user
privileges, they installed a backdoor onto the server to view
and steal files and attempt to stealthily gain access to other
systems.95

Once inside the systems, Aurora’s perpetrators reportedly gained
access to software-configuration management systems, which con-
tain prized source code.?® Remote activities in the exploitation, like
the malicious photo-sharing site, appear to have been facilitated
through servers outside China. A command-and-control server used
by the perpetrators was also hosted in Taiwan.97?

Other Examples of Chinese-tied Computer Network Exploi-
tation

Other reports about Chinese-backed malicious cyber activity per-
sisted throughout 2010. Quantifying the pervasiveness of such ma-
licious activity remains challenging, but one analysis revealed that
over 28 percent of all targeted phishing e-mails originate in
China.* 98 Anecdotal reports about the success of these activities
continue to surface, some with compelling links to the Chinese gov-

*“Phishing” is “an attempt by an individual or group to solicit personal information from
unsuspecting users by employing social engineering techniques. Phishing emails are crafted to
appear as if they have been sent from a legitimate organization or known individual. These
emails often attempt to entice users to click on a link that will take the user to a fraudulent
web site that appears legitimate. The user then may be asked to provide personal information
such as account usernames and passwords that can further expose them to future compromises.
Additionally, these fraudulent web sites may contain malicious code.” U.S. Computer Emergency
Readiness Team (U.S.-CERT), “Report Phishing.” http://www.us-cert.gov/nav/report phishing.
html.
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ernment.?? One exceptionally well-documented study of a cyber
intrusion against the Indian government deserves further discus-
sion.

In April 2010, the Information Warfare Monitor and the Shadow-
server Foundation * released a detailed report called “Shadows in
the Cloud” that describes an elaborate computer exploitation cam-
paign. According to the report, a China-based computer espionage
network targeted primarily Indian diplomatic missions and govern-
ment entities; Indian national security and defense groups; Indian
academics and journalists focused on China; and other political in-
stitutions in India, as well as the Office of His Holiness, the Dalai
Lama.100 The network also compromised computers in at least 35
other countries, including the United States.}

Although the full extent of the exploitation remains unknown,
the investigators determined that those responsible successfully ob-
tained sensitive files, apparently belonging to the Indian govern-
ment. Files removed included “one document that appears to be
encrypted diplomatic correspondence, two documents marked “SE-
CRET,” six as “RESTRICTED,” and five as “CONFIDENTIAL.”
These documents may constitute only a small portion of the files
successfully exfiltrated in the course of this exploitation.191 The re-
port does not expressly link this malicious activity to the Chinese
government. The report’s authors, however, highlight the possi-
bility of state involvement, citing the “obvious correlation to be
drawn between the victims, the nature of the documents stolen,
and the strategic interests of the Chinese state.” The analysis also
suggests the possibility that agents of the state carried out the ex-
ploitation, perhaps “either by sub-contract or privateering.” 102

The “Shadows in the Cloud” case study demonstrates at least
thréefl important emerging trends in malicious cyber activity related
to China:

o Increasingly sophisticated exploitations: The penetration was
not state of the art but seemed to demonstrate a higher level
of sophistication than those reported in previous studies.103
The perpetrators apparently did not discover their own pre-
viously unknown exploits but instead used vulnerabilities that
had only recently been revealed by others. Furthermore, tools
to leverage these vulnerabilities were not widely available at
the time of the exploitation.104

o Abuse of social media: The people responsible for the penetra-
tions exploited popular free web services—such as Twitter,
Google Groups, Blogspot, Baidu Blogs, blog.com, and Yahoo! e-
mail accounts—as part of the command-and-control infrastruc-
ture for their exploits.195 Malicious actors can easily create ac-

*The Information Warfare Monitor (www.infowar-monitor.net) is a joint project between the
Munk Centre for International Studies at the University of Toronto and the SecDev Group, a
Canada-based computer security research and consulting organization. The Shadowserver Foun-
dation (www.shadowserver.org) is a research organization comprised of information security pro-
fessionals worldwide.

T Specifically, New York University and Honeywell, an organization involved in aerospace en-
gineering and advanced materials research, seem to have been affected. These systems may
have suffered “collateral compromise,” wherein malicious software compromises unintended
nodes (e.g., by users remotely accessing targeted systems). Information Warfare Monitor and
Shadowserver Foundation, “Shadows in the Cloud: Investigating Cyber Espionage 2.0,” April 6,
2010, pp. 28, 43. http://shadows-in-the-cloud.net.
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counts at these sites, and traffic between them and the victims’
computers looks innocuous to firewalls and network adminis-
trators.

o Nexus with criminal software and techniques: Some of the com-
mand-and-control servers used in this case have known ties to
other malware operations.196 These may be used for myriad
other purposes, including criminal activities such as identity
theft. The report’s authors postulate that “political espionage
networks may be deliberately exploiting criminal kits, tech-
niques, and networks both to distance themselves from attribu-
tion and to strategically cultivate a climate of uncertainty.” 107
According to the report, “murky relationships” between the
Chinese state and the Chinese criminal underground mean
that data gathered by the latter may end up in the “possession
of some entity of the Chinese government.” 108

Internet Traffic Manipulation

In early 2010, two incidents demonstrated that China has the
ability to substantially manipulate data flows on the Internet.
First, for several days in March, China’s Internet controls censored
U.S. Internet users. Second, in April, a Chinese Internet service
provider briefly hijacked a large volume of Internet traffic. Com-
puter security researchers observed both incidents but were not
able to say conclusively whether the actions were intentional.
Nonetheless, each incident demonstrates a capability that could
possibly be used for malicious purposes.

Spillover of China’s Internet Censorship Activities

In March 2010, reports surfaced that China’s Internet censorship
regime (known colloquially as “the Great Firewall”)* temporarily
affected Internet users outside of China.{ Specifically, certain users
in Chile and the United States who tried to access popular social
media sites, including Twitter, YouTube, and Facebook, were de-
nied access by being redirected to incorrect or nonexistent serv-
ers.199 This incident, which relates to the Internet “Domain Name
System” (see text box below), helps illustrate the implications of
China’s effort to impose “localized” restrictions to something as in-
herently global in scope as the Internet.

*The term “the Great Firewall” initially referenced China’s early attempts to block Chinese
Internet users’ access to foreign websites. Another term, “the Golden Shield,” references China’s
comprehensive efforts to censor Internet content. The former term is widely used in place of the
latter. For more information about “the Golden Shield,” see U.S.-China Economic and Security
Review Commission, 2008 Report to Congress (Washington, DC: U.S. Government Printing Of-
fice, 2008), pp 297-8; and Greg Walton, “China’s Golden Shield” (Montreal, Canada: Inter-
national Centre for Human Rights and Democratic Development, 2001), especially pp 14-7.
http://lwww.dd-rd.ca/site/  PDF/publications/globalization/CGS ENG.PDF.

TThis is not the first time an incident like this has occurred. See, for example, Declan
McCullagh, “How Pakistan knocked YouTube offline (and how to make sure it never happens
again),” cnet.com, February 25, 2008. http://news.cnet.com/8301-10784 3-9878655-7.html#
ix2202cRIAWUS.
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Domain Name System Susceptible to Tampering

The Internet is underpinned by a system of unique numerical
identifiers called Internet Protocol addresses (for example,
74.125.227.50). Recognizing that many long strings of numbers
would be difficult for users to remember, the Internet’s architects
developed the “Domain Name System,” which allows Internet
Protocol addresses to be assigned unique domain names (for ex-
ample, www.uscc.gov). The system is facilitated by Domain
Name Servers that contain and distribute lists of Internet Pro-
tocol address and their associated domain names. (A frequently
cited analogy here is that an Internet Protocol address is like a
phone number, a domain name is like a person’s name, and a
Domain Name Server is like a phone book that allows one to
look up a phone number based on a name.)

When a computer user attempts to visit a website by typing a
domain name into a web browser, the Domain Name System ac-
tivates and requests that a Domain Name Server look up that
domain name’s Internet Protocol address. The Domain Name
Server relays the information, which allows the browser to locate
the website on the Internet and establish a connection. The proc-
ess is automated and extremely rapid.

Thirteen primary (or “root”) Domain Name Servers form the
backbone of the Internet. These servers maintain numerous
physical clone-like iterations, * implemented to accommodate the
growth in Internet use within the bounds of existing protocols.110
Trusted sources update and maintain these root servers and
iterations, but each physically exists within a country, and many
serve users outside that country. Therefore, data going to and
from these servers must traverse local network infrastructure
and, by extension, be subjected to domestic Internet control poli-
cies that may instruct the servers to send back incorrect re-
sponses. This can ultimately affect foreign Internet users’ ability
to connect to the websites they intend to visit.111

Starting on March 24, 2010, when certain Internet users in the
United States and Chile attempted to connect to popular social net-
working websites, their computers requested routine Internet Pro-
tocol information, and a Beijing-based Domain Name Server (a
clone-like iteration of a Swedish root server)t replied with faulty
responses.f As a result, these users were directed to incorrect serv-
ers, as if the users were trying to access restricted content from be-
hind China’s Great Firewall. These conditions persisted in some
cases for several days before the administrators of the Sweden-
based root server temporarily disabled requests to their Beijing
server “clone.” 112 The administrators eventually brought the server

*These iterations are otherwise referred to as “instances.”

TThe root server involved in this instance is administered by the firm Netnod. See “One of
13,” Netnod.se (undated). http://www.netnod.se/dns _root nameserver.shtml#.

% Although responses ostensibly came from the Swedish root server iteration in Beijing, the
actual response may have been generated by a component of China’s Great Firewall.
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instance back online, but computer researchers identified the same
problem again in June.113

These incidents do not appear to be a deliberate act of cross-bor-
der censorship from China. Rather, because of vulnerabilities in the
Internet’s architecture, the faulty information likely resulted from
an accidental “leak” of conditions intended only for a Chinese audi-
ence. Nonetheless, these events demonstrate the disregard net-
worked systems have for national borders and illustrate ripple ef-
fects from China’s elaborate censorship activities.

Interception of Internet Traffic

For a brief period in April 2010, a state-owned Chinese tele-
communications firm “hijacked” massive volumes of Internet traf-
fic.* 114 Evidence related to this incident does not clearly indicate
whether it was perpetrated intentionally and, if so, to what ends.
However, computer security researchers have noted that the capa-
bility could enable severe malicious activities.115

Internet Routing Processes Susceptible to Manipulation

Internet browsing activities often employ numerous servers to
facilitate the exchange of data. This process typically relies on
trust-based transactions between each server involved. In order
for a server to determine where to route data, the server will
consult a “routing table” that maps paths from one point on the
Internet to another. Servers issue these routing tables to “adver-
tise” (that is, notify other servers) that they can provide an effi-
cient path between servers.

If a computer user in California, for example, seeks to visit a
website hosted in Texas, the data would likely make several
“hops” (that is, transit multiple servers) along the way. Data are
supposed to travel along the most efficient route. However, Inter-
net infrastructure does not necessarily correlate to the geo-
graphical world in a predictable way, so it would not be com-
pletely unusual for data to transit a server physically located in
Georgia, or some other somewhat removed location.

This process, however, is susceptible to manipulation. If a
server in an out-of-the-way location, such as China, advertised a
route that claimed to be the most efficient path to transfer data
from California to Texas, other servers in the transaction might
well pass those data across the Pacific for a hop in Beijing before
the data ultimately reached their intended destination. While in
Beijing, those data could conceivably be monitored, censored, or
replaced with other data. This could take place quickly enough to
go unnoticed by the computer user.

*This is not the first time an incident like this has occurred. See, for example, Todd Under-
wood, “Internet-Wide Catastrophe—Last Year,” Renesys blog, December 24, 2005. http://lwww.
renesys.com/blog/2005/12/internetwide nearcatastrophela.shtml. By way of comparison, the inci-
dent referenced therein affected a much greater volume of Internet traffic than the incident de-
scribed above.



244

For about 18 minutes on April 8, 2010, China Telecom advertised
erroneous network traffic routes that instructed U.S. and other for-
eign Internet traffic to travel through Chinese servers.* Other serv-
ers around the world quickly adopted these paths, routing all traf-
fic to about 15 percent of the Internet’s destinations through serv-
ers located in China. This incident affected traffic to and from U.S.
government (“.gov”’) and military (“.mil”) sites, including those for
the Senate, the army, the navy, the marine corps, the air force, the
office of secretary of Defense, the National Aeronautics and Space
Administration, the Department of Commerce, the National Oce-
anic and Atmospheric Administration, and many others. Certain
commercial websites were also affected, such as those for Dell,
Yahoo!, Microsoft, and IBM.116

Although the Commission has no way to determine what, if any-
thing, Chinese telecommunications firms did to the hijacked data,
incidents of this nature could have a number of serious implica-
tions. This level of access could enable surveillance of specific users
or sites.t It could disrupt a data transaction and prevent a user
from establishing a connection with a site. It could even allow a di-
version of data to somewhere that the user did not intend (for ex-
ample, to a “spoofed” site). Arbor Networks Chief Security Officer
Danny McPherson has explained that the volume of affected data
here could have been intended to conceal one targeted attack.1l?
Perhaps most disconcertingly, as a result of the diffusion of Inter-
net security certification authorities,f control over diverted data
could possibly allow a telecommunications firm to compromise the
integrity of supposedly secure encrypted sessions.§

New Government Regulations

The Chinese government in 2010 proposed and, in some cases,
implemented information and communication technology-related
laws and regulations with broad implications for China, the United
States, and the rest of the world. These conventions, described
below, directly affect norms related to computer security.

Encryption Information Provision

In May 2010, long-anticipated Chinese regulations requiring
high-technology foreign firms to disclose proprietary information
about their products came into effect. After a year of discussions,
China’s General Administration of Quality Supervision, Inspection
and Quarantine officially proposed in 2008 a set of rules that would

*This type of attack is referred to alternatively as “IP [Internet Protocol] hijacking” or “prefix
hijacking.” Note that the erroneous data appear to have originated at a smaller Internet Service
Provider, IDC China Telecommunication, and were subsequently propagated by China Telecom.

T There are unconfirmed reports that Chinese Internet Service Providers have engaged in such
activities. See, for example, Oiwan Lam, “China: ISP level Gmail phishing,” Global Voices On-
li}rILe,h Au/gust 11, 2010. Attp:/ladvocacy.globalvoicesonline.org/2010/08/11/china-isp-level-gmail-
phishing

+For a brief explanatmn of the vulnerabilities associated with the current Internet certificate
authorlty regime, see Danny O’Brien, “The Internet’s Secret Back Door,” Slate, August 27, 2010.
http:/lwww.slate.com/id/2265204/. For a detailed description that relates spec1ﬁcally to Chlna
see Seth Schoen, “Behind the Padlock Icon: Certificate Authorities’ Mysterious Role in Internet
Security,” in China Rights Forum no. 2 (2010), “China’s Internet”: Staking Digital Ground (New
York: Human Rights in China). hétp://www.hrichina.org/public/contents/article?revision id=
175292&item  id=175290.

§ This is referred to as a “man in the middle” attack. Dmitri Alperovitch (vice president,
Threat Research, McAfee, Inc.), briefing to Commission staff, August 25, 2010.
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compel makers of 13 categories of technology products, including
intrusion detection systems, secure network routers, and certain
firewall systems,118 to disclose sensitive cryptography information
to Chinese authorities by May 2009 in order to be able to sell these
products to anyone in China. Pushback from U.S. and European in-
stitutions reportedly convinced Chinese authorities at least to delay
the implementation of these regulations by one year and to scale
back requirements so as to cover only products procured by Chi-
nese government entities.119

These revised regulations require firms to turn over “encryption
algorithms, software source code and design specifications” to “gov-
ernment-connected testing laboratories,” 120 namely, the Certifi-
cation and Accreditation Administration of China under China’s
General Administration of Quality Supervision, Inspection and
Quarantine.’21 This presents several problems for U.S. high-tech-
nology industries:

e Required information constitutes sensitive trade secrets,122
and U.S. trade groups report that the “government panels that
would review foreign products include employees of rival Chi-
nese companies.” 123

¢ Compliance with the regulations would undermine other poten-
tial buyers’ trust in the products’ integrity.

e Access to the details of such sensitive encryption information
would assist the Chinese government’s censorship regime 124
and likely boost its capacity to conduct computer network oper-
ations.

Taken together, these issues present a trade barrier that, per-
haps by design, advantages Chinese firms over foreign competi-
tion.125 According to a trade industry representative, no foreign
firms had submitted to the certification process as of June 2010.126

Multilevel Protection Scheme

Chinese authorities may also implement more drastic regulations
requiring foreign high-technology firms to provide sensitive details
about proprietary products in order to provide goods for any of Chi-
na’s “strategic information systems.” This sweeping category in-
cludes any system related to:

state affairs (party and government), finance, banking, tax
administration, customs, audit administration, industry
and commerce, social services, energy, transportation, na-
tional defense industry, and other information systems that
are related to the national economy and peoples’ livelihood
including education, state science and technology institu-
tions, public telecommunications, television broadcasting
and other basic information networks.127

Should the regulations come to fruition, foreign firms would need
to submit for evaluation thorough information about components
for any these systems. According to Dean Garfield, president and
chief executive officer of the Information Technology Industry
Council, such regulations would levy “completely unworkable test-
ing requirements on nearly all high-tech products” to be sold in
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China.128 In order to safeguard intellectual property, most foreign
firms would be unwilling to submit to such a process.122 The regu-
lations, according to the Associated Press, are “consistent with
[Beijing’s] efforts to build up Chinese technology industries by
shielding them from competition and pressing global rivals to hand
over know-how.” 130

Implications for the United States

China’s actions with respect to the Internet in 2010 have several
important implications for the United States. The “Aurora” cam-
paign illustrates that actors within China, and with possible ties
to the Chinese government, have used computer exploitation tech-
niques to target the intellectual property of numerous American
firms operating in China. To the extent that these penetrations are
successful, they undermine the competitiveness of American indus-
try. Chinese actors reportedly used similar, if less sophisticated,
techniques recently to target the Indian government. A wide body
of literature, including a notable Department of Defense report to
Congress in 2010, suggests that actors within China target U.S.
government institutions in a similar manner.

Several incidents in early 2010 demonstrate that, regardless of
whether Chinese actors actually intended to manipulate U.S. and
other foreign Internet traffic, China’s Internet engineers have the
capability to do so. Although China is by no means alone in this
regard, persistent reports of that nation’s use of malicious com-
puter activities raise questions about whether China might seek in-
tentionally to leverage these abilities to assert some level of control
over the Internet, even for a brief period. Any attempt to do this
would likely be counter to the interests of the United States and
other countries. At the very least, these incidents demonstrate the
inherent vulnerabilities in the Internet’s architecture that can af-
fect all Internet users and beneficiaries at home and abroad.

Finally, the Chinese government in 2010 moved to place onerous
restrictions on U.S. and other foreign firms that seek to conduct
business in China. In one instance, new regulations may force com-
panies to provide key information to Chinese authorities that can
jeopardize the security of the firms’ products. In another case, pro-
posed rules would create a dilemma for foreign firms by forcing
them to choose either to compromise their products’ security and
intellectual property or else lose access to large portions of the Chi-
nese market.

Conclusions

¢ China’s government, the Chinese Communist Party, and Chinese
individuals and organizations continue to hack into American
computer systems and networks as well as those of foreign enti-
ties and governments. The methods used during these activities
are generally more sophisticated than techniques used in pre-
vious exploitations. Those responsible for these acts increasingly
leverage social networking tools as well as malicious software
tied to the criminal underground.
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¢ Recent high-profile, China-based computer exploitations continue
to suggest some level of state support. Indicators include the
massive scale of these exploitations and the extensive intel-
ligence and reconnaissance components.

e In 2010, China’s “Great Firewall” affected select U.S. Internet
users, and a state-owned Chinese Internet Service Provider “hi-
jacked,” or inappropriately gained access to, select U.S. Internet
traffic. Other nations were also affected in these incidents.

e Chinese authorities are tightening restrictions on foreign high-
technology firms’ ability to operate in China. Firms that fail to
comply with the new regulations may be prohibited from doing
business in Chinese markets. Firms that choose to comply may
risk exposing their security measures or even their intellectual
property to Chinese competitors.



RECOMMENDATIONS

China’s Domestic Internet Censorship Activities

e The Commission recommends that Congress and the administra-
tion continue to raise censorship and Internet freedom as a pri-
ority in their exchanges with Chinese officials.

e The Commission recommends that Congress assess the effective-
ness of U.S.-sponsored programs, such as those that promote
international broadcasting and Internet censorship circumven-
tion, intended to facilitate uncensored communication between
Americans and people in China.

e The Commission recommends that Congress urge the adminis-
tration to pursue in international fora better protections of infor-
mation on the Internet in order to facilitate trade.

External Implications of China’s Internet-Related Activities

e The Commission recommends that Congress request that the ad-
ministration periodically issue a single report about the volume
and seriousness of exploitations and attacks targeting the infor-
mation systems of all federal agencies that handle sensitive in-
formation related to diplomatic, intelligence, military, and eco-
nomic issues. To the extent feasible, these reports should indicate
points of origin for this malicious activity and planned measures
to mitigate and prevent future exploitations and attacks.

e The Commission recommends that Congress assess the effective-
ness of existing mechanisms that enable the private sector to
report confidentially instances of serious malicious activity tar-
geting their information systems. Congress should also work with
the administration to assess whether Department of Defense
initiatives implemented in the past year to better secure their
information systems might serve as a model for how to secure in-
formation systems at other large federal agencies. If so, Congress
should ensure that similar initiatives are appropriately
resourced.

e The Commission recommends that Congress urge the adminis-
tration to help U.S. companies resist attempts by Chinese au-
thorities to mandate or coerce foreign high-technology firms to
reveal sensitive product information as a quid pro quo for market
access in China.

(248)
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CHAPTER 6
INFORMATION CONTROLS

Introduction

During this year’s reporting cycle, the Commission held a hear-
ing that addressed Beijing’s employment of various measures to
control information. Over the past year, the Chinese government
modified the legal and regulatory framework for state and trade se-
crets, clarifying some components but leaving others vague enough
to employ arbitrarily and flexibly. Chinese authorities recently
demonstrated a willingness to use these laws and regulations in
ways that raise concern about foreign firms’ opportunity to conduct
business in China. In addition, Chinese companies’ continued use
of U.S. markets to raise capital poses questions about the adequacy
of U.S. regulatory standards. This section aims to address these
emerging trends and concludes with an analysis of the implications
for the United States.

State and Trade Secrets

China’s “state secrets” regime dates back to the early days of the
People’s Republic of China. This subsection provides background
information on the numerous laws, regulations, and policies that
comprise this legal regime and explains new developments in 2010.
Most notably, this includes amendments (passed in April) to the
State Secrets Law and new regulations (issued in March) regarding
trade secrets.

State Secrets Law

China’s State Secrets Law, which underpins many of the coun-
try’s information controls, has had three phases: initial regulations
first issued in 1951; a 1988 overhaul; and substantial amendments
in 2010.

1951 Regulations

In 1951, Chinese authorities passed the Regulations on the Pres-
ervation of State Secrets, which governed all information related to
enumerated subject areas such as national defense and foreign re-
lations. The law, however, also included catch-all provisions in-
tended to cover “all State affairs not yet decided upon” and “all
other State affairs that must be kept secret.” Mitchell A. Silk, part-
ner and head of the U.S.-China Group at Allen & Overy LLP, testi-
fied to the Commission that in practice, these legal qualifiers cre-
ated an environment where “whatever was a ‘State secret’ was a
state secret, and whatever was not a ‘State secret’ was potentially
a state secret.”1

(257)
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1988 State Secrets Law

Within a decade of China’s move toward opening and reform, the
country’s leadership recognized that greater accessibility of infor-
mation would encourage higher rates of much-desired foreign in-
vestment, according to Mr. Silk.2 To this end, the National People’s
Congress replaced the 1951 regulations with the 1988 Law of the
People’s Republic of China on Guarding State Secrets (known
colloquially as the “State Secrets Law”), which narrowed somewhat
the categories of classified information. The law included other
helpful developments, such as an explanation of classification levels
and provisions for declassification. However, the law still contained
ambiguous language and catch-all provisions, including restrictions
on information related to “other matters that are classified as State
secrets by the national State Secrets Bureau.” *3

2010 Amendments

On April 29, 2010, China’s National People’s Congress revised
the country’s State Secrets Law. The changes, which took effect on
October 1, 2010, included two notable developments. First, accord-
ing to Mr. Silk, the amendments explicitly directed information
technology firms to, among other things, “cooperate with public and
national security authorities in the investigation of cases involving
the disclosure of state secrets.” He testified that “[t]his obligation
extends to preventing the continued transmission of classified in-
formation.” Network operators, furthermore, are charged with “pro-
viding details regarding the transmission of classified information
to the authorities, with penalties imposed for any failure to com-
ply.”4 According to Mr. Silk, however, these new provisions may
not in practice induce much of a change: Most network operators
and service providers are wholly or partially state owned and thus
already by existing measures compelled to cooperate with authori-
ties in state secrets-related investigations.>

Second, the law restructures guidelines on how to label and han-
dle state secrets, including regulations for the declassification of
state secret information. Information may now be deemed “Ordi-
nary Secret” and “Confidential Secret,” which confer classified sta-
tus for ten years and 20 years, respectively, by authorized depart-
ments of the central, provincial, and city governments. Information
may be designated “Top Secret,” apparently valid for a period of 30
years, only by authorized departments of the central and provincial
governments.® Author and columnist Gordon G. Chang testified to
the Commission that Chinese authorities may not always observe
these limits in practice, since:

Communist Party or government officials, to defend a pros-
ecution for disclosure of a particular item of information,
can always maintain they had previously extended the pro-
tection of that item before the general time limit had
elapsed.”

*The national States Secrets Bureau, formally titled the National Administration for the Pro-
tection of State Secrets, is a State Council organ that takes “primary responsibility for the ad-
ministration of the state secrets framework and the designation of state secrets ... with the ex-
ception of the administration of military secrets.” Human Rights in China, State Secrets: China’s
Legal Labyrinth (New York: 2007), p. 16.
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Mr. Silk testified that “[t]he amendments do provide some wel-
come changes in classification ambiguities and treatment of classi-
fied information, but they fail to resolve significant lingering uncer-
tainties.” Problematically, the law still includes language that
“does not provide any further clarity as to what matters will be
considered State secrets, nor does it narrow the broad range of in-
formation that could be covered by the State Secrets Law.” Mr. Silk
concluded that “the law’s ambiguity will allow for flexible enforce-
ment that could be guided by China’s prevailing political winds.”8
Mr. Chang raised the question of “whether the textual changes to
the State Secrets Law have any significance.” He assessed that
“liln a society where neither the Communist Party nor the govern-
ment 91"espects the rule of law, the fast—and definitive—answer is
(n0.5 ”»

Trade Secrets Provisions

On March 25, 2010, China’s State Assets Supervision and Ad-
ministration Commission, the body in charge of all central govern-
ment-owned state enterprises, issued the Tentative Provisions for
the Protection of Trade Secrets by Centrally-Governed Enterprises.
According to Mr. Silk’s testimony, these new regulations govern
commercial secrets, which “may be considered a lesser version of
State secrets, in that they concern the economic interests of [China]
through its [state-owned enterprises].” The laws specifically ad-
dress the 128 state-owned enterprises associated with the central
government but will most likely inform the rules governing
provincial- and other local government-owned firms across China.10

One analysis described the new provisions as “vague and ex-
tremely broad,” citing their expansive definition. They reportedly
cover two types of information:

o Operational information, such as “strategic plans, management
methods, business models, ownership restructuring and [initial
public offerings], merger, acquisition, restructuring, property
transaction, financial information, investment and financing
decisions, manufacturing, purchasing and sales strategy, re-
smarce storage, customer information, and tender and bid”;11
an

o Technical information, including “design, procedures, product
formula, processing technology, manufacture method and
know-how, ete.” 12

Other Relevant Regulations

Other laws and regulations continue to apply to China’s state se-
crets regime. Four in particular bear mentioning.*

Criminal Law

Various amendments to China’s Criminal Law further stipulate
specific sanctions for violations of state secrets.13 For example, arti-
cle 111 penalizes “whoever steals, spies into, or unlawfully supplies
state secrets or intelligence to an organ, organization, or individual

*A more complete account of relevant articles and their associated penalties is included in
the written testimony of Mitchell A. Silk, available at www.USCC.gov.
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outside the territory of China.” 14 Article 282 punishes anyone who
“unlawfully holds the documents, material, or other objects classi-
fied as ‘strictly confidential’ or ‘confidential’ State secrets and re-
fuses to explain their sources and purposes.” 15

State Security Law

Similarly, two portions of China’s State Security Law, Article 4
and Article 20, contribute to China’s state secrets regime. Article
4 provides the basis for prosecuting those accused of endangering
state security, including by “stealing, gathering, procuring, or ille-
gally providing State secrets.” Article 20 holds that “no organiza-
tion may illegally hold any documents, information or other mate-
rials classified as State secrets.” * 16

1996 Interim Provisions on the Prohibition of Commercial Bribery

These provisions, which draw from China’s Criminal Law and
the Anti-Unfair Competition Law, add another dimension to Chi-
na’s state secrets laws. Specifically, the provisions apply to state
secrets enforcement actions related to economic issues and penalize
any improper benefits gained through improper means.1?

1990 Measures for Implementing the Law on the Protection of State
Secrets

This regulation provides for what one report summarized as “ret-
roactive classification of information not already enumerated or
classified as a state secret.” 18

Information on U.S.-listed Chinese Firms

Chinese companies increasingly seek to raise capital in U.S. mar-
kets. A Chinese firm listed on an American exchange for the first
time in October 1992;1 today, NASDAQ and the New York Stock
Exchange combined list 88 Chinese companies.f The Securities and
Exchange Commission, the U.S.s primary enforcement agency,
maintains an Office of International Corporate Finance charged
with protecting U.S. investors by evaluating the completeness and
accuracy of materials from Chinese and other foreign firms.§ That
office’s chief, Paul Dudek, testified to the Commission that his staff

*Some evidence suggests that Chinese authorities have recently enforced these laws with
more vigor and with a broad interpretation. For example, Rebecca MacKinnon testified to the
Commission that “in 2008 arrests and indictments on charges of ‘endangering state security’—
the most common charge used in cases of political, religious, or ethnic dissent—more than dou-
bled for the second time in three years.” See U.S.-China Economic and Security Review Commis-
sion, Hearing on China’s Information Control Practices and the Implications for the United
States, written testimony of Rebecca MacKinnon, June 30, 2010.

TThe firm in question was China Brilliance Automotive, a minivan manufacturer. It listed on
the New York Stock Exchange. See Peter M. Friedman, “Risky Business: Can Faulty Country
Risk Factors in the Prospectuses of U.S.- Listed Chinese Companies Raise Violations of Securi-
ties Law?” Columbia Journal of Transnational Law (2005-2006): 245.

%A list of these companies can be found on the Bank of New York Mellon Depository Receipts
Directory at http://www.adrbnymellon.com/dr _directory.jsp. Users must select “China” from the
“Country” list and the desired exchange(s) from the “DR Exchange” list. Figures cited above are
accurate as of October 8, 2010.

§ The office is part of the Division of Corporate Finance, which “has primary responsibility
for overseeing disclosures by issuers of securities.” See U.S.-China Economic and Security Re-
view Commission, Hearing on China’s Information Control Practices and the Implications for the
United States, written testimony of Paul Dudek, June 30, 2010. Mr. Dudek testified in a per-
sonal capacity.
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must review “annual and other periodic reports” for approximately
950 foreign firms, including:

about a dozen large companies incorporated in China and
several dozen smaller companies that are incorporated in a
foreign country outside of China (typically the Cayman Is-
lands) that conduct substantially all of their business oper-
ations in China. Some of these companies disclose substan-
tial ownership by the Chinese government. 1°

Disclosure laws and norms are intended to ensure the smooth op-
eration of U.S. capital markets and serve as the Securities and Ex-
change Commission’s most potent tool to determine the accuracy
and completeness of information provided by companies listed on
U.S. exchanges. The United States requires companies to disclose
material information including assets, liabilities, operations, and
executives to provide necessary transparency for U.S. markets.*
These disclosure requirements ensure that potential investors can
make informed decisions about whether to purchase a given secu-
rity. According to testimony to the Commission by Peter M. Fried-
man, a New York-based lawyer, the Securities and Exchange Com-
mission requires disclosure for numerous categories of risk, includ-
ing “the lack of business history, adverse business experience, com-
petitive factors, and certain types of transactions with insiders.”
These disclosures are intended, he said, to clarify the “most signifi-
cant factors that make the offering speculative or risky.” 20

“Country risk” is one such category that has particular relevance
for Chinese companies, given that nation’s political and economic
features. Mr. Dudek testified that, in addition to risks that may af-
fect all foreign firms, such as changes in currency valuation:

companies from China typically address other factors as
well, such as risks associated with state ownership, the in-
creased role of the Chinese government in the Chinese econ-
omy, Chinese regulations restricting foreign ownership of a
Chinese company in certain industries, and the less devel-
oped state of legal principles and the civil law structure
governing business in China.2!

Given the implications of these risks, and the seriousness of nu-
merous others that affect the business environment in China, ques-
tions remain about the adequacy of Chinese corporate disclosures.
To this end, five trends in particular merit consideration: (1) the
Chinese Communist Party’s role in business; (2) other forms of
state intervention in firms and markets; (3) the lack of legal re-
course in cases of impropriety; (4) related-party transactions at
large, state-owned enterprises; and (5) the opacity of firms’ owner-
ship structures. These factors apply to China’s state-owned enter-
prises and, in some cases, private firms, as both now routinely seek
U.S. capital from investors. Each factor is discussed below.

*The Securities Act of 1933 holds that “material” information is that for which “there is a
substantial likelihood that a reasonable investor would attach importance in determining wheth-
er to purchase the security registered.” Subsequent case law has further clarified the standard.
See U.S.-China Economic and Security Review Commission, Hearing on China’s Information
Control Practices and the Implications for the United States, written testimony of Peter M.
Friedman, June 30, 2010.
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Chinese Communist Party Involvement

The Chinese Communist Party maintains a robust role in Chi-
nese business. This involvement is multidimensional, but firm con-
trol exercised over state-owned enterprise officials’ promotions and
transfers remains one of the central considerations from the stand-
point of business autonomy. Dr. James V. Feinerman, professor at
Georgetown Law School, testified that:

one remaining feature of the central planning system, a
politically controlled personnel system, still governs govern-
ment entities at all levels, including [state-owned enter-
prises]. China’s central government and Communist Party
committees have the ultimate authority over the selection,
appointment, and dismissal of top managers of almost all
large, strategic [state-owned enterprises]/ under the admin-
istration of the State Asset Supervision and Administration
Commission. Managers rotate through a revolving door be-
tween enterprise and government posting as they move up
the political ranks, in parallel with their rise within the
Communist Party.22

This practice appears to be institutionalized.23 Tellingly, these
frequent personnel shuffles can include transfers to and from gov-
ernment entities or between competitive state-owned enterprises.
Dr. Feinerman cited the banking sector as one example, where “the
top officials at China’s financial sector regulatory agencies, the cen-
tral bank, and the major state-owned banks are senior Chinese
Communist Party members, whose appointments are often dictated
by political considerations.”24 Moreover, he said, there is “virtually
no disclosure of Communist Party involvement in the appointment
process for managers, directors, and officers of [Chinese] enter-
prises, nor are the parallel positions of directors, officers, and
managers within the Communist Party described in their biog-
raphies.” 25

Asked whether the Securities and Exchange Commission should
require disclosure about the involvement of the Chinese Com-
munist Party in the operations of a U.S.-listed Chinese firm, Mr.
Dudek testified to the Commission that “that is something that I
think should be explored. ... [I]t clearly goes to not only the sort
of business and experience with the company, but also the impor-
tant relationships outside the company [that] should be disclosed
as well.” He noted that such a disclosure might not be appropriate
in every case. Mr. Dudek further testified that the Chinese Com-
munist Party is “not just another political party,” but acknowl-
edged that the Securities and Exchange Commission staff has
never requested clarification about a U.S.-listed Chinese state-
owned enterprise’s disclosure on Communist Party involvement in
a listed entity.26 Mr. Dudek further stated that the Securities and
Exchange Commission disclosure review processes are organized by
industry and do not necessarily include staff with country-specific
expertise.2?
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Other State Intervention in Firms and Markets

Chinese officials view large, state-owned enterprises as “quasi-
governmental agencies” as opposed to “independent, profit-making
commercial entities,” according to Dr. Jing Leng, assistant pro-
fessor of law at the University of Hong Kong.28 China’s state-
owned enterprises, therefore, are subject to government directives
regarding basic operations. The government can induce a state-
owned enterprise to purchase materials or services from other state
firms, regardless of price, quality, or availability. State-owned
banks can be forced to issue questionable loans to serve domestic
policy interests.

China’s leadership has sometimes combined personnel shifts with
broad market interventions severe enough to functionally rear-
range an entire sector. Perhaps the most illustrative example of
this practice came with a recent overhaul of China’s telecommuni-
cations industry, undertaken to strengthen and streamline the
field. After years of frequent adjustments, Chinese authorities
merged six state-owned enterprises into three companies: China
Mobile, China Telecom, and China Unicom. The head officials at
these firms, Wang Jianzhou, Wang Xiaochu, and Chang Xiaobing,
respectively, each have experience as a high-ranking executive at
one of his competition’s firms.2? Richard McGregor described this
series of moves as:

the equivalent of the [chief executive officer] of AT&T being
moved without notice to head its domestic U.S. competitor,
Verizon, with the Verizon chief being appointed to run
Sprint, at a time when all three companies were locked in
a bruising battle on pricing and industry standards.39

Lack of Legal Recourse

Legal action against a U.S.-listed Chinese firm could be difficult
or impossible to enforce. According to Dr. Feinerman, “Chinese
courts are not subject to any treaty or convention obligating them
to recognize judgments by courts in the [United States].”31 The
case of now-defunct First Natural, a mainland China-based, Hong
Kong-listed seafood company, illustrates the difficulty in legally en-
gaging entities in mainland China, even for regulators in Hong
Kong. As of June 2008, First Natural had almost $270 million in
net assets, according to the South China Morning Post. But by Jan-
uary 2009, Hong Kong’s High Court declared the firm insolvent,
and subsequent reports noted improper bookkeeping practices. The
firm’s Hong Kong investors, however, had no mechanisms by which
to pursue legal action, given the absence of a joint rendition treaty
between Hong Kong and the mainland.32

In the event of a similar scenario in the United States, any en-
forcement actions against a Chinese firm would require “extensive
assistance” from a regulator within China because, according to
Mr. Dudek, “the Securities and Exchange Commission’s compulsory
processes are not effective in foreign countries.”33 He went on to
testify that the Securities and Exchange Commission has “very
good relations ... from an enforcement point of view with the
[China Securities Regulatory Commission],” 34 China’s main securi-
ties enforcement agency. Problematically, however, aside from its
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role as a “disclosure watchdog,” the China Securities Regulatory
Commission is also charged with the sometimes conflicting role of
promoting investment in the Chinese stock market.25 This could
conceivably limit cooperation in some contexts.

Related-party Transactions at Large, State-owned Enterprises

Financial obligations and relationships between large, state-
owned enterprises and their associated “spin-off” firms can be ex-
ceedingly difficult to understand. Dr. Feinerman testified to the
Commission that “the extent of related-party transactions as well
as their full disclosure may prove problematic; in [China], such
transactions are often numerous, complex, and inadequately dis-
closed.”36 According to Dr. Leng, state-owned enterprises some-
times “hive off the best businesses of an inefficient state giant and
then repackage them into a new [subsidiary] company with strong-
er management to set up a listing entity, and finally sell shares of
the new firm to the public.” The new subsidiary may then engage
in “unsecured business dealings” with the parent company (i.e., the
unprofitable remains of the state-owned enterprise) in which the
new entity is required to lend financial support to the parent
firm.37 For example, in 2004, purchasers of China Life’s initial pub-
lic offering filed a class action lawsuit against the company, claim-
ing it failed to disclose a $652 million financial fraud perpetrated
by its parent company.38

Asked about the Securities and Exchange Commission’s view of
such related-party transactions, Mr. Dudek testified that “[wle
don’t make any judgments. We make sure that [transactions] are
disclosed.” 39 The voluntary nature of U.S. disclosure requirements
further complicates matters, as the Securities and Exchange Com-
mission does not have full access to company records.

Opacity of Ownership Structures

Exact information about the ownership of U.S.-listed Chinese
firms remains difficult to discern. According to the testimony of Mr.
Friedman:

[Aln analysis of the ownership structures of [certain U.S.-
listed Chinese] companies raises some issues. The entities
listed in the U.S. are usually offshore holding companies
incorporated in the U.S. Cayman Islands or other domiciles
outside of China, and the operating entities and assets are
located in China. There is no easily searchable database or
other resource to verify the onshore ownership structure of
these companies. Nothing is usually disclosed in the
prospectuses to indicate any government involvement, but it
is difficult to know whether local or provincial governments
play a role in the operation of these companies and the ex-
tent of that role.4°

Potential investors must have a complete understanding of a list-
ed firm’s ownership in order to assess whether major stakeholders
in the company would necessarily act in the investor’s best inter-
ests. Foreign government entities in particular may not always be
willing or able to do so. In characterizing the risk posed by this
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issue, Mr. Friedman testified that “[i]t is not necessarily a problem
that local and provincial governments may be involved with these
companies in some capacity, but such disclosure is lacking.”41 The
key issue is transparency.

The five issues outlined above represent risks to U.S. investors.
Some are unique to China. Despite these problems, country risk
disclosures in the official filings of U.S.-listed Chinese companies
are composed of “relatively formulaic statements” that have not
materially changed in “content and language” since the first Chi-
nese company listed on a U.S. exchange in 1992, according to Dr.
Feinerman. He described these minimal changes, combined with an
overall reduction of content in prospectuses, as “worrisome from
[the] standpoint of disclosure of material information.”42 Dr.
Feinerman concluded that:

there is a decided trend away from more disclosure about
Chinese country risk. The language has changed very little
over the past decade, while [China] has changed greatly.
The boilerplate language found in the country risk section
raises the question of whether Chinese enterprises disclose
enough information to avoid potential liability under fed-
eral securities laws for material omissions or misrepresen-
tations in that section.*3

This boilerplate language filed by Chinese companies appears to
stem from the precedent-based nature of the Securities and Ex-
change Commission’s disclosure requirements. Both Dr. Feinerman
and Mr. Friedman testified to the Commission that companies pre-
paring disclosure documents refer back to, and largely reproduce,
previous disclosures made by listed firms in the same industry.44

Implications for the United States

China’s handling and control of information present serious im-
plications for the United States. First, China’s state secrets laws
are vague and designed to permit arbitrary enforcement, which
could be used to forward political objectives. Mr. Chang testified
that China’s new State Secrets Law “directly affects every Amer-
ican business operating in China,” given the possibility for unpre-
dictable legal charges.#5 This observation appears to be borne out
in the case of Xue Feng, an American geologist sentenced in July
to eight years in prison in China for purchasing publicly available
geological reports that Chinese authorities retroactively deemed to
be state secrets.#6 Citing such enforcement actions, Mr. Chang
noted that, in order to “obtain an advantage in commercial trans-
actions ... Beijing’s weapon of choice, it now appears, is the State
Secrets Law.” Similarly, in the case of American automotive engi-
neer Hu Zhicheng arrested in late 2008, Chinese authorities dem-
onstrated the willingness to enforce trade secrets provisions for
what Mr. Hu’s wife called “punishment over a business dispute.” 47

Second, Chinese firms’ recent disclosure practices in the United
States indicate a lack of transparency about key issues. This mani-
fests in several areas, including the use of boilerplate language
throughout official company filings and a general reduction in cov-
erage about specific Chinese “country risks.” The Securities and
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Exchange Commission reviews and clears the filings submitted by
all firms before the documents can be reviewed by the public. How-
ever, questions remain about whether the U.S. enforcement regime
is configured in such a way that would ensure sensitivity to unique
country risks. Specifically, the Securities and Exchange Commis-
sion’s Office of International Corporate Finance, according to testi-
mony by Mr. Dudek, is arranged by industry sector. This means
that experts charged with reviewing corporate information related
to, for example, telecommunications companies, might examine doc-
uments for such companies from any country in the world that
sought to list on a U.S. exchange. The absence of country expertise
increases the risks that Chinese firms could, for example, submit
prospectuses that do not fully disclose the role of the Chinese Com-
munist Party in all aspects of personnel decisions at state-owned
enterprises.

Finally, there is a potentially troubling nexus between China’s
state secrets regime and disclosures by U.S.-listed Chinese compa-
nies to U.S. regulatory bodies. According to Mr. Chang, China’s
“State Secrets Law can undermine American securities laws.” A
U.S.-listed Chinese firm could, for example, withhold information
that should be disclosed to U.S. regulators for fear of resulting
legal reprisals in China. Mr. Chang testified that companies bound
by two conflicting sets of law, one foreign and one domestic, gen-
erally “comply with the law of their home jurisdiction and ... vio-
late the laws of others.” 48 Finally, he noted that executives at:

larger state enterprises, the ones that actually list on Amer-
ican markets, ... are appointed by the Communist Party.
So it’s very unlikely that they are going to anger their supe-
riors at home by disclosing what they must under U.S. se-
curities law and thereby ... violate their own State Secrets
Law.4?

Conclusions

e The Chinese government refined its state and trade secrets re-
gime in 2010. This effort yielded some clarifications, but several
laws and regulations still contain broad language that allows for
ambiguous interpretation and arbitrary enforcement. In recent
years, Chinese authorities have enforced these provisions on U.S.
citizens doing business in China.

e For U.S.-listed Chinese firms, China’s state secrets laws could
conceivably conflict with U.S. disclosure requirements. If the
firms defer to the Chinese laws, U.S. investments could be at in-
creased risk.

e Official filings from U.S.-listed Chinese companies may not ade-
quately disclose material information that relates specifically to
China, such as the pervasiveness of Chinese Communist Party
influence in the day-to-day operations of state-owned enterprises
and their subsidiaries.



RECOMMENDATIONS

¢ The Commission recommends that Congress direct the Securities
and Exchange Commission to require that disclosure documents
filed by companies seeking to list on the U.S. exchanges identify
the Chinese Communist Party affiliation of board members and
senior corporate officials.

e The Commission recommends that Congress adopt legislation
mandating that the Securities and Exchange Commission retain
analysts with country-specific expertise to review filings from for-
eign companies, particularly Chinese companies.
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COMPREHENSIVE LIST OF
THE COMMISSION’S RECOMMENDATIONS

Chapter 1: The U.S.-China Trade and Economic Relationship

Section 1: The U.S.-China Trade and Economic Relationship’s

1.

2.

Current Status and Significant Changes During 2010

The Commission recommends that Congress urge the adminis-
tration to respond to China’s currency undervaluation by

a. working with U.S. trading partners to bring to bear on
China the enforcement provisions of all relevant inter-
national institutions; and

b. using the unilateral tools available to the U.S. government
to encourage China to help correct global imbalances and to
shift its economy to more consumption-driven growth.

The Commission recommends that Congress examine the effi-
cacy of the tools available to the U.S. government to address
market access-limiting practices by China not covered by its
WTO obligations, and, as necessary, develop new tools.

. The Commission recommends that Congress direct the U.S.

Department of the Treasury to monitor steps taken by China
to promote the international use of the RMB, with a focus on
the implications of such steps for the position of the U.S. dollar
as the world’s reserve currency.

Section 2: The Implications and Repercussions of China’s

4.

Holding U.S. Debt

The Commission recommends that Congress evaluate steps
that might be necessary to ensure that China’s currency ma-
nipulation, undervaluation, or misalignment does not adversely
affect the competitiveness of U.S. producers, including whether
it should initiate action under Section 301 of the Trade Act of
1974.

The Commission recommends that Congress urge the Depart-
ment of the Treasury to designate China as a currency manip-
ulator in its semiannual report.

The Commission recommends that Congress direct the Depart-
ment of the Treasury to fully account for all sales of U.S. gov-
ernment debt to foreign governments and holdings of U.S. gov-
ernment debt by foreign governments.
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Section 3: Evaluating China’s Past and Future Role in the

World Trade Organization

The Commission recommends that Congress urge the adminis-
tration to encourage China to develop a national, provincial,
and local procurement regime based on performance and value
rather than on local content and the origin of intellectual prop-
erty.

. The Commission recommends that Congress encourage USTR

to step up enforcement of WTO rules and U.S. laws by request-
ing consultations at the WTO on China’s noncompliance with
its obligations under WTO articles of accession, including de-
nial of national treatment, export restrictions, and illegal sub-
sidies. If China’s noncompliance is not adequately resolved
through such consultations, Congress should encourage USTR
to file a formal WTO complaint.

Chapter 2: China’s Activities Directly Affecting U.S. Security

Interests

Section 1: China’s Growing Air and Conventional Missile

9.

10.

11.

12.

13.

Capabilities

The Commission recommends that Congress require the De-
partment of Defense, as part of the appropriate Combatant
Commander’s annual posture statement to Congress, to report
on the adequacy of the U.S. military’s capacity to withstand a
Chinese air and missile assault on regional bases, as well as
a list of concrete steps required to further strengthen their
bases’ capacity to survive such an assault and continue or re-
sume operation.

The Commission recommends that Congress assess the ade-
quacy of resources available to Department of Defense’s pro-
grams that seek to defend U.S. forward-deployed bases. Key
programs include theater missile defense and early warning
systems, hardened structures and hangers, air defense sys-
tems, and runway repair kits.

The Commission recommends that Congress assess the ade-
quacy of resources available to Department of Defense pro-
grams that seek to counter China’s antiaccess capabilities. Key
programs include long-range strike platforms, electronic war-
fare systems, and advanced air-to-air platforms and weapons,
such as fifth generation fighters and air-to-air missiles.

The Commission recommends that Congress urge the Depart-
ment of Defense to continue to strengthen its interaction with
allies in the Western Pacific. In addition, the Department
should expand its outreach to other nations in Asia in order to
demonstrate the U.S.’s continued commitment to the region.

The Commission recommends that Congress urge the adminis-
tration to work with allies in the region to strengthen their air
and missile defense capabilities.
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Section 2: Developments in China’s Commercial and Military

14.

15.

16.

17.

Aviation Industry

The Commission recommends that Congress urge the adminis-
tration to investigate whether Beijing’s policies for developing
its aviation industry conflict with China’s World Trade Organi-
zation commitments. Specifically, the administration should
look into China’s requirement for offsets in exchange for mar-
ket access and government policies that favor domestic aviation
manufacturing firms over foreign ones.

The Commission recommends that Congress should review
with the Department of Justice whether or not any U.S. anti-
trust laws, rules, and regulations impede cooperation within
the aircraft manufacturing industry to resist Chinese offset de-
mands, and should legally authorize such cooperation, if nec-
essary.

The Commission recommends that Congress encourage the ad-
ministration to closely monitor the transfer of technology and
know-how from China’s commercial aviation sector to its mili-
tary aviation sector. Such monitoring should examine what im-
pact new cooperative production, technology-sharing or other
arrangements by U.S. or foreign firms might have in promoting
the development of China’s indigenous civilian and/or military
aviation production capabilities.

The Commission recommends that Congress hold hearings to
assess administration efforts to accelerate the certification by
the Federal Aviation Administration of Chinese indigenously
produced aircraft and what impact that may have on the sale
of U.S. aircraft.

Chapter 3: China in Asia

Section 1: China in Southeast Asia

18.

19.

20.

21.

The Commission recommends that Congress urge the adminis-
tration to continue to increase its engagement with Southeast
Asia diplomatically, economically, and militarily. Congress
should also press the administration to commit to annual U.S.-
ASEAN summits and, when possible, commit the President of
the United States to travel to Southeast Asia to attend the
meetings.

The Commission recommends that Congress urge the adminis-
tration to move quickly in appointing a new U.S. ambassador
to ASEAN.

The Commission recommends that Congress urge the adminis-
tration to press Beijing to make more transparent its planned
construction of hydropower dams along the Mekong River.

The Commission recommends that Congress require the U.S.
Department of Agriculture and other relevant government
agencies to submit a report detailing the impact that Chinese
hydroelectric dams along the Mekong River could potentially
have on the global food supply.
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Section 2: Taiwan

22.

23.

24.

25.

26.

27.

The Commission recommends that Congress direct the Depart-
ment of Defense to address the issue of Taiwan’s air defense
capabilities, to include a more detailed net assessment of Tai-
wan’s needs vis-a-vis China’s growing military air and missile
capabilities and an assessment of the impact that further dete-
rioration in Taiwan’s air defense capabilities could have on
U.S. forces in the event of U.S. involvement in a cross-Strait
scenario.

The Commission recommends that Congress encourage the ad-
ministration to continue to support the improving relationship
between Taiwan and China.

The Commission recommends that Congress encourage the ad-
ministration to identify ways to strengthen economic relations
between the United States and Taiwan in order to improve
Taiwan’s position in further economic negotiations with the
mainland.

The Commission recommends that Congress pass a joint reso-
lution reaffirming the importance of, and continued U.S. com-
mitment to, the Taiwan Relations Act of 1979.

The Commission recommends that Congress urge the adminis-
tration to encourage the People’s Republic of China to build up
the improved cross-Strait relationship by renouncing the use of
force in regard to resolving its dispute with Taiwan. Beijing
should also be encouraged to demonstrate its good intentions
by drawing down the number of short-range ballistic missile
forces deployed against Taiwan.

The Commission recommends that Congress encourage the ad-
ministration to continue to work with Taiwan to modernize its
armed forces, with particular emphasis on its air defense
needs.

Section 3: Hong Kong

28.

29.

30.

The Commission recommends that Congress reauthorize the
U.S.-Hong Kong Policy Act of 1992, which expired in 2007.

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

The Commission recommends that Congress encourage its
Members to raise the issue of preserving Hong Kong’s special
status when meeting with members of China’s National Peo-
ple’s Congress.
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Chapter 4: China’s Green Energy Policies and Efforts to
Promote the Alternative Energy Sector

Section 1: China’s Environmental and Green Energy Policies

31. The Commission recommends that Congress urge the adminis-
tration to seek from China more accurate reporting of its en-
ergy use and the resulting environmental effects, including its
carbon dioxide emissions. The Commission further recommends
that Congress encourage the administration to enhance coop-
eration with China to more effectively collect this information.

32. The Commission recommends that Congress identify and as-
sess the benefits and disadvantages of bilateral and multilat-
eral cooperation between the United States and China on green
energy and the environment. In its assessment, Congress
should examine whether the intellectual property rights of U.S.
companies are being protected.

33. The Commission recommends that Congress urge the adminis-
tration to work with the United Nations to revise its classifica-
tion of China as a developing country.

34. The Commission recommends that Congress encourage the ad-
ministration to include U.S. friends and allies in the devel-
oping world in its discussions with China on its clean energy
and climate change policies.

Section 2: U.S. and Chinese Efforts to Promote Alternative
Energy Manufacturing

35. The Commission recommends that if the United States is to
compete successfully in green technology manufacturing, Con-
gress should examine domestic programs available to U.S. pro-
ducers to ensure that these policies are an adequate response
to China’s strategic promotion of the green technology sector.

36. The Commission recommends that Congress urge the adminis-
tration to continue to press China to ensure that China’s mar-
ket is open to imported green technology products, including
solar, wind, and battery products.

37. The Commission recommends that Congress assess differing
policies in the United States and China on trade and tariffs in
the green technology sector with an aim to maximize U.S. com-
petitiveness.

Chapter 5: China and the Internet
Section 1: China’s Domestic Internet Censorship Activities

38. The Commission recommends that Congress and the adminis-
tration continue to raise censorship and Internet freedom as a
priority in their exchanges with Chinese officials.

39. The Commission recommends that Congress assess the effec-
tiveness of U.S.-sponsored programs, such as those that pro-
mote international broadcasting and Internet censorship cir-
cumvention, intended to facilitate uncensored communication
between Americans and people in China.
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The Commission recommends that Congress urge the adminis-
tration to pursue in international fora better protections of in-
formation on the Internet in order to facilitate trade.

Section 2: External Implications of China’s Internet-Related

41.

42.

43.

44.

45.

Activities

The Commission recommends that Congress request that the
administration periodically issue a single report about the vol-
ume and seriousness of exploitations and attacks targeting the
information systems of all federal agencies that handle sen-
sitive information related to diplomatic, intelligence, military,
and economic issues. To the extent feasible, these reports
should indicate points of origin for this malicious activity and
planned measures to mitigate and prevent future exploitations
and attacks.

The Commission recommends that Congress assess the effec-
tiveness of existing mechanisms that enable the private sector
to report confidentially instances of serious malicious activity
targeting their information systems. Congress should also work
with the administration to assess whether Department of De-
fense initiatives implemented in the past year to better secure
their information systems might serve as a model for how to
secure information systems at other large federal agencies. If
so, Congress should ensure that similar initiatives are appro-
priately resourced.

The Commission recommends that Congress urge the adminis-
tration to help U.S. companies resist attempts by Chinese au-
thorities to mandate or coerce foreign high-technology firms to
reveal sensitive product information as a quid pro quo for mar-
ket access in China.

Chapter 6: Information Controls

The Commission recommends that Congress direct the Securi-
ties and Exchange Commission to require that disclosure docu-
ments filed by companies seeking to list on the U.S. exchanges
identify the Chinese Communist Party affiliation of board
members and senior corporate officials.

The Commission recommends that Congress adopt legislation
mandating that the Securities and Exchange Commission re-
tain analysts with country-specific expertise to review filings
from foreign companies, particularly Chinese companies.
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ADDITIONAL VIEWS OF COMMISSIONERS
ROBIN CLEVELAND AND WILLIAM A. REINSCH

We support this year’s Report, although, as we note below, in
failing to fully reflect the balance the bilateral relationship de-
serves, it does a disservice to the Congress, which is entitled to
hear not simply what it wants but rather serious conclusions sup-
ported by thorough research and investigation.

Last year our remarks noted that the current government has
halted and in some areas reversed the uneven but consistent march
in the direction of a market economy of its predecessors. Instead
of concentrating on meeting its WTO obligations, welcoming foreign
investment and encouraging private sector activity, the government
has turned to selecting national champions, increasing subsidies
and selective tax benefits, creating new standards barriers and dis-
couraging joint ventures. We share the Commission’s concerns that
these actions will make China’s economic relations with the rest of
the world more acrimonious.

Notwithstanding these developments, China continues to be the
destination of choice for American companies interested in global
expansion. Moreover, while the Commission reports extensively on
China’s failures with regard to its WTO obligations and is critical
of the substantial cumulative trade deficits, balance is missing in
this account. For example, the U.S.-China Business Council reports
that export trade in goods has jumped 330 percent since WTO ac-
cession, with American companies experiencing better profit mar-
gins and real growth in their China market during 2009 when
sales and opportunities elsewhere in the world were shrinking.

The United States has taken on the unenviable task of trying to
persuade China to change policies that appear to be quite success-
ful for them in the short run. Much of that debate revolves around
the RMB exchange rate, which has become a proxy for the entire
relationship. There is no question the RMB is undervalued, and it
is in China’s interest, as well as everyone else’s, to rectify that. Its
continued refusal to do so despite growing international pressure is
a reflection of how difficult it is to move China away from a policy
of self-aggrandizement and bring it into the community of nations
working together to solve global problems. This will become even
more important as more and more problems become global. The ex-
change rate, however, is a problem that neither the Congress nor
the United States acting alone can resolve. As reflected in testi-
mony before the Commission, the administration must collaborate
closely with members of the G-20 to advance this matter to a satis-
factory conclusion. Only by developing and asserting a coherent,
collective position are we likely to secure Chinese cooperation. By
endorsing legislation that will not—and cannot—solve the ex-
change rate problem, the Commission has also missed an oppor-
tunity to focus more clearly on the other issues in our economic re-
lationship that could benefit both U.S. trade and interests.

The danger right now is that by responding to domestic political
imperatives, both sides might fundamentally misjudge the other
and not only miss an opportunity to build a more positive relation-
ship but actually drive us apart. The United States, recovering too
slowly from the worst recession in 80 years, seems tempted to act
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out of fear, blaming China for our economic problems, just as 20
years ago we blamed the Japanese. While blame is tempting—and
often well placed—it is our destiny we control, not theirs. Faulting
them for doing things in their own interest is emotionally satis-
fying but ultimately an empty gesture. Our politicians serve our
people best when they act in our interests and when they persuade
the Chinese to work with us in pursuit of common interests.

Conversely, there is growing evidence on the political front to
suggest China is acting out of misplaced confidence, bullying its
neighbors and resisting efforts to reach international agreement on
a range of issues. Most notable among the latter has been climate
change where, despite pursuing domestic “green” policies that are
more far-reaching than our own, China has steadfastly resisted an
international agreement that would probably require them to do
little more than they are already doing on their own. Further, we
share our colleagues’ concerns about the government’s oppressive
use of censorship and restrictions on internal political discourse, es-
pecially the recent response to the Nobel Committee’s decision to
award Liu Xiaobo the 2010 Peace Prize, but more balance in cov-
erage of political developments would have improved the Commis-
sion’s report. In recent days, senior party officials have commented
that there is a need for political openness to accompany the eco-
nomic reforms the government has implemented. It is too early to
determine whether these voices for political reform will make a dif-
ference; however, it is our view that the Commission’s criticism of
Chinese political repression should be matched by a more thorough
account of these internal voices struggling to gain traction. Calling
attention only to the patterns of oppression is a disservice to the
very people most likely to secure meaningful change.

As noted by the United Nations Development Fund, the last two
decades of rapid economic development have “generated the most
rapid decline in absolute poverty ever witnessed.” China is one of
very few nations that have already achieved the Millennium Devel-
opment goal to halve the number of people living in extreme pov-
erty by 2015. These are impressive achievements and speak to both
the capacity and impact China’s leaders have had in guiding na-
tional economic progress. However, if China wishes to assume a
global role commensurate with its size, potential, and aspirations,
it must understand and be prepared to assume the obligations of
leadership, which require a degree of self-abnegation. China’s lead-
ers have demonstrated that they have a clear understanding of
what is in their immediate interest. Their challenge will be to dem-
onstrate they also understand what is in the larger interest of the
global system of which they are a part, that the health of that sys-
tem is inextricably tied with their own, and that they are prepared
to act on that understanding.
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ADDITIONAL VIEWS OF COMMISSIONER
DENNIS C. SHEA

One could read this Report and reasonably come away with the
impression that China is the primary culprit for the economic prob-
lems we are experiencing in the United States. So let’s be clear:
The economic mess in which America finds itself today is largely
of our own making.

Comprehensively detailing the sources of our economic troubles
and describing the steps needed to restore America’s economy and
international competitiveness are subjects that fall outside the
mandate and competence of this Commission. Other organizations
and government-sponsored groups have examined these important
topics and will continue to do so. In my view, restraining excessive
government spending, adopting tax policies that encourage invest-
ment and savings, and supporting the entrepreneurs and risk-tak-
ers in our country are just some of the actions we need to take. Ad-
mittedly, achieving even these goals will require a level of political
discipline in Washington that we have not seen for many years.
But, in the end, we are masters of our own fate.

To say that the United States is primarily responsible for its own
economic problems, however, does not mean that China is a blame-
less party. China continues to undervalue its own currency to the
detriment of U.S. exporters and our manufacturing sector. The pur-
pose of this policy is pure self-interest: to support a level of employ-
ment in China considered necessary for social stability and the
maintenance of political control by the Chinese Communist Party.
Chinese Prime Minister Wen Jiabao perhaps spoke more candidly
than he intended when he warned that any significant appreciation
in the RMB might lead to “social and economic turbulence” as Chi-
nese exporting companies closed their gates and migrant workers
were forced to return to their villages.

Similarly, the year 2010 marked a shift in Chinese policy toward
a more robust state-directed capitalism and saw the erection of a
number of trade-distorting barriers around Chinese domestic mar-
kets considered of strategic importance. The implementation of an
“indigenous innovation” policy, the imposition of export restraints
on critical rare earth metals, and the apparent lack of access by
some western companies to the Chinese “green technology” market
are a few examples of these disturbing trends.

To insist that China reverse these protectionist policies, abide by
its international commitments, and play a constructive role on the
global stage cannot fairly be characterized as “China-bashing,” a
term too often used to denigrate those with legitimate concerns
about Chinese government actions.

This Report also documents China’s growing air and conventional
missile capabilities while also highlighting the deteriorating quality
of Taiwan’s air force. While the Report recommends that Congress
encourage the administration to continue to work with Taiwan to
modernize its armed forces and particularly its air force, I would
have preferred a more specific recommendation: Consistent with
the obligations of the United States under the Taiwan Relations
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Act of 1979, Congress should urge the administration to sell Tai-
wan the F-16s it has requested. Strengthening Taiwan’s air de-
fense capabilities in this way will send an important signal about
America’s commitment to regional security in East Asia and will
help instill Taiwan with greater confidence as it continues down
the welcome path of enhancing its economic, diplomatic, and cul-
tural ties with its more powerful neighbor.



APPENDIX I

UNITED STATES-CHINA ECONOMIC AND
SECURITY REVIEW COMMISSION CHARTER

22 U.S.C. 7002 (2001)

The Commission was created on October 30, 2000, by the Floyd
D. Spence National Defense Authorization Act for 2001 § 1238,
Pub. L. No. 106-398, 114 STAT. 1654A-334 (2000) (codified at 22
U.S.C. §7002 (2001), as amended by the Treasury and General
Government Appropriations Act for 2002 § 645 (regarding employ-
ment status of staff) & §648 (regarding changing annual report
due date from March to June), Pub. L. No. 107-67, 115 STAT. 514
(November 12, 2001); as amended by Division P of the “Consoli-
dated Appropriations Resolution, 2003,” Pub. L. No. 108-7 (Feb-
ruary 20, 2003) (regarding Commission name change, terms of
Commissioners, and responsibilities of Commission); as amended
by Pub. L. No. 109-108 (enacted November 22, 2005) (regarding re-
sponsibilities of Commission and applicability of FACA); as amend-
ed by Pub. L. No. 110-161 (enacted December 26, 2007) (regarding
changing annual report due date from June to December; reporting
unobligated balances and submission of quarterly financial reports;
deemed Commission a committee of Congress for printing and bind-
ing costs; amended employee compensation levels, and performance-
based reviews and awards subject to Title 5 USC; and directed that
travel by members of the Commission and its staff shall be ar-
ranged and conducted under the rules and procedures applying to
travel by members of the House of Representatives and its staff).

§7002. United States-China Economic and Security Review
Commission

(a) Purposes. The purposes of this section are as follows:

(1) To establish the United States-China Economic and Security
Review Commission to review the national security implications of
trade and economic ties between the United States and the People’s
Republic of China.

(2) To facilitate the assumption by the United States-China Eco-
nomic and Security Review Commission of its duties regarding the
review referred to in paragraph (1) by providing for the transfer to
that Commission of staff, materials, and infrastructure (including
leased premises) of the Trade Deficit Review Commission that are
appropriate for the review upon the submittal of the final report
of the Trade Deficit Review Commission.

(b) Establishment of United States-China Economic and Security
Review Commission.
(281)
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(1) In general. There is hereby established a commission to be
known as the United States-China Economic and Security Review
Commission (in this section referred to as the “Commission”).

(2) Purpose. The purpose of the Commission is to monitor, inves-
tigate, and report to Congress on the national security implications
of the bilateral trade and economic relationship between the United
States and the People’s Republic of China.

(3) Membership. The United States-China Economic and Security
Review Commission shall be composed of 12 members, who shall
be appointed in the same manner provided for the appointment of
members of the Trade Deficit Review Commission under section
127(c)(3) of the Trade Deficit Review Commission Act (19 U.S.C.
2213 note), except that—

(A) Appointment of members by the Speaker of the House of Rep-
resentatives shall be made after consultation with the chairman of
the Committee on Armed Services of the House of Representatives,
in addition to consultation with the chairman of the Committee on
Ways and Means of the House of Representatives provided for
under clause (iii) of subparagraph (A) of that section;

(B) Appointment of members by the President pro tempore of the
Senate upon the recommendation of the majority leader of the Sen-
ate shall be made after consultation with the chairman of the Com-
mittee on Armed Services of the Senate, in addition to consultation
with the chairman of the Committee on Finance of the Senate pro-
vided for under clause (i) of that subparagraph;

(C) Appointment of members by the President pro tempore of the
Senate upon the recommendation of the minority leader of the Sen-
ate shall be made after consultation with the ranking minority
member of the Committee on Armed Services of the Senate, in ad-
dition to consultation with the ranking minority member of the
Committee on Finance of the Senate provided for under clause (ii)
of that subparagraph;

(D) Appointment of members by the minority leader of the House
of Representatives shall be made after consultation with the rank-
ing minority member of the Committee on Armed Services of the
House of Representatives, in addition to consultation with the
ranking minority member of the Committee on Ways and Means of
the House of Representatives provided for under clause (iv) of that
subparagraph;

(E) Persons appointed to the Commission shall have expertise in
national security matters and United States-China relations, in ad-
dition to the expertise provided for under subparagraph (B)GA)(I) of
that section;

(F) Each appointing authority referred to under subparagraphs
(A) through (D) of this paragraph shall—

(i) appoint 3 members to the Commission,;

(ii) make the appointments on a staggered term basis, such
that—

(I) 1 appointment shall be for a term expiring on December 31,
2003;

(IT) 1 appointment shall be for a term expiring on December 31,
2004; and

(IIT) 1 appointment shall be for a term expiring on December 31,
2005;
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(ii1) make all subsequent appointments on an approximate 2-year
term basis to expire on December 31 of the applicable year; and

(iv) make appointments not later than 30 days after the date on
which each new Congress convenes.

(G) Members of the Commission may be reappointed for addi-
tional terms of service as members of the Commission; and

(H) Members of the Trade Deficit Review Commission as of the
date of the enactment of this Act [enacted Oct. 30, 2000] shall
serve as members of the United States-China Economic and Secu-
rity Review Commission until such time as members are first ap-
pointed to the United States-China Economic and Security Review
Commission under this paragraph.

(4) Retention of support. The United States-China Economic and
Security Review Commission shall retain and make use of such
staff, materials, and infrastructure (including leased premises) of
the Trade Deficit Review Commission as the United States-China
Economic and Security Review Commission determines, in the
judgment of the members of the United States-China Economic and
Security Review Commission, are required to facilitate the ready
commencement of activities of the United States-China Economic
and Security Review Commission under subsection (c) or to carry
out such activities after the commencement of such activities.

(5) Chairman and vice chairman. The members of the Commis-
sion shall select a Chairman and Vice Chairman of the Commission
from among the members of the Commission.

(6) Meetings.

(A) Meetings. The Commission shall meet at the call of the
Chairman of the Commission.

(B) Quorum. A majority of the members of the Commission shall
constitute a quorum for the transaction of business of the Commis-
sion.

(7) Voting. Each member of the Commission shall be entitled to
one vote, which shall be equal to the vote of every other member
of the Commission.

(¢) Duties.

(1) Annual report. Not later than June 1 each year [beginning in
2002], the Commission shall submit to Congress a report, in both
unclassified and classified form, regarding the national security im-
plications and impact of the bilateral trade and economic relation-
ship between the United States and the People’s Republic of China.
The report shall include a full analysis, along with conclusions and
recommendations for legislative and administrative actions, if any,
of the national security implications for the United States of the
trade and current balances with the People’s Republic of China in
goods and services, financial transactions, and technology trans-
fers. The Commission shall also take into account patterns of trade
and transfers through third countries to the extent practicable.

(2) Contents of report. Each report under paragraph (1) shall in-
clude, at a minimum, a full discussion of the following:

(A) The portion of trade in goods and services with the United
States that the People’s Republic of China dedicates to military
systems or systems of a dual nature that could be used for military
purposes.
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(B) The acquisition by the People’s Republic of China of advanced
military or dual-use technologies from the United States by trade
(including procurement) and other technology transfers, especially
those transfers, if any, that contribute to the proliferation of weap-
ons of mass destruction or their delivery systems, or that under-
mine international agreements or United States laws with respect
to nonproliferation.

(C) Any transfers, other than those identified under subpara-
graph (B), to the military systems of the People’s Republic of China
made by United States firms and United States-based multi-
national corporations.

(D) An analysis of the statements and writing of the People’s Re-
public of China officials and officially-sanctioned writings that bear
on the intentions, if any, of the Government of the People’s Repub-
lic of China regarding the pursuit of military competition with, and
leverage over, or cooperation with, the United States and the Asian
allies of the United States.

(E) The military actions taken by the Government of the People’s
Republic of China during the preceding year that bear on the na-
tional security of the United States and the regional stability of the
Asian allies of the United States.

(F) The effects, if any, on the national security interests of the
United States of the use by the People’s Republic of China of finan-
cial transactions and capital flow and currency manipulations.

(G) Any action taken by the Government of the People’s Republic
of China in the context of the World Trade Organization that is ad-
verse or favorable to the United States national security interests.

(H) Patterns of trade and investment between the People’s Re-
public of China and its major trading partners, other than the
United States, that appear to be substantively different from trade
and investment patterns with the United States and whether the
(Siifferences have any national security implications for the United

tates.

(I) The extent to which the trade surplus of the People’s Republic
of China with the United States enhances the military budget of
the People’s Republic of China.

(J) An overall assessment of the state of the security challenges
presented by the People’s Republic of China to the United States
and whether the security challenges are increasing or decreasing
from previous years.

(3) Recommendations of report. Each report under paragraph (1)
shall also include recommendations for action by Congress or the
President, or both, including specific recommendations for the
United States to invoke Article XXI (relating to security exceptions)
of the General Agreement on Tariffs and Trade 1994 with respect
to the People’s Republic of China, as a result of any adverse impact
on the national security interests of the United States.

(d) Hearings.

(1) In general. The Commission or, at its direction, any panel or
member of the Commission, may for the purpose of carrying out
the provisions of this section, hold hearings, sit and act at times
and places, take testimony, receive evidence, and administer oaths
to the extent that the Commission or any panel or member con-
siders advisable.
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(2) Information. The Commission may secure directly from the
Department of Defense, the Central Intelligence Agency, and any
other Federal department or agency information that the Commis-
sion considers necessary to enable the Commission to carry out its
duties under this section, except the provision of intelligence infor-
mation to the Commission shall be made with due regard for the
protection from unauthorized disclosure of classified information
relating to sensitive intelligence sources and methods or other ex-
ceptionally sensitive matters, under procedures approved by the Di-
rector of Central Intelligence.

(3) Security. The Office of Senate Security shall—

(A) provide classified storage and meeting and hearing spaces,
when necessary, for the Commission; and

(B) assist members and staff of the Commission in obtaining se-
curity clearances.

(4) Security clearances. All members of the Commission and ap-
propriate staff shall be sworn and hold appropriate security clear-
ances.

(e) Commission personnel matters.

(1) Compensation of members. Members of the United States-
China Economic and Security Review Commission shall be com-
pensated in the same manner provided for the compensation of
members of the Trade Deficit Review Commission under section
127(g)(1) and section 127(g)(6) of the Trade Deficit Review Commis-
sion Act [19 U.S.C. 2213 note].

(2) Travel expenses. Travel expenses of the United States-China
Economic and Security Review Commission shall be allowed in the
same manner provided for the allowance of the travel expenses of
the Trade Deficit Review Commission under section 127(g)(2) of the
Trade Deficit Review Commission Act [19 U.S.C § 2213 note].

(3) Staff. An executive director and other additional personnel for
the United States-China Economic and Security Review Commis-
sion shall be appointed, compensated, and terminated in the same
manner provided for the appointment, compensation, and termi-
nation of the executive director and other personnel of the Trade
Deficit Review Commission under section 127(g)(3) and section
127(g)(6) of the Trade Deficit Review Commission Act [19 U.S.C.
§ 2213 note]. The executive director and any personnel who are em-
ployees of the United States-China Economic and Security Review
Commission shall be employees under section 2105 of title 5,
United States Code, for purposes of chapters 63, 81, 83, 84, 85, 87,
89, and 90 of that title [language of 2001 amendment, Sec. 645].

(4) Detail of government employees. Federal Government employ-
ees may be detailed to the United States-China Economic and Se-
curity Review Commission in the same manner provided for the de-
tail of Federal Government employees to the Trade Deficit Review
Commission under section 127(g)(4) of the Trade Deficit Review
Commission Act [19 U.S.C. §2213 note].

(5) Foreign travel for official purposes. Foreign travel for official
purposes by members and staff of the Commission may be author-
ized by either the Chairman or the Vice Chairman of the Commis-
sion.

(6) Procurement of temporary and intermittent services. The
Chairman of the United States-China Economic and Security Re-
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view Commission may procure temporary and intermittent services
for the United States-China Economic and Security Review Com-
mission in the same manner provided for the procurement of tem-
porary and intermittent services for the Trade Deficit Review Com-
mission under section 127(g)(5) of the Trade Deficit Review Com-
mission Act [19 U.S.C. § 2213 notel].

(f) Authorization of appropriations.

(1) In general. There is authorized to be appropriated to the
Commission for fiscal year 2001, and for each fiscal year thereafter,
such sums as may be necessary to enable the Commission to carry
out its functions under this section.

(2) Availability. Amounts appropriated to the Commission shall
remain available until expended.

(g) Federal Advisory Committee Act. The provisions of the Fed-
eral Advisory Committee Act (5 U.S.C. App.) shall not apply to the
Commission.

(h) Effective date. This section shall take effect on the first day
of the 107th Congress.

Amendments:

SEC. 645. (a) Section 1238(e)(3) of the Floyd D. Spence National
Defense Authorization Act for Fiscal Year 2001 (as enacted by Pub-
lic Law 106-398) is amended by adding at the end the following:
“The executive director and any personnel who are employees of
the United States-China Economic and Security Review Commis-
sion shall be employees under section 2105 of title 5, United States
Code, for purposes of chapters 63, 81, 83, 84, 85, 87, 89, and 90 of
that title.” (b) The amendment made by this section shall take ef-
fect on January 3, 2001.”

SEC. 648. DEADLINE FOR SUBMISSION OF ANNUAL RE-
PORTS BY UNITED STATES-CHINA ECONOMIC AND SECU-
RITY REVIEW COMMISSION. Section 1238(c)(1) of the Floyd D.
Spence National Defense Authorization Act for Fiscal Year 2001 (as
enacted into law by section I of Public Law 106-398) is amended
by striking “March” and inserting “June”.

Changes: Enacted into law by Division P of the “Consolidated
Appropriations Resolution, 2003” Pub. L. No. 108-7 dated Febru-
ary 20, 2003:

H. J. Res. 2—

DIVISION P—UNITED STATES-CHINA ECONOMIC AND SE-
CURITY REVIEW COMMISSION

SECTION 1. SHORT TITLE.—This division may be cited as the
“United States-China Economic and Security Review Commission”.

SEC. 2. (a) APPROPRIATIONS.—There are appropriated, out of
any funds in the Treasury not otherwise appropriated, $1,800,000,
to remain available until expended, to the United States-China
Economic and Security Review Commission.

(b) NAME CHANGE.—

(1) IN GENERAL.—Section 1238 of the Floyd D. Spence National
Defense Authorization Act of 2001 (22 U.S.C. 7002) is amended—
as follows:
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In each Section and Subsection where it appears, the name is
changed to the “U.S.-CHINA ECONOMIC AND SECURITY RE-
VIEW COMMISSION"—

(2) REFERENCES.—Any reference in any Federal law, Executive
Order, rule, regulation, or delegation of authority, or any document
of or relating to the United States-China Security Review Commis-
sion shall be deemed to refer to the United States-China Economic
and Security Review Commission.

(c) MEMBERSHIP, RESPONSIBILITIES, AND TERMS.—

(1) IN GENERAL.—Section 1238(b)(3) of the Floyd D. Spence
National Defense Authorization Act of 2001 (22 U.S.C. 7002) is
amended by striking subparagraph (F) and inserting the following:

“(F) each appointing authority referred to under subparagraphs
(A) through (D) of this paragraph shall—

“(i) appoint 3 members to the Commission;

“(ii)) make the appointments on a staggered term basis, such
that—

“(I) 1 appointment shall be for a term expiring on December 31,
2003;

“(II) 1 appointment shall be for a term expiring on December 31,
2004; and

“(III) 1 appointment shall be for a term expiring on December 31,
2005;

“(iii) make all subsequent appointments on an approximate 2-
year term basis to expire on December 31 of the applicable year;
and

“(iv) make appointments not later than 30 days after the date on
which each new Congress convenes;”.

SEC. 635. (a) Modification of Responsibilities.—Notwithstanding
any provision of section 1238 of the Floyd D. Spence National De-
fense Authorization Act for Fiscal Year 2001 (22 U.S.C. 7002), or
any other provision of law, the United States-China Economic and
Security Review Commission established by subsection (b) of that
section shall investigate and report exclusively on each of the fol-
lowing areas:

(1) PROLIFERATION PRACTICES.—The role of the People’s Re-
public of China in the proliferation of weapons of mass destruction
and other weapons (including dual use technologies), including ac-
tions, the United States might take to encourage the People’s Re-
public of China to cease such practices.

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

(3) ENERGY.—The effect of the large and growing economy of
the People’s Republic of China on world energy supplies and the
role the United States can play (including joint research and devel-
opment efforts and technological assistance), in influencing the en-
ergy policy of the People’s Republic of China.
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(4) UNITED STATES CAPITAL MARKETS.—The extent of ac-
cess to and use of United States capital markets by the People’s
Republic of China, including whether or not existing disclosure and
transparency rules are adequate to identify People’s Republic of
China companies engaged in harmful activities.

(5) REGIONAL ECONOMIC AND SECURITY IMPACTS.—The
triangular economic and security relationship among the United
States, Taipei and the People’s Republic of China (including the
military modernization and force deployments of the People’s Re-
public of China aimed at Taipei), the national budget of the Peo-
ple’s Republic of China, and the fiscal strength of the People’s Re-
public of China in relation to internal instability in the People’s Re-
public of China and the likelihood of the externalization of prob-
lems arising from such internal instability.

(6) UNITED STATES-CHINA BILATERAL PROGRAMS.—
Science and technology programs, the degree of non-compliance by
the People’s Republic of China with agreements between the
United States and the People’s Republic of China on prison labor
imports and intellectual property rights, and United States enforce-
ment policies with respect to such agreements.

(7) WORLD TRADE ORGANIZATION COMPLIANCE.—The
compliance of the People’s Republic of China with its accession
agreement to the World Trade Organization (WTO).

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

(b) Applicability of Federal Advisory Committee Act.—Subsection
(g) of section 1238 of the Floyd D. Spence National Defense Author-
ization Act for Fiscal Year 2001 is amended to read as follows:

(g) Applicability of FACA.—The provisions of the Federal Advi-
sory Committee Act (5 U.S.C. App.) shall apply to the activities of
the Commission.

The effective date of these amendments shall take effect on the
date of enactment of this Act [November 22, 2005].

Changes: Enacted into law by the Consolidated Appropriations Act,
2008, Pub. L. No. 110-161 dated December 26, 2007:

H.R. 2764—

For necessary expenses of the United States-China Economic and
Security Review Commission, $4,000,000, including not more than
$4,000 for the purpose of official representatlon to remain avail-
able until September 30, 2009: Provided, That the Commission
shall submit a spending plan to the Committees on Appropriations
no later than March 1, 2008, which effectively addresses the rec-
ommendations of the Government Accountability Office’s audit of
the Commission (GAO-07-1128): Provided further, That the Com-
mission shall provide to the Committees on Appropriations a quar-
terly accounting of the cumulative balances of any unobligated
funds that were received by the Commission during any previous
fiscal year: Provided further, That for purposes of costs relating to
printing and binding, the Commission shall be deemed, effective on
the date of its establishment, to be a committee of Congress: Pro-
vided further, That compensation for the executive director of the
Commission may not exceed the rate payable for level II of the Ex-
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ecutive Schedule under section 5314 of title 5, United States Code:
Provided further, That section 1238(c)(1) of the Floyd D. Spence
National Defense Authorization Act for Fiscal Year 2001, is amend-
ed by striking “June” and inserting “December”: Provided further,
That travel by members of the Commission and its staff shall be
arranged and conducted under the rules and procedures applying
to travel by members of the House of Representatives and its staff.

COMMISSION FINANCIAL MANAGEMENT

SEC. 118. (a) REQUIREMENT FOR PERFORMANCE RE-
VIEWS.—The United States-China Economic and Security Review
Commission shall comply with chapter 43 of title 5, United States
Code, regarding the establishment and regular review of employee
performance appraisals.

(b) LIMITATION ON CASH AWARDS.—The United States-
China Economic and Security Review Commission shall comply
with section 4505a of title 5, United States Code, with respect to
limitations on payment of performance-based cash awards.






APPENDIX II
BACKGROUND OF COMMISSIONERS

Daniel M. Slane, Chairman

Daniel Slane was reappointed to the Commission by House Re-
publican Leader John Boehner for a two-year term expiring on De-
cember 31, 2011. Chairman Slane was unanimously elected as the
Commission’s Chairman for the 2010 report cycle.

Chairman Slane served for two years on active duty as a U.S.
Army Captain in Military Intelligence; in addition he served for a
number of years as a case officer with the U.S. Central Intelligence
Agency. Chairman Slane worked in the White House during the
Ford Administration.

In 1996, Chairman Slane became a member of the Board of
Trustees of the Ohio State University, and was chairman from
2005-2006. Ohio State University is the nation’s largest university,
with an annual budget of over $4 billion. He is also the former
chairman of University Hospital, a 1,000 bed regional hospital in
Columbus, and the former chairman of the James Cancer Hospital,
a National Cancer Institute Comprehensive Cancer Center. Chair-
man Slane serves on the board of two financial institutions and a
number of nonprofit organizations.

Chairman Slane is the founder and co-owner of the Slane Com-
pany, whose principal business includes real estate development,
lumber, and furniture. Chairman Slane has extensive international
business experience, including operating a business in China. Prior
to becoming a member of the Commission, Chairman Slane manu-
factured plywood and related wood products at factories in Harbin,
Dalian, and Balu (Pizhou), China. In 2007, he sold his interest in
that company.

Chairman Slane received a Bachelor of Science in Business Ad-
ministration and a Juris Doctorate from the Ohio State University.
He holds a Master’s Degree in International Law from the Europa
Institute at the University of Amsterdam in the Netherlands.
Chairman Slane is a member of the Ohio Bar and formerly a part-
ner in the law firm of Grieser, Schafer, Blumenstiel, and Slane.

Carolyn Bartholomew, Vice Chairman

Carolyn Bartholomew was reappointed to the Commission by
House Speaker Nancy Pelosi for a two-year term expiring on De-
cember 31, 2011. Vice Chairman Bartholomew was elected as the
Commission’s vice chairman for the 2010 report cycle and pre-
viously served as the Commission’s Chairman for the 2007 and
2009 report cycles and served as the vice chairman for the 2006
and 2008 report cycles.

(291)



292

Vice Chairman Bartholomew has worked at senior levels in the
U.S. Congress, serving as counsel, legislative director, and chief of
staff to now House Democratic Leader Nancy Pelosi. Vice Chair-
man Bartholomew was a professional staff member on the House
Permanent Select Committee on Intelligence. She was also a legis-
lative assistant to then-U.S. Representative Bill Richardson.

In these positions, Vice Chairman Bartholomew was integrally
involved in developing U.S. policies on international affairs and se-
curity matters. She has particular expertise in U.S.-China rela-
tions, including issues related to trade, human rights, and the pro-
liferation of weapons of mass destruction. Vice Chairman Bar-
tholomew led efforts in the establishment and funding of global
AIDS programs and the promotion of human rights and democra-
tization in countries around the world. The vice chairman was a
member of the first Presidential Delegation to Africa to Investigate
the Impact of HIV/AIDS on Children, and a member of the Council
on Foreign Relations Congressional Staff Roundtable on Asian Po-
litical and Security Issues.

In addition to U.S.-China relations, the vice chairman’s areas of
expertise include terrorism, trade, proliferation of weapons of mass
destruction, human rights, U.S. foreign assistance programs, and
international environmental issues.

Currently, Vice Chairman Bartholomew serves on the Board of
Directors of the Kaiser Aluminum Corporation and the nonprofit
organizations Polaris Project and Asia Catalyst.

Vice Chairman Bartholomew received a Bachelor of Arts degree
from the University of Minnesota, a Master of Arts in Anthropology
from Duke University, and a Juris Doctorate from Georgetown Uni-
versity Law Center. The vice chairman is a member of the state
bar of California.

Daniel A. Blumenthal

Daniel Blumenthal was reappointed to the Commission by Sen-
ate Republican Leader Mitch McConnell for a two-year term expir-
ing December 31, 2011. Commissioner Blumenthal served as the
Commission’s vice chairman for the 2007 report cycle.

Commissioner Blumenthal was the country director for China,
Taiwan, and Hong Kong in the Office of the Assistant Secretary of
Defense for International Security Affairs, later becoming a senior
director for China, Taiwan, Hong Kong, and Mongolia during the
first term of President George W. Bush. Commissioner Blumenthal
developed and implemented defense policy toward China, Taiwan,
Hong Kong, and Mongolia. Commissioner Blumenthal was awarded
the Office of the Secretary of Defense Medal for Exceptional Public
Service.

Prior to joining the Defense Department, Commissioner Blumen-
thal was an associate attorney in the Corporate and Asia Practice
Groups at Kelly Drye & Warren LLP. Earlier, he was an editorial
and research assistant for Near East Policy.

Today, Commissioner Blumenthal is a resident fellow in Asian
Studies at the American Enterprise Institute for Public Policy Re-
search, and a research associate with the National Asia Research
Program. He is a member of the Academic Advisory Group of the
Congressional U.S.-China Working Group and has been a member
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of the Project 2049 Institute’s Board of Advisors since 2008. In ad-
dition, Commissioner Blumenthal has written extensively on na-
tional security issues.

Mr. Blumenthal received a Master of Arts in International Rela-
tions and International Economics from the Johns Hopkins Univer-
sity School of Advanced International Studies and a Juris Doc-
torate from Duke University.

Peter T.R. Brookes

Commissioner Brookes was reappointed to the Commission by
House Republican Leader John Boehner for a two-year term expir-
ing December 31, 2011.

Commissioner Brookes served in the George W. Bush Adminis-
tration as the deputy assistant secretary of Defense for Asian and
Pacific Affairs. Prior to joining the Bush Administration, Commis-
sioner Brookes was a professional staff member with the Com-
mittee on International Relations in the U.S. House of Representa-
tives. Before his service in the Congress, Commissioner Brookes
worked in the Central Intelligence Agency and for the State De-
partment at the United Nations.

Now, Commissioner Brookes is a senior fellow at The Heritage
Foundation and works to develop and communicate the founda-
tion’s stance on foreign policy and national security affairs through
media appearances, research, published articles, congressional tes-
timony, and speaking engagements. Commissioner Brookes writes
for the New York Post and is a contributing editor for the Armed
Forces Journal and Townhall magazines. Commissioner Brookes
has published more than 300 articles in over 50 newspapers, jour-
nals, and magazines.

Commissioner Brookes is the author of A Devil’s Triangle: Ter-
rorism, Weapons of Mass Destruction and Rogue States. Commis-
sioner Brookes has made many appearances as a commentator on
television and radio, and has been quoted by many of the world’s
largest newspapers and magazines. He is a frequent public speaker
both in the United States and abroad, including testifying before
both the U.S. Senate and House of Representatives on foreign pol-
icy, defense, and intelligence issues as an administration official
and a private citizen.

Commissioner Brookes is a decorated military veteran, having
served on active duty with the U.S. Navy in Latin America, Asia,
and the Middle East. He is a graduate of the U.S. Naval Academy,
the Defense Language Institute, the Naval War College, and the
Johns Hopkins University.

Robin Cleveland

Commissioner Cleveland is a principal with Olivet Consulting.
Commissioner Cleveland has three decades of legislative, manage-
ment, budget, and policy experience in national security and inter-
national economic and development affairs. She has served as the
counselor to the president of the World Bank and as the associate
director of the Office of Management and Budget at the White
House. In addition, Commissioner Cleveland has worked in a vari-
ety of positions serving U.S. Senator Mitch McConnell on the Sen-
ate Intelligence Committee, Foreign Relations Committee, and Ap-
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propriations Committee. During her tenure in the White House,
Commissioner Cleveland co-led the interagency effort to develop
two presidential initiatives: the Millennium Challenge Corporation
and the President’s Emergency Plan for AIDS Relief. These efforts
reflect her experience linking policy, performance, and resource
management.

Commissioner Cleveland graduated from Wesleyan University
with honors.

Jeffrey L. Fiedler

Commissioner Fiedler was reappointed to the Commission by
House Speaker Nancy Pelosi on December 16, 2009, for a third
term expiring December 31, 2011. Commissioner Fiedler is Assist-
ant to the general president, and director, Special Projects and Ini-
tiatives, for the International Union of Operating Engineers. Pre-
viously, he was President of Research Associates of America (RAA)
and the elected President of the Food and Allied Service Trades De-
partment, AFL-CIO (“FAST”). This constitutional department of
the AFL-CIO represented ten unions with a membership of 3.5
million in the United States and Canada. The focus of RAA, like
FAST before it, was organizing and bargaining research for work-
ers and their unions.

He served as a member of the AFL-CIO Executive Council com-
mittees on International Affairs, Immigration, Organizing, and
Strategic Approaches. He also served on the Board of Directors of
the Consumer Federation of America and is a member of the Coun-
cil on Foreign Relations.

In 1992, Commissioner Fiedler co-founded the Laogai Research
Foundation (LRF), an organization devoted to studying the forced
labor camp system in China. When the foundation’s executive di-
rector, Harry Wu, was detained in China in 1995, Commissioner
Fiedler coordinated the campaign to win his release. He still serves
as a director of the LRF.

Commissioner Fiedler has testified on behalf of the AFL—CIO be-
fore the Senate Foreign Relations Committee and the House Inter-
national Affairs Committee and its various subcommittees, as well
as the Trade Subcommittee of the House Ways and Means Com-
mittee concerning China policy. He attended three of the American
Assembly conferences on China sponsored by Columbia University
and has participated in a Council on Foreign Relations task force
and study group on China. He has been interviewed on CBS, NBC,
ABC, CNN, and CNBC on China policy, international trade issues,
human rights, and child labor.

A Vietnam veteran, Commissioner Fiedler served with the U.S.
Army in Hue in 1967-68. He received his B.A. in Political Science
from Southern Illinois University. He is married with two adult
children and resides in Virginia.

The Honorable Patrick A. Mulloy

Commissioner Patrick Mulloy has served four two-year terms as
a commissioner and was reappointed in 2009 by Senate Democratic
Leader Harry Reid for a new two-year term expiring December 31,
2011.



295

Commissioner Mulloy served as assistant secretary of Commerce
for Market Access and Compliance in the department’s Inter-
national Trade Administration during the Clinton Administration.
As assistant secretary, Commissioner Mulloy directed a trade pol-
icy unit of over 200 international trade specialists, which focused
worldwide on removing foreign barriers to U.S. exports and on en-
suring that foreign countries complied with trade agreements nego-
tiated with the United States. This activity involved discussions
both in the World Trade Organization and with individual govern-
ments. Commissioner Mulloy traveled extensively, meeting with
foreign leaders to advance market-opening programs in the Euro-
pean Union, China, India, Taiwan, Indonesia, Canada, and Central
and South America. He was also appointed by President Clinton to
serve as a member of the Commission on Security and Cooperation
in Europe.

Before becoming assistant secretary, Commissioner Mulloy held
various senior positions on the staff of the U.S. Senate Banking
Committee, including chief international counsel and general coun-
sel. In those positions, he contributed to much of the international
trade and finance legislation formulated by the committee, such as
the Foreign Bank Supervision Enhancement Act of 1991, the Ex-
port Enhancement Act of 1992, the Defense Production Act Amend-
ments of 1994, and titles of the Omnibus Trade and Competitive-
ness Act of 1988 that dealt with foreign bribery, foreign invest-
ment, exchange rates, and export controls.

Prior to his work in the Senate, Commissioner Mulloy was a sen-
ior attorney in the Antitrust Division of the Department of Justice,
where he directed a staff of lawyers and economists, who super-
vised participation of U.S. oil companies in the Paris-based Inter-
national Energy Agency. In earlier duties at the Justice Depart-
ment, he represented the United States in a variety of cases re-
lated to federal environmental laws, including criminal and civil
enforcement actions in various U.S. District Courts, several Circuit
Courts of Appeal, and the U.S. Supreme Court.

Commissioner Mulloy began his public service career as a For-
eign Service Officer, where he served in the Department of State’s
Office of United Nations Political Affairs, the Office of Inter-
national Environmental and Oceans Affairs, and as vice counsel in
the U.S. Consulate in Montreal, Canada.

Today, Commissioner Mulloy is a consultant to the president
emeritus of the Alfred P. Sloan Foundation and is an adjunct pro-
fessor of International Trade Law at the law schools of Catholic
University and George Mason University. He is a member of the
Asia Society and the Washington International Trade Association
and serves on the Advisory Board of the Center for the Study of
the Presidency and Congress. He has several times testified on
international trade and investment matters before committees of
the U.S. Senate and the House of Representatives.

Commissioner Mulloy, a native of Kingston, Pennsylvania, holds
an LL.M. from Harvard University Law School, a Juris Doctorate
from the George Washington University Law School, a Master of
Arts from the University of Notre Dame, and a Bachelor of Arts
from King’s College. Commissioner Mulloy is a member of the Dis-
trict of Columbia and Pennsylvania Bars. He resides in Alexandria,
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Virginia, with his wife Marjorie, and they have three adult chil-
dren.

The Honorable William A. Reinsch

Commissioner William Reinsch was reappointed to the Commis-
sion by Senate Democratic Leader Harry Reid for a term expiring
December 31, 2011.

Commissioner Reinsch served as under secretary for Export Ad-
ministration in the U.S. Department of Commerce. As head of the
Bureau of Export Administration, later named the Bureau of In-
dustry and Security, Commissioner Reinsch was charged with ad-
ministering and enforcing the export control policies of the U.S.
Government, including its anti-boycott laws. Major accomplish-
ments during his tenure included refocusing controls regarding eco-
nomic globalization, most notably on high-performance computers,
microprocessors, and encryption, completing the first revisions of
the Export Administration regulations in over 40 years. In addi-
tion, he revised the interagency process for reviewing applications
and permitted electronic filing of applications over the Internet.
During this time, Commissioner Reinsch delivered more than 200
speeches and testified 53 times before various committees of the
Congress.

Before joining the Department of Commerce, Commissioner
Reinsch was a senior legislative assistant to Senator John Rocke-
feller and was responsible for the senator’s work on trade, inter-
national economic policy, foreign affairs, and defense. He also pro-
vided staff support for Senator Rockefeller’s related efforts on the
Finance Committee and the Commerce, Science, and Transpor-
tation Committee.

For over a decade, Commissioner Reinsch served on the staff of
Senator John Heinz as chief legislative assistant, focusing on for-
eign trade and competitiveness policy issues. During that period,
Senator Heinz was either the chairman or the ranking member of
the Senate Banking Committee’s Subcommittee on International
Finance. Senator Heinz was also a member of the International
Trade Subcommittee of the Finance Committee. Commissioner
Reinsch provided support for the senator on both subcommittees.
This work included five revisions of the Export Administration Act
and work on four major trade bills. Prior to joining Senator Heinz’s
staff, Commissioner Reinsch was a legislative assistant to Rep-
resentatives Richard Ottinger and Gilbert Gude, acting staff direc-
tor of the House Environmental Study Conference, and a teacher
in Maryland.

Today Commissioner Reinsch is president of the National For-
eign Trade Council. Founded in 1914, the council is the only busi-
ness organization dedicated solely to trade policy, export finance,
international tax, and human resources issues. The organization
represents over 300 companies through its offices in New York City
and Washington.

In addition to his legislative and private sector work, Commis-
sioner Reinsch served as an adjunct associate professor at the Uni-
versity of Maryland University College Graduate School of Manage-
ment and Technology, teaching a course in international trade and
trade policy. He is also a member of the boards of the Middle East
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Institute, the Executive Council on Diplomacy, and KHI Services,
Incorporated.

Commissioner Reinsch’s publications include “Why China Mat-
ters to the Health of the U.S. Economy,” published in Economics
and National Security; and “The Role and Effectiveness of U.S. Ex-
port Control Policy in the Age of Globalization” and “Export Con-
trols in the Age of Globalization,” both published in The Monitor.
In addition, Commissioner Reinsch has published “Should Uncle
Sam Control U.S. Technology Exports,” published in Insight Maga-
zine; “Encryption Policy Strikes a Balance,” published in the Jour-
nal of Commerce; and “Building a New Economic Relationship with
Japan,” published with others in Beyond the Beltway: Engaging the
Public in U.S. Foreign Policy.

The Honorable Dennis C. Shea

Commissioner Dennis Shea was reappointed by Senate Repub-
lican Leader Mitch McConnell for a two-year term expiring Decem-
ber 31, 2010. An attorney with more than 20 years of experience
in government and public policy, he is the founder of Shea Public
Strategies LLC, a government relations firm based in Alexandria,
Virginia. Before starting the firm, he served as vice president for
Government Affairs—Americas for Pitney Bowes Inc., a Fortune
500 company.

Commissioner Shea’s government service began in 1988, when he
joined the Office of Senate Republican Leader Bob Dole as counsel,
subsequently becoming the senator’s deputy chief of staff in the Of-
fice of the Senate Majority Leader. In these capacities, he advised
Senator Dole and other Republican senators on a broad range of
domestic policy issues, was involved in the drafting of numerous
pieces of legislation, and was recognized as one of the most influen-
tial staffers on Capitol Hill. In 1992, Commissioner Shea’s service
with Senator Dole was interrupted when he ran for Congress in the
Seventh District of New York.

During the 1996 elections, Commissioner Shea continued to help
shape the national public policy debate as the director of policy for
the Dole for President campaign. Following the elections, he en-
tered the private sector, providing legislative and public affairs
counsel to a wide range of clients while employed at BKSH & Asso-
ciates and Verner, Liipfert, Bernhard, McPherson, and Hand.

In 2003, Commissioner Shea was named the executive director of
the President’s Commission on the United States Postal Service.
Many of the commission’s recommendations were subsequently
adopted in the landmark 2006 postal reform legislation.

In 2004, Commissioner Shea was confirmed as assistant sec-
retary for Policy Development and Research at the U.S. Depart-
ment of Housing and Urban Development. As assistant secretary,
Commissioner Shea led a team responsible for conducting much of
the critical analysis necessary to support the department’s mission.
In 2005, Commissioner Shea left to serve as senior advisor to Sen-
ator Elizabeth Dole in her capacity as chairman of the National Re-
publican Senatorial Committee.

Commissioner Shea received a J.D., an M.A. in History, and a
B.A. in Government, from Harvard University. He is admitted to
the bar in New York and the District of Columbia. The Commis-
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sioner currently resides in Alexandria, Virginia, with his wife Eliz-
abeth and daughter Juliette.

Peter Videnieks

Commissioner Videnieks has served on the Commission since
January 2007.

Prior to his appointment, Commissioner Videnieks served on the
staff of Senator Robert Byrd as an advisor on international affairs
and energy issues. He also served on the staffs of the U.S. Trade
Deficit Review Commission and the U.S.-China Economic and Se-
curity Review Commission. Commissioner Videnieks was pre-
viously a contracting officer for NASA, the Department of Justice,
and a Division Director with U.S. Customs. He has also served as
a revenue officer with the IRS.

Commissioner Videnieks received his Bachelor of Arts in Eco-
nomics from the University of Maryland and his Master of Science
in Administration with a concentration in procurement and con-
tracting from the George Washington University. Born in Latvia,
Commissioner Videnieks lives with his wife Barbara on a farm in
Northern Virginia.

Michael R. Wessel

Commissioner Michael R. Wessel, an original member of the
U.S.-China Economic and Security Review Commission, was re-
appointed by House Speaker Nancy Pelosi for a two-year term ex-
piring December 31, 2010.

Commissioner Wessel served on the staff of House Democratic
Leader Richard Gephardt for more than two decades, leaving his
position as general counsel in March 1998. In addition, Commis-
sioner Wessel was Congressman Gephardt’s chief policy advisor,
strategist, and negotiator. He was responsible for the development,
coordination, management, and implementation of the Democratic
leader’s overall policy and political objectives, with specific respon-
sibility for international trade, finance, economics, labor, and tax-
ation.

During his more than 20 years on Capitol Hill, Commissioner
Wessel served in a number of positions: as Congressman Gep-
hardt’s principal Ways and Means aide, where he developed and
implemented numerous tax and trade policy initiatives. He partici-
pated in the enactment of every major trade policy initiative from
1978 until his departure in 1998. In the late 1980s, he was the ex-
ecutive director of the House Trade and Competitiveness Task
Force, where he was responsible for the Democrats’ trade and com-
petitiveness agenda as well as overall coordination of the Omnibus
Trade and Competitiveness Act of 1988.

Commissioner Wessel was intimately involved in the develop-
ment of comprehensive tax reform legislation in the early 1980s
and every major tax bill during his tenure. Beginning in 1989, he
became the principal advisor to the Democratic leadership on eco-
nomic policy matters and served as tax policy coordinator to the
1990 budget summit. In 1995, he developed the Ten Percent Tax
Plan, a comprehensive tax reform initiative that would enable
roughly four out of five taxpayers to pay no more than a 10 percent
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rate in federal income taxes; the principal Democratic tax reform
alternative.

In 1988, he served as national issues director for Congressman
Gephardt’s presidential campaign. During the 1992 presidential
campaign, he assisted the Clinton presidential campaign on a
broad range of issues and served as a senior policy advisor to the
Clinton Transition Office. In 2004, he was a senior policy advisor
to the Gephardt for President Campaign and later co-chaired the
Trade Policy Group for the Kerry presidential campaign. In 2008,
he was publicly identified as a trade and economic policy advisor
to the Obama presidential campaign.

He has coauthored a number of articles with Congressman Gep-
hardt and a book, An Even Better Place: America in the 21st Cen-
tury. Commissioner Wessel served as a member of the U.S. Trade
Deficit Review Commission in 1999-2000, a congressionally created
commission charged with studying the nature, causes, and con-
sequences of the U.S. merchandise trade and current account defi-
cits.

Today, Commissioner Wessel is president of The Wessel Group
Incorporated, a public affairs consulting firm offering expertise in
government, politics, and international affairs. He was formerly the
executive vice president at the Downey McGrath Group, Incor-
porated. Commissioner Wessel is a member of the Board of Direc-
tors of Goodyear Tire and Rubber.

Commissioner Wessel holds a Bachelor of Arts and a Juris Doc-
torate from the George Washington University. He is a member of
the bar of the District of Columbia and Pennsylvania and is a
member of the Council on Foreign Relations. He and his wife An-
drea have four children.

Larry M. Wortzel, Ph.D.

Larry Wortzel was reappointed by House Republican Leader
John Boehner for a two-year term expiring December 31, 2010.
Wortzel has served on the Commission since November 2001, was
the Commission’s chairman for the 2006 and 2009 report cycles,
and served as vice chairman for the 2009 report cycle.

A leading authority on China, Asia, national security, and mili-
tary strategy, Commissioner Wortzel had a distinguished career in
the U.S. Armed Forces. Following three years in the Marine Corps,
Commissioner Wortzel enlisted in the U.S. Army in 1970. His first
assignment with the Army Security Agency took him to Thailand,
where he focused on Chinese military communications in Vietnam
and Laos. Within three years, he had graduated from the Infantry
Officer Candidate School and the Airborne and Ranger schools.
After four years as an infantry officer, Commissioner Wortzel shift-
ed to military intelligence. Commissioner Wortzel traveled regu-
larly throughout Asia while serving in the U.S. Pacific Command
from 1978 to 1982. The following year, he attended the National
University of Singapore, where he studied advanced Chinese and
traveled in China and Southeast Asia. He next worked for the
under secretary of Defense for Policy, developing counterintel-
ligence programs to protect emerging defense technologies from for-
eign espionage. Also, the Commissioner managed programs to gath-
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er fogeign intelligence for the Army Intelligence and Security Com-
mand.

From 1988 to 1990, Commissioner Wortzel was the assistant
army attaché at the U.S. embassy in Beijing, where he witnessed
and reported on the Tiananmen Massacre. After assignments as an
army strategist and managing army intelligence officers, he re-
turned to China in 1995 as the army attaché. In December 1997,
Commissioner Wortzel became a faculty member of the U.S. Army
War College, and served as the director of the Strategic Studies In-
stitute. He retired from the army as a colonel.

Before his appointment to the U.S.-China Commission, Commis-
sioner Wortzel served as the director of the Asian Studies Center
and vice president for foreign policy at The Heritage Foundation.

Commissioner Wortzel’s books include Class in China: Stratifica-
tion in a Classless Society; China’s Military Modernization: Inter-
national Implications; The Chinese Armed Forces in the 21st Cen-
tury; and Dictionary of Contemporary Chinese Military History.
Commissioner Wortzel regularly publishes articles on Asian secu-
rity matters.

A graduate of the Armed Forces Staff College and the U.S. Army
War College, Commissioner Wortzel earned his Bachelor of Arts
from Columbus College and his Master of Arts and PhD. from the
University of Hawaii. He and his wife, Christine, live in Williams-
burg, Virginia. They have two married sons and two grandchildren.

Michael R. Danis, Executive Director

Michael Danis served as an intelligence officer with the Defense
Intelligence Agency for the past 25 years. Before joining the U.S.-
China Commission, Mr. Danis managed the agency’s technology
transfer division. This division is the U.S. government’s sole ana-
Iytical entity tasked with producing intelligence assessments re-
garding all aspects of foreign acquisition of U.S. controlled tech-
nology and high-technology corporations. Mr. Danis also estab-
lished and led a unique team of China technology specialists pro-
ducing assessments on China’s military-industrial complex and the
impact of U.S. export-controlled and other foreign technology on
Chinese weapons development programs. While serving in the U.S.
Air Force, Mr. Danis was twice temporarily assigned to the Office
of the Defense Attaché in Beijing.
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PUBLIC HEARINGS OF THE COMMISSION

Full transcripts and written testimonies are available online at
the Commission’s Web Site: www.uscc.gov.

February 4, 2010: Public Hearing on “China’s Activities in
Southeast Asia and the Implications for U.S. Interests”
Washington, DC

Commissioners present: Daniel M. Slane, Chairman; Carolyn
Bartholomew, Vice Chairman (Hearing Co-Chair); Robin Cleveland,;
Jeffrey L. Fiedler; Hon. Patrick A. Mulloy; Hon. William A.
Reinsch; Hon. Dennis C. Shea; Peter Videnieks; Larry M. Wortzel
(Hearing Co-Chair).

Congressional Perspectives: Hon. Madeleine Z. Bordallo, U.S.
Representative from the Territory of Guam; Hon. Eni Faleoma-
vaega, U.S. Representative from the Territory of American Samoa;
Hon. J. Randy Forbes, U.S. Representative from the state of Vir-
ginia; Hon. Dana Rohrabacher, U.S. Representative from the state
of California.

Witnesses: David B. Shear, U.S. Department of State; Robert
Scher, U.S. Department of Defense; Catharin Dalpino, Georgetown
University; Ernest Z. Bower, Center for Strategic and International
Studies; Walter Lohman, The Heritage Foundation; Andrew
Scobell, Texas A&M University; Bronson Percival, CNA; Richard P.
Cronin, Henry L. Stimson Center; Ellen L. Frost, PhD., INNS Na-
tional Defense University.

February 25, 2010: Public Hearing on “U.S. Debt to China:
Implications and Repercussions”
Washington, DC

Commissioners present: Daniel M. Slane, Chairman; Carolyn
Bartholomew, Vice Chairman; Daniel A. Blumenthal; Robin Cleve-
land (Hearing Co-Chair); Hon. Patrick A. Mulloy; Hon. William A.
Reinsch; Hon. Dennis C. Shea; Peter Videnieks; Michael R. Wessel
(Hearing Co-Chair); Larry M. Wortzel.

Congressional Perspectives: Hon. Frank Wolf, U.S. Representa-
tive from the state of Virginia.

Witnesses: Clyde Prestowitz, Economic Strategy Institute; Simon
Johnson, Massachusetts Institute of Technology; Derek Scissors,
The Heritage Foundation; Leo Hindery, Jr., InterMedia Partners
VII; Eswar S. Prasad, Cornell University; Daniel W. Drezner, Tufts
University.
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March 18, 2010: Public Hearing on “Taiwan-China: Recent
Economic, Political, and Military Developments across the
Strait, and Implications for the United States”
Washington, DC

Commissioners present: Daniel M. Slane, Chairman; Daniel
Blumenthal; Robin Cleveland; Jeffrey L. Fiedler; Hon. Patrick A.
Mulloy (Hearing Co-Chair); Hon. William A. Reinsch; Hon. Dennis
C. Shea; Peter Videnieks; Michael R. Wessel; Larry M. Wortzel
(Hearing Co-Chair).

Congressional Perspectives: Hon. Sherrod Brown, U.S. Senator
from the state of Ohio; Hon. Lincoln Diaz-Balart, U.S. Representa-
tive from the state of Florida; Hon. Phil Gingrey, U.S. Representa-
tive from the state of Georgia.

Witnesses: David B. Shear, U.S. Department of State; R. Michael
Schiffer, U.S. Department of Defense; Mark A. Stokes, Project 2049
Institute; Albert S. Willner, PhD., CNA; David Shlapak, The RAND
Corporation; Merritt T. Cooke, GC3 Strategy; Rupert Hammond-
Chambers, U.S.-Taiwan Business Council; Scott L. Kastner, Uni-
versity of Maryland; Randall G. Schriver, Project 2049 Institute;
Shelley Rigger, Davidson College; Richard C. Bush, The Brookings
Institution.

April 8, 2010: Public Hearing on “China’s Green Energy and
Environmental Policies”
Washington, DC

Commissioners present: Daniel M. Slane, Chairman; Carolyn
Bartholomew, Vice Chairman; Robin Cleveland; Jeffrey L. Fiedler;
Hon. Patrick A. Mulloy; Hon. William A. Reinsch (Hearing Co-
Chair); Hon. Dennis C. Shea (Hearing Co-Chair); Peter Videnieks;
Michael R. Wessel.

Witnesses: David Sandalow, U.S. Department of Energy;
Michelle J. Depass, U.S. Environmental Protection Agency; Jen-
nifer L. Turner, Woodrow Wilson Center; Stephen A. Hammer,
PhD., Energy Smart Cities Initiative; Thomas R. Howell, Dewey &
LeBoeuf LLP; Elizabeth C. Economy, Council on Foreign Relations;
Angel Hsu, Yale University; Rob Bradley, World Resources Insti-
tute; L. Cartan Sumner, Jr., Peabody Energy; Dennis Bracy, U.S.-
China Clean Energy Forum; Albert Tramposch, American Intellec-
tual Property Law Association.

May 20, 2010: Public Hearing on “China’s Emergent Military
Aerospace and Commercial Aviation Capabilities”
Washington, DC

Commissioners present: Carolyn Bartholomew, Vice Chairman;
Daniel A. Blumenthal (Hearing Co-Chair); Peter T.R. Brookes;
Robin Cleveland; Jeffrey L. Fiedler; Hon. Patrick A. Mulloy; Hon.
William A. Reinsch; Hon. Dennis C. Shea; Peter Videnieks (Hear-
ing Co-Chair); Michael R. Wessel; Larry M. Wortzel.

Congressional Perspectives: Honorable Roscoe Bartlett, U.S. Rep-
resentative from the state of Maryland.



303

Witnesses: Bruce Lemkin, U.S. Department of the Air Force;
Mary Saunders, U.S. Department of Commerce; Roger Cliff, The
RAND Corporation; Mark A. Stokes, Project 2049 Institute; Wayne
Ulman, National Air and Space Intelligence Center; Peder Ander-
sen, International Trade Commission; Tai Ming Cheung, University
of California—San Diego; Richard D. Fisher, Jr., International As-
sessment and Strategy Center; Owen E. Herrnstadt, International
Association of Machinists and Aerospace Workers; Daniel Elwell,
Aerospace Industries Association of America; Rebecca Grant, Gen-
eral William Mitchell Institute for Airpower Studies; Jeff Hagen,
The RAND Corporation.

June 9, 2010: Public Hearing on “Evaluating China’s Past
and Future Role in the World Trade Organization”
Washington, DC

Commissioners present: Daniel M. Slane, Chairman (Hearing Co-
Chair); Peter T.R. Brookes; Robin Cleveland; Jeffrey L. Fiedler;
Hon. Patrick A. Mulloy (Hearing Co-Chair); Hon. William A.
Reinsch; Hon. Dennis C. Shea; Peter Videnieks; Michael R. Wessel.

Congressional Perspectives: Hon. Debbie Stabenow, U.S. Senator
from the state of Michigan; Hon. Sherrod Brown, U.S. Senator from
the state of Ohio; Hon. Charles Schumer, U.S. Senator from the
state of New York; Hon. Lindsey Graham, U.S. Senator from the
state of South Carolina.

Witnesses: Alan Wm. Wolff, Dewey & LeBoeuf LLP; Thea Mei
Lee, AFL-CIO; Robert E. Lighthizer, attorney; James Bacchus,
Greenberg Traurig LLP; Clyde Prestowitz, Economic Strategy In-
stitute; Oded Shenkar, The Ohio State University; Terence P.
Stewart, Stewart and Stewart; Gilbert B. Kaplan, Committee to
Support U.S. Trade Laws; Calman J. Cohen, Emergency Com-
mittee for American Trade.

June 30, 2010: Public Hearing on “China’s Information
Control Practices and the Implications for the United States”
Washington, DC

Commissioners present: Daniel M. Slane, Chairman; Carolyn
Bartholomew, Vice Chairman; Daniel Blumenthal; Peter T.R.
Brookes; Robin Cleveland (Hearing Co-Chair); Jeffrey L. Fiedler
(Hearing Co-Chair); Hon. Patrick A. Mulloy; Hon. William A.
Reinsch; Hon. Dennis C. Shea; Peter Videnieks; Michael R. Wessel,
Larry M. Wortzel.

Congressional Perspectives: Hon. Chris Smith, U.S. Representa-
tive from the state of New Jersey.

Witnesses: Paul Dudek, Securities and Exchange Commission;
Peter Friedman, attorney; James V. Feinerman, Georgetown Uni-
versity Law Center; Gordon G. Chang, author and Forbes.com col-
umnist; Mitchell A. Silk, Allen & Overy LLP; Rebecca MacKinnon,
New America Foundation; Rebecca Fannin, author, Silicon Dragon,
and columnist, Forbes.
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July 14, 2010: Public Hearing on “The Challenge of China’s
Green Technology Policy and Ohio’s Response”
Toledo, Ohio

Commissioners present: Daniel M. Slane, Chairman; Carolyn
Bartholomew, Vice Chairman (Hearing Co-Chair); Daniel
Blumenthal; Peter T.R. Brookes (Hearing Co-Chair); Hon. Patrick
A. Mulloy; Hon. Dennis C. Shea; Michael R. Wessel.

Witnesses: Ethan Zindler, Bloomberg New Energy Finance; Ju-
lian L. Wong, Center for American Progress Action Fund; Devon
Swezey, The Breakthrough Institute; Megan Reichert-Kral, The
University of Toledo; David McCall, United Steelworkers Union; Ty
Haines, WIRE-Net; Kathleen Weiss, First Solar; Greg Noethlich,
Elyria Foundry; J. Ross Bushman, Cast-Fab Technologies; Patrick
Valente, Ohio Fuel Cell Coalition; William McMillen, The Ohio
State University.



APPENDIX IITA

LIST OF WITNESSES TESTIFYING BEFORE
THE COMMISSION

2010 Hearings

Full transcripts and written testimonies are available online at
the Commission’s Web Site: www.uscc.gov.

Alphabetical Listing of Panelists Testifying before USCC

Panelist Name Panelist Affiliation USCC Hearing

Andersen, Peder International Trade May 20, 2010
Commission

Bacchus, James Greenberg Traurig LLP June 9, 2010

Bartlett, Roscoe U.S. Representative from the | May 20, 2010
state of Maryland

Bordallo, Madeleine Z. U.S. Representative from February 4, 2010
the territory of Guam

Bower, Ernest Z. Center for Strategic and February 4, 2010
International Studies

Bracy, Dennis U.S.-China Clean Energy April 8, 2010
Forum

Bradley, Rob World Resources Institute April 8, 2010

Brown, Sherrod U.S. Senator from the state June 9, 2010
of Ohio

Brown, Sherrod U.S. Senator from the state March 18, 2010
of Ohio

Bush III, Richard C. The Brookings Institution March 18, 2010

Bushman, J. Ross Cast-Fab Technologies July 14, 2010

Chang, Gordon G. Author and Forbes.com June 30, 2010
columnist

Cheung, Tai Ming University of California, May 20, 2010
San Diego

Cliff, Roger The RAND Corporation May 20, 2010

Cohen, Calman J. Emergency Committee for June 9, 2010

American Trade
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Alphabetical Listing of Panelists Testifying before USCC—

Continued

Panelist Name

Panelist Affiliation

USCC Hearing

Cooke, Merritt T.

GC3 Strategy, Inc.

March 18, 2010

Cronin, Richard P.

Henry Stimson Center

February 4, 2010

Dalpino, Catharin

Georgetown University

February 4, 2010

Depass, Michelle J.

Environmental Protection
Agency

April 8, 2010

Diaz-Balart, Lincoln

U.S. Representative from the
state of Florida

March 18, 2010

Drezner, Daniel W.

Tufts University

February 25, 2010

Dudek, Paul

Securities and Exchange
Commission

June 30, 2010

Economy, Elizabeth C.

Council on Foreign Relations

April 8, 2010

Elwell, Daniel

Aerospace Industries
Association

May 20, 2010

Faleomavaega, Eni

U.S. Representative from the
territory of American
Samoa

February 4, 2010

Fannin, Rebecca

Author, Silicon Dragon, and
columnist, Forbes

June 30, 2010

Feinerman, James V.

Georgetown University Law
Center

June 30, 2010

Fisher, Jr., Richard D.

International Assessment
and Strategy Center

May 20, 2010

Forbes, J. Randy

U.S. Representative from the
state of Virginia

February 4, 2010

Friedman, Peter

Attorney

June 30, 2010

Frost, Ellen L.

INSS National Defense
University

February 4, 2010

Gingrey, Phil

U.S. Representative from the
state of Georgia

March 18, 2010

Graham, Lindsey U.S. Senator from the state June 9, 2010
of South Carolina

Grant, Rebecca General William Mitchell May 20, 2010
Institute for Airpower
Studies

Hagen, Jeff The RAND Corporation May 20, 2010

Haines, Ty WIRE-Net July 14, 2010

Hammer, Stephen A.

Energy Smart Cities Initiative

April 8, 2010

Hammond-Chambers, Rupert

U.S.-Taiwan Business
Council

March 18, 2010
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Alphabetical Listing of Panelists Testifying before USCC—

Continued

Panelist Name

Panelist Affiliation

USCC Hearing

Herrnstadt, Owen E.

International Association of
Machinists and Aerospace
Workers

May 20, 2010

Hindery, dJr., Leo

InterMedia Partners VII

February 25, 2010

Howell, Thomas R.

Dewey & LeBoeuf LLP

April 8, 2010

Hsu, Angel

Yale University

April 8, 2010

Johnson, Simon

Massachusetts Institute of
Technology

February 25, 2010

Kaplan, Gilbert B.

Committee to Support
U.S. Trade Laws

June 9, 2010

Kastner, Scott L.

University of Maryland

March 18, 2010

Lee, Thea Mei AFL-CIO June 9, 2010
Lemkin, Bruce U.S. Air Force May 20, 2010
Lighthizer, Robert E. Attorney June 9, 2010

Lohman, Walter

The Heritage Foundation

February 4, 2010

MacKinnon, Rebecca

New America Foundation

June 30, 2010

McCall, David

United Steelworkers Union

July 14, 2010

McMillen, William

The University of Toledo

July 14, 2010

Noethlich, Greg

Elyria Foundry

July 14, 2010

Percival, Bronson

CNA

February 4, 2010

Prasad, Eswar S.

Cornell University

February 25, 2010

Prestowitz, Jr., Clyde V.

Economic Strategy Institute

June 9, 2010

Prestowitz, Jr., Clyde V.

Economic Strategy Institute

February 25, 2010

Reichert-Kral, Megan

The University of Toledo

July 14, 2010

Rigger, Shelley

Davidson College

March 18, 2010

Rohrabacher, Dana

U.S. Representative from the
state of California

February 4, 2010

Sandalow, David

U.S. Department of Energy

April 8, 2010

Saunders, Mary

U.S. Department of
Commerce

May 20, 2010

Scher, Robert

U.S. Department of Defense

February 4, 2010

Schiffer, R. Michael

U.S. Department of Defense

March 18, 2010

Schriver, Randall G.

Project 2049 Institute

March 18, 2010

Schumer, Charles

U.S. Senator from the state
of New York

June 9, 2010
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Alphabetical Listing of Panelists Testifying before USCC—

Continued

Panelist Name

Panelist Affiliation

USCC Hearing

Scissors, Derek

The Heritage Foundation

February 25, 2010

Scobell, Andrew

Texas A&M University

February 4, 2010

Shear, David B.

U.S. Department of State

March 18, 2010

Shear, David B.

U.S. Department of State

February 4, 2010

Shenkar, Oded

The Ohio State University

June 9, 2010

Shlapak, David

The RAND Corporation

March 18, 2010

Silk, Mitchell A.

Allen & Overy LLP

June 30, 2010

Smith, Chris

U.S. Representative from the
state of New Jersey

June 30, 2010

Stabenow, Debbie U.S. Senator from the state June 9, 2010
of Michigan

Stewart, Terence P. Stewart and Stewart June 9, 2010

Stokes, Mark A. Project 2049 Institute March 18, 2010

Stokes, Mark A. Project 2049 Institute May 20, 2010

Sumner, Jr., L. Cartan

Peabody Energy

April 8, 2010

Swezey, Devon

The Breakthrough Institute

July 14, 2010

Tramposch, Albert

American Intellectual
Property Law Association

April 8, 2010

Turner, Jennifer L.

Woodrow Wilson Center

April 8, 2010

Ulman, Wayne

U.S. National Air and Space
Intelligence Center

May 20, 2010

Valente, Patrick

Ohio Fuel Cell Coalition

July 14, 2010

Weiss, Kathleen

First Solar

July 14, 2010

Willner, Albert S.

CNA

March 18, 2010

Wolf, Frank

U.S. Representative from the
state of Virginia

February 25, 2010

Wolff, Alan William

Dewey & LeBoeuf LLP

June 9, 2010

Wong, Julian L.

Center for American Progress
Action Fund

July 14, 2010

Zindler, Ethan

Bloomberg New Energy
Finance

July 14, 2010




APPENDIX IV
INTERLOCUTORS’ ORGANIZATIONS

Asia Fact Finding Trips
July-August 2010 and December 2009

CHINA AND HONG KONG, JULY-AUGUST 2010

During the visit of a U.S.-China Commission delegation to
China and Hong Kong in July and August 2010, the delega-
tion met with representatives of the following organiza-
tions:

In Beijing

U.S. Government
e U.S. Embassy, Beijing

Government of the People’s Republic of China

Ministry of Foreign Affairs

Ministry of Science and Technology

Chinese People’s Institute of Foreign Affairs

National Defense University of the People’s Liberation Army
China Institutes of Contemporary International Relations
China Institute for International Strategic Studies

China Center for International Economic Exchanges

siness Interests
ENN Solar (Tianjin)
Lishen Battery/CODA Automotive (Tianjin)
Yingli Green Energy (Baoding)
Huiteng Windpower Equipment Company (Baoding)
GE Renewable Energy

B

EEEER

In Hong Kong

U.S. Government
e U.S. Consulate, Hong Kong

Government of the Hong Kong Special Administrative
Region
e Hong Kong Special Administrative Region Executive Council
¢ Hong Kong Environmental Bureau
e Bureau of Commerce and Economic Development
e One Country Two Systems Research Institute

Business Interests

e Hang Lung Properties
Political Interests

e Democratic Party

e Civic Party
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Local Activists

Civic Exchange

Greenpeace

Friends of the Earth

Independent Chinese PEN Center
Hong Kong Journalists Association

Educational Interests
e Chinese University of Hong Kong
e Hong Kong University of Science and Technology

TAIWAN AND VIETNAM, DECEMBER 2009

During the visit of a U.S.-China Commission delegation to
Taiwan and Vietnam in December 2009, the delegation met
with representatives of the following organizations:

In Taipei

U.S. Government
e American Institute in Taiwan

Government of Taiwan
President Ma Ying-jeou

e Ministry of Foreign Affairs

¢ National Security Council

e Ministry of Economic Affairs
[ )

[ )

Ministry of National Defense
Chung-Shan Institute of Science and Technology

Private Enterprise
e American Chamber of Commerce
e Taiwan Semiconductor Manufacturing Company

Political Organization
¢ Democratic People’s Party

In Vietnam

U.S. Government
e U.S. Embassy, Hanoi

Socialist Republic of Vietnam
e National Assembly
e Ministry of Industry and Trade
e Ministry of Foreign Affairs
e Ministry of National Defense

Research Organizations
e Vietnam Academy of Social Sciences
¢ Diplomatic Academy of Vietnam

Political Organization
e Communist Party of Vietnam External Relations Commission



APPENDIX V
LIST OF RESEARCH MATERIAL
Funded Research Projects, 2010

The research projects listed below were funded in fiscal year
2010. Upon acceptance by the Commission, the research re-
ports will be posted to the Commission’s Web site www.usce.gov.

e Economic Strategy Institute, Report Examining China’s Role
in International Organizations

e CENTRA Technologies, Report Examining China’s National-
Level Science Programs

e RAND Corporation, Report Examining Developments in Chi-
na’s Aerospace Industry

Funded Research Projects, 2009

The 2009 funded research reports noted below are available on-
line at the Commission’s Web site www.uscc.gov.

All of the commissioned research projects listed below were
prepared at the request of the Commission to support its delib-
erations and are intended to promote greater public under-
standing of the issues addressed by the Commission. Inclusion
in the Report does not imply an endorsement by the Commis-
sion or any individual Commissioner of views expressed in the
material.

e Defense Group, Inc., Report Examining Reforms in the Chi-
nese Defense Industry

e Economist Intelligence Unit, Report Examining Issues Sur-
rounding a Potential Bilateral Investment Treaty Between
the United States and the People’s Republic of China

e Northrop Grumman, Report Examining Chinese Cyber War-
fare and Espionage

e NSD Biogroup, LLC, Report Examining Potential Health &
Safety Impacts of the Use of Chinese-Produced Raw Ingre-
dients in the Manufacture of U.S. Pharmaceutical Products
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APPENDIX VI

ABBREVIATIONS AND ACRONYMS

AFL-CIO

APEC
ATP
ASEAN
CCP
CEO
CNOOC
CNPC
CPC
CVD
DoD
EU
G-20
GATT
GDP
ICANN
IMF
Km
NATO
NGO
OECD

PLA
PNTR
PRC
RMB
S&ED
Sinopec
UN
USDA
USTR
VAT
WTO

American Federation of Labor—Congress of Industrial
Organizations

Asia-Pacific Economic Cooperation organization

advanced technology products

Association of Southeast Asian Nations

Chinese Communist Party

chief executive officer

China National Offshore Oil Corporation

China National Petroleum Corporation

Communist Party of China

countervailing duty

Department of Defense

European Union

Group of 20 nations

General Agreement on Tariffs and Trade

gross domestic product

Internet Corporation of Assigned Names and Numbers

International Monetary Fund

kilometer

North Atlantic Treaty Organization

nongovernmental organization

Organization for Economic Cooperation and
Development

People’s Liberation Army

Permanent Normal Trade Relations

People’s Republic of China

renminbi

Strategic and Economic Dialogue

China Petroleum and Chemical Corporation

United Nations

U.S. Department of Agriculture

U.S. Trade Representative

value added tax

World Trade Organization
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