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Highlights of this Month’s Edition

o Bilateral trade: Monthly U.S. goods trade deficit with China down 15.2 percent in April on fall in U.S. imports.

o Bilateral policy issues: The United States indicts six Chinese citizens on charges of trade secret theft; IMF
says China’s currency is no longer undervalued.

e Policy trends in China’s economy: China undercuts fiscal reform by reopening lending to indebted local
governments; Chinese stocks volatile as exchanges rebound after dramatic falls; China’s State Council redefines
China Development Bank as a “development-oriented financial institution”; Xi Jinping goes to Eurasia, Li
Kegiang to Latin America, both sign multibillion dollar bilateral finance deals.

e Sector spotlight — Sorghum: Following a surge in U.S. sorghum exports to China, Chinese authorities are
imposing stricter customs inspections, raising concerns about a possible barrier to trade.

Bilateral Goods Trade

U.S. Goods Deficit Down on Lower Imports

The U.S. trade deficit in goods with China fell to $26.5 billion in April 2015, a 15.2 percent decrease from the
previous month and a 3 percent year-on-year decrease (see Table 1). The decline was due primarily to a marked
decrease in April of U.S. imports from China, which fell 13 percent month-on-month, and 1.4 percent year-on-year.

U.S. goods exports to China continued an overall downward trend in 2015, falling 5.8 percent month-on-month to
$9.3 billion in April and averaging a 5.75 percent monthly decline since January 2015. Compared with the previous
year, however, China imported 3.2 percent more U.S. goods in April 2015. Year-to-date, the cumulative deficit
expanded by $12 billion compared to the same period in 2014.

Table 1: U.S. Goods Trade with China, January-April 2015

(US$ billions)
Jan Feb Mar Apr

Exports 9.6 8.7 9.9 9.3
Imports 38.2 31.2 41.1 35.8
Balance (28.6) (22.5) (31.2) (26.5)
Total 47.7 39.9 51.0 45.1
Balance YTD

2014 (27.8) (48.7) (69.1) (96.4)
2015 (28.6) (51.1) (82.4) (108.9)
yoy growth %

Exports -7.8% -11.9% -8.7% 3.2%
Imports -.01% 1.6% 31.7% -1.4%

Source: U.S. Census Bureau, NAICS database (Washington, DC: U.S. Department of Commerce, Foreign Trade Division, June 2015).
http://www.census.gov/foreign-trade/balance/c5700.html.
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Bilateral Policy Issues

Six Chinese Citizens Charged with Economic Espionage in Theft of U.S. Mobile
Technology to Aid State-Owned Firms

Two Chinese professors who worked as engineers for U.S. companies are among six Chinese citizens charged with
economic espionage in a nine-year conspiracy to steal technology from U.S. mobile phone companies and produce
a competing product in China. One of the professors, Zhang Hao, 36, was arrested in Los Angeles as he stepped
from a plane. The other five are still in China, including Pang Wei, 35, formerly of Avago Technologies in
Colorado.

A 32-count unsealed indictment charges Pang and Zhang, who met while attending the University of Southern
California (USC), with the theft of technology developed in part with funding from the U.S. Defense Advanced
Research Projects Agency (DARPA). The technology, which has both civilian and military uses, involves a
computer chip that filters out interference in mobile phones and other wireless devices.

After graduating from USC with doctoral degrees in electrical engineering, both suspects worked at two technology
company offices in Colorado and Massachusetts that also developed the mobile phone filtering technology. They
and the other four coconspirators hatched the plan to manufacture a competing product in China with the support
of Tianjin University. Tianjin University officials travelled to San Jose to meet with the coconspirators to plan for
a Chinese fabrication plant to produce mobile phone components using the purloined technology, according to the
indictment. The indictment also describes e-mails among the conspirators in 2006, detailing plans to form a
company in China to produce the filtering semiconductors.

According to the indictment, Tianjin University officials agreed to help establish a competing factory in China, and
hired Pang and Zhang as professors after they left their jobs with the U.S. companies. At the direction of Tianjin
University, Pang also set up a shell company, Novana, Inc., in the Cayman Islands “to appear to be the legitimate
source of the trade secrets stolen” from Avago Technologies, headquartered in San Jose, and Skyworks Solutions,
Inc., of Woburn, Mass., the indictment says.

This alleged high-value conspiracy was formulated during the pre-smartphone era when the market for the chips
was estimated to be worth $1 billion; the first iPhone was released in June 2007. Avago alone spent 20 years and
$50 million researching and developing its Film Bulk Acoustic Resonator (FBAR) technology, which filters
incoming and outgoing wireless signals. Skyworks sold its technology to Avago in 2009.

Assistant Attorney General John Carlin, head of the Justice Department’s national security division, said “the
defendants leveraged their access to and knowledge of sensitive U.S. technologies to illegally obtain and share U.S.
trade secrets with the [China] for economic advantage.”

The spokesman for the Chinese foreign ministry said the government in Beijing was “severely concerned” about
the arrest and charges. The state-run news agency Xinhua said the six defendants had fallen “victim to Washington’s
growing paranoia” and that bilateral relations could suffer if the United States continued to bring “unwarranted
charges against innocent people.”®

(The U.S.-China Economic and Security Review Commission will hold a hearing on Chinese commercial cyber
espionage, and China’s use of Internet censorship, standard-setting, and regulations to limit market access in China
to U.S. information technology and communications companies. The hearing will take place on June 15 in Room
608 of the Dirksen Senate Office Building.)

IMF Says China’s Currency Is No Longer Undervalued

Citing “the substantial real effective appreciation over the past year,” the International Monetary Fund (IMF) on
May 26 announced that in its view China’s currency, the renminbi (RMB), is “no longer undervalued.”* The RMB
rose against all 31 major currencies over the past 12 months, including 0.6 percent against the dollar (see Figure
1).5 This announcement marks an important reversal by the IMF after more than a decade of criticizing China for
tightly managing the RMB’s value.
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Figure 1: RMB to U.S. Dollar Exchange Rate
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Source: Oanda, “Historical Exchange Rates.” http://www.oanda.com/currency/historical-rates/.

While acknowledging that the RMB “made real progress” toward appreciation, the U.S. government continues to
insist that the RMB remains “significantly undervalued.”® In its latest semiannual report to Congress, the U.S.
Department of the Treasury pointed to China’s high current account surplus and lack of sufficient domestic
rebalancing toward consumption over investment as indicators of the RMB’s undervaluation. The report also
highlighted that China’s central bank, the People’s Bank of China, continues to intervene in the value of the RMB.’

Following the IMF’s announcement, the Treasury reiterated its view that the RMB remains significantly
undervalued.®

The IMF’s decision comes amid China’s efforts to promote the RMB for inclusion as a reserve currency in the
Special Drawing Rights (SDR) basket at the IMF.” Chinese authorities have stated publicly their interest in
including the RMB in the SDR basket. However, a currency needs to be “freely usable” to be eligible for inclusion.®
The Chinese government maintains strict controls on the availability of the currency outside China, although

restrictions have been gradually relaxed. The IMF’s First Deputy Managing Director David Lipton said “RMB
inclusion [in the SDR basket] is not a matter of ‘if> but ‘when.””°

Policy Trends in China’s Economy

China Backtracks on Fiscal Reform as Economy Slows

The Chinese government backtracked on recent efforts to limit local governments’ unsustainable borrowing and
restructure existing debt to more manageable levels. After weak first-quarter growth figures, the Chinese
government in May 2015 took more aggressive action to maintain growth. It reopened access to short- and medium-
term bond markets to the local government financing vehicles (LGVFs) and relaxed previous funding restrictions
on LGFV-financed infrastructure spending.!* The State Council also explicitly required financial institutions to
extend existing loans for insolvent infrastructure projects that were started last year, resuming the very lending
several prior reforms were meant to reverse.'? According to Deutsche Bank economists Zhang Zhiwei and Audrey
Shi, this policy change represents “the most significant policy easing so far in 2015 and “a 180-degree reversal of

* SDR is an international reserve asset created by the IMF. The value of the SDR is based on a basket of key international currencies

reviewed by the IMF every five years. See International Monetary Fund, “Special Drawing Rights (SDRs),” April 9, 2015.
http://www.imf.org/external/np/exr/facts/sdr.htm.

 For a quarterly review of China’s economic growth, see the May 2015 USCC Trade Bulletin.
http://origin.www.uscc.gov/sites/default/files/Research/May%202015%20bulletin%20-%205%205%2015_FINAL.pdf.
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the fiscal policy from tightening to loosening.”*® Further economic slowdown will place additional limitations on
fiscal reform.

This move undercuts the Chinese government’s plans to shed unwieldy local government debt and increase budget
transparency.'* In October last year, the government issued rules barring LGFVs from borrowing new funds, and
China’s Ministry of Finance in March 2015 issued a $160 billion (RMB 1 trillion) quota to convert a portion of
local governments® high-risk debt into lower-yielding municipal bonds.* Jiangsu Province became the first
provincial government to do so, selling $8.4 billion (RMB 52.2 billion) worth of bonds.® Initial pushback from
commercial banks, the expected purchasers of these new bonds, delayed the launch of the first pilot program in
Jiangsu until more favorable terms—such as access to low-interest loans from the central bank and higher yield
rates—were offered.}” The Ministry of Finance is considering expanding the quota by an additional $80-$160
billion (RMB 500 billion to 1 trillion) based on its initial success and ability to address local government debt.*®

China’s gross domestic product (GDP) growth fell to 7 percent in the first quarter, the slowest quarterly growth
since early 2009. Anemic manufacturing figures, a drop in fixed asset investment, and weaker consumption growth
contributed to this slowdown.?® The People’s Bank of China has attempted to stimulate the economy by lowering
interest rates three times in the last six months to encourage borrowers, and by reducing banks’ reserve requirement
ratios for the second time this year to loosen lending. These measures should stimulate short-term lending growth,
but the market has not loosened credit and remains cautious due to slowing earnings and the increasing number of
bad loans.? In April, banks issued only $114 billion (RMB 707.9 billion) of new loans, 34 percent below forecasts
by economists.?

High Volatility in Chinese Stock Markets Fuels Bubble Fears

Extreme volatility in Chinese stock markets continued as stocks rebounded after a dramatic tumble. On June 1,
Shanghai was up 4.7 percent after falling 6.5 percent on May 26, 2015. Shenzhen, the smaller, technology- and
media-dominated exchange, was up 4.8 percent after falling 5.5 percent.?? The fall marked a glitch in an otherwise
dramatic upward trend in Chinese share prices. Despite the drop, Shanghai remained up 52 percent year-to-date,
and 149 percent year-on-year, while Shenzhen is up 115 percent year-to-date and 190 percent year-on-year.?® The
recovery is attributable to investors’ confidence in China’s economy after China’s official purchasing managers’
index (PMI)” increased from 50.1 in April to 50.2 in May 2015 (official PMI tends to focus on larger, state-owned
companies).?* Unofficial estimate from HSBC, which focuses on small and medium-sized factories, was 49.2 for
May 2015, up from 48.9 in April. %

Analysts cited several reasons for the May 26 fall in prices: Central Huijin, a subsidiary of China’s sovereign wealth
fund, sold shares in two state-owned banks, the Industrial and Commercial Bank of China (ICBC) and China
Construction Bank; the central bank drained liquidity from commercial banks by selling them bond repurchase
agreements; and brokerages tightened restrictions on giving credit.?®

Before the drop, some observers started sounding the alarm over a potential bubble in the Chinese markets. With
Chinese GDP growth falling below 7 percent in the first quarter of 2015 and debts on the rise, the speed with which
stocks were increasing in value seemed “increasingly disconnected from reality.”?” Because Chinese stock markets
have always been volatile, however, some analysts warned this decline may not necessarily be the beginning of a
broader correction.?®

The Economist pointed to two reasons why China may be entering bubble territory. First, the price-to-earnings ratio
on ChiNext, a tech startup board on the Shenzhen stock exchange, reached 130, “more than twice a reasonable
level.”?® Second, companies listed both on the Mainland and in Hong Kong saw their shares trade at a 30 percent
premium on the Mainland.® The Shanghai-Hong Kong Stock Connect, launched last year, was meant to prevent
such gaps by allowing investors to seek to arbitrage between the two, which would presumably bring them into
alignment. Investors, however, have been piling into the Mainland markets with the expectation that the Chinese
government will act to boost the economy, given the weakness in key sectors.

* A PMI below 50 indicates a contraction.
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The latest gains came amid the announcement of a new investor scheme to allow for freer movement of funds
between Hong Kong and China. Under the new agreement, which is expected to come into force July 1, asset
managers in Hong Kong and on the Mainland will be able to sell their funds “to retail investors on the other side.”%
The new program has the potential to allow Chinese investors, who have few domestic options, to invest overseas.
However, the main beneficiaries are expected to be global fixed-income investors, who will have easier access to
China’s domestic bond market.®? The program will be capped at $48 billion (RMB 300 billion) flowing in and out
of China each way.

China’s Policy Bank Reform and Bilateral Finance Deals

China’s State Council approved reforms April 12 for China Development Bank (CDB) and the Export-Import Bank
of China (China Exim Bank), two key providers of domestic and international finance. The reforms attempt to
resolve a long-standing debate over CDB’s role as either a commercially-oriented lender primarily focused on profit
or a “policy bank” where maximizing profit comes second to government objectives. For the CDB, the decision
was a blend: the bank will serve as a “development-oriented financial institution.” According to Guo Tianyong,
director of the Chinese Bank Research Center at China’s Central University of Finance and Economics, the CBD
will operate “entirely according to the market to support national strategy and can undertake any projects as long
as they are development-oriented.” As for the China Exim Bank, the reform plans call for the export credit agency

E (13

to “strengthen its policy function” and play a central role in the country’s “going out” strategy.*®

CDB and China Exim Bank finance featured prominently in recent state visits by President Xi Jinping to Belarus,
Russia, and Pakistan, and by Premier Li Kegiang to Brazil, Chile, Colombia, and Peru, as well as in a Beijing
meeting with Indian Prime Minister Narendra Modi. At each stop on their respective tours, the two Chinese leaders
signed multibillion dollar cooperative agreements, indicating that China still intends to pursue its foreign policy
goals by opening its wallet.

Since many of the deals were tied to earlier commitments or had been under discussion for some time, however,
their value was mostly symbolic. Moreover, past high-level agreements have often yielded less than originally
promised. According to the Wall Street Journal, from 2007 to 2012, only one-third of Chinese commitments in
Latin America saw actual disbursements.®*

Key 2015 Agreements:

e Brazil — During Premier Li’s visit, the CDB announced that it would supply Petrobras, the Brazilian oil giant,
with $1.5 billion, augmenting its initial April 2015 offer of $3.5 billion in financing. Petrobras also received a
$5 billion credit line from the ICBC and China Exim Bank.*® Iron ore supplier, Vale, agreed to sell iron ore
transport vessels to COSCO, a state-owned shipping and logistics giant, and China Merchants Energy
Shipping—deals backed by $2.4 billion in China Exim Bank credit. Embraer agreed to sell 22 jets to Tianjin
airlines for $1.1 billion. According to Chinese media, the state visit saw signed agreements totaling $27 billion.
In addition, ICBC and Brazilian state-owned bank, Caixa Econémica Federal, announced plans to establish a
$50 billion infrastructure fund.*

e Chile — Premier Li and President Michelle Bachelet agreed to a currency swap for three years of up to $3.5
billion between the People’s Bank of China and Chile’s central bank to support bilateral trade and investment.®

e Peru—Premier Li and President Ollanta Humala agreed to a feasibility study for a trans-Amazonian, 5,300-km
railroad connecting Peruvian and Brazilian ports.®

e Belarus — In May 2015, state talks between President Xi and President Alexander Lukashenko yielded a $3
billion credit line to domestic companies on “favorable terms,” a $4 billion credit line to national banks
financing business projects, and a five-year $1.1 billion currency swap.* The two leaders agreed to cooperate
on the Silk Road Economic Belt, envisioning Belarus as an important gateway between Eurasia and Europe.*
They also reaffirmed a five-year supply contract for Belarussian potash negotiated in March. The contract had
disappointed Russian and North American potash producers who hoped China, as the largest consumer and
benchmark, would agree to a more substantial price increase and boost the recently depressed global market.*
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e Russia — Agreements between President Xi and President Vladimir Putin included a CDB credit line of $966
million to Russian Sherbank and a $5.6 billion loan for the construction of a Moscow-Kazan high-speed rail
line, to be completed by 2020 by China Railway Group and China Railway Construction Group.*2

e India — During Prime Minister Modi’s visit to China, Airtel, a private Indian telecom company, signed deals
for $2 billion in finance from CDB and $500 million from ICBC. Airtel already sources equipment from ZTE
and Huawei and cooperates with China Mobile to expand LTE technology. The state visit saw signed
agreements totaling $22 billion.*

e Pakistan — President Xi and Prime Minister Nawaz Sharif agreed on a $46 billion infrastructure finance plan,
largely devoted to the construction of the 3,000-km China-Pakistan Economic Corridor (CPEC). The CPEC is
expected to link Kashgar (in China’s Xinjiang province) with Pakistan’s Gwadar port, a deep-sea port on the
Arabian Sea constructed and controlled by China under a 40-year lease agreement. The finance plan, equal to
about 20 percent of Pakistan’s GDP, also includes $44 million for a fiber optic cable connecting China and
Pakistan and $15.5 billion for coal, wind, solar, and hydroelectric projects that will add 10,400 MW to the grid
by 2017.%

Sector Focus: China Scrutinizes U.S. Sorghum after Export
Surge

China is currently the world’s largest importer of U.S. sorghum. Sorghum—which is a corn substitute used as
animal feed—is an increasingly important import for China. However, Chinese importers’ interest in the grain is a
new development. As recently as 2012, China was not even among the top 50 importers of U.S. sorghum*; and the
value of its sorghum imports from the United States was less than $300,000.%¢ In 2014, the value of U.S. sorghum,
barley, and oats exports to China skyrocketed to nearly $1.5 billion, and 2015 stands to be another record year (see
Figure 2).”

The world’s largest exporter of sorghum is the United States, followed by Argentina and Australia.*’ Until 2013,
total annual U.S. sorghum exports rarely exceeded $1 billion, with the majority of exports bound for Mexico (see
Figure 2). In 2013, the world market for U.S. sorghum changed markedly. Chinese demand for U.S. sorghum
surged, tripling U.S. exports to the world from $0.6 billion to $1.8 billion. At the same time, the portion of exports
bound for China increased to over 80 percent, causing exports to traditional markets for U.S. sorghum, like Mexico,
to decrease dramatically.

The sudden spike in China’s demand for U.S. sorghum is largely due to Chinese government intervention in the
corn market. Domestic corn prices in China have been on the rise in recent years partly because of growing demand
for corn as animal feed, but primarily due to Chinese government subsidies for domestic production coupled with
tariffs on imports.“® In order to bolster the income of local corn farmers, China’s government has been purchasing
domestic corn at above market rates for almost a decade.*® The subsidy program began in 2006 when the China
National Development and Reform Commission announced a plan for national self-sufficiency in grains by 2015.
The grain self-sufficiency plan served as the basis for China’s government purchasing domestic corn at above
market rates and building its corn stockpiles.

* The most recent U.S. Census Bureau data available on U.S.-China sorghum trade combines sorghum, barley, and oats into a single
category.

T For more detailed analysis of China’s agricultural policies and U.S.-China agricultural trade, see U.S.-China Economic and Security
Review Commission, “Section 4: China’s Agricultural Policy, Food Regulation, and the U.S.-China Agricultural Trade,” 2013 Annual
Report to Congress, November 2013. http://www.uscc.gov/Annual_Reports/2013-annual-report-congress.
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Figure 2: U.S. Sorghum, Barley, and Oats Exports
(US$ billions)

$2.0
$1.8
$16 World e=@==China ==@==|Viexico
S1.4
$1.2
$1.0
$0.8
$0.6
S0.4
$0.2

$0.0 @=== & 4
2009 2010 2011 2012 2013 2014

Source: U.S. Census Bureau.

To avoid paying the higher domestic corn prices, some Chinese traders have looked for cheaper foreign sources.
Although the United States is the world’s largest producer of corn, China imposes tariffs on U.S. corn to make it
uncompetitive in China.>® Moreover, China has a history of rejecting U.S. corn imports due to genetic modification.”
According to the U.S. Department of Agriculture (USDA), U.S. corn exports to China were “disrupted during 2013-
14 when inspection and quarantine officials began rejecting U.S. corn shipments containing a genetically modified
corn variety that [Chinese] agricultural officials had not approved.”!

With limited sources of affordable corn in China, U.S. sorghum, which is tariff-free and cheaper to grow, is now a
widely sought after substitute. Not only do Chinese livestock producers use the grain as inexpensive animal feed,
but sorghum is also a key ingredient in the popular liquor baijiu. China’s demand for U.S. sorghum has increased
so much that traders expect the pace of imports from the United States to slow as U.S. supplies drop.5? According
to data from the USDA, the gap between outstanding sales of U.S. sorghum to China and actual exports is wider
than last year, which might reflect the challenges U.S. growers face in keeping up with Chinese demand (see Figure
3). Perhaps of greater concern among U.S. exporters is the risk of China’s government imposing new barriers to
trade on U.S. sorghum.

* For more detailed analysis of China refusing imports of U.S.-grown genetically modified organisms (GMOs) and market access for bulk
agricultural goods, see the April 2014 USCC Trade Bulletin.
http://origin.www.uscc.gov/sites/default/files/trade_bulletins/April%202014%20Trade%20Bulletin.pdf.
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Figure 3: Volume of Accumulated U.S. Sorghum Exports to China
(per marketing year; metric tons)
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Source: U.S. Department of Agriculture.
Note: The USDA measures a marketing year from September to August.

Although rising demand in China has been a welcomed trend for U.S. sorghum farmers, the surge has alarmed
Chinese authorities, who are now scrutinizing imports more closely—allegedly to ensure compliance with food
safety and quarantine standards. In July 2014, China’s General Administration for Quality Supervision, Inspection
and Quarantine (AQSIQ) issued a “Notice on Strengthening Inspections of Corn, Sorghum, Barley, and Other Grain
Imports.”® The instructions, labeled Notice 342, claimed that with the increase of sorghum and other grain imports,
inspections have detected more frequent incidents of toxic substances and poor food quality. As a result, the AQSIQ
instructed customs inspectors at ports of entry to “ensure strict implementation” and “increase checks for food
quality and safety” of grain imports.>* By August 2014, sorghum traders were already reporting that local Chinese
authorities were tightening inspections of imported sorghum and barley.>®

Since then, local Chinese Inspection and Quarantine services (CIQs) have issued similar reports claiming that
various toxins, weeds, and fake sorghum were found during inspections of sorghum imports.*® In May 2015, the
USDA office in Beijing reported that Chinese authorities had “begun to pay close attention to the rapid increase in
sorghum imports,” which some Chinese policymakers believed would make it difficult for China to dispose of its
excess corn stockpiles, a result of years of government subsidization.®” Reports from multiple local and provincial
CIQs were leaked with instructions in nearly identical language calling for stricter inspections and application of
quarantine and food safety standards, in what appeared to be a coordinated national campaign.®® In one case, a CIQ
report from Jiangsu Province alleged finding certain bacteria and pests in a shipment of U.S. sorghum; the report
claimed the Jiangsu CIQ informed U.S. officials of the inspection and “demanded [they] take corrective
measures.”™

The crackdown on U.S. sorghum appears to be a coordinated nation-wide effort rather than routine enforcement of
proper compliance with quarantine standards. Some analysts argue that the timing of the crackdown is further
evidence of a new trade barrier given that China’s government is seeking to dispose of its own large corn stockpile.®

For inquiries, please contact a member of our economics and trade team (Nargiza Salidjanova,
nsalidjanova@uscc.gov; Kevin Rosier, krosier@uscc.gov; Lauren Gloudeman, Igloudeman@uscc.gov; Katherine
Koleski, kkoleski@uscc.gov; Paul Magnusson, pmagnusson@uscc.gov; or Sabrina Snell, ssnell@uscc.gov).
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Disclaimer: The U.S.-China Economic and Security Review Commission was created by Congress to report on the national
security implications of the bilateral trade and economic relationship between the United States and the People’s Republic of
China. For more information, visit www.uscc.gov or join the Commission on Facebook!

This report is the product of professional research performed by the staff of the U.S.-China Economic and Security Review
Commission, and was prepared at the request of the Commission to supports its deliberations. Posting of the report to the
Commission’s website is intended to promote greater public understanding of the issues addressed by the Commission in its
ongoing assessment of U.S.-China economic relations and their implications for U.S. security, as mandated by Public Law 106-
398 and Public Law 109-7. However, it does not necessarily imply an endorsement by the Commission, any individual
Commissioner, or the Commission’s other professional staff, of the views or conclusions expressed in this staff research report.
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