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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
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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



22

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)



31

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