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FINDING COMMON GROUND WITH A RISING
CHINA

WEDNESDAY, JUNE 23, 2010

U.S. SENATE,
COMMITTEE ON FOREIGN RELATIONS,
Washington, DC.

The committee met, pursuant to notice, at 2:38 p.m., in room
SD—419, Dirksen Senate Office Building, Hon. John F. Kerry
(chairman of the committee) presiding.

Present: Senators Kerry, Casey, Shaheen, Lugar, and Risch.

OPENING STATEMENT OF HON. JOHN F. KERRY,
U.S. SENATOR FROM MASSACHUSETTS

The CHAIRMAN. So, this very quiet hearing room will already—
will, I should say, come to disorder so we can come to order.
[Laughter.]

Everybody’s so quiet, it’s amazing.

Anyway, welcome. The hearing is now formally open. And I
appreciate everybody’s patience.

I apologize for being late. We thought we had a couple of votes
coming up at 2:30, and I was going to try and vote, and then come
and open the hearing. And then, as is probably normal operating
procedure here, the votes got put off, and we’ll sort of wait to be
interrupted, so we'll try to proceed ahead.

So, thank you all, including my good friend and ranking member,
Senator Lugar, for your patience and—before we open.

Let me just say, at the top of this hearing, that President Obama
has just taken decisive action in accepting the resignation of Gen-
eral McChrystal. And needless to say, I think all of us would have
been happier if this distraction, interruption in the mission, had
never occurred. I'm confident that there are a lot of folks in Gen-
eral McChrystal’s immediate circle who would feel similarly. But,
it has happened, and we are where we are. And I applaud the deci-
sive, crisp, swift action that the President took in making the deci-
sion. I think it was appropriate that he did that, and I think he
made the right decision, to accept the resignation.

I also believe he made the right decision in selecting General
Petraeus to take over that command. The President made it clear
that no one is above the mission, and he’s not going to accept any-
thing less than the unified effort on this mission, within his admin-
istration and within the command structure. That’s appropriate.

So, I know General Petraeus, as we all do. We have great con-
fidence in him. And he’s a proven leader, and I'm confident that the
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skills that he brings as a soldier and as a general—and also as a
diplomat—will help to make this transition a smooth transition.

American lives are on the line, and we simply can’t afford a mo-
ment of distraction. It’s time for all of us to be strictly focused on
the mission itself.

And this committee will be holding a series of hearings in order
to evaluate that mission and keep the American people apprised of
where we are, measured against the benchmarks that the com-
mittee has previously established.

Today, we are gathered to discuss another important issue, and
one that will be with us, in terms of the relationship, throughout
this century certainly, probably the single most important relation-
ship that will define a lot of global events over the course of this
century, and that is, how we find common ground with a rising
China.

We're pleased to welcome two very respected experts: Ambas-
sador Carla Hills and Dr. Laura Tyson. And, I might say, Zbig
Brzezinski, former national security advisor of President Carter,
was supposed to be here to join us this afternoon, but he had to
cancel at the last moment, due to a health issue. But, I am told
that he will be fine, and we look forward to welcoming him back
here soon.

How the United States, in concert with our friends and allies, re-
sponds to China’s growing economic might, military capabilities,
and political influence will significantly shape the international
order of this century.

Just about every global challenge that we face requires coopera-
tion with China. Nuclear proliferation, global economic stability,
climate change, just to mention a few. Clearly, building a positive
and constructive relationship that can benefit both of our countries
and enhance global prosperity and peace for decades to come is a
central objective for all of us. That’s why the administration has
made an energetic effort to manage and to grow the partnership,
through the Strategic and Economic Dialogue, as well as dozens of
Cabinet-level visits to China.

Still, United States-China relations, it is fair to say, remain a
work in progress. We don’t always see eye to eye. Our interests
sometimes differ, and so do our approaches to shared concerns.

What’s more, both countries still mistrust each other’s intentions
on issues, such as China’s defense modernization, the future of
Taiwan, and the situation in Tibet. And there is still a great uncer-
tainty about exactly how we will manage our growing economic
interdependence.

It’s striking how much of the story of United States-China rela-
tions remains yet to be written. Looking forward, as China becomes
more prosperous and powerful—and it will, absolutely and inevi-
tably—we should not be surprised that it may also become more
assertive. The question is how China will use that rising influence
to shape global institutions, whether our cooperation can increase
as China’s stature does, and whether China will agree, or find it
necessary and desirable, to take on global responsibilities as its
own economic and security interests expand.

This week’s announcement on the renminbi is a case in point.
China’s decision to allow more flexibility in its currency is a wel-
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come step, and many people would argue that it’s a long overdue
step, toward a rebalancing of the world economy. But, it was the
subject of a very heated debate in China itself, and we will need
to watch closely to see how vigorously Beijing implements its new
policy.

Of the two most important economies of the 21st century, ours
is still the largest, China’s is growing and will soon be the largest.
So, the important question is to see how we can and should com-
pete, but we also need to make certain that that competition takes
place on a level playing field.

We need to do more than just talk about difficult issues, such as
indigenous innovation schemes, government procurement policies,
and protecting intellectual property. We actually need to find
meaningful actions between us that make a difference in the lev-
eling of that playing field.

In recent days, we have seen positive steps by China to stop the
spread of nuclear weapons. And I think all of us appreciate China’s
vote for new sanctions against Iran at the United Nations. That’s
an important cooperative effort and an important measure of
China’s role in the world today. I hope that China will now join
with us and other members of the Security Council in aggressively
implementing these sanctions, and also in condemning North
Korea’s recent aggression against South Korea.

Differences remain, however, and it’s impossible to ignore them.
We need to work to enhance our strategic dialogue, to increase
trust and reach new understandings. And this engagement should
include high-level military-to-military talks. And these talks
shouldn’t be switched off whenever one side perceives some kind of
slight, the slight of the moment, if you will, to its particular inter-
ests. If we want to build our capacity to manage global crises to-
gether, those kinds of talks are even more important when tensions
do arise.

Even as we seek common ground with China, we will never
abandon our values. We have to continue to encourage China to ad-
here to international human norms for rights—human rights, labor
rights, political rights—and environmental protection. Based on my
own conversations with China’s top leaders, I believe that our com-
mitment to these values can actually support China’s own long-
term efforts to build a harmonious society.

And finally, while our companies will inevitably compete in many
areas, there are challenges, such as climate change, where our two
nations should be collaborating against a shared threat, and where,
together, we have the ability to offer leadership to the world.

As today’s largest producer of greenhouse gas emissions, and his-
tory’s largest cumulative emitter of greenhouse gases, China and
America have a special responsibility to lead a global effort to re-
duce emissions, and, particularly, we can work together to develop
the clean technologies, the new technologies, the clean and alter-
native energy sources, of the future. The truth is that no two
nations have as much opportunity to set the mark for what we all
should be achieving. And if China and the United States engage in
this effort, and do so together, it is guaranteed that the rest of the
world will follow, and be compelled, ultimately, to do so.
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To help us look into the future and navigate the thicket of issues
facing America and China, we have two longtime China hands here
with us today. Ambassador Carla Hill served as the U.S. Trade
Representative under President George H.W. Bush, and she co-
chaired the influential Council on Foreign Relations Task Force on
China, and currently chairs the National Committee on U.S.-China
Relations.

Dr. Laura Tyson is the former chair of the Council of Economic
Advisors during the Clinton administration, and the former dean
of the London Business School. Dr. Tyson currently serves on
President Obama’s Economic Recovery Advisory Board, and she is
a professor at Berkeley’s Haas School of Business.

So, I invite both of our witnesses to feel free to summarize their
comments, if they would. We will introduce the full text into the
record as if read in full, and we look forward to your testimony.
And, again, we're grateful to both of you for being here today.

Senator Lugar.

STATEMENT OF HON. RICHARD G. LUGAR,
U.S. SENATOR FROM INDIANA

Senator LUGAR. Mr. Chairman, I join you in welcoming our dis-
tinguished witnesses for this important hearing.

China’s rising financial and strategic power is a crucial factor in
our approach to global economic, energy, and security problems.
The United States must come to grips with the incredibly complex
set of choices and opportunities that China represents.

China is demanding a greater say in the management of the
world economy through the G20 and other mechanisms. Its global
leverage has increased as it has positioned itself as the leading
creditor nation with more than 20 percent of the world’s current
account balance surplus.

According to the most recent data, China is the United States
Government’s largest foreign creditor, holding approximately 23
percent of the $4 trillion we owe to other countries. The Chinese
continue to buy United States bonds at a rapid pace, but we cannot
count on this continuing indefinitely. Some thought must be given
to how we work with China to establish a more sensible global bal-
ance that depends less on Chinese credit and demand by American
consumers.

The Treasury Department decided to delay publication of the
congressionally mandated report on China’s international economic
and exchange rate policies until after the May 27th Strategic and
Economic Dialogue with China and the June 5th G20 meetings.
Now that these meetings have concluded, Congress is eager to re-
ceive Treasury’s assessment.

I look forward to our witnesses’s comments on China’s recent de-
cision to increase the flexibility of its exchange rate, which the
Obama administration has welcomed. Is this a significant step, and
can it have a positive impact on the U.S. economy?

China remains an extremely important market for United States
exports. Currently, China is our second-largest goods trading part-
ner with more than $407 billion in two-way trade in 2008. Since
being admitted to the World Trade Organization in 2001, China
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has become the United States third-largest export market, account-
ing for 5.4 percent of total U.S. exports.

But this expansion of trade has not reached its full potential, in
part because of impediments to American business activity in
China. American businesses and agricultural exporters report that
operating in China is becoming more difficult, not less. We are
hearing increasingly frequent complaints about inconsistent appli-
cation of rules, requirements for so-called “indigenous innovation,”
rising nontariff barriers to trade, inconsistent market access, and
lack of enforcement of intellectual property rights.

Civil society within China continues to face immense challenges
in promoting rule of law and human rights reform. While the
administration and the Congress have been focusing on matters re-
lated to currency reform and the China-United States trade imbal-
ance, other issues also warrant concern.

On the military front, since announcement of the Taiwan arms
sales, the United States has made attempts to reengage Beijing,
including a recent overture by Secretary of Defense Gates on a
reciprocal visit to China this June that was rebuffed by China’s
military.

In East Asia, the United States continues economic sanctions
against Burma, while China increases its economic engagement
with the military junta. China has been helpful in encouraging
Pyongyang to participate in the six-party talks. But at the same
time, Beijing is apparently strengthening its assistance to North
Korea, even after the sinking of South Korea’s ship and the loss of
46 sailors.

China’s global advances to secure energy assets and increase its
influence are perhaps most intense in its own backyard. China is
dedicating massive financial and cultural resources to its neighbors
in the region, with implications for traditional United States rela-
tions with Asian countries.

Energy security is a strategic interest for both China and the
United States. As the New York Times said on June 18, 2010, “as
China counts on more years of global leadership in economic
growth, global warming remains a secondary concern. Secure
sources of energy to fuel that growth are what matter most.”

I welcome the Obama administration’s high-level attention to
energy cooperation with China, which could benefit price stability
and may enhance Sino-American cooperation on other international
security issues.

While all of this is underway, we must not lose sight of our stra-
tegic and economic relationship with Japan. As administration offi-
cials pursue new avenues to improve the United States-China rela-
tionship, we must maintain and strengthen our ties with Tokyo.

I look forward to the hearing of the testimony of our distin-
guished witnesses, and our questions and answers.

And I thank you, Mr. Chairman.

The CHAIRMAN. Thank you very much, Senator Lugar.

Dr. Tyson, if you would lead off, and then, obviously, Ambassador
Hills.

Thank you very much.
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STATEMENT OF LAURA TYSON, FORMER CHAIRPERSON OF
THE PRESIDENT’'S NATIONAL ECONOMIC COUNCIL (NEC),
PROFESSOR, BERKELEY HAAS SCHOOL OF BUSINESS,
BERKELEY, CA

Dr. TyYsoN. Certainly.

The testimony I have submitted was done jointly with Stephen
Roach, who is the chairman of Morgan Stanley Asia. I've worked
with him for many years on issues of China and Asia.

We focused on some of the policy priorities that were at the cen-
ter of the most recent Strategic and Economic Dialogue discussions.
They were the issues of rebalancing growth in the United States
and China; related to that, the exchange rate itself and the policies
and issues around the trade barriers that you have mentioned. Let
me highlight some of our major recommendations on each of these
issues.

First of all, I think it is important to start with the view that
I've heard shared by both of you that the Strategic and Economic
Dialogue is an important forum in which the United States and
China can discuss issues on which they can cooperate and also
issues that divide them to come up with solutions.

At the most recent meetings, a major focus of the discussion was
global rebalancing. Now, I realize that rebalancing has become a
common phrase among economists, but its meaning is not entirely
obvious.

At the height of the great credit and export bubble of 2006-07,
China was running a current account surplus of around 11 percent,
widely viewed to be unsustainable, and the United States was run-
ning a current account deficit of about 7 percent, also widely con-
sidered to be unsustainable. So, both countries have to get their
imbalances down. China has to get its current account surplus
down and the United States has to get its current account deficit
down. And that to the first approximation, is what “rebalancing”
means.

“Rebalancing” also means a change in growth strategies for both
the United States and China. China has followed, very successfully,
a very aggressive export-led strategy. The Chinese now talk about,
and certainly the United States talked with China about, the need
to shift their growth strategy to depend more on domestic demand
and less on exports.

That’s what “rebalancing” means in China; it means bolstering
domestic demand, particularly consumption, and relying less on
exports.

In the U.S. case, it’'s actually a bit more unclear what “rebal-
ancing” means. At a macrolevel, the current account deficit reflects
the fact that for a very long period of time now, the United States
has been spending more than it has been producing as a nation.
So to reduce the current account deficit the United States must re-
duce its spending, particularly its spending on consumption, or in-
crease its production or do some of both. And that’s a different kind
of challenge than the rebalancing challenge facing China.

Much of our written testimony focuses on the fact that we think
China is taking its rebalancing challenge seriously. If you look at
its stimulus policies—and it cooperated quite actively with the
United States in the G20 on the need for aggressive stimulus they
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are very much investment-oriented, and, as far as we can tell, the
investment is directed to building the center and western regions
of the country to enhance development and consumption at home,
not to build export capacity for the rest of the world. This is not
another export-led investment boom in China; this is an infrastruc-
ture-led investment boom to encourage urbanization and move peo-
ple from the countryside to the city. Building infrastructure in the
countryside and moving people to the cities will encourage con-
sumption by providing the rural population with the electricity
they need to have sophisticated equipment in their homes and by
facilitating their movement from place to place, thereby improving
their access to consumer products and services.

So, we believe that the stimulus policies reflect a real commit-
ment, on China’s part, to shift away from exports to domestic
demand.

We also think that what China is saying about its upcoming 12th
5-year plan reflect rebalancing. China is introducing new health
care systems, new social security systems, and new educational
systems. These form the social safety net that has been absent, and
without such programs, Chinese households have been encouraged
to save to cover their own educational, health care, and retirement
needs. So, if the Chinese, in fact, build out their new social safety
net systems as they plan, Chinese households will save less and
consume more, and that will go a long way to rebalancing growth.
China is also talking a lot about the need to bolster labor-intensive
services as part of the 12th 5-year plan. The United States tends
to think of China’s export strategy as an employment strategy. But,
actually, China’s economy has grown much faster than its employ-
ment. China’s development strategy has actually not been particu-
larly labor-intensive. To boost employment growth, China needs to
encourage the development of labor-intensive services and it looks
like they’re on course to do that.

As a result of these rebalancing policies, we believe that in the
future the current account surplus in China will be significantly
lower relative to its GDP than it was in 2006 and 2007. It’s already
significantly down, and we believe it will continue to trend down.
And we think that will be a very important contribution by China
to the rebalancing part of the United States-China agenda.

As far as the exchange rate is concerned, I will say a few things
about that.

First of all, we rewrote some of our testimony over the weekend
based on what the Chinese announced; but, in fact, the first draft
of our testimony would have suggested that they do, essentially,
what they did—that they move back to the managed float
exchange-rate regime that they first adopted in July 2005. The
regime in place between 2005 to 2008 had a significant effect on
the renminbi dollar rate and on the renminbi multilateral trade-
weighted exchange rate. There was significant progress on RMB
flexibility during that period of time And this time, it looks like the
Chinese authorities will allow even more movement of the rate
within a broader bank.

We think that China has decided to restore the 2005-08 regime
now for a number of reasons, many reasons in their own interest.
Frankly, we think China’s decision is a win-win situation. From the
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United States point of view, this is something we wanted, but it
also is something good for the Chinese economy—because they
were having trouble with speculative capital flows, with infla-
tionary pressure and with sterilizing the effects of large purchases
of dollar assets on China’s money supply. All of these challenges
become easier to address with an exchange rate which shows some
movement over time.

The new currency regime will also support China’s rebalancing
agenda. The exchange rate is a relative price. And if you adjust the
relative price so foreign goods are cheaper, you will actually import
more foreign goods. And if you actually make consumers in China
wealthier because of the appreciation of the currency, there’ll be
more demand for domestic production. And that’s essential for
rebalancing.

So, we think China’s decision to restore its 2005-08 exchange
rate regime is a constructive step. We think it’s a win-win step.
And we can talk about the particulars of how they did it.

Let me turn, then, to the trade agenda. I know that Ambassador
Hills is going to talk about this in quite a bit of detail. I suspect
we agree on all of this.

I am concerned that China’s trade and industrial policies of late
seem to be changing in ways that reduce the access of foreign pro-
ducers to China’s market. And nontariff barriers not traditional
tariffs are a growing problem. So-called indigenous innovation poli-
cies to support the development of China’s high-tech companies do
not use traditional trade policies.

China is not a signatory of the WTO’s Government Procurement
Agreement. The United States is. China is using preferential
government procurement of high-tech products from Chinese com-
panies to support their development. The fact that the stimulus
package in the United States contained some controversial “Buy
America” provisions was interpreted by some observers in China as
a green light for their own preferential procurement practices. In
addition to such practices, other nontariff barriers hindering the
access of United States companies to China’s market include na-
tional standards that favor Chinese companies, the lack of inad-
equate intellectual property protection for foreign producers, and
explicit or implicit local content rules. Many United States compa-
nies say that they have to locate a significant share of their activity
in China to gain access to its market.

I think it is very revealing that access to China’s market by
United States companies was the first issue highlighted in the doc-
uments describing the S&ED meetings. Although the United States
was not able to convince the Chinese to drop some of the most trou-
blesome features of their indigenous innovation agenda, the United
States did achieve some changes in China’s product accreditation
procedures that will make it easier for United States companies to
bid for government contracts in China. This is an important first
step in easing China’s indigenous innovation policies. And the
United States and China also agreed to ongoing, high-level discus-
sions about trade concerns in high-technology products.

During the S&ED discussions, China also committed to propos-
ing a more robust offer to join the Government Procurement Agree-
ment. I believe that China’s participation in this agreement would
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be a major step toward easing United States-China trade tensions,
especially in techology-intensive products.

In our written testimony, we suggest that there’s a bargain that
can be made between the United States and China. China com-
plains a lot about United States security controls on exports to
China. The facts presented in our testimony indicate that such con-
trols have very little effect on United States exports to China. So
the United States can cooperate with China on this issue. More-
over, there are several recent studies recommending that the
United States can and should ease its security controls on exports
not just to China but to our other trading partners in order to bol-
ster United States exports, without compromising United States
security interests.

So, as part of a trade deal with China, the United States could
ease some of our security restrictions on exports to China. We could
also offer to advance the recognition of China as a country with
market-economy status in the WTO. China wants this very much.
It’s scheduled for automatic approval in 2016. The United States
can move the date forward. We have been telling the Chinese that
we will do so when they do something on their exchange rate. They
have now done something by moving back to the 2005—-08 managed
exchange rate system. Now we can say, “Yes, let’s work with you
on getting earlier market-economy status. Let’s work with you to
reduce security controls on U.S. exports. You, in turn, should make
a serious proposal to join the Government Procurement Agreement
and continue to curb the use of preferential procurement policies
to foster indigenous innovation.” I think this is an outline of the
kind of bargain we might be able to strike in our trade negotiations
with China.

Finally, since I've run out of time, just let me add two things.

First, it is very important for the United States to work with our
other trading partners in trying to influence China. One of the rea-
sons China moved, this week on the exchange rate is not because
we were pressuring the Chinese authorities but because many
other G20 nations were doing so well. There is widespread agree-
ment within the G20 that as part of global rebalancing, China
needs a more flexible exchange rate system that allows its currency
to appreciate over time in response to market forces. Many of
China’s other trading partners, particularly in Europe, are also
concerned about the nontariff barriers that are part of China’s
indigenous innovation agenda. Whenever we can work with China’s
trading partners, we need to do that.

Second, I think we should work on forging a new transpacific
partnership agreement that can help move the United States back
into the center of regional trade negotiations in Asia. During the
last few years, many regional and bilateral trade agreements have
been signed throughout Asia, and the United States has not been
at the table. If the United States becomes the champion of a free
trade area for the Asia Pacific through the transpacific partnership,
it would give the United States a tremendous opportunity to par-
ticipate in the benefits of freer trade and investment flows.

And, by the way, on green trade, that is trade related to environ-
mental products and services; remember that APEC itself was the
organization that first negotiated a sectoral agreement for free
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trade in information technology and this agreement was later
adopted by nations around the world. APEC might be able to lead
again on a sectoral free trade agreement in green goods and serv-
ices and such an agreement complement our efforts to cooperate
with China on solving global environment challenges.

And finally, let me add that our written testimony addresses the
question of whether China might adjust its holdings of U.S. Gov-
ernment securities in response to growing tensions in United
States-China relations. For example, if the United States pursues
a policy the Chinese deem to be an assault on their sovereignty,
such as imposing large punitive tariffs on Chinese products to force
China to adjust its exchange rate, would China respond by selling
a significant amount of these assets, driving the dollar down and
interest rates up? We conclude that there is reason to think that
they would, that we tend to exaggerate the costs to them of using
this form of retaliation and that we tend to underestimate the
strength of their nationalist sentiment in response to what they
could consider unfair and unwarranted unilateral U.S. pressure. I
think we have to keep these conclusions in mind both in military
affairs and in economic affairs.

Let me stop there.

[The prepared statement of Dr. Tyson follows:]

JOINT PREPARED STATEMENT OF LAURA TYSON, SK AND ANGELA CHAN PROFESSOR
OF GLOBAL MANAGEMENT, HAAS SCHOOL OF BUSINESS, UNIVERSITY OF CALI-
FORNIA, BERKELEY, CA, AND STEPHEN ROACH, CHAIRMAN, MORGAN STANLEY ASIA

Chairman Kerry, Ranking Member Lugar and distinguished members of the com-
mittee, thank you for the opportunity to testify before your committee on this impor-
tant relationship.

The United States-China economic relationship is the most important bilateral
economic relationship in the world. China is the third-largest and the fastest grow-
ing major economy in the world. At current growth rates, it will pass Japan later
this year and reach the size of the U.S. economy by 2020 or sooner. The United
States is China’s second-largest export market and China is America’s third-largest
export market—and has been the fastest growing market for U.S. exports since the
late 1990s. China accounted for 18 percent of U.S. imports and for 36 percent of
the U.S. trade deficit over 2008-09. China has emerged as the center of a complex
global supply chain for manufactured goods in Asia. A significant share of the value
of U.S. imports from China represents intermediate inputs and components pro-
duced throughout Asia and assembled into final products for export to the us. China
is the largest destination for foreign direct investment, much of it from companies
headquartered in the us. More than half of all U.S. imports from China come from
companies that are partially or completed owned by foreigners, including U.S. com-
panies. This share is significantly higher for U.S. imports of high-technology prod-
ucts like computers and smart phones. And China has $2.4 trillion of foreign
exchange reserves, by far the largest such portfolio in the world. Most of these
reserves are held in dollars or dollar-denominated assets. China owns about 25 per-
cent of all U.S. Treasury debt held by foreign investors.

China and the United States both reap substantial returns from the large trade
and capital flows that link their economies. But these cross-border flows are lop-
sided: The United States runs a large trade deficit with China and China runs a
large trade surplus with the United States; the United States is a debtor and China
is a creditor. The United States relies on its deficit with China as a means to satisfy
spending of consumers and businesses and China relies on its surplus with the
United States as a means to sustain its production and export-oriented economy.
The unbalanced nature of these flows complicates the relations between the United
States and China and contributes to tensions between them. Despite these tensions,
however, both countries are major beneficiaries of globalization and both share in-
terests in promoting a strong global recovery and fostering sustainable and better
balanced global growth. The Strategic and Economic Dialogue (S&ED) is an impor-
tant forum through which the United States and China can ameliorate the tensions
in their relationship and cooperate on policies to foster a balanced and prosperous
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world economy. In addition, the United States and China are cooperating within the
G20 and other multilateral institutions and are committed to strengthening these
institutions to address shared global challenges.

In this testimony, we examine some of the U.S. policy priorities that were the
focus of the most recent S&ED meetings: macroeconomic policies to promote and re-
balance global growth; the currency issue—especially in light of recent adjustments
in China’s exchange rate regime; and policies to reduce barriers to trade. We also
assess the possibility that China might sell some of its U.S. Government debt or
slow down its purchases of such debt to influence the outcome of a foreign policy
dispute with the United States or to retaliate against a U.S. action that China
deems to be an assault on its sovereignty. We conclude with recommendations for
U.S. policy.

I. UNITED STATES-CHINA COOPERATION TO PROMOTE A STRONG GLOBAL RECOVERY AND
SUSTAINABLE BALANCED GROWTH

1. China’s Rebalancing Challenge

In recent G20 discussions and in the latest S&ED discussions, China has com-
mitted to cooperate with the United States to promote a strong global recovery and
to foster more balanced, sustainable global growth. Chinese authorities have
adopted ambitious policies that are consistent with this commitment and that have
already delivered measurable results. As a result of its unprecedented monetary and
fiscal stimulus measures, China recovered more rapidly than expected from the
global slowdown in 2009, ending the year with a growth rate of 8.7 percent. China’s
strong recovery boosted global growth by providing strong demand for exports from
the United States and from China’s other trading partners. U.S. exports to China
have rebounded much more rapidly than overall U.S. exports during the last year
and are now about 20 percent above precrisis levels. U.S. exports to China are still
growing much more rapidly than U.S. exports to the rest of the world. During the
first quarter of 2010, U.S. merchandise exports to China grew by almost 50 percent
from year-earlier levels while U.S. exports to the rest of the world grew by about
20 percent. China is now the third-largest and most rapidly growing market for U.S.
exports, with double-digit growth across a wide range of U.S. products from high-
tech manufactured goods to agricultural goods. Whether China’s recent stimulus ac-
tions will also deliver on its commitment to foster more balanced future growth,
however, is not certain. Faced with a dramatic collapse in China’s export markets
in the wake of global recession, Chinese authorities had little choice but to reorient
their growth policies in the short run. The unprecedented 11.9 percent drop of world
merchandise trade in 2009 choked off China’s long vigorous export sector. In the
short span of 7 months Chinese exports went from boom to bust—a +26 percent
year over year increase in July 2008 gave way to a —27 percent decline by February
2009. Real GDP growth screeched to a standstill as measured on a sequential quar-
terly basis, and over 20 million migrant Chinese workers lost their jobs in export-
led Guangdong province. For a nation long fixated on labor absorption and social
stability, this was the functional equivalent of China’s dreaded recession and called
for a massive stimulus response to bolster domestic demand.

Within domestic demand, China’s stimulus measures have focused primarily on
fixed investment. There are concerns among China’s trading partners that this in-
vestment is adding excess capacity in manufacturing that will feed another surge
of exports—and a renewed widening of China’s trade surplus—as the global econ-
omy recovers. In fact, most of China’s stimulus investment has been directed to
massive, multiyear infrastructure projects especially in the western and central re-
gions of the country. (More than 70 percent of China’s stimulus package has been
devoted to infrastructure projects, Sichuan earthquake reconstruction and public
housing projects.) The surge in infrastructure spending in turn has sparked a pick-
up in private-sector investment by augmenting demand for goods and services pro-
vided by private firms, especially those in the manufacturing sector. Rapid growth
in investment spending has augmented household income growth, especially in
urban areas; moreover, growth in household incomes along with targeted
proconsumption incentives for selected consumer durables has supported solid con-
sumption growth.

On the surface, the rebalancing of China’s growth toward domestic demand ap-
pears to be confirmed by recent data. In 2009, consumption accounted for 4.6 per-
centage points or about half of China’s GDP growth, and in the first quarter of 2010,
consumption contributed a record 6.2 percentage points to China’s GDP growth. In
2009, China’s current account surplus as a share of GDP fell to 6.1 percent, down
sharply from its peak of 11 percent in 2007, and dropped further to only about 1
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percent of GDP in the first quarter of 2010. China’s overall trade surplus as a share
of its economy has fallen sharply by about half during the last 2 years.

Some observers express concerns that these trends are temporary and that the
rebalancing of China’s growth strategy will end when the global economy recovers
and global markets for China’s exports rebound. In fact, the May trade surplus wid-
ened to $19.5 billion from a surplus of $1.7 billion in April and a modest deficit in
March. These results are consistent with these concerns and suggest that it may
be premature to celebrate the onset of a sustained structural rebalancing of the Chi-
nese economy. But we believe that China’s rebalancing is likely to continue over the
long term out of both design and necessity. For an externally dependent Chinese
economy, the latter motive is especially germane in the post-crisis era—an era that
is likely to face lingering headwinds from sluggish demand in the developed world.
If there was any doubt about the state of global demand in the aftermath of the
global recession in 2009, recent problems in Europe should dispel a false sense of
optimism. First, the United States and now Europe—the growth in global final de-
mand that was the sustenance of China’s export growth is in serious trouble. And
there are compelling reasons to believe that such trouble will not be fleeting—that
it will be an enduring feature of the post-crisis environment for several years to
some. In order to avoid a sustained shortfall of export-led growth and the social in-
stqbli(llity it would imply, China needs a new source of growth. And it needs one
quickly.

A significant rebalancing of the Chinese economy is really the only answer to Chi-
na’s post-crisis wake-up call. GDP growth needs to shift away from the export- and
investment-led dynamic that powered the economy so successfully over the past 30
years toward the sector that has been left behind—internal private consumption. At
their peak in early 2007, exports and fixed investment totaled 75 percent of Chinese
GDP—more than double the 35-percent share going to private consumption. To
some extent, the low share of consumption is the result of high household pre-
cautionary saving rates necessitated by the lack of a social safety net—social secu-
rity, private pensions, medical and unemployment insurance are all lacking for most
Chinese citizens. But consumption also has been held back by slow income growth,
with wages increasing much more slowly than productivity and rising profits feeding
high enterprise saving rates. Enterprises now generate more than half of China’s
saving.

There are signs that this situation may be changing. There have been recent sig-
nificant increases (20 percent or more) in minimum wages in key places like Beijing
and Guangdong province, and several strikes have ended with sizeable wage in-
creases. The number of young people entering the workforce is slated to decline by
almost 30 percent over the next 10 years, and survey evidence indicates that in-
creasingly scarce younger workers may expect higher wages and better working con-
ditions before they are willing to migrate to factory jobs far from their homes. Fully
40 percent of China’s population remains in low-productivity agriculture, so there
is still a lot of surplus labor. But there are growing signs that the reservation wage
for surplus labor is increasing, and this may be another factor that helps rebalance
China’s future growth.

China’s infrastructure-led stimulus policies are building a foundation for strong
future growth in domestic consumption through job creation and through projects
that not only bolster the development potential of the western and central regions
of the country but also reduce physical bottlenecks to rural consumption and rural-
urban migration. These are the regions where most of China’s surplus labor is lo-
cated. There is good reason to believe that China will use its upcoming 12th Five-
Year Plan (2011-16) to lay out a broad framework to continue this proconsumption
rebalancing. The 5-year planning cycle has long been Beijing’s principal means for
refocusing and redirecting the economy. That purpose seems all the more meaning-
ful in a post-crisis global climate that challenges one of the critical assumptions that
has underpinned the export-led growth dynamic for 30 years—the vigor of support
from external demand.

China’s proconsumption plan is likely to have three major macro goals—to reduce
precautionary household saving; to temper widening income disparities; and to un-
cover new sources of job creation. Each of these goals will require major policy ini-
tiatives. On the saving front, it’s all about the social safety net—namely social secu-
rity, private pensions, medical, and unemployment insurance. China has taken only
small steps in these areas. It now needs to take big convincing steps in order to
reduce the excesses of fear-driven precautionary saving. At the same time, income
inequality can only be addressed if China tackles the serious problem of lagging
rural incomes—the some 700 to 800 million Chinese who still live at relatively im-
poverished income levels in the countryside. Several policy initiatives will be re-
quired here—especially tax rebates to rural families, rural land and ownership re-



13

forms, IT-enabled connectivity of agricultural communities, and ongoing incentives
to sustain rural-urban migration, which is essential to boosting agricultural produc-
tivity. Finally, on-the-job creation front, China needs a blueprint for the develop-
ment of large-scale, transactions-intensive services industries such as wholesale and
retail trade, domestic transportation, supply-chain logistics, and leisure and hospi-
tality. China needs to shift its development strategy away from laborsaving manu-
facturing for export toward labor-intensive services for domestic consumption.

If the 12th Five-Year Plan contains half of the initiatives outlined above, we be-
lieve that China will make important progress in shifting sustained support of its
macroeconomy from external to internal demand. As a share of GDP China’s current
account surplus has already shrunk from an 11-percent peak in 2007 to slightly over
1 percent in the first quarter of 2010. Although a significant portion of this reduc-
tion is cyclical as we noted above, there is good reason to believe that China’s exter-
nal imbalance has peaked and that a consumer-led rebalancing will mean a signifi-
cantly lower current account surplus in the years ahead.

Nor do we believe that Chinese families are culturally predisposed toward high
and rising personal saving—suggesting that this transformation will take decades
to occur. With the right incentives and job-creation initiatives, we would not be sur-
prised to see the consumption share of the Chinese economy rise from 35 percent
currently to the 42-percent to 45-percent range by 2016—still low by international
standards but a major increase from current levels. The key for the 12th Five-Year
Plan is to move the needle from the old growth model to the new growth model—
setting in motion a powerful rebalancing momentum that will sustain Chinese
growth for years to come.

2. The Role of China’s Exchange Rate Policies in Global Rebalancing

Exchange rate policy has proved to be a lightening rod in United States-China
economic relations in recent years. We applaud China’s June 19 announcement to
end the crisis-induced repegging of the renminbi-dollar cross-rate which has been
in place since July 2008. By returning to the “managed float” foreign exchange re-
gime which it first adopted in July 2005, China has signaled both flexibility and
practicality in dealing with a very contentious global issue. Although the full extent
of the resulting Chinese currency adjustment is unknown, it should be stressed that
this is the same regime that resulted in a 20-percent appreciation of the renminbi
versus the dollar in the 3 years ending July 2008. Under the presumption of a sus-
tainable recovery in the global economy, there is good reason to expect that a re-
sumption of gradual RMB appreciation will track a similar trajectory in the years
ahead. China should be commended for having taken a very important first step in
the right direction.

It was actually an auspicious time for China to act—not just because of mounting
global pressure on the eve of the G20 meeting in Toronto but also because market
conditions may work in its favor. Recent turbulence in global currency markets
caused by the flight from the euro to the dollar, combined with China’s reduced
trade and current account surplus, gives China an opportunity to reform its cur-
rency regime at a time when there is less upward market pressure on the RMB.

China’s shift in currency policy also seems well aligned with the broader strategic
objectives of the Obama administration. In recent congressional testimony (June 10,
2010), Treasury Secretary Timothy Geithner argued that over time a more flexible
market-driven RMB will be good for the global economy because it will facilitate
more balanced and sustainable global growth. He also argued that it would serve
China’s interests because it will support China’s rebalancing agenda and because it
will enable China to pursue a more independent monetary policy. Secretary
Geithner did not argue that greater flexibility in the RMB exchange rate would re-
duce the U.S. bilateral trade deficit with China. Nor did he call for an appreciation
of the RMB. Rather he noted that a stronger RMB as the result of market forces
within a more flexible exchange rate system would benefit China and promote
global rebalancing. We agree with the conceptual arguments and recommendations
made by Secretary Geithner in his written testimony and we applaud his discussion
of China’s currency policy from a multilateral perspective rather than from a con-
tentious and misleading bilateral one.

In that vein, it is essential to put the currency issue in the context of the world’s
broader rebalancing imperatives. An RMB-dollar adjustment is not the only option
that China has to address its fair share of the global rebalancing agenda. The key
challenge for all unbalanced economies—including China and the United States—
is to reduce their global imbalances. That is true whether those imbalances take the
American form of a saving gap and current account deficit or the Chinese form of
a saving excess and a current account surplus.
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In the case of China, the structural policies that we suspect are likely to be fea-
tured in the upcoming 12th Five-Year Plan could well be far more effective than
the more circuitous option of a currency adjustment. It is up to China to decide
which of those options—or which combination of them—works best. The rest of the
world has a right to insist that China face up to its saving imbalance, but does not
have the right to insist on the precise mechanism that China employs to accomplish
this task. The same argument, of course, also applies to the tactics and strategy
that the United States employs to cut its budget deficit and boost domestic saving.
While the rest of the world has a right to insist that America take its rebalancing
imperatives seriously, it is the sovereign right of the United States to decide on the
best ways to accomplish this objective.

That’s not to say there isn’t a compelling domestic rationale for China to allow
a stronger RMB. Indeed, RMB appreciation would certainly complement China’s do-
mestic rebalancing agenda both by boosting the purchasing power of Chinese con-
sumers and by encouraging Chinese producers to shift production away from exports
toward domestic markets. Moreover, a stronger currency would temper the impacts
of imported inflation—hardly inconsequential in light of China’s recent cyclical up-
surge in inflation to 3.1 percent in May 2010.

Reforming the exchange rate regime in a way that allows the RMB to appreciate
gradually in response to market forces also gives China time to liberalize its capital
markets to prepare for greater exchange rate flexibility. We do not endorse the view
expressed by many that China should make an immediate large upward adjustment
in the RMB-dollar exchange rate. China’s June 19 policy pronouncement, which
stresses a return to precrisis “floating bands,” all but rules out such an action. And
with good reason: As a developing economy with a still embryonic financial system,
China must continue to focus on financial stability and potential vulnerability to
speculative capital flows. For that consideration alone, there is ample justification
for China to view a tightly managed band on the dollar-RMB relationship as an im-
portant stability anchor.

Bilateral political tensions aside, we agree with Secretary Geithner that it is crit-
ical to assess the currency ramifications of global rebalancing from a multilateral
perspective. In this regard, it bears noting that on a broad trade-weighted basis, the
RMB is up 7 percent (in real terms) from its late 2009 low and up 19 percent from
its early 2005 low. In other words, despite the repegging of the RMB to the dollar
over the past 2 years, it is factually incorrect to maintain that the RMB has not
moved in a broader global context. It is equally important to stress that there are
long and uncertain lags associated with the impacts of a shift in relative prices be-
tween China and the rest of the world on global imbalances. The example of Japan
in the late 1980s raises serious questions about whether a sizeable appreciation of
the RMB against the dollar over the next few years would have a sizeable effect
on these imbalances. After all, while the yen more than doubled in value relative
to the dollar from early 1985 to late 1988, Japan’s outsize current account surplus
barely budged.

China’s decision to return to its precrisis system and allow the RMB to fluctuate
against the dollar within a tightly managed band is unlikely to eliminate U.S. con-
cerns about the RMB-dollar exchange rate. A renewed post-crisis rebound of Chi-
nese exports, in conjunction with sluggish U.S. job growth and unacceptably high
unemployment, has fueled congressional frustrations about the persistence of a
large bilateral trade deficit with China. As a result, pressures on China for a major
RMB revaluation—or for the U.S. Treasury to name China as a currency manipu-
lator if that doesn’t occur—have intensified. Many Members of Congress believe that
a sizeable RMB appreciation relative to the dollar would be an effective way to ease
the plight of America’s beleaguered middle class. They also believe that if China
does not act voluntarily to relieve those pressures, the United States should take
offsetting action. At least, China’s June 19 adjustment of its currency policy sends
an important signal to U.S. policymakers that the Chinese leadership takes these
concerns seriously.

Unfortunately, a significant appreciation of the RMB-dollar exchange rate—or the
countervailing trade sanctions that might occur in its absence—might well backfire.
Much of the growth in U.S. imports from China has been the result of production
moving to lower cost China not from the United States but from other higher cost
foreign countries especially in Asia. China has become the center of a global supply
chain that enhances efficiency, keeps production costs down and supplies U.S. con-
sumers with attractively priced products, purchased in large amounts by low- and
middle-income families. A significant share of the value of U.S. imports from China
represents the value of components produced in other countries and assembled in
China for sale in the United States. China’s share of the value-added for some prod-
ucts may be only 20-30 percent of the total value of U.S. imports from China.
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Tariffs imposed on Chinese exports to the United States in an effort to offset the
so-called RMB currency subsidy would raise the prices of these products for U.S.
consumers and drive their production not back to the United States but to other
emerging market countries, reducing the efficiencies of the supply chain and in-
creasing production costs. The increase in prices on U.S. imports that resulted
would be the functional equivalent of a tax hike on both U.S. companies and Amer-
ican consumers.

Moreover, there are other equally serious analytical pitfalls to a bilateral assess-
ment of the China problem. Yes, China accounts for the largest piece of America’s
trade deficit—some 36 percent of the average merchandise trade gap over 2008-09.
But the key point to stress here is that the United States had trade deficits with
over 90 countries during the same period—a multilateral imbalance that stems from
the unprecedented shortfall in U.S. saving discussed below. Lacking its own saving,
the only way for the United States to keep growing is to import surplus saving from
abroad and run a large current account and multilateral trade deficit in order to
attract foreign capital. The Chinese piece may account for the largest share of this
multilateral imbalance but that is more likely traceable to conscious outsourcing de-
cisions of U.S. multinationals and strong consumer preferences for low-cost, high-
quality goods made in China than to unfair trading practices. The bottom line is
that America’s multilateral trade imbalance cannot be addressed by putting pres-
sure on a bilateral foreign exchange rate with China.

Finally, it is important to emphasize that if the U.S. Congress were to impose
trade sanctions on imports from China, it is highly likely that China would retali-
ate. That retaliation could take one of three forms: lodging a WTO complaint; impos-
ing tit-for-tat trade sanctions on U.S. exports to China; or reducing demand for U.S.
Government securities. The latter two options would hardly be inconsequential for
the United States. Tariffs on U.S. exports to China would hit America’s third-largest
export market—a serious problem for the Obama administration’s goal of doubling
U.S. exports over the next 5 years. Similarly, reduced Chinese buying of U.S. Treas-
uries would be highly problematic for the funding of the Federal deficit at attractive
interest rates and could trigger a spike in U.S. interest rates, a sharp drop in the
dollar’s value and renewed instability in global financial markets. (The possibility
that China might respond to U.S. pressure on its exchange rate policy by adjusting
its demand for U.S. Treasuries is discussed below.)

3. The U.S. Rebalancing Challenge

Rebalancing growth was a major topic at the recent S&ED meetings and U.S. offi-
cials agreed on the need to rebalance growth of the American economy away from
consumption and large Federal Government deficits toward higher household saving
rates, greater reliance on exports and investment, and sustained deficit reduction.
U.S. officials emphasized the Obama administration’s multiyear plan to achieve $1
trillion in deficit reduction over the next decade. The plan includes freezing nonsecu-
rity discretionary spending for 3 years, reducing defense spending in Iraq and
Afghanistan, and allowing the 2001-2003 tax cuts for households earning more than
$250,000 to expire. According to the administration’s latest projections, this plan
would reduce the deficit from 10.6 percent of GDP in 2010 to 3.9 percent by 2015,
a record 5-year reduction that would occur despite an average unemployment rate
of 7.9 percent during the period. If adopted, this plan would be a significant step
toward rebalancing the U.S. economy, but it would leave the United States with a
projected average deficit of 3.9 percent of GDP between 2015 and 2020, and it would
not stabilize the federal debt to GDP ratio, which would continue to rise through
2020 and beyond. As long as the debt to GDP ratio is rising, U.S. fiscal policy is
not on a sustainable long-run path. This could prove problematic for global inves-
tors, including the Chinese, who are currently willing to purchase U.S. Government
debt at interest rates that are at or below historical averages.

During the S&ED discussions, U.S. officials assured their Chinese counterparts
that the Obama administration is committed to reducing the deficit to 3 percent of
GDP and stabilizing the debt to GDP ratio by 2015. President Obama has created
a special bipartisan National Commission on Fiscal Responsibility and Reform
charged with the task of proposing additional spending cuts and/or revenue in-
creases to bring the primary budget deficit into balance and thereby stabilize the
debt to GDP ratio in that year. Primary balance requires that total Federal Govern-
ment spending excluding interest payments on the debt, equal total Federal Govern-
ment revenues. According to the administration’s latest projections, the primary def-
icit will be around $174 billion in 2015; by contrast, according to the most recent
Congressional Budget Office projections, the primary deficit will exceed $250 billion
in that year, and many private sector projections are even larger.
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A recent study by the Center for American Progress (CAP) found that closing a
primary budget gap of $250 billion in 2015 by spending cuts alone would require
a cut of almost 7 percent in every area of federal spending, except interest payments
on the debt. If cuts in Social Security spending, additional cuts in Medicare and
Medicaid spending beyond those in the health care reform, and additional cuts in
defense spending beyond those in the President’s budget are excluded, balancing the
primary budget by spending cuts alone would require a 16-percent cut in the rest
of government spending. CAP estimates that closing the primary budget gap by rev-
enue increases alone would require a 7.3-percent increase in all federal taxes and
fees. If those making less than $250,000 a year are excluded, taxes and fees col-
lected from those making more than $250,000 a year and from U.S. corporations
would have to increase by almost 25 percent. These calculations make it very clear
that balancing the primary budget by 2015 will require some combination of very
painful spending cuts and revenue increases.

The Commission is charged with making recommendations in December 2010.
Given the size of the fiscal problem and the highly charged partisan atmosphere—
a climate that may well worsen after the November elections—it is unlikely that the
Commission will be able to agree on major recommendations and that such rec-
ommendations will be adopted by Congress. So even though the deficit as a share
of GDP is likely to decline significantly as the economy recovers and as temporary
stimulus and recovery measures die out, the United States will face significant chal-
lenges to deliver on its commitment of rebalancing the U.S. economy through fiscal
consolidation.

Rebalancing U.S. growth also requires more than a sustainable fiscal path. It also
requires reducing the gap between the growth of spending and the growth of income
in the United States, and this requires an increase in national saving. America’s net
national saving rate—the sum total of deprecation-adjusted savings of households,
businesses, and the government sector—turned negative in 2008 before plunging to
a record low of —2.6 percent of national income in 2009. This is the most serious
shortfall of domestic saving by a leading nation in modern history. Just as China
must reduce its saving surplus to deliver on its rebalancing commitments, the
United States must reduce its saving gap to do the same. Between 2000 and 2008,
U.S. saving declined both because of increases in the federal budget deficit—a meas-
ure of government disserving—and because of a dramatic drop in household saving.
During the recession, the household saving rate has recovered somewhat, rising
from essentially zero in 2007 to about 4 percent in 2008-2009 before falling back
to about 3.6 percent in April 2010. Many economists predict that the household sav-
ing rate will rise during the next several years to its historical average of about 7
percent, but there is considerable uncertainty about this. In the S&ED discussions,
the United States promised to introduce policies to reinforce rising household saving
rates but did not offer any specifics, and policies tried in the past have not been
very effective.

As part of its rebalancing agenda, the administration has also set a goal to double
U.S. exports over the next 5 years and has introduced supporting policies and orga-
nizational changes. An active U.S. trade policy to reduce access barriers to U.S. ex-
ports in rapidly growing emerging markets including China is essential to realizing
this goal. We discuss trade policy in United States-China relations in the next sec-
tion of this testimony. Unfortunately, since Europe is a major destination for U.S.
exports and since European companies are major competitors of U.S. companies in
China and other rapidly growing export markets, the recent slowdown in Europe
and the sharp drop in the value of the euro pose serious downside risks to strong
U.S. export growth over the next few years.

Nor would such growth ensure a sustained reduction in the U.S. trade deficit and
current account deficit as the economy recovers. The size of these deficits depends
on both exports and imports and reflects the size of the U.S. saving gap, or the gap
between how much the U.S. produces and how much it spends. During the reces-
sion, this gap, as measured by the current account deficit as a share of GDP, de-
clined significantly to 2.9 percent in 2009 from its 2007 peak of 6 percent of GDP.
This drop in the saving gap is primarily the result of a sharp reduction in private
sector spending relative to private sector income, as U.S. households and businesses
have curtailed spending to rebuild balance sheets and deleverage their financial po-
sitions. Despite the retrenchment in private sector spending relative to income, the
current account deficit, which is a measure of the national saving gap, has remained
sizeable because the government deficit has increased as a result of tax cuts and
spending increases to combat the recession.

Most forecasters predict that the United States will continue to run a significant
current account deficit around 3 percent of GDP for the next several years if the
fiscal deficit is reduced and if the household saving rate increases from its historic
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lows of the 2002—-2007 period. A deficit of this size would roughly stabilize foreign
U.S. debt as a share of GDP. Provided the United States convinces China and other
global investors of its commitment to a sustainable long-term fiscal path, it is likely
that the United States can finance a current account deficit of this size with reason-
able long-term interest rates on U.S. Government debt in the 4-5-percent range.

What happens to the U.S. trade and current account deficits and to U.S. bor-
rowing requirements from the rest of the world depends primarily on what the
United States does to increase private saving and to reduce government dissaving.
China’s trade and exchange rate policies are of second-order importance. If the
United States fails to sustain a significant reduction in its saving gap, its trade and
current account deficits will rise again as a share of GDP as the economy recovers.
That will be the case even if China succeeds with its own rebalancing agenda and
reduces its current account surplus as a share of its GDP and even if China moves
to a pure market-determined exchange rate. The risk in this case would be that of
an “asymmetrical global rebalancing”—a scenario in which China makes more
progress in transitioning to a consumer-led economy than the United States makes
in closing its saving gap.

The odds of an asymmetrical rebalancing scenario should not be minimized. Chi-
na’s stimulus policies and the likely components of the 12th Five-Year Plan indicate
that China could well make significant progress in rebalancing its economy over the
next several years. In contrast, the stimulus policies in the United States, while es-
sential and justifiable to combat the recession, have exacerbated the long-run saving
gap and have not rebalanced growth away from consumption toward exports and in-
vestment. Moreover, given the partisan atmosphere in Congress, passage of a cred-
ible multiyear deficit reduction plan to reduce the Nation’s saving gap on a sus-
‘Eained basis once the economy has recovered seems unlikely, at least in the near
uture.

II. AN ACTIVIST TRADE POLICY TO LEVEL THE PLAYING FIELD IN CHINA AND SUPPORT
U.S. REBALANCING

China is now the largest exporter and the third-largest importer in the world. It
is the third-largest and fastest growing market for U.S. exports in a wide range of
products. If the United States is to succeed in rebalancing its growth—shifting from
credit-driven consumption and housing toward investment and exports—continued
rapid growth in U.S. exports to China is essential. China also receives a major share
of the foreign direct investment of U.S. multinational companies, many of which
have extensive and growing operations there. Offshore Chinese production platforms
are critical to efficiency solutions for high-cost U.S. manufacturers and support their
production, employment, profits, R&D and investment in the us. Access to China’s
large and growing market is a significant factor in the success of many U.S. busi-
nesses, both large multinational companies and many small- and medium-sized
companies as well. Reducing barriers that impede the access of U.S. companies to
China’s markets is and should be a major objective of U.S. trade policy. The Obama
administration rightly accorded priority to this goal in the recent S&ED discussions,
focusing in particular on the effects of China’s innovation policies, government pro-
curement policies, and foreign direct investment policies on American companies ex-
porting to and/or producing in China.

During the last few years, many American companies (along with European and
Japanese companies) have raised concerns about China’s so-called “indigenous inno-
vation” policies to promote the development of Chinese owned technology and intel-
lectual property and to reduce China’s dependence on foreign technologies. Initially,
the call for indigenous innovation was more hortatory than real. But recently the
call has been given practical effect through policies that include not only strong in-
centives for innovation by Chinese companies but also policies that discourage the
participation of foreign companies in technologies or sectors deemed to be strategic
by the Chinese Government. In a recent survey of 388 U.S. companies conducted
by the American Chamber of Commerce in China, 28 percent said that they are al-
ready losing business as a result of China’s indigenous innovation policies, and 57
percent of high-tech companies said that they expect to lose more business in the
future as these policies are fully implemented.

Seven of the eight top challenges to doing business in China identified by the sur-
vey’s respondents relate to obstacles posed by the policies of the Chinese Govern-
ment in a wide range of areas, including procurement, standard setting, intellectual
property protection, subsidies and approvals for foreign direct investment. These
survey results reveal a growing concern among American businesses that China is
adopting more restrictive promotional policies that favor Chinese companies and
that pose significant access barriers to foreign companies doing business in China.
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There is mounting evidence that China’s trade and industrial policies are changing
in ways that are impeding access of foreign producers to China’s market and that
fall outside of WTO rules and enforcement procedures.

Preference in government procurement has recently become a key weapon in Chi-
na’s arsenal of indigenous innovation policies. According to China’s long-term plan
for scientific and technological development, the government should establish a pri-
ority procurement policy for important high-tech products and equipment developed
“by domestic enterprises with independent intellectual property.” Since China is not
a signatory to the Government Procurement Agreement (GPA) of the WTO, its pro-
curement procedures are not covered by the agreement and not actionable at the
WTO. But China’s preferential treatment of its domestic producers in government
procurement is not an isolated development. Indeed, China’s preferential procure-
ment policies were given an implicit green light in 2009 when several nations that
are GPA signatories framed their stimulus actions to provide support to their own
companies and workers. (The “Buy America” provisions of the U.S. stimulus pack-
age are a case a point. Although these provisions did not have a significant effect
on procurement and trade in the us, they did send a strong signal to China.)

In November 2009, several of China’s most powerful ministries issued a joint cir-
cular, announcing the intent to create a national catalogue of “indigenous innova-
tion” products for government procurement,“ and proposing accreditation conditions
to determine whether particular products qualified for inclusion in the catalogue. Al-
though the accreditation conditions do not include explicit restrictions against the
products of foreign-owned companies, they effectively deny access to such products
if the technology does not originate in China—even if the products are entirely pro-
duced in China, with 100 percent local content. That’s because most of the products
sold by American companies in China embody many technologies sourced from the
United States and other locations and also because American companies are reluc-
tant to develop technologies in China as a result of inadequate intellectual property
protection there.

We are encouraged that the recent S&ED discussions made some progress on the
indigenous innovation and related government procurement issues, although China
did not agree to a U.S. request for full suspension of its indigenous innovation pol-
icy. Instead, China confirmed its commitment to innovation policies consistent with
the principles of nondiscrimination, intellectual property protection and market
competition and agreed to hold high-level bilateral talks on such policies. China also
agreed that the terms of technology transfer should be shaped by agreements among
companies without government interference. In response to U.S. concerns, China re-
moved several troubling conditions from its product accreditation circular, including
the requirement that products be patented or trademarked in China, and agreed to
delay final implementation of the national catalogue to assess public comments.

China also promised to submit a revised offer to join the WTO Government Pro-
curement Agreement by July. Given the importance of the government and of state-
owned companies in the Chinese economy, China’s participation in this agreement
should be a major objective of U.S. trade policy. As part of its WTO accession agree-
ment, China committed that state-owned and state-invested companies would make
their decisions solely on commercial considerations and that the government would
not attempt to influence these decisions either directly or indirectly. In principle,
these commitments are enforceable through the WTO dispute settlement mecha-
nism. But U.S. companies frequently complain that the procurement decisions of
state-owned companies either follow the decisions of state agencies or are influenced
by government actors. A convincing bid by China to join the GPA could help assuage
these concerns.

In response to Chinese concerns, the United States softened its position on two
key issues of longstanding interest to China. First, the United States promised to
ease restrictions on some high-technology exports to China. While this is a priority
issue for China, U.S. controls on such exports have only a small effect on U.S. trade
with China. According to recent estimates, only about 0.3 percent of all U.S. exports
to China and about 0.6 percent of all U.S. advanced technology exports to China
require an export license. The figures for Europe are comparable: 0.2 percent of all
U.S. exports and 0.4 percent of all U.S. advanced technology exports to the EU re-
quire a license. Moreover, around 80 percent of the exports to China that require
a license receive a license exemption and the value of all denied licenses is minimal.
Second, the United States agreed to consult with China on its desire to be accorded
“market economy status” within the WTO and scheduled consultations for the fall
meeting of the United States-China Joint Commission on Commerce and Trade. In
its original accession agreement to the WTO, China agreed to be treated as a non-
market economy in antidumping and countervailing duty cases. As a result, the
United States or any other WT'O member can initiate an antidumping investigation



19

against Chinese products using the product prices of a third country as a bench-
mark. This makes Chinese firms especially vulnerable to antidumping cases and the
imposition of antidumping tariffs on its products. As part of its WTO accession,
China also agreed to annual compliances reviews of its implementation of its acces-
sion agreement.

So far, the United States has been reluctant to recognize China’s status as a mar-
ket economy and has posed several conditions that China must meet including the
adoption of a market-based exchange rate regime. Now the United States will have
to decide whether China’s decision to allow the market to determine the RMB-dollar
rate within a managed band satisfies this condition. We think it should and we
think it sets the grounds for progress on China’s bid for market access status during
the upcoming JCCT consultations. The United States will lose its ability to use the
market access issue as a bargaining chip with China in 2016 when it will be ac-
corded such status automatically.

Both the United States and China have been major beneficiaries of the growth
in world trade and foreign direct investment triggered by the WTO and both have
been active users of WTO enforcement to address trade disputes, including bilateral
disputes. In recent testimony, Alan Wolff, cochair of Dewey & LeBoeufs Inter-
national Trade Practice Group, examined the history of United States-China trade
relations within the WTO and concluded that the United States has enjoyed “rea-
sonably positive results.” The United States has brought WTO cases against China
when the U.S. Government has the support of the relevant businesses or industries
and when it believes it can persuade a WTO panel that China is violating its WTO
obligations. China has often ceased the practices in question without going through
a formal dispute settlement panel process.

But the future is likely to be more challenging because many of the practices at
the center of United States-China trade frictions and many of the promotional poli-
cies playing a more prominent role in China’s development strategy are either inad-
equately covered or are difficult to enforce by the WTO. These practices include in-
digenous innovation policies, discriminatory procurement behavior by state-owned
enterprises, national standards that favor national champions, lax enforcement of
intellectual property protection and implicit or explicit local content rules for partici-
pating in major economic sectors like wind and other renewable energies. Such prac-
tices are a violation of the spirit and in some instances the law of China’s WTO com-
mitments and harm not just U.S. companies but companies from other developed
and emerging market nations. That’s why the United States should continue to
treat market access barriers as a priority issue in the S&ED discussions, should
continue to lodge WTO cases against such barriers when they violate China’s WTO
commitments, and should encourage China’s other trading partners to address such
barriers in regional and multilateral discussions.

III. CHINA’S HOLDINGS OF UNITED STATES DEBT AND UNITED STATES-CHINA RELATIONS

As of April 2009, China’s held over US$2.4 trillion in foreign exchange reserves,
by far the largest in the world. Its holdings of U.S. Treasury debt totaled $900 bil-
lion, or about 11 percent of total UST debt held by the public and about 25 percent
of total UST debt held by foreign investors. (China also holds around $405 billion
or about 6 percent of U.S. agency debt, primarily Fannie Mae and Freddie Mac
debt). At current trends, even with continued rebalancing in China and smaller cur-
rent account surpluses as a share of GDP, China’s FX reserves will continue to
grow, albeit at a slower pace, and are likely to top $3 trillion by 2011. Given the
lack of attractive nondollar currency alternatives, exacerbated by the uncertainty
and turbulence in euro-denominated assets, it is likely that a significant share of
China’s growing reserves will continue to be held in U.S. Government securities.
And even if there is a sustained increase in U.S. private saving and a significant
reduction in the federal budget deficit—both of which are far from certain—it is
highly likely that the United States will continue to run a significant current ac-
count deficit in the 3-percent to 4-percent range and will continue to depend on for-
eign investors, including China, to finance its saving gap. Moreover, given the sheer
size of China’s holdings of U.S. dollars and government securities, a precipitous ac-
tion by China to shift out of U.S. dollar assets could cause a sizeable increase in
long-term interest rates in the United States, and a sharp decline in the prices of
U.S. Government securities and the dollar’s value. Even cutting the share of China’s
holdings of U.S. Treasury securities by 5-percentage points would probably be
enough to rock global financial markets, with damage on both the United States and
China. China would sustain capital losses on its large dollar holdings as a result
of falling prices on U.S. Government securities and a drop in the dollar’s value.
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Despite the prospect of such capital losses, would China be willing to sell some
of its dollar holdings to respond to a foreign policy dispute with the United States
or to retaliate against what it deemed to be an assault on its sovereignty? For exam-
ple, if the United States enacted broad-based trade sanctions on China’s exports be-
cause China does not succumb to U.S. pressure for a sizeable RMB appreciation,
would China retaliate by selling some of its stock of U.S. Government assets or re-
ducing its future purchases of such assets? Many observers believe that China
would not take such actions, at least not on a meaningful scale, because they would
impose painful capital losses on China. Even if such losses were significant, how-
ever, China might be willing to bear them in retaliation for what it perceives to be
unfair trade or other policy sanctions that infringe on its sovereignty. There is every
reason to believe that China would view such U.S. actions as an act of economic
aggression. Nationalist sentiment inside of China is very high—suggesting that Bei-
jing would be under considerable pressure to take retaliatory measures irrespective
of any potential portfolio losses. There is far more to China’s FX management objec-
tives than simply seeking optimal rates of financial return.

Moreover, as Professor Eswar Prasad explained in recent testimony before the
United States-China Economic and Security Review Commission, the potential for
losses in the value of China’s foreign exchange reserves could prove to be quite mod-
est for three reasons:

1. A spike in U.S. interest rates in response to a selloff of U.S. assets by China
would impose a capital loss on the value of China’s U.S. Treasury holdings on a
mark to market basis. But given its large stock of reserves and the fact that it has
no obvious liquidity needs, it is likely that China values its assets on a hold to ma-
turity approach rather than a mark to market approach.

2. A decline in the value of the dollar against other major currencies triggered
by China’s action would reduce the RMB value of China’s dollar-denominated hold-
ings, if the RMB appreciated relative to the dollar. Otherwise, China would suffer
capital losses on the value of its euro and yen assets as the dollar declined, but it
would benefit from enhanced competitiveness if the RMB declined with the dollar
against the currencies of its other major trading partners.

3. A sizeable appreciation of the RMB against the dollar would lead to a sizeable
capital loss on the value of China’s dollar holdings measured in local currency. But
the loss could be offset over time as China moves forward on exchange rate flexi-
bility, capital market liberalization, and reserve currency status.

Prasad concludes that a threat by China to move away from U.S. Treasuries is
a credible threat that should be taken seriously by U.S. policymakers. We agree.
And under current market conditions, such a threat could trigger investor concern
about the huge financing needs of the U.S. Government, causing a sharp spike in
interest rates and a crisis of confidence in U.S. sovereign debt.

China has repeatedly expressed its desire for FX portfolio diversification—namely,
to put in place a disciplined program to reduce its existing holdings of U.S. Govern-
ment securities and to slow down the acquisition of new holdings. It has been at-
tempting to do this in part through the establishment of the China Investment Cor-
poration, a sovereign wealth fund with an initial capital base of $200 billion. But
this is a small amount relative to China’s overall dollar holdings. The real problem
for China is that there are no relatively safe investments other than U.S. Govern-
ment bonds that are deep and liquid enough to absorb a significant share of the
massive inflow of dollars that enter China each year as a result of its large trade
surplus, inward foreign direct investment and hot money in anticipation of a signifi-
cant RMB appreciation. And the dollar-recycling strategy is, of course, heavily de-
pendent on Beijing’s desire to maintain a relatively tight relationship between the
RMB and the dollar. Overall, that means that China is likely to continue to hold
large amounts of dollar assets and that these holdings will grow each year by a size-
able amount.

IV. RECOMMENDATIONS

The S&ED is an important forum through which the United States and China can
ameliorate the tensions in their relationship and cooperate on policies to foster a
balanced and prosperous world economy.

The United States should continue to cooperate with China in the G20 on macro-
economic policies to support a strong global recovery and to foster more balanced
global growth in the future.

China’s stimulus policies fostered a strong rebound of the Chinese economy and
boosted global growth by providing strong demand for exports from the United
States and China’s other trading partners in 2009 and through the first half of
2010. China’s stimulus policies helped rebalance China’s growth away from depend-
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ence on exports and toward domestic demand. In 2009, consumption growth ac-
counted for about half of China’s GDP growth and China’s current account surplus
as a share of its GDP declined by nearly 50 percent.

We recommend that China continue to rebalance its future growth in order to in-
crease the contribution of consumption and to reduce the contribution of exports,
and we believe that China will do so out of both necessity and choice. The likelihood
of slower consumption growth in both Europe and the United States over the next
several years will mean slower growth in the demand for China’s exports. To pre-
serve social stability, on which the legitimacy of its leadership depends, China must
boost domestic demand to absorb its growing labor force, to move surplus labor from
low-productivity agriculture to higher productivity manufacturing and services, and
to reduce rural-urban income gaps.

We believe that China’s infrastructure-led stimulus policies are building the foun-
dation for strong future growth in domestic consumption. We also recommend and
expect that China’s upcoming 12th Five-Year Plan will spur accelerated procon-
sumption rebalancing through investments in China’s social safety net, through
policies to promote services industries and through tax and other policies to reduce
urban-rural income inequality.

We believe that as a result of its consumption-led rebalancing, China’s multilat-
eral trade and current account surpluses will be significantly lower as a share of
GDP in the future than they were in the peak years of 2006—2008.

China’s exchange rate should be assessed from a multilateral perspective rather
than from a bilateral, dollar-centric perspective.

We applaud China’s June 19 decision to end its crisis-induced RMB-dollar fixed
peg and return to the “managed float” foreign exchange regime it first adopted in
July 2005. A more flexible RMB driven by market forces benefits the global economy
because it facilitates more balanced, sustainable global growth. It is also in China’s
interest because it supports China’s rebalancing goals and it allows China to pursue
a more independent monetary policy. At the same time, a tightly managed band on
the dollar-RMB exchange rates is an important stability anchor for China’s transi-
tion to more open capital markets. China’s decision to return to a more flexible cur-
rency regime and allow the RMB-dollar rate to move within a managed band will
allow the RMB to appreciate gradually in response to market forces. Over time, a
stronger RMB will contribute to China’s rebalancing by boosting the purchasing
power of Chinese consumers and by encouraging Chinese producers to shift produc-
tion toward domestic demand and away from exports.

We do not endorse the view that China should make a large adjustment in the
RMB-dollar rate at this time. The RMB has already appreciated significantly in real
terms on a multilateral trade-weighted basis. The key imperative for China is to re-
duce its saving surplus and rebalance its macrostructure. Proconsumption policy ini-
tiatives will be more important than changes in the RMB’s trade-weighted exchange
rate in achieving these goals. The United States should refrain from making explicit
demands about how China should go about implementing its rebalancing agenda.
In particular, the choice between proconsumption structural adjustments and the
RMB-dollar exchange rate should be left to China.

A significant appreciation of the RMB relative to the dollar will not have a signifi-
cant effect on the U.S. trade deficit or on U.S. employment. Much of the growth in
U.S. imports from China has been the result of production moving to lower cost
China not from the United States but from other higher cost countries, especially
in Asia. And China’s bilateral trade deficit with the United States needs to be seen
as but one piece of a much broader multilateral problem, reflecting America’s large
saving gap.

The United States should not impose tariffs on Chinese exports if there is not a
significant appreciation of the RMB. Such tariffs would drive production to other
emerging market economies not to the United States. In addition, China would re-
taliate in one of three ways all of which would be damaging to U.S. interests: lodg-
ing a WTO complaint that would almost certainly prove successful; imposing tit-for-
tat tariffs on U.S. exports to China; or reducing demand for U.S. securities.

Section 3004 (b) of the Omnibus Trade and Competitiveness Act of 1988, which
requires the Treasury to issue a biannual foreign exchange report assessing whether
U.S. trading partners are “manipulating” their exchange rates vis-a-vis the dollar,
has become dangerously politicized and should be repealed or revised. Currency val-
ues should be assessed on a multilateral basis rather than a bilateral basis, and the
International Monetary Fund, rather than the U.S. Treasury, is the appropriate
multilateral organization for evaluating the exchange rate policies of member coun-
tries.

The U.S. current account deficit is the result of the Nation’s saving gap or the
gap between how much the United States is producing and how much it is spending.
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To reduce this gap, the United States must reduce the federal budget deficit and,
as the economy recovers, must increase the household saving rate, which fell to
nearly zero during the 2001-2007 period. A higher household saving rate will re-
quire that the United States rebalance growth away from consumption toward reli-
ance on exports and investment.

During the recession, the U.S. saving gap has declined relative to GDP, primarily
as a result of a sharp temporary increase in private saving as households and
businesses deleverage. But the saving gap has remained substantial as a result of
stimulus policies that have caused a big increase in “dissaving” by the Federal Gov-
ernment. What happens to the U.S. current account deficit in the future as the econ-
omy recovers depends on what the United States does to reduce its saving gap.
China’s trade and exchange rate policies are of second-order significance. If the
United States fails to reduce this gap, its trade and current accounts deficits will
rise again as a share of GDP even if China succeeds in rebalancing its economy.

The possibility of an asymmetrical global rebalancing scenario remains a very real
risk. China’s stimulus policies and the likely proconsumption thrust of the upcoming
12th Five-Year Plan indicate that China should make significant progress in rebal-
ancing its economy over the next several years. In contrast, the stimulus policies
in the United States, although essential and justifiable to offset the 2008-2009 re-
cession, have exacerbated the long-run saving gap and have not rebalanced growth
from consumption toward exports and investment. And given the partisan atmos-
phere in Congress, passage of a credible multiyear deficit reduction plan to reduce
the saving gap on a sustained basis once the economy has recovered seems un-
likely—at least in the near future.

According to projections by the OMB, the CBO, and private forecasters, U.S. fiscal
policy is not on a sustainable path: in the absence of additional deficit reduction
policies, the Federal Government’s debt will continue to rise relative to GDP
through 2020 even if the economy recovers from the 2008-2009 recession.

At the S&ED discussions, the United States committed to adopting policies to
achieve fiscal sustainability in the medium to long run and to stabilize the debt-
to-GDP ratio. Given the size of projected Federal Government deficits, these policies
will require some combination of painful spending cuts and revenue increases. We
recommend that the Congress work with the administration to pass a credible
multiyear deficit reduction plan to stabilize the debt to GDP ratio. This plan should
take effect gradually as the economy recovers: policies to reduce the deficit too
quickly will slow the recovery and increase the losses in potential output from high
unemployment and excess capacity.

Access to China’s large and growing market is a significant factor in the success
of many U.S. businesses, both large multinational companies and many small- and
medium-sized companies as well. Reducing barriers that impede the access of U.S.
companies to China’s markets is and should continue to be a major objective of U.S.
trade policy.

China’s industrial policies appear to be changing in ways that are reducing access
of foreign producers to China’s market and that fall outside of WTO rules and en-
forcement procedures. Indigenous innovation policies, discriminatory procurement
behavior by state agencies and state-owned enterprises, national standards that ap-
pear to favor national champions, lax enforcement of intellectual property protec-
tion, and implicit or explicit local content rules in strategic activities like renewable
energy are areas of growing concern to U.S. companies. The United States should
continue to negotiate with China to reduce these barriers both in the S&ED discus-
sions and in regional and multilateral discussions that include China’s other trading
partners who are also disadvantaged by such barriers.

Given the importance of the government and of state-owned companies in the Chi-
nese economy, China’s participation in the Government Procurement Agreement
(GPA) of the WTO should be a major objective of U.S. trade policy. The United
States should negotiate with China to ease U.S. security controls on exports to
China and to advance the timing for the recognition of China’s market economy sta-
tus in the WTO (currently scheduled for 2016) in return for a strong offer by China
to join the GPA. A bargain along these lines could also help revitalize the Doha
talks, something the United States and China committed to do at the recent S&ED
meeting.

The United States should take the lead in negotiating a Trans-Pacific Partnership
agreement as a major step to the creation of a free trade area for the Asia Pacific.
Several bilateral and regional preferential trading agreements have recently been
signed in Asia, and the region is heading toward the de facto creation of an eco-
nomic bloc that would be discriminatory against the United States. The completion
of a Trans-Pacific Partnership agreement would arrest this disturbing trend and
could re-ignite APEC’s role in global trade liberalization. In the 1990s, APEC played
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a key role in the negotiation of a global agreement liberalizing trade in information
technology products. A revitalized APEC could play a similar role in the creation
of a global agreement on trade in “green” technologies and products.

A threat by China to shift the allocation of its vast foreign exchange reserve port-
folio away from U.S. securities to respond to a foreign policy dispute with the
United States or to retaliate against a U.S. policy deemed to be an assault on Chi-
na’s sovereignty is a credible threat that should be taken seriously. Even the sug-
gestion of such a move could trigger concerns among global investors about the huge
financing needs of the U.S. Government, causing a sharp spike in interest rates, a
crisis of confidence in U.S. sovereign debt, and a collapse in the dollar. As the
world’s largest external borrower, the United States must exercise great caution in
exerting undo pressure on its most important foreign lender.
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The CHAIRMAN. Thank you very much, Dr. Tyson.
Ambassador Hills.

STATEMENT OF HON. CARLA A. HILLS, FORMER U.S. TRADE
REPRESENTATIVE, CHAIRPERSON, NATIONAL COMMITTEE
ON U.S.-CHINA RELATIONS, WASHINGTON, DC

Ambassador HILLS. First of all, thank you very much, Mr. Chair-
man, Senator Lugar, and the other members of the committee. It’s
a great pleasure to appear again before the Senate Foreign Rela-
tions Committee.

I think your focus on the economic issues is absolutely indispen-
sable today. I have submitted testimony that responded to your
seven questions, and I just picked out three issues that I thought
I would summarize, since I was told 5 minutes was the limit. One
is trade, one is the imbalance, and, last, the Strategic and Eco-
nomic Dialogue. And I look forward to your questions.

Our Secretary of State has stated, not once but several times,
that our relationship with China is the most important bilateral re-
lationship in the world in this century. And in the area of trade,
I would say that is already evident.

Between 2000, the year before China entered the World Trade
Organization, and 2008, just before the great recession, United
States sales to China increased 340 percent; whereas, during that
same period, our sales to the rest of the world increased just 29
percent. And, significantly, every State in the Union has seen near
triple-digit growth of their sales to China. Even more significantly,
in my opinion, last year, when global trade plummeted 11 percent,
pulling global growth into negative territory, our exports to China
held steady, where our exports to the rest of the world fell by 20
percent.
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And, as Senator Lugar has pointed out, today China is our fast-
est growing export market, and has become our second-largest
export market, behind Canada. And we both benefit from keeping
our respective markets open and avoiding all forms of protection,
such as Buy America legislation and Buy China policies.

And it is in our mutual interest to work further to open global
markets. As Dr. Gary Hufbauer, of the Peterson Institute for Inter-
national Economics, has calculated, the United States economy is
$1 trillion richer per year as a result of our leadership in opening
global markets since World War II, and, similarly, it’s thanks to
open markets that China has achieved double-digit growth for the
past three decades that has lifted hundreds of millions of people
out of dire poverty.

So, going forward, we should boost our global trade and with it
our respective nations’ growth by reaching agreement in the Doha
Round, and we’re more likely to achieve an agreement in those
negotiations if the United States and China work together.

In addition, while both of our economies are recovering from the
great recession, neither government can ignore the fact that the ex-
isting global imbalance risks triggering another serious financial
crisis. Indeed, the former chairman of the New York Fed has stated
that, even without the housing crisis here in the United States, the
global imbalance would have eventually led to the crisis that we
have suffered.

Now, China, Germany, Japan, South Korea, and others, have
built their growth on exports, accumulating substantial surplus,
whereas the United States, the United Kingdom, and Spain, and
others, have built their growth on consumption, accumulating sub-
stantial debt. Neither growth model is sustainable. And although
the United States has cut its external Federal debt from its 6-per-
cent peak in 2006 to about 3 percent last year, it still remains the
world’s largest debtor nation. And although China has cut its cur-
rent account surplus from its 11-percent peak in 2007 to about 5
percent in 2009, it still remains the world’s largest creditor nation.

And most thoughtful economists suggest that these declines,
while welcome, are driven more by cyclical factors than by struc-
tural factors. And it’s the structural factors that both nations and
their colleagues that find themselves in similar circumstance need
desperately to address.

To ensure that we do not suffer again from a financial crisis, the
global economy simply must be brought into better balance. And
this is a global problem. But, if the largest debtor nation and the
largest creditor nation were to lead by example and commit to spe-
cific structural reforms within realistic timeframes, with periodic
updates, that would not only give confidence—great confidence, in
my view—to the global market, it would also put our respective
economies on a sustainable growth path and ensure the future
prosperity of our respective populations.

For example, the United States could commit to a plan at a G20
meeting—we’re having a G20 meeting in a couple of days—to bring
its primary budget deficit into balance within say 5 years, and its
external deficit into better balance in say 10 years, setting forth
benchmarks to measure its progress, which it would report at fu-
ture G20 meetings.
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Similarly, China could commit to a plan at a G20 meeting to
stimulate its domestic consumption by gradually correcting the
underpricing of capital, water, land, and energy that favors its
state-owned enterprises and heavy industry, that export, and per-
mitting interest rates to rise on bank deposits, making credit more
available to small- and medium-size enterprises, and further loos-
ening the controls over its currency, and providing progress reports
in these areas in future G20 meetings.

And the Strategic and Economic Dialogue that was referred to in
your questions provides, in my view, an extremely valuable forum
for thinking through the tough issues, like rebalancing and protec-
tionism. It brings together Cabinet-level officials on both sides to
discuss difficult challenges facing both nations, like the need for
further opening the global markets, stimulating innovation, ad-
dressing environmental issues, and resolving bilateral differences
over trade and investment. Its value could be enhanced by smaller
delegations: The last delegation coming from the United States
numbered 200, and there was an equal number on the Chinese
side; it’s tough to achieve a real personal relationship in a group
of 400. And more frequent meetings would facilitate the building
of the personal relationships, which I deem to be extraordinarily
important and key to building mutual trust.

There’s so much more that I could say, but I notice the clock is
blinking. And so, let me stop. And I am pleased to take your ques-
tions.

[The prepared statement of Ambassador Hills follows:]

PREPARED STATEMENT OF HON. CARLA A. HiLLS, CHAIR AND CEO oF HiILLS &
COMPANY, INTERNATIONAL CONSULTANTS, WASHINGTON, DC

Mr. Chairman and members of the committee, thank you for inviting me to share
with you my views regarding opportunities and challenges in the United States-
China Economic Relationship. You have posed seven questions.

I. WHAT ARE THE KEY ISSUES FOR THE UNITED STATES AND CHINA POLICYMAKERS TO
CONSIDER REGARDING FAIR AND OPEN ACCESS TO EACH OTHER’S MARKET?

1. Keeping Bilateral and Global Markets Open

The most important issue for leaders in the United States and in China to keep
firmly in mind is that their nation’s prosperity requires keeping bilateral and global
n}llarketsl dopen. History shows that no country has done well by sealing itself off from
the world.

Economist Dr. Gary Hufbauer in a comprehensive study published by the Peter-
son Institute for International Economics calculates that the opening of global mar-
kets since World War II has increased our nation’s GDP by roughly $1 trillion per
year, thus raising the average American household yearly income by $9,500. He fur-
ther calculates that the additional opening of world markets to trade and invest-
ment could increase U.S. wealth potentially by another $500 billion per year, mak-
ing the average American household richer by an added $4,500 per year. It is hard
to think of another economic policy decision that could have such a positive impact
on U.S. economic well-being.

And it is thanks to the opening of global markets that China has averaged double
digit growth over the past three decades, enabling it to lift hundreds of millions of
people out of dire poverty. Today, China has become the world’s fastest growing
major economy. This year it is likely to replace Japan as the world’s second-largest
economy.

The benefits of open markets are enormous. The prosperity of the peoples of both
China and the United States will be enhanced by maintaining a strong and vibrant
economic relationship.

Yet economic hardship inevitably stokes economic nationalism. Last year for the
first time since World War II, global trade plummeted 11 percent and global output
fell into negative territory. Americans were hit by historic job losses, home fore-
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closures, and bankruptcies. China did not escape the crisis. It was forced to shutter
hunlc{h‘eds of assembly and manufacturing facilities putting millions of people out of
work.

Although the International Monetary Fund forecasts world output will grow by
more than 4 percent this year and global trade will increase by 7 percent, there is
considerable pain remaining. Policymakers in the United States and in China will
expedite the economic recovery that is now underway by resisting calls to impose
market barriers on the trade or investment of the other.

In spite of our different histories, form of governments, and domestic sensitivities,
an important fact for both Chinese and American policymakers to keep in mind is
the enormous potential for extremely positive interaction between the largest and
the fastest growing economies.

2. Rebalancing Our Economies

While both of our economies are recovering, our policymakers cannot ignore the
fact that the imbalance that exists in our respective economies could trigger another
crisis. In the last half decade China has become the world’s largest creditor nation,
and the United States its largest debtor nation. Although China has cut its surplus
from its peak in 2007 of 11 percent of its GDP to about 5 percent in 2009 and 3.5
percent in the first quarter of 2010, and the United States external federal deficit
has come down about from its peak in 2006 of 6 percent of GDP to 2.8 percent in
2009, thoughtful economists who have studied this issue believe that both declines
were largely driven by cyclical factors and that structural changes are still required
if we are to protect against future global financial crises.

The United States will need to reduce both its primary budget deficit and its ex-
ternal deficit. China will need to reduce its reliance on exports and heavy industry.
Although the action that each government takes to restructure its economy is inde-
pendent of the other, it is an issue that both policymakers must address.

II. WHAT POTENTIAL DOES THE CHINESE MARKET HOLD FOR U.S. COMPANIES?

The actual and potential of the Chinese market is substantial and growing. China
has become America’s third-largest export market behind Canada and Mexico and
is our fastest growing export market. Between 2000, the year before China joined
the World Trade Organization (WTO) and 2008, U.S. sales to China increased 340
percent whereas U.S. sales over that same period to the rest of the world increased
just 29 percent.

Importantly, virtually every state in the union has seen near triple digit increases
in its sales to China. Last year computers and electronics, crop production, chemi-
cals and transportation equipment comprised our top four exports to China. These
are all sectors that generate good domestic jobs.

And in 2009 when for the first time since WWII trade plummeted 11 percent
dragging world growth into negative territory, U.S. exports to China held steady
whereas U.S. exports to the rest of the world fell nearly 20 percent. This year
through April, U.S. exports to China are up 42 percent and are 17 percent higher
than the comparable period in 2008.

It is not surprising that U.S. companies continue to seek to do business in and
with China. In 2009 in spite of the economic crisis that adversely affected both
China and the United States, the value of U.S. goods exported to China was about
$70 billion roughly the same amount as before the crisis, and if sales of U.S. goods
to Hong Kong are added, the total climbs past $90 billion. In addition, U.S. exports
of services to China topped $15 billion. And sales of U.S. affiliates in China topped
$84 billion in 2007 before the crisis and the latest year for these statistics. In short,
the U.S. current market in China exceeds $100 billion and that market is steadily

growing.
III. WHAT ARE THE CHIEF OBSTACLES THAT U.S. COMPANIES FACE IN CHINA?

Foreign companies face a number of obstacles in doing business in China. There
are voices in the Chinese leadership, as there are here in the United States and
elsewhere, urging the adoption of restrictive measures to protect specific interests
of domestic businesses. Measures in China that have been particularly nettlesome
to U.S. companies include:

1. Government Procurement: “Indigenous Innovation” Policy

In 2006, China, in an effort to produce “national champions,” adopted an “Indige-
nous Innovation” policy that sought to encourage government purchases of domestic
products in specific sectors. Last year the government produced lists of favored prod-
ucts. As a result of bilateral dialogues, the government has moved from mandating
domestic purchases to encouraging them. However this “buy China” policy is a
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major concern to U.S. entrepreneurs, particularly those in the high technology
sectors.

2. Protection of Intellectual Property

According to a survey conducted by the United States-China Business Council,
two-thirds of U.S. companies found China’s failure to protect adequately intellectual
property adversely affected their businesses in China. Getting the legal structure
right is important. In 2009, the United States brought and won a case in the WTO
dealing with copyright infringement which resulted in China amending its laws.
However, enforcement is a major problem at the central, provincial and local levels.

3. Standards and Testing

U.S. companies are adversely impacted by standards that are drafted to favor Chi-
nese domestic products. For example, an ingredient that is harmless may be prohib-
ited in a particular product when that ingredient is not used in competing Chinese
products.

U.S. companies find China’s testing process challenging. A Chinese certification
board is responsible for testing most products sold in China. That top-down ap-
proach is different from the process used in the United States where industry devel-
ops the product standards in the first instance.

4. Investment Restrictions

A United States-China Business Council survey of its member companies doing
business in China indicates that roughly 90 percent of its member companies invest
in China to reach the market there, not to export back to the United States. Al-
though some sectors are open, others including chemicals, automobiles, tele-
communications and express delivery encounter some restrictions. China is in the
process of revising its 2007 Catalogue Guiding Foreign Investment in Industry.

IV. HOW CAN THE UNITED STATES BEST STRENGTHEN ITS TRADE AND INVESTMENT TIES
WHILE ENSURING U.S. COMPETITIVENESS IN AN INCREASINGLY COMPETITIVE ENVI-
RONMENT?

Our Nation can strengthen its trade and investment ties with the trading nations
of the world including China in a number of ways including (1) leading the 153
members of the World Trade Organization (WTO) to a successful conclusion of the
Doha Round of Multilateral Negotiations; (2) expanding efforts to open markets with
the 21 economies comprising the Asia Pacific Economic Cooperation forum (APEC)
starting with completing the Trans-Pacific Partnership; (3) approving the three
pending free trade agreements that have been signed with South Korea, Colombia,
and Panama; (4) completing the negotiation of a Bilateral Investment Treaty with
China; and (5) addressing our restrictions on immigration that reduce our competi-
tiveness.

1. Doha

For six decades the United States under both Democratic and Republican admin-
istrations led the world in opening global markets to trade and investment with the
result that economic growth both globally and nationally soared for rich and poor
nations alike. Our actions in the early multilateral negotiations under the General
Agreement on Tariffs and Trade (GATT) accelerated the economic rebuilding of na-
tions devastated by World War II. Today we could be equally far sighted by achiev-
ing an agreement in the Doha Round of Multilateral Negotiations that would inte-
grate developing nations more solidly into the global trade regime and in so doing
enlarge trade and investment opportunities that would fuel economic growth at
home and around the world. Unfortunately, we are no longer leading efforts to open
global markets.

Currently in its ranking of 133 trading nations, the World Economic Forum ranks
the United States behind 43 nations in terms of how open the domestic market is
to trade. However, the Doha Round offers our Nation an outstanding opportunity
to do well by doing good. One example stands out. By agreeing to reduce meaning-
fully our agricultural subsidies, we could persuade other governments with high
subsidies to do the same. Opening global agricultural markets would not only ben-
efit our farm exporters, but it would show the world that we are serious about tak-
ing steps to put our Nation on more a more sustainable fiscal path.

2. APEC and TPP

Expanding our trade and investment ties in Asia offers the United States a sig-
nificant opportunity to stimulate domestic economic growth and job creation. The 21
members of the Asia Pacific Economic Cooperation forum (APEC) represent approxi-
mately 2.5 billion consumers, 58 percent of global trade, and more than half of world
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output. Over the past decade most of the increase in global growth has been gen-
erated by the APEC economies. Collectively these economies account for a majority
of our Nation’s exports. Further opening these markets to U.S. entrepreneurs would
enhance our Nation’s competitiveness in the world’s most vibrant region where
other major trading nations including China, Japan, South Korea, the European
Union and the economies comprising the Association of Southeast Asian Nations
(ASEAN) have negotiated or are currently negotiating bilateral and plurilateral
trade agreements that advantage their entrepreneurs over ours. Obtaining equal or
better access to these markets would enhance our Nation’s competitiveness, create
jobs, and boost growth.

Achieving this will require leadership and action on our part. To strengthen our
trade and investment ties in this high-growth region, we should move forward
promptly to negotiate the Trans-Pacific Partnership (TPP),! which could serve as a
first step toward a broad market opening agreement in the region which over time
could incorporate additional APEC members, such as Japan, South Korea, Indo-
nesia, Malaysia, and eventually China. Such an agreement would not only enhance
our Nation’s competitive position, it would also create a visible bond across the Pa-
cific to work against the world splintering into three blocs (Asia, Europe, and the
Americas) which would both impede global and national economic growth and in-
crease the potential for global instability. The APEC summit in Hawaii in 2011
gives the United States an excellent opportunity to showcase a completed TPP,
which would demonstrate its renewed commitment to the region.

3. Approval of Pending Free Trade Agreements

A. Korea Free Trade Agreement

Approval of the Korean Free Trade Agreement would both enhance our competi-
tiveness in Asia and demonstrate our continued interest in the region. Under its
terms South Korea, currently our seventh-largest trading partner, would open its
market to U.S. farm products, goods, and services, enhance its protection of intellec-
tual property and substantially open government procurement. Ninety-five percent
of bilateral trade in consumer and industrial products would become duty free with-
in 3 years. The agreement would cause trade to expand between our two nations
and stimulate both economic growth and jobs in both markets and put our entre-
preneurs on an equal footing with the growing list of major trading nations that
have already negotiated trade agreements with South Korea.2 Significantly, it has
indicated an interest in negotiating a trade agreement with China, which if con-
cluded, would put our exporters at a substantial disadvantage in one of our key ex-
port markets.

B. Colombia and Panama Free Trade Agreements

Approval of the trade agreements that the United States has signed but not rati-
fied with Colombia and Panama would substantially enhance our competitiveness
in Latin America. Colombia with its $250 billion economy is the second-largest in
South America. Today in excess of 90 percent of U.S. imports from Colombia enter
the United States duty free while relatively high tariffs are imposed on most U.S.
exports. The agreement would eliminate 80 percent of those tariffs and open up
markets to a broad range of services and investment. That would make exports
more competitive and remove the additional disadvantage our exporters face not
only by “leveling the playing field” between the two countries but also by achieving
equality with Colombia’s other trading partners like Canada that have already en-
tered a free trade agreement with Colombia.

Similarly opening Panama’s market would make our goods, services, and invest-
ment more competitive. It makes no sense for us to be the impediment that enables
Panama to ship its products duty free and to assess duties on our services and goods
including our competitive heavy equipment used for canal upgrades when much of
our competition ships duty free.

4. Bilateral Investment Treaty With China

As economist Dr. Hufbauer has ably documented U.S. outward foreign investment
pulls U.S. exports into the foreign market, while inward foreign investment into the
United States boosts economic growth and creates domestic jobs. To establish clear
rules governing inward investment gives certainty to the market and confidence to

1Currently involving Australia, Brunei, Chile, New Zealand, Peru, Singapore, the United
States and Vietnam.

2Korea currently has five free trade agreements in effect, two that are signed and pending
ratification, negotiations underway with eight other countries and is considering entering nego-
tiations with six more.
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investors, plus it helps to avoid controversy. In June 2008 at the fourth Strategic
Economic Dialogue, China and the United States agreed to begin negotiations of a
bilateral investment treaty to protect the interests of their respective investors in
the other’s economy. Such an agreement would protect our investors against dis-
criminatory measures that today account for a major portion of the obstacles that
confront our businesses in China. With economic nationalism on the rise in both
countries, moving ahead to conclude an investment treaty would enhance U.S. com-
petitiveness by insuring that we can capture the growth and jobs that attend cross
border investment.

5. Immigration Contributes to U.S. Competitiveness

We usually talk of trade ties in terms of goods, services, and investment and less
frequently mention people and ideas. Yet the United States is a nation of immi-
grants. Talented people from all over the world come to work or study in the United
States bringing their ideas, starting businesses, creating jobs and contributing to
our competitiveness. According to a study published in 2008 by the Small Business
Administration,3 immigrants constitute 12.5 percent of U.S. businessowners and
start 25 percent of new engineering and technology companies. Another study pub-
lished in 2009 by the American Electronics Association,* found that immigrants
were CEOs or lead technologists in one of four technology and engineering compa-
nies started in the United States between 1995 and 2005. These immigrant-founded
companies employed 450,000 workers and generated $52 billion in revenues in 2006.
Unfortunately for our economic growth, creation of new jobs, and overall competi-
tiveness the annual number of H-1B visas is sharply restricted. Current law limits
H-1B visas to 65,000 annually with up to 20,000 available for foreign nationals
holding advanced degrees from an American university. America could boost its
growth, job creation, and competitiveness by opening its doors more widely to talent
from beyond its border.

V. THE STRATEGIC AND ECONOMIC DIALOGUE IS OUR BILATERAL FORUM FOR ENGAGE-
MENT ON MANY OF THESE ISSUES. HOW WOULD YOU RATE THE EFFECTIVENESS ON
THESE ISSUES?

I believe that the Strategic and Economic Dialogue is an important bilateral
forum that can help our government to build a solid relationship with the world’s
fastest growing economy. It provides the opportunity for our leaders at the highest
level to meet their counterparts and discuss critical issues. These discussions can
enhance our understanding of China’s economic challenges as well as its strategic
objectives and ensure that China’s leaders understand ours. Mutual understanding
is indispensable to finding solutions to tough issues. The list of economic issues that
require collaboration for proper resolution is long and growing including rebalancing
our national and the global economies, energy security, trade policy, financial re-
form, and environmental protection. To address effectively these and other issues,
it is overwhelmingly in our national interest to maintain a close, candid, and col-
laborative relationship at the highest levels, and the Strategic and Economic Dia-
logues help to do just that.

We know that high-level engagement works. In recent years our Deputy Secretary
of State met frequently to discuss issues of foreign policy. In addition our Secretary
of the Treasury led the effort called the Strategic Economic Dialogue (SED) whereby
Cabinet-level officials from both governments met to discuss economic issues for 2
days twice a year. The purpose of the SED was to discuss complex, longstanding,
economic challenges and to craft solutions satisfactory to both governments.

Since both our governments are quite compartmentalized and have different orga-
nizational structures, these meetings helped to circumvent the stovepipe structures
that impede decisions by bringing to the table all the high-level officials on both
sides required for a decision.

These face-to-face meetings enabled both sides to understand the concerns of their
counterparts and led to a number of positive outcomes. For example in 2007 when
food and safety issues were very much in the news, high-level officials from both
governments seriously discussed at an SED meeting effective ways to deal with
these issues.

At the next meeting of the SED, representatives of our Food and Drug Adminis-
tration and our Consumer Products Safety Commission and their Chinese counter-

3Robert W. Fairlie “Estimating the Contribution of Immigrant Business Owners to the U.S.
Economy,” Small Business Administration Office of Advocacy, November 2008, http:/
www.sha.gov/advo/research/rs334tot.pdf.

4“Workforce & Immigration Overview: Maintaining a High-Skilled U.S. Technology Work-
force,” 2009, http:/www.acanet.org/GovernmentAffairs/gaet 1B HIBVisa.asp.
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parts were able to announce a Memorandum of Understanding covering how they
would cooperate in food and safety investigations. Representatives of our FDA have
publicly stated that they had never before enjoyed such a high level of positive inter-
action with their counterparts in China. They have established offices in Beijing,
Guangzhou, and Shanghai.

More recently at the S&ED meeting this past May, after discussion the Chinese
Government agreed to submit a proposal to join the WT'O Government Procurement
Agreement by the end of July. Such an agreement would protect our entrepreneurs
against some of the discrimination that they name as the top obstacle they encoun-
ter today in penetrating the Chinese market.

The economic dialogues not only provided an effective forum for raising and solv-
ing economic issues of concern to both our governments, but they also created a
mechanism that avoids having to initiate talks among strangers in the heat of a
crisis.

Accordingly I was very pleased when it was announced that our Secretaries of
State and Treasury would share leadership of a high-level bilateral dialogue, now
called the Strategic and Economic Dialogue. The S&ED first met in July last year
and again last month for 2 days on each occasion. The plan is to hold these meet-
ings on an annual basis dedicating one day to a plenary session and the second day
to separate discussions on economic and strategic issues.

The one downside that I see in the new structure is its sheer size. In May our
delegation to Beijing comprised 200 senior officials, the largest U.S. delegation to
China in the history of our bilateral relationship. The merged strategic and the eco-
nomic groups bring together such a large number of participants that relationship-
building that has been so helpful in the past will be far more difficult.

Another downside I see is that the stated intention is to meet yearly rather than
twice each year. Formerly, two full days twice a year, four days total, were devoted
to economic discussions. Now only one day each year will be devoted exclusively to
economic issues. Our bilateral economic agenda is long and growing longer which
suggests to me the need for more rather than fewer meetings.

There are two other bilateral dialogues that provide valuable means to have sus-
tained focus on critical economic issues, but they are not conducted at the same high
level. One is the Joint Commission on Commerce and Trade, a senior officials group
that has formed some 17 working groups to address specific issues including indus-
trial and competition policy, intellectual property, information technology, and trade
and industry. Most of these plan to meet twice a year.

The second is the United States-China Investment Forum, a deputies led group
that is focused on such issues as procurement, standards, and access to markets for
services.

VI. CAN WE MAXIMIZE OUR ABILITY TO ADDRESS CONCERNS ABOUT CERTAIN CHINESE
ECONOMIC POLICIES THROUGH MULTILATERAL FORA SUCH AS THE G20?

The G20 group of nations representing the world’s 20 largest economies which has
replaced the G8 representing the eight large industrialized nations is far better
equipped to deal with today’s global economic challenges.

Three issues of key importance to both the United States and China are better
suited to the G20 forum than bilateral discussion: (1) China’s currency regime; (2)
the need to rebalance the global economy; and (3) the need to keep global markets
open in the face of domestic calls for protectionism.

1. China’s Currency Regime

China’s currency controls have been an issue of contention not only with the
United States, but also with the European Union, which is China’s largest trading
partner, as well as a number of other nations. China’s announcement a few days
ago that it will permit the yuan to gradually appreciate will help to reduce those
tensions. Monitoring this issue at future G20 meetings will be helpful in that it will
maximize pressure on China which wants to be seen as constructive in international
fora and minimizes bilateral contention.

2. Rebalancing the Global Economy

The global recovery that is currently underway, faster for some than for others,
could be derailed by the serious imbalance of the global economy that has ballooned
in recent years. China, Germany, Japan, South Korea, and other Asian economies
have built their growth on exports, whereas the United States, the United Kingdom,
and Spain among others have relied excessively on domestic consumption, particu-
larly in the housing sector, to fuel economic growth.

Although investment excesses by the financial sector triggered the fiscal crisis in
2008, there is general agreement that the global imbalance made the crisis much
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worse. As stated last year by Gerald Corrigan, former President of the New York
Federal Reserve: “It is highly likely that these imbalances would create a serious
macroeconomic problem even if we had not had the fiscal problem.”

If we are to protect against future global financial crises, the global economy must
be brought into better balance. That will require debtor and creditor nations to alter
their existing economic models to put their economies on a more sustainable growth
plan. Debtor nations cannot continue to consume at the excessive levels of the past,
and ci"leditor nations must look more to their own consumers to fuel their economic
growth.

This is a global problem and requires a global solution. However, global balance
is more likely to be restored if the world’s largest debtor nation and its largest cred-
itor nation were to lead by example with each committing to specific structural re-
forms, spelling out the steps that each would take within specific timeframes, and
agreeing to provide periodic updates regarding progress. That would boost con-
fidence in the future health and stability of the global market, which in turn would
help keep our respective domestic economies on a sustainable growth path.

The required changes will take time to implement. But a plan of action over a
period of years could be announced that would give confidence to the market and
to investors. One could imagine the United States announcing a plan at a G20 meet-
ing to bring its primary budget deficit into balance within a specified period like
5 years and its external deficit into balance in a specified period like 10 years and
to report regularly at future G20 meetings on its progress.

Similarly, one could imagine China announcing at a G20 meeting a plan to stimu-
late its domestic consumption by correcting its underpricing of capital, water, land,
and energy to large enterprises, permitting interest rates to rise on bank deposits,
making credit more available to small- and medium-size businesses, and continuing
the steady and gradual loosening of controls on the yuan that it announced this past
weekend with progress reports on these structural changes at future G20 meetings.

Such a commitment by the United States to undertake structural reform nec-
essary to achieve more balanced growth would not be a favor granted to nor condi-
tioned on action by China, nor would a decision by China to make structural
changes to stimulate domestic consumption be a favor granted to or conditioned on
action by the United States.

The policy corrections that each needs to make are necessary to ensure each na-
tion’s future financial stability and prosperity, for if corrections are not made the
global imbalance will likely ignite another economic crisis. By their respective ac-
tions, they would not only give confidence to the market but also help persuade
?ther nations with imbalances to follow their lead. The G20 provides an appropriate

orum.

3. Keeping Global Markets Open

Leaders of the G20 nations which account for 85 percent of world output and 80
percent of world trade have taken a leadership role with respect to the global econ-
omy. They meet biannually to consult and collaborate on critical global economic
issues.

The G20 leaders instead of simply pledging support could take action and make
history by bringing the Doha Round to a successful conclusion. Economic studies
document that the reductions in trade barriers that could be secured in this round
of trade talks would boost world output between $300 billion and $700 billion a
year. We need that growth now.

VII. WHAT ARE YOUR BROAD VIEWS ON THE IMPORTANCE OF THE ECONOMIC
RELATIONSHIP AS PART OF A LARGER FOREIGN POLICY AGENDA?

There is no question but that a collaborative, constructive economic relationship
creates a positive environment for discussing tough and contentious foreign policy
issues. Even where national interests on foreign challenges diverge, a solid economic
relationship makes serious discussion of and possible narrowing of those differences
more likely.

That does not mean that we should forgo pressing our economic interests. From
time to time we will have economic differences with our large and important trading
partners, including China. When we believe that China or any trading partner has
violated recognized rules of the WTO, or the rules of other international agreements,
we should act and use the dispute settlement mechanisms provided to resolve the
problem. And where the rules of the system are insufficient, we should negotiate
to ensure that they reflect market realities.

Our government has taken China to the WTO eight times. We have settled four
of the cases, won three and have one pending. China has brought five cases against
us. We have settled one, won two, and lost two.
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This is how the WTO trade regime should work. It enables us to resolve trade
issues under mutually agreed transparent rules minimizing friction.

CONCLUSION

Managing United States-China relations presents challenges but also very sub-
stantial opportunities. Many in America ask: Can the world’s largest and fastest
growing economies constructively work together to enhance our future prosperity
and stability? Or have the differences between our increasingly competitive econo-
mies along with those differences in our histories, forms of government, and domes-
tic sensitivities become too great to enable us to harness our respective strengths
to deal effectively with today’s bilateral and global challenges?

My answer is that we can, should, and must work constructively together. Most
importantly, I believe that by doing so we can build habits of cooperation that will
help us deal effectively with new challenges as they arise which will not only en-
hance the well-being of the people of the United States and of China but will con-
tribute meaningfully to global peace and stability.

The CHAIRMAN. Well, Ambassador Hills, Dr. Tyson, thank you
very much. You've put a lot of food for thought on the table, and
I want to pick up in a few places right away.

Ambassador, you just mentioned that China’s open markets have
resulted in the double-digit growth. A lot of people would argue
about how open that market really is; sort of a one-way street, in
some people’s opinion.

I was over there recently, meeting with a bunch of our compa-
nies, all of whom complained about the Chinese Government bid-
ding process and procurement process, and how really impossible
it was for them. You know, they’d bid, they’d do well, but they
never got chosen. It was always a domestic company or a majority-
owned company. It’s always, you know, China-centric.

Now, that works very effectively for them, obviously. And with
the kind of growth that they’ve had and the opportunities they’ve
had, a lot of people are willing to, you know, put their money down
and go for it.

But, it’s not creating the kind of—I mean, the single biggest
effect on this question of the current accounts deficit—on our cur-
rent accounts deficit while we’ve gone up the 300 percent as you've
mentioned, it’s nowhere near where it ought to be, nor is their con-
sumption commitment where it ought to be.

So, I mean given the clear penchant for the Chinese to kind of
do what they want, when they want, which is what they’ve done
on the renminbi, the reevaluation—way late, not enough, in some
people’s view—so, it’s sort of an incremental deal, which won’t have
the kind of impact it ought to.

So, help us understand, if you would, is there any leverage? Do
you have any leverage with your banker—your biggest banker? Do
we have any ability to do anything except ask and hope?

Ambassador HiLLs. Well, first of all

The CHAIRMAN. It’s not a new topic. We've been going through
this through several administrations, and it’s not getting better, it’s
getting worse.

Ambassador HILLS. Mr. Chairman, I would say that our trade
with China over the last decade has soared. The figures that I gave
you, of a 340-percent increase and China becoming this year our
second-largest export market, is really remarkable for a country
that, in 1978, was a Communist country, sealed off from the rest
of the world. It’s remarkable progress in three decades.
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And if you look at where our trade deficit has gone, in 1998 the
composition of our trade deficit—it was 75 percent in East Asia;
today, it is 49 percent in East Asia and 51 percent with the rest
onh the world. And when 1 say “East Asia,” of course, I include

ina.

The CHAIRMAN. Can I just ask you a question, interspersed
there? Is that because you're sort of heralding the upside? You can
look at it and see the glass, you know, in different ways, here. But,
is the upside of that because China has so successfully brought so
many people in from the agricultural sector, into an urbanized and
production role, that they’re able—that it sort of suits their inter-
ests, it’s in their interest to have the particular products come in
that come in, but they’re still highly selective about what that is,
and how much? Even though it’s gone up significantly, we're still
at an enormous deficit, in terms of our overall debt relationship,
and way behind where we could be, in terms of boosting our own
economy and kicking the entire global economy into gear.

Ambassador HILLS. Mr. Chairman, I was trying to answer the
question you posed regarding the degree of openness in the China
market. And the fact that our deficit with East Asia has declined
with China being part of it suggests that it’s been opened. It also
accounts for the amount of trade that China has invited in.

One of the reasons why our deficit has shifted from East Asia
being so large a part, down, is because China has invited in Japan,
Taiwan, Singapore, South Korea, and they are producing products
in China. Many of the products produced in China are made in
China, but not by China. When you buy an iPod, it comes to our
shore at a cost of about $150, and $4 of that value is Chinese,
which is based upon snapping together component parts from
Japan, South Korea, and the United States.

But having said that, the Chinese market is quite open by Asian
standards. They’re not as open as the United States. Their average
tariff is about 9 percent, versus ours, at about 3. And we want to
continue to work with them to open their market. They’re far more
open than India, they’re far more open than Indonesia, but they're
not as open as the United States, which has been working on this
since World War II.

And you’re absolutely right; there are some very tough restric-
tions. I listed them in my testimony. Industrial policies and restric-
tions in the form of threatened compulsory licensing, preferences
for domestic products, subsidies for domestic production are real
problems. We lump these restrictions together as “Indigenous Inno-
vation.” These policies are of growing concern to our companies.
Our Buy America is an irritant to the Chinese. We have issues that
we should sit down and talk about. And I think that, when we do,
it does help to make progress.

And we also have the G20, which, as Laura Tyson has suggested,
is a good forum when others share our concern. For example, on
the revaluing of the currency, Europe, as well as we, believes that
the currency is undervalued, to the detriment of their exports. By
having a wider group of nations object to or encourage change in
certain of China’s restrictive policies, is helpful, for China wants to
be on the international stage, and it wants to be respected. And so,
it has made a number of changes, which are very much in its own



34

interest, for example, to control inflation and to increase consump-
tion through expenditures on social programs.

The CHAIRMAN. Well, let me ask you both, quickly, if I can—my
time’s up, but I wanted to get this question on the table, quickly.
And, Dr. Tyson, maybe you begin.

To what degree is this economic surge by China activating, in
your judgment—we’ve had a lot of focus on the economic side of
this—a more assertive foreign policy, perhaps the rapid military
modernization, and to what end, and mercantilist economic policy,
to some degree?

Dr. Tyson.

Dr. TysoN. OK. I don’t really feel that I'm an expert on their
military policy. And I do think that, in areas that are trade-related
and economic-related—and that can include aid policies to the rest
of the world, the organization structure of multilateral institutions,
and right down to a particular bilateral trade dispute on indige-
nous innovation, the Chinese are becoming more assertive.

It’s not just because they have done so well, but also because,
frankly, the U.S. economy has stumbled badly, and, I think, around
the world, the recognition that we have stumbled badly leads our
trading partners to be more assertive in their relations with us. I
think we have to look, therefore, to ourselves, of what we are going
to do to restore our own economy on a very strong growth path,
sound fiscal policy, going forward.

On the issue—I just will say one thing where I think maybe Am-
bassador Hills and I have somewhat of a disagreement—I certainly
agree, on the import side, looking at our imports from China—it’s
really important to understand that much of what we import from
China we would have imported from other places, and it’s moved
to China to be put together and sold to us. And the Chinese rightly
point out, all the time, that the value of their exports to us, or our
imports from them on average, 25 percent of that value is Chinese-
value-added, it’s stuff they’ve imported. And if we were to slap sig-
nificant tariffs on those products, the production would shift gradu-
ally out of China, but it wouldn’t come back here. It wouldn’t come
back here. So, we—I think we have to be very cognizant of what—
why that import imbalance looks the way it is.

On the export side, however, I think the Chinese are moving in
ways which I think deserve our attention. They are committed to
becoming a technologically innovative nation. They want to move
from a labor-intensive, low-value-added industry structure to a
high-value-added technology structure. And that’s where the indig-
enous innovation policy comes from, and preferential government
procurement, and standards. The Chinese want to develop their
own standard for things where there are global standards already
that are perfectly acceptable. And when you sort of look at them
doing this, you say, “This looks like it could be in violation of their
agreement on standards at the WTO.” You’re not supposed to cre-
ate standards for the purpose of affecting trade flows.

So, these are really tough issues, because they’re nontariff bar-
riers. And the protections in the WTO either don’t exist, in some
case, or they’re inadequate; it’s very hard to bring a case, and win.

I think the United States, therefore, really has to engage the
Chinese on these issues directly. And, by the way, I think the con-
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cern of the American business community, which I've also picked
up, has actually been extremely helpful, because the U.S. Govern-
ment now is taking a much tougher position on these things. The
Chinese for a very long time, were very open to these companies.
These major American companies that have become a major part
of their economy—are now saying, “We’re not being treated appro-
priately or fairly.” That becomes a very powerful, I think, lever for
trying to get some negotiating progress on these issues with China.

So, I think they've become more important, and I think we
should focus on them at the top of our list of priorities.

The CHAIRMAN. Senator Lugar.

Senator LUGAR. Ambassador Hills, your written testimony notes
that, “Immigrant-founded companies employed 450,000 workers
and generated $52 billion in revenues in 2006.” Now, recently, with
Senator Kerry, I introduced the Startup Visa Act of 2010, to allow
an immigrant entrepreneur to receive a 2-year visa if he or she can
show that a qualified U.S. investor is willing to dedicate a signifi-
cant sum, a minimum of $250,000, for the immigrant’s startup
venture.

What do you expect the impact of such legislation to be? Is it at
the right levels? And, second, leaving aside the visa aspect, is it
likely that Chinese companies will simply make much larger
investments now in our economy? I read that, for example, they’ve
noted that, as the labor costs have risen in China, it makes more
sense to produce the goods and services in the United States.

On these issues, can you give us some additional comment?

Ambassador HILLS. Let me say that my comment about the im-
migration and the need to open our nation to bright minds and to
the development of new technology is in response to the question
of enhancing our competitiveness. The statistics that we have in
the Department of Commerce and Small Business Administration
document the high number of startups created by foreign-born, the
substantial amount of jobs they create, and the substantial amount
of growth that they contribute to our economy. So, I support your
Start Up Visa Act. I believe that 65,000 H1B Visas for a country
of over 300 million people is extraordinarily limited, plus it is very,
very difficult and time-consuming to get a H-1B visas for people
who want to come to the United States. It’s also very difficult for
a student to come here to study. A student can be accepted at one
of our major universities, and not be permitted to come to the
United States, or, after graduating, cannot be permitted to stay.
We're just cutting ourselves off from talent and new ideas.

I was in China last week, and I addressed the issue of indigenous
innovation, and I said, “You’re hurting yourself by turning inward.
When you keep out an idea, an invention, a patent, because you
prefer to have it made at home, you hurt yourself not only for the
loss of the idea or invention but also, because you create a monop-
oly protected from competition has little incentive to innovate. That
protected company is not going to expend money to become more
competitive or move up the value chain. But if you were to let all
the ideas, inventions, patents come in without government inter-
ference; it would stimulate ideas in your domestic market. So,
you’re hurting yourself.”
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I think there’s a deal here to be made that benefits both sides.
In exchange for a relaxation of our export controls, China could set
aside those domestic industrial policies often grouped under the
name “indigenous innovation.” And I truly believe that.

On the investment side, I believe that Chinese companies are
thinking more and more of investing abroad. We need to take care
that we do not discriminate. And we see, particularly in the south
of our country, there are some small investments from the Chinese.
But, they express concern, having tried to invest in some larger
segments and not fully understanding CFIUS—Committee on For-
eign Investment in the United States—that operates pursuant to
section 721 of the Defense Production Act of 1950, as amended, and
the regulations that we have—that it is difficult to invest here. And
they read our press, and they believe that their investors will be
discriminated against, that they are not thought well of in our
country. I think that’s untrue. I think that most Americans think
very well of the Chinese, applaud their miraculous rise from dire
poverty to where they are today. And, although China’s GDP on a
per capita basis is only about one-tenth the size of ours while their
GDP is roughly one-third of ours, they continue to make rapid
progress. Still China has a number of challenges—e.g., environ-
mental, demographic, and growing income disparity—but it is mak-
ing progress.

Senator LUGAR. So, I gather that your sense is, essentially there
are a good number of Chinese who are prepared to come to the
United States and make investments—that is, personally locate
themselves here—if our visa situation was friendlier. And with re-
gard to investment in the United States, if our investment climate
was perceived as more friendly, these investments would come.
Therefore, at least some of us might argue that, in terms of cre-
ating more American jobs now and having more capital in the
country, our diplomacy really needs an uptick so that there is a dif-
ferent set of perceptions.

Ambassador HILLS. I would agree with you entirely. I think we
ought to open our market to foreign investment. If someone wants
to invest a dollar or an RMB in our market, and create jobs and
good products, that’s to our benefit.

Senator LUGAR. Let me ask Dr. Tyson this question, that, in your
written testimony, you note a significant appreciation of the RMB,
relative to the dollar, will not have a significant effect on U.S.
trade deficit or on U.S. employment.

Dr. Tyson. Right.

Senator LUGAR. But, what measures, if any, vis-a-vis China,
would have a real impact on the trade deficit or the unemployment
rate?

Dr. TYSON. So, what I was trying to say in that observation was
that, basically, what matters to the overall U.S. trade imbalance is
not the relationship with any one country. That was the first point.

The second point is the point that I mentioned earlier. I think
a significant—a dramatic overnight appreciation of the renminbi,
versus the dollar, would initially raise prices of a significant num-
ber of important imports to middle-class Americans, and a lot of it
would quickly leave China; it would go to different locations. It
wouldn’t change our trade imbalance.
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So, I tend to see our trade imbalance as not very sensitive to an
appreciation. Now, I know that Fred Bergsten’s numbers are if you
had an appreciation, I think, of 20 percent over a 5-year period,
you'd get a million U.S. jobs and a reduction of the U.S. trade def-
icit of $150 billion. The problem with that statement is that we had
something like a 20-percent appreciation of the RMB between 2005
and 2008, and this was the period when the U.S. trade deficit was
going through the roof, and when the U.S. current account imbal-
ance hit a peak as a share of GDP.

So, I think the link between that currency value and the U.S.
trade imbalance is a very weak link, and I would prefer us to think
about the other factors that influence that.

I just want to add, because I completely agree, and you saw me
nodding my head, about the importance of inviting, or certainly not
in any way deterring, Chinese investment in the United States.
The Chinese have a massive amount—the largest holdings of
United States-dollar assets in the world—and they are looking for
ways to diversify those assets. They are worried about what the
value of those assets will be as the renminbi does climb, relative
to the dollar. Theyre worried about what happens to those assets
if we get a spike in U.S. interest rates. They’re worried about infla-
tion in the United States over the next 20 years. They would like
to diversify those assets.

They don’t have a lot of options. The Euro has kind of dis-
appeared as an option, so they’re not going to, I think, buy a lot
of gold and, you know, put it in a building.

I think they would like to diversify into other U.S. assets. And
we are either the first or the second—depending upon, I suppose,
the month—Ilargest destination for foreign direct investment in the
world. China’s the other one. We welcome foreign direct investment
from the rest of the world. We need to be sure we welcome it from
China, because it is a better way, frankly, to alleviate our trade im-
balance with China because some of the stuff we buy from China,
imported, we will buy here.

And if you think about the history of the United States trade im-
balance with Japan, when we had significant friction with them in
certain sectors, the Japanese moved production facilities here. And
today, they produce significant amounts of product, with significant
amounts of American-employed labor, using their technology, here.

So, yes, I think this is very important.

Senator LUGAR. Well, I thank you very much. I would just under-
line the thought that we really ought to be thinking in terms of
how we suggest to the Chinese they invest in our country

Dr. TYSON. Yes.

Senator LUGAR [continuing]. In addition to simply loaning us
money.

Dr. TYSON. Yes.

Senator LUGAR. It’s a very different——

Dr. TysoN. Exactly.

Senator LUGAR [continuing]. Concept, in terms of our own em-
ployment and our own economic growth.

Dr. TYSON. Yes.

Senator LUGAR. And I appreciate both of your answers.

Thank you.




38

The CHAIRMAN. Thanks, Senator Lugar.

Senator Casey.

Senator CASEY. Dr. Tyson, thank you.

Dr. TysoN. Thank you.

Senator CASEY. Ambassador Hills, thank you so much for your
testimony.

I wanted to put my first question in the context of our current
economic climate. When I speak of Pennsylvania, I think it’s em-
blematic of a lot of places. We are, in our State, at about 9.1 per-
cent unemployment, but that’s 591,000 people, at last count—
almost 600,000—a big, big number. And although I think we are
in a recovery, we’'ve got a long way to go.

One of the persistent, nagging, and most difficult challenges we
face is the problem of trade deficits. And we've got States like
Pennsylvania that are heavily exposed to, or impacted by, the trade
imbalance between the United States and China. There’s obviously
been a manufacturing component to that.

But, I guess recently the Alliance for American Manufacturing
reported that, contrary to some of the conventional wisdom, it’s not
simply, or only, manufacturing jobs, but high-technology jobs, as
well, that industry.

Another study, by the Economic Policy Institute, over a 7-year
period, in terms of what happened in Pennsylvania, a net job loss
of more than 95,000, due to the trade deficits with China.

So, all of that is predicate to a good deal of what you've already
spoken to. I know that, Dr. Tyson, you have a series of rec-
ommendations, starting at page 17 of your testimony. And I know
that, Ambassador Hills, you've got a series beginning on page 3—
a series of obstacles that you set forth as the obstacles that our
companies face with regard to China.

Where’s the—if you had to—if you bumped into a—on the street,
a constituent of mine in Pennsylvania, or a similarly situated
State, when they ask you, “How do we bridge that gap, how do we
begin to—at least begin to chip away at the problem?”—what are
the two or three strategic steps you think we have to take, in the
ﬂe?r? term, to begin to put in place a strategy to get out of that

ole’

And I—either one of you want to take a crack at it, or both?

Ambassador HiLLS. When you talk about the imbalance that con-
cerns your constituents, we obviously have to bring, not only our
bilateral, but our global imbalance into equilibrium. That’s going to
take both the United States along with other deficit nations and
China along with other surplus nations to alter their models of
growth. Those in deficit cannot point their finger at the surplus
nation and say, “You are exporting too much.” Nor can the surplus
nations point their finger at deficit nations and say you are con-
suming too much.” Both groups need to change their growth mod-
els. It is true that China needs to stimulate its domestic consump-
tion for its own national interests. It is also true that its currency
is somewhat undervalued, and appreciation would help to stimu-
late domestic consumption. But appreciation of the currency is not
a silver bullet. Currency is a factor. But, removing the distortions
in the factors of production—land, water, fuel, and finance—are un-
doubtedly far more important factors in stimulating domestic con-
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sumption. China’s growth model for the past three decades has
been built on growth generated by large state-owned enterprises
that export. And even the foreign investors that came in from
Japan and East Asia also were primarily manufacturing and
assembling goods for export. And those exports go on the account
of China with the result that China has the largest trade surplus.

That is not sustainable. This must change. In China it’s creating
enormous environmental problems and is contributing to a wage
gap between rural and urban areas. When you take the five largest
of the heavy industry, they are responsible for most of the pollu-
tion. Heavy metal pollution destroys about 1,700 square miles of
productive farm land each year and contributes to the fact that
most of China’s urban ground water is polluted. In addition China
is home to the most polluted cities in the world. In 2007 the World
Bank reported that 16 of the world’s most polluted cities are in
China. And so, for domestic reasons, China needs to change its
model of growth that up to now has been disproportionately based
on heavy industry and export. China has many challenges, includ-
ing demographic challenges that they’re going to have to deal with.
And with 1.3 billion people, they can and need to stimulate domes-
tic consumption to boost growth. That will help develop small and
medium industries and service providers. Moving to a growth
model that relies more on consumption will make the Chinese pop-
ulation much more satisfied, and make your constituents much less
anxious.

Now, at the same time, I'm sure some anxiety in Pennsylvania
is connected to the fact that our deficit—our primary budget def-
icit—has grown to levels that frighten people, and our accumulated
external debt adds to their anxiety. And so, we also must change
our growth model. We can no longer rely disproportionately on
domestic consumption, both public and private, to fuel our eco-
nomic growth. We must get control of our fiscal deficit and boost
private savings. And whether we adopt a “pay-as-you-go” program,
and really mean it, or some other fiscal discipline, we need to get
our fiscal house in order. That would provide, I think, substantial
assurance at home and abroad that the United States economy was
got (gifoing to have to go through a great recession in the next

ecade.
1 So, there’s a lot that both China and the United States have to
0.

Senator CASEY. Dr. Tyson.

Dr. TysoN. You've asked a very hard question, because I don’t
know, for example, the numbers of workers you announced that
lost their jobs. I don’t know how many would have been to a move-
ment of a production facility to China or an import from China. I
do know that.

Let’s take what’s going on right now. In the last year, we’ve seen,
particularly the last 6 months, quite strong growth in industrial
production in the United States. We have seen a quite strong ex-
port of manufactured goods in the United States to China and the
other emerging market economies. This has been associated with
no growth in employment in manufacturing in the United States.
That is not, therefore, a trade issue; that is a technology issue.
That is how the U.S. companies compete, globally, with building
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manufacturing products here, and ramping them up, which they’re
doing right now, without increases in employment, because the
technology has displaced the employment.

And one of our issues in the United States is, we have to be
clear, when employment numbers like that show up, what is it
that’s the role of China’s development strategy. It may actually be
not very important to the employment problem.

Another thing I would say——

Senator CASEY. You mean attribution.

Dr. TysoN. Yes. But, I would find it very difficult to talk to such
a person, because, you know, first of all, I would have to under-
stand. I mean, the second thing I would say is—Ambassador Hills
mentioned that the Chinese encourage their enterprises through
low interest rate through subsidies. They encourage certain things.
They want to develop their economy in a certain way so they sub-
sidize certain things.

What did we subsidize in the United States, heavily, that was
part of the crisis? Housing. We subsidize. We absolutely subsidize
residential construction in the United States. And a number of
workers—25 percent, as far as I know, last count—of the unem-
ployed problem in the United States is construction workers, who
were very important to the boom that we created with our own
interest-rate subsidy policy in the United States.

We don’t have subsidy policies to create industrial employment.
We don’t believe in them. We don’t do them. China does them.
China absolutely does them. And they've built a very powerful
employment base in manufacturing.

So, I think—and then, the last thing I would say—in looking at
Pennsylvania’s trade imbalance, or any country—or any State
trade imbalance—at the end of the day, I'm not sure what it would
look like in Pennsylvania, because there is a huge amount of prod-
ucts being bought in Pennsylvania in retail outlets that are pri-
marily bought in China, and there is service employment in the
United States that’s supported by those imports.

Now, this gets me to another problem in the United States. We
have a polarization of the workforce going on. It’s very dramatic.
The unemployment rate is not high—it’s high, but not that high—
for people with a college education or higher. It’s around 5 to 6 per-
cent right now, in that range. The 15-percent unemployment rates
are for high-school, or less-than-high-school, educated workers. And
those middle-income manufacturing jobs, that used to be a way
through, for those people, to the middle class, don’t exist anymore.
And I would say, not because of trade with China, but because
technology has displaced those jobs.

So, we have a huge educational challenge in the country, because
where the jobs are likely to grow in the future over the next 5
years are in college-educated and more. And right now we’re mak-
ing it more difficult, in many respects. In many States the tuitions
for college education are going through the roof because of State
budget problems.

So, the Chinese, I would say, are restructuring their economy.
They’re building infrastructure in the center and western regions.
They’re introducing new social security policies that will reduce the
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household savings rate in China. They’re doing real, structural
things that will change their growth strategy over time.

I don’t think we’re doing those. And I don’t think a path to cred-
ible deficit reduction, which we need—I'm not saying we don’t need
it—but, that, by itself, is not a structural policy. That’s not a struc-
tural policy.

So, I think we have to worry about investments to make our
economy more productive and competitive, going forward. Those
have to be part of our strategy. It’s not just a deficit-reduction
strategy.

Senator CASEY. I know we're out of time.

Thank you.

The CHAIRMAN. Thank you.

Senator Shaheen.

And T've been called to a 4 o’clock meeting, so I apologize.

If you—Senator Lugar will close it out. I don’t know if he has an
additional round that he wants to ask.

But, Senator Shaheen and then Senator Lugar.

And I apologize. I thank the witnesses again.

Dr. TysoN. Thank you.

The CHAIRMAN. There will be questions

Dr. TysoN. Thank you for the

The CHAIRMAN [continuing]. For the record. I had some addi-
tional questions I wanted to ask you, and I know some other col-
leagues may want to submit them, so we’ll leave the record open,
if you don’t mind, until the end of the week.

Dr. TysonN. OK, that’s fine. Thank you very much

Ambassador HILLS. Thank you.

Dr. TYSON [continuing]. For the opportunity.

The CHAIRMAN. Thanks.

Senator Shaheen.

Senator SHAHEEN. Thank you.

And thank you both for being here this afternoon.

I would really like to pursue the line of questioning that Senator
Casey started with. But, before I do that, I want to ask you—you
talked—Dr. Tyson, you talked about the kinds of structural invest-
ments and changes we would need to make in this country in order
to address some of the challenges that the economy faces. I cer-
tainly agree with you, relative to the education and the importance
of making sure that a whole strata of people, who are not now get-
ting higher education, need to get that, and the challenges that
that encompasses. But, what else do you have in mind when you
say that? And I know this is a little off-topic, but you just raised
my curiosity.

Dr. TysoN. Well, I personally think we have great innovative
strengths in the United States. We still have those. But, I think
we have to worry about the fact that we have not kept up our
science and engineering talent base. This obviously goes to Senator
Lugar’s question. This is a very specialized

Senator SHAHEEN. Right.

Dr. TYSON [continuing]. Talent base that we need to be able to
take the basic science support, which we have, and continue to con-
vert it into very successful commercial applications. And I look
down the road, and I worry about the fact that there are actually
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projected shortages of this kind of talent in the near term. We're
not talking about 10 years out. We're talking about 5 years out. So,
I would put a whole host of things in education.

I personally think that as a transition strategy, but also as a
strategy to support competitiveness, going forward we really have
a major infrastructure agenda at hand.

And I'm smiling because I just came from a lunch, where a num-
ber of people were talking about this. It’'s been well documented,
before the great recession, that the United States was spending sig-
nificantly less than required to just keep up the infrastructure it
had, much less get to world quality standards.

So, if you think about ports and airports and high-speed trains
as things that promote competitiveness, they’re not just a pleasant
journey—they’re that, too. I think that’s an area of investment
which has two characteristics. One, it actually becomes a way to
create jobs for these kinds of workers who were in another kind of
construction.

And, by the way, I would put energy efficiency investments here.
I've been a big supporter of the idea of doing more to promote
households to take on energy efficient investments, because those
are, basically, residential improvements that require labor to do,
but they also achieve another goal.

So, some of the things I think we should be doing are in the in-
frastructure, energy efficiency, and broadly defined education area.
We need to say that we're going to have a different strategy, too,
our future is going to look different, too.

Senator SHAHEEN. Thank you.

To go back to China, one of the concerns that I hear from New
Hampshire business folks who are thinking about exporting to
China is a concern that once their technology—they’re working on
a new generation of technology, whether it’s in solar panels or, you
know, Internet, or whatever—Web technology, whatever—that once
that technology gets to China, that it’s gone, as far as they’re con-
cerned. And so, they get the benefit of the first round of exports
of whatever that is, but then it’s going to get duplicated in China,
and they’re going to lose their patented technology.

So, how do we address that? Is it through more action at the
WTO, or are there other ways in which we can better address
China’s stealing proprietary technology?

Ambassador HILLS. When any nation fails to take measures to
protect our proprietary technology, we should take them to the
World Trade Organization. We have an agreement that covers in-
tellectual property. It continues to be a problem in China, although
it is improving when compared to a decade or so ago.

China secured a number of patents last year. It moved way up
the scale. And when you have a domestic stake in having a system
that protects innovation, generally that causes most governments
to take a greater interest in developing and enforcing rules to pro-
tect intellectual property.

So, we're finding that China is taking a greater interest in pro-
tecting intellectual property. But, as they say in China, “the moun-
tains are high and the emperor is far away.” And what happens too
often at the locality or the province level is not what Beijing wants
to have happen. But, we have to keep pushing on that. And I know
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that some foreign manufacturers are sending their second-tier tech-
nology to China because of the very problem that you suggest. So,
once again, China’s hurting itself.

With respect to all of these issues, it is so clear that opening
markets to new ideas is highly beneficial. A government that puts
restrictions that keep out inventions and new ideas hurts its own
people. And that has been known for a long, long time. But, it is
one of the issues that we need to watch carefully and deal with.

I'd like to underscore what Laura Tyson has stated about the in-
frastructure. You know, in China they have high-speed trains that
would take your breath away, literally. And

[Laughter.]

Ambassador HILLS [continuing]. And that kind of investment
adds to a nation’s efficiency, cleans up the environment as people
pile aboard and don’t get into the cars, and creates jobs.

And when we talk about education, yes, we need science and
math students to stimulate innovation here at home. So, it’s really
a great tragedy, in our great Nation that has come so far and once
led the world in educating its youth, that today roughly one-third
of our high school students fail to graduate. That is simply not tol-
erable in today’s world.

And so, there are a lot of things that we need to do right here
at home. Maybe we need a commission on education bringing our
teachers unions together with people who deal with educational re-
form, for the current situation is simply not tolerable. And if we
continue down this road, United States tomorrow will not be the
same United States today.

Senator SHAHEEN. I couldn’t agree more with both of you. I think
one of the challenges here has been, How do you reconcile those
needs with the deficit and the debt that we have? And—because
what you're talking about requires investment, and they’re longer
term, when we look at the returns on those investments. And so,
how do we address the short-term need to respond to this growing
debt and deficit that we have?

So, I will just—I'm out of time—but, perhaps after the hearing,
could respond to that.

Senator LUGAR [presiding]. Well, thank you very much.

In behalf of the chairman and the members of the committee, I
want to thank both of you for wonderful opening statements, which
are in the record in full, and for your responses to our questions.

The title of our hearing was “Finding Common Ground With a
Rising China,” and you have addressed that, and I think members
of the committee have, and perhaps increased our understanding,
and that of those who are following our hearing.

We will keep the record open, as the chairman suggested, for a
few days, for additional questions and your responses.

But, we thank you both very much.

[Whereupon, at 4 p.m., the hearing was adjourned.]
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ADDITIONAL QUESTIONS AND ANSWERS SUBMITTED FOR THE RECORD

JOINT RESPONSES OF DR. LAURA D. TYSON AND STEPHEN S. ROACH TO QUESTIONS
SUBMITTED BY SENATOR JOHN F. KERRY

Question. Where does the Economic Relationship Fit into a Larger Foreign Policy
Agenda: What are your views on the importance on the United States—China eco-
nomic relationship as part of a larger United States-Chinese foreign policy agenda?
How has the changing economic relationship altered our broader relationship?

Specifically, are there ways that our economic interdependence constrains U.S.
foreign policy options on other issues of concern, such as nonproliferation policy,
human rights, Taiwan? Are China’s foreign policy options similarly constrained—if
so how?

Answer. United States-China economic relationships have been a major focus of
the larger United States-China foreign policy agenda during the last quarter cen-
tury and that will remain the case for the foreseeable future. U.S. policy toward
China has been one of engagement rather than containment or competition. The
United States has welcomed China as an increasingly prosperous and successful
member of the community of nations and has championed China’s growing role and
responsibilities in global multilateral institutions. And China has embraced eco-
nomic globalization and has been a reliable global citizen committed to the goals of
peace and prosperity. These trends are likely to persist: given the priority of eco-
nomic growth and development to both its domestic political stability and the legit-
imacy of its leadership, China has too much to lose to threaten the peace and global
economic order on which its growing prosperity depends.

The growing economic links between China and the United States have strength-
ened the overall relationship between the two nations and have supported their
cooperation on many shared interests including promoting global development,
addressing global health and environmental challenges, and containing piracy and
terrorism.

Both China and the United States have reaped significant economic returns from
the large trade and capital flows that link their economies, and both nations have
to weigh these returns when they consider how to address areas of disagreement
such as nonproliferation policy, human rights, Taiwan and other territorial con-
cerns. In that sense, the foreign policy options of both nations are constrained by
their economic interdependence: options that impede the trade and/or capital flows
between them would reduce the economic welfare of both of them. That’s why both
nations should seek to address issues of concerns in other foreign policy areas
through bilateral consultation rather than through unilateral confrontation, avoid-
ing economic sanctions to pursue their foreign policy goals in other areas and using
multilateral and/or regional institutions and agreements whenever possible.

Question. National Security and the Chinese Economy: Do China’s leaders think
in terms of national security when they consider the size, composition, pace of devel-
opment and protection of China’s economy? If so, how does this impact their foreign
and commercial engagement with the United States and other nations? What is the
most appropriate and effective U.S. policy response? What is the best way to pursue
mar gational economic interests and national security interest with China—side by
side?

Answer. Despite its dramatic economic progress, China is still a poor country, as
measured by its GDP per capita, and confronts large domestic problems including
large rural-urban inequalities, a significant pool of underemployed labor in agri-
culture, and environmental degradation from rapid industrialization. Moreover, the
legitimacy of China’s authoritarian leadership depends primarily on its ability to
deliver rising living standards to its population. For these reasons, China’s leaders
believe that both China’s national security and their political security depend on the
growth and development of China’s economy: these remain their primary goals and
these goals are the primary determinants of their decisions and actions both at
home and abroad.

When China joined the WTO, it made significant concessions to liberalize its
traditional trade and investment policies as part of its accession agreement. Since
that time, China’s trade has soared and it has gained significant shares in many
global markets. In recent years, China has been relying more on nontraditional bar-
riers such as discriminatory government procurement policies, national standards
policies, lax enforcement of intellectual property protection, and local content re-
quirements to boost the competitiveness of its domestic companies. Such practices
impede the access of U.S. and other foreign companies to China’s domestic market
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and they are a violation of the spirit and in some instances the law of China’s WTO
commitments.

The United States should continue to treat such market access barriers as a pri-
ority issue in the S&ED trade discussions, should lodge WTO cases against such
barriers, and should encourage China’s other trading partners to address such bar-
riers in regional and multilateral discussions. The United States should rely as
much as possible on multinational, multilateral forums such as the G20, the WTO,
the IMF and the U.N. to pursue U.S. economic interests with China and to address
bilateral economics disagreements.

Question. China’s Treasury Holdings: China’s large holdings of U.S. Treasury
securities, which totaled $900 billion as of April 2010, make it the largest foreign
holder of those securities.

Some U.S. analysts welcome China’s purchases of U.S. debt, which help enable
the United States to fund its budget deficit and keep U.S. interest rates relatively
low. Others have expressed concerns that China’s large holdings of U.S. debt could
give it significant leverage over the United States. How should we weigh the risks
against the benefits?

Answer. China’s large purchases of U.S. debt over the last several years have in-
deed helped to fund the U.S. Federal budget deficit and have kept U.S. and global
interest rates lower than they otherwise would have been. These purchases are a
reflection of the large and ultimately unsustainable imbalances between saving and
investment in both countries. The United States saves too little and consumes more
than it produces while China saves too much and produces more than it consumes,
relying on the United States and other nations to purchase its excess production.
Both countries need to adjust their growth strategies, with the United States relying
less on consumption and more on exports and investment to drive growth and China
relying more on domestic demand and less on exports. The United States must also
adopt a multiyear deficit reduction plan to stabilize the debt to GDP ratio at a sus-
tainable level since dissaving by the U.S. Government is a major contributor to the
nation’s saving-investment gap.

China has not caused the imbalance between saving and investment in the United
States or the fiscal deficit. These are problems resulting from policy choices made
at home. To date, the benefits of China’s purchases of U.S. Government debt have
outweighed the risks. And on economic grounds, China is likely to continue to pur-
chase large amounts of U.S. Government’s. But there are risks associated with Chi-
na’s large purchases and holdings of U.S. Government securities. In particular, as
we argue in our testimony, even a relatively small decline in China’s holdings could
be enough to rock global financial markets, triggering a large increase in interest
rates and a sharp decline in the dollar’s value. China itself would suffer large cap-
ital losses on its holdings of U.S. securities as a result. Many observers believe that
because of such large potential losses, there is a very low risk that China would use
its holdings of U.S. securities to try to influence U.S. policy. In our testimony, we
argue that this risk is higher than commonly perceived. For a variety of reasons
identified in our testimony, a threat by China to move away from U.S. treasuries
in order to change U.S. behavior or in retaliation for U.S. behavior should be taken
seriously by U.S. policymakers. Under current financial market conditions, such a
threat could trigger investor concerns about the huge financing needs of the U.S.
Government, causing a sharp spike in interest rates and a crisis of confidence in
U.S. sovereign debt that could cause serious economic harm to both the United
States and China.

Question. Competitiveness and U.S. Infrastructure: You mentioned that support
for infrastructure investment in the United States was one way to bolster U.S. com-
petitiveness when facing a rising China. Could you please explain to what extent
infrastructure investment would reinforce U.S. competitiveness and what needs to
happen to ensure adequate infrastructure investment at the pace and scale to en-
sure U.S. competitiveness in the future?

Answer. A significant and sustained increase in infrastructure investment by Fed-
eral, State and local governments should be a priority. Unlike most other forms of
stimulus, spending on infrastructure both increases demand when the spending oc-
curs and increases the supply and growth potential of the economy over time The
demand-side case for infrastructure investment is well documented. According to the
Congressional Budget Office, infrastructure spending is a cost-effective demand
stimulus as measured by the number of jobs created per dollar of budgetary cost.
Moody’s Economy.com estimates that $1 of infrastructure spending increases de-
mand and the level of GDP by about $1.59.
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The supply-side or growth case for a significant increase in infrastructure invest-
ment is also compelling. Real infrastructure spending is about the same today as
it was in 1968 when the economy was a third smaller. The inadequacies of the coun-
try’s current infrastructure are displayed every day in freight bottlenecks, road con-
gestion, and airport delays, all of which reduce business productivity and make the
United States a less attractive location for business activity. Documenting these in-
adequacies, the American Society of Civil Engineers gave America’s infrastructure
a failing grade of D in its 2009 report and has identified more than $2.2 trillion
in outstanding infrastructure needs. And using a narrower cost-benefit approach, a
2008 CBO study concluded that a 74 percent increase in annual spending on trans-
portation infrastructure alone is economically justifiable.

Over the next 5 years, the Federal Government should work with State and local
governments and the private sector to finance $1 trillion of additional investment
in infrastructure. The successful Build America Bonds (BAB) program included in
the current stimulus package should be extended to support this goal. As part of
its commitment to a multiyear infrastructure plan, the Federal Government should
also establish and provide the capital for a National Infrastructure Bank. An appro-
priately designed and governed national infrastructure bank would both address
gaps and shortcomings in the current system for selecting and funding infrastruc-
ture projects and attract private investment funds for such projects. The bank would
focus on transformative projects of national significance, like the creation of a na-
tional high-speed rail system or the modernization of the air traffic control system,
that require the participation and coordination of many States. Such projects are
neglected by the formula-driven processes now used to allocate Federal infrastruc-
ture funds among States and regions. The bank would provide both coordination
among diverse actors and certainty about the level of Federal funding for such
multiyear projects by removing funding decisions from the politically volatile annual
appropriations process. Moreover, the bank would select projects for funding, not on
political and earmarking considerations that too often influence project selection in
the current system, but on independent and transparent cost-benefit analysis by
objective experts.

Armed with a flexible set of financing tools, including direct loans, loan guaran-
tees, grants, and interest subsidies for BABs, the bank could provide the most
appropriate forms of financing for each project. The bank should be granted the
authority to create partnerships with private investors on individual projects. Pub-
lic-private partnerships would both increase the total amount of funding for infra-
structure investments and foster efficiency in project selection, operation, and main-
tenance. Such partnerships are becoming common in infrastructure financing
around the world and many nations are using them to attract private capital, but
to date they account for a miniscule share of infrastructure financing in the United
States. A national infrastructure bank could tap into the significant pools of long-
term private capital in pension funds and dedicated infrastructure equity funds
looking for infrastructure investment opportunities.

The Federal Government can afford a capital commitment of at least $25 billion
to establish a national infrastructure bank as an additional stimulus measure im-
mediately. Given the significant excess capacity in the economy and the very low
interest rates at which the U.S. Government can borrow funds, there is no danger
that an additional stimulus of this size will trigger a crisis of confidence in the U.S.
Government’s creditworthiness. Nor is there any danger that infrastructure invest-
ment financed by the bank will “crowd-out” private investment—in fact, it is likely
to encourage or “crowd-in” such investment.

As the economy recovers, however, the Federal Government must embark on a
multiyear plan to reduce the deficit and stabilize the debt to GDP ratio. To ease
capital market anxiety about the Government’s future borrowing needs, such a plan
should be developed and passed by the Congress now. The plan should include per-
manent funding mechanisms for the national infrastructure bank. These mecha-
nisms could include a small share of funds from a new multiyear transportation bill,
a small share of revenues from the gasoline tax or from a new carbon tax, and user
fees. Whenever appropriate and feasible, user fees should be linked to the projects
financed by the bank. Such fees would not only raise revenues but would also en-
courage the efficient use of infrastructure assets and provide financing for their
maintenance.

The United States needs to invest significantly more in its infrastructure to se-
cure its competitiveness and deliver rising living standards to its citizens. And there
is no better time to begin that investment than now when millions of Americans
can be put to work in meaningful jobs to help build the infrastructure we need.
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JOINT RESPONSES OF DR. LAURA D. TYSON AND STEPHEN S. ROACH TO QUESTIONS
SUBMITTED BY SENATOR RICHARD G. LUGAR

Question. At the hearing, you indicated that the United States needed to make
structural economic changes, increase investments in infrastructure, increase edu-
cation levels and, over the long run, reduce the deficit. In order to support U.S. eco-
nomic growth and increase employment, what specific structural changes does the
United States need to make?

Answer. To reduce its imbalance between saving and investment and its
unsustainable current account deficit, the United States must introduce policies to
increase national saving and to encourage a shift in the composition of demand
away from consumption and toward exports and investment. The most important
step is passage of a multiyear deficit reduction policy that stabilizes the debt to
GDP ratio at a stable level. This plan should include a major reform of both per-
sonal and corporate tax policies to encourage personal saving and business invest-
ment. But the plan must also increase government investments in infrastructure,
R&D and education. Such investments are essential to boost the competitiveness of
the United States as a location for high value-added economic activity and as a
source of global exports.

Question. You note in your written testimony that “reducing barriers that impede
the access of U.S. companies to China’s markets is and should continue to be a
major objective of U.S. trade policy.” The United States participates in 49 bilateral
dialogues with China including economics, trade, politics, energy, and health and
engages with China in multilateral for a including the WTO, G20 and United
Nations. What more should the United States do to advance our economic objectives
with China?

Answer. Reducing nontariff barriers that impede the access of U.S. companies to
China’s market is and should continue to be a major objective of U.S. trade policy.
Given the importance of the government and state-owned companies in China’s
economy, China’s participation in the Government Procurement Agreement (GPA)
should be a major objective. The United States should negotiate with China to ease
U.S. security controls on U.S. exports to China and to advance the timing for the
recognition of China’s market economy statues in the WTO (currently scheduled for
2016) in return for a strong offer by China to join the GPA. An agreement along
these lines could also help revitalize the Doha Round talks, something that the
United States and China committed to do at the last S&ED meetings.

The United States should also take the lead in negotiating a Trans-Pacific Part-
nership agreement as a first step toward the creation of a free trade area for the
Asia Pacific. Several bilateral and regional preferential trading agreements have re-
cently been signed in Asia and the region is heading toward the de facto creation
of an economic bloc that would discriminate against the United States. The comple-
tion of a Trans-Pacific Partnership agreement would arrest this disturbing trend
and could reignite APEC’s leading role in global trade liberalization. A revitalized
APEC could lead a regional effort for a free trade agreement on green technologies
and products.

Question. Too often around the world, the revenues from natural resources are a
hindrance to economic and political development. Moreover, conflict over resource
revenues can drive price instability and harm supply of oil. In my judgment, pro-
moting transparency is a pivotal need for empowering citizens to ask questions of
their governments and hence be empowered to grow economically and democrat-
ically. One measure I have offered with Senator Cardin would enhance U.S. leader-
ship by requiring U.S. and foreign companies listed here to disclose their payments
to governments as part of Securities and Exchange Commission filings. The impor-
tance of U.S. leadership is highlighted with recent mineral discoveries in Afghani-
stan. China’s growing economy also requires oil, gas, and minerals, and at times the
government backs their companies’ entry into countries. In your assessment, how
can we make progress at a governmental and corporate level with China to improve
Chinese support for good governance of resources?

Answer. A basic tenet of economics is that market efficiency and competition de-
pend on information, and there is a serious lack of information about the terms of
the deals about access to natural resources between governments and private com-
panies. Without such information, there is also ample opportunity for corruption in
the decisions by which natural resource rights are allocated. A compulsory disclo-
sure of payments by governments to private interests in natural resource deals is
an idea that merits serious consideration.
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China and the United States have a common interest in the gains to efficiency
and competition and the obstacles to corruption that would result from global or re-
gional agreements that enforce transparency and good governance in natural re-
source deals between companies and governments. The United States should raise
this issue in the S&ED meetings with China and should explore the possibility of
cooperating with China to foster a global agreement on this issue within in a multi-
lateral organization like the U.N. or the OECD.

Question. China is currently going through a period of labor unrest and wages are
rising in many areas in response. Some American businessmen believe this wage
inflation will cascade throughout much of the manufacturing sector. Do you believe
this is likely to happen and if so, will Chinese officials find it too much to swallow
to also allow their currency to appreciate? In other words would sharply rising
wages dampen the pace and size of any currency appreciation? Would the impact
on the United States-China trade balance of widespread wage inflation be similar
to, or different from, the impact of currency appreciation?

Answer. Contrary to Western press reports, China is not going through a period
of labor unrest. The recent increases in wages are a conscious outgrowth of govern-
ment regulations introduced in 2004, which stipulated that provincial governments
increase minimum wages of Chinese workers every other year. During the crisis of
2008-09, when China’s export businesses were under severe pressure, those in-
creases—like the currency appreciation policy—were suspended. The gains evident
this year were largely a catchup from that hiatus. Even in the aftermath of this
latest round of wage inflation, compensation per hour in Chinese manufacturing in-
dustries is still only about 4 percent of the comparable pay rate in the United
States—hardly a signal that the days of low-cost Chinese labor are numbered. More-
over, total personal income in China is currently only about 42 percent of GDP—
less than half the 85 percent reading the United States. In the upcoming 12h Five-
Year Plan, the government will make a determined effort to boost the wage share
of national income in an effort to raise consumer purchasing power. This policy
should not be viewed as an offset to a further, albeit gradual, pace of currency ap-
preciation in the years ahead. However, to the extent that it is part of a
proconsumption policy agenda, that will absorb surplus household saving, it can be
expected to reduce China’s overall current account and multilateral trade surplus.
Whether that translates into a smaller bilateral imbalance with the United States,
it is equally dependent on actions taken by the United States to boost America’s do-
mestic saving rate—necessary to reduce the multilateral trade deficits with China
(and, by the way, with 89 other nations) that are an important outgrowth of our
unprecedented saving shortfall. A critical first step is passage of a multiyear deficit
reduction plan that stabilizes the debt to GDP ratio.

RESPONSES OF AMBASSADOR CARLA A. HILLS TO QUESTIONS SUBMITTED BY
SENATOR JOHN F. KERRY

Question. Where does the Economic Relationship Fit into a Large Foreign Policy
Agenda?

e What are your views on the importance of the United States-China economic
relationship as part of a larger United States-China foreign policy agenda?

e How has the changing economic relationship altered our broader relationship?
Specifically, are there ways that our economic interdependence constrains U.S.
foreign policy options on other issues of concern such as nonproliferation policy,
human rights, Taiwan? Are China’s foreign policy options similarly con-
strained—if so how?

Answer. It is nearly impossible today to separate our Nation’s economic and for-
eign policy issues. Challenges in one area profoundly affect our ability to be success-
ful in the other, and nowhere is that more apparent than with respect to our rela-
tionships with China, the world’s fastest growing large economy.

Our Nation’s stature as a foreign policy leader requires that we maintain a strong
economy. Building a strong economic relationship with China contributes signifi-
cantly to our Nation’s growth and prosperity. Currently China is our third-largest
and fastest growing export market. The benefits of our trade opportunities with
China have been experienced across America. Virtually every state in the union ex-
perienced triple digit increases in exports to China in the decade to 2008, while
sales to the rest of the world over the same period grew by just 29 percent. With
domestic consumption and investment currently quite weak, strong export growth
gives our economy a welcome economic boost.
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As two of the world’s major players, China and the United States will need to col-
laborate if we are to deal effectively with a long list of challenges like nuclear pro-
liferation, terrorism, drug and human trafficking, piracy, climate change, and
pandemics. It is less that we are constrained by our economic interdependence, and
more that our aggregate economic strength provides a means to mobilize the capac-
ity to deal successfully with a growing list of issues that cannot be solved unilater-
ally in today’s globalized world. Indeed, in many instances both China and the
United States must collaborate if solutions are to be found.

We will continue to have our differences with China on economic and foreign pol-
icy issues as we do from time to time with even our close allies. But we will be bet-
ter able to bridge those differences and to find solutions that advance the interests
of our respective populations by taking actions calculated to build a closer, more
candid and constructive bilateral relationship. Taiwan is a case in point. China re-
gards the Taiwan issue as a “core” interest involving its “sovereignty” and believes
that we deliberately ignore its sensitivity. Since resuming diplomatic relations with
China in 1979, the United States has sought to avoid debating whether Taiwan is
part of “one China” but has been clear that Taiwan’s future should be decided with-
out the use of force. Our government pledged in the Taiwan Relations Act, also
signed in 1979, to provide defensive weapons to ensure that Taiwan could defend
itself again an attempt at forceful acquisition. At the present time, the Chinese have
an arsenal of missiles in Fujian pointed at Taiwan, and we continue to supply ad-
vanced weaponry to Taiwan. The trust among our two militaries lags far behind the
trust that exists among our leaders dealing with economic or strategic issues. One
could imagine that if we were able to convene a high level and regular Strategic
Military Dialogue that it might be possible to reach an understanding whereby
China gradually reduced its stock pile of missiles in Fujian and as that positive ac-
tion occurred the United States delayed sales and downgraded the level of weaponry
sold to Taiwan. That sort of deal would require building a much closer and collabo-
rative military-to-military relationship that today does not exist.

Question. National Security and the Chinese Economy

e Do China’s leaders think in terms of national security when they consider the
size, composition, pace of development and protection of China’s economy?

e If so, how does this impact their foreign and commercial engagement with the
United States and other nations?

e What is the most appropriate and effective U.S. policy response?

e What is the best way to pursue our national economic interests and national
security interest with China—side by side?

Answer. The primary foreign policy goal of the Chinese leadership is to maintain
peace at China’s borders shared with 14 nations that suffer from varying degrees
of instability. China seeks stability in the region and at home so that it can focus
on its difficult domestic challenges including existing poverty, income disparity be-
tween rural and urban populations, serious environmental concerns including exten-
sively polluted water supplies, foul air and loss of arable land, unemployment, inad-
equate health care, and a rapidly aging population. Domestically the leadership has
made “stability preservation” its top priority. The leadership believes that in order
to maintain domestic support it must implement policies that ensure that China’s
economy continues to grow in ways that will increase prosperity to those who to
date have been left behind and to deal with the issues that affect quality of life in
China. Over the past three decades in an effort to spur its economic growth, China
has opened its markets to foreign investment and reduced its trade barriers, looking
to exports and heavy industry to provide the engine of economic growth. Although
significant restrictions remain, they are far fewer than existed a decade ago when
China joined the World Trade Organization. Overall, the opening of China’s markets
has bﬁth generated domestic economic growth and contributed to global economic
growth.

Last year when global growth turned negative and world trade plummeted more
than 11 percent, China, along with other nations including the United States, expe-
rienced a surge of economic nationalism. Politics in China drove “Buy China” poli-
cies just as politics here drove “Buy America” policies, notwithstanding objective
economic analysis showed that such policies are detrimental to growth and serve to
strain international relations. Bilateral fora like the Strategic and Economic Dia-
logue and the Joint Commission on Commerce and Trade have been helpful in re-
moving restrictions and building greater understanding. Meetings of leaders and
ministers that represent the world’s 20 largest economies (the G20), that in total
comprise 85 percent of world output and 80 percent of world trade, also provide a
useful forum for seeking to reduce trade and investment restrictions. Of course
where a particular trade or investment policy is deemed to violate a WTO agree-
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ment and negotiation has not resolved the difference, it is appropriate to use the
WTO dispute settlement mechanism to resolve the difference, something which both
the United States and China have done, thus minimizing potential friction.

In many instances the national economic interests and the national security inter-
ests of the United States and China overlap. Both nations want a vibrant global
economy that contributes to domestic growth. Similarly both want stability inter-
nationally. In some circumstances where we agree on the ends, we differ with re-
spect to the best means to achieve those ends. For example, China and the United
States both want to curtail nuclear arms in Iran. China has favored extended diplo-
macy over sanctions. As a result of our strategic dialogues, China has been willing
to support the U.N. resolutions providing for sanctions but has not been willing to
support the tighter measures that the U.S. Congress adopted.

In other circumstances we disagree on the risk involved. That is the case with
the nuclear ambitions of North Korea. China assesses the risk of North Korea devel-
oping an effective nuclear weapon as lower than does the United States. It fears
more a collapse of the North Korean Government, worrying it would lead to a flood
of North Korean refuges crossing China’s north east border causing instability in
Liaoning and Jilin provinces and violating China’s top domestic policy of “stability
preservation.” We are more apt to find means to deal with both of our concerns
through regular and frequent dialogue. What is missing today is a regular and high-
level military dialogue to encourage both sides to better understand the other’s risk
assessments and to talk about ways to deal with our respective concerns.

Question. China’s Treasury Holdings. China’s large holdings of U.S. Treasury
Securities which totaled $900 billion as of April 2010 make it the largest foreign
holder of those securities. Some U.S. analysts welcome China’s purchases of U.S.
debt which helps enable the United States to fund its budget deficit and keep U.S.
interest rates relatively low. Others have expressed concerns that China’s large
holdings of U.S. debt could give it significant leverage over the United States.

e How should we weigh the risks against the benefits?

Answer. Both those who welcome China’s continued purchase of our growing debt
and those who express concern over our increasing debt being in foreign hands over-
look a critical point. The fact is that there is a serious imbalance in the global econ-
omy that has ballooned to unsustainable levels in recent years and puts our future
economic stability at severe risk. China, Germany, Japan, South Korea, and other
Asian economies have built their growth primarily on exports, whereas the United
States, the United Kingdom, and Spain, among others, have relied excessively on
domes}fic consumption, particularly in the housing sector, to fuel their economic
growth.

Economists agree that neither of these singly focused growth models is sustain-
able, and being unsustainable they will change either through gradual policy adjust-
ment or as a result of traumatic financial upheaval.

To protect against future financial crisis will require debtor and creditor nations
to adopt more balanced growth plans. Debtor nations cannot continue to consume
at the excessive levels of the past, and creditor nations must look more to their own
consumers to fuel their economic growth.

Most economists agree that continuing to rely on the growth models of the past
decade raises the risk of a crisis to unacceptably high levels. The required changes
could constructively be led by the United States, the world’s largest debtor nation,
and by China, the world’s largest surplus nation.

The necessary changes will take time to implement. But it would provide substan-
tial market assurance if the United States and China would publicly lay out a spe-
cific 5-to-10-year rebalancing plan at the next meeting of the G20. Each could set
forth benchmarks for measuring progress, and provide periodic updates on achieve-
ments.

RESPONSES OF AMBASSADOR CARLA A. HILLS TO QUESTIONS SUBMITTED BY
SENATOR RICHARD G. LUGAR

Question. You implied that financial and trade protection would have a negative
impact on the U.S. economy. Would you please delve into those details on why a
rise in protectionism would have bad repercussions? How exactly does protectionism
work itself through our economy?

Answer. For the six decades following World War II, under both Democratic and
Republican administrations, the United States has led the world in opening global
markets. The results have been spectacular. America’s policy of seeking to remove
barriers to cross border trade and investment has greatly enhanced our Nation’s
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economic growth and the economic well-being of its citizens. As world trade and in-
vestment has exploded, standards of living have soared at home and abroad.

A highly regarded economist, Dr. Gary Hufbauer, in a comprehensive study pub-
lished in 2005 by the Institute for International Economics, now the Peterson Insti-
tute for International Economics, calculated that the opening of markets since
World War II has increased our Nation’s GDP by roughly $1 trillion per year, thus
raising the average American household yearly income by $9,500.

Our trade and investment in every region of the world have contributed to this
very positive result. Last year when trade plummeted by more than 11 percent, the
United States economy contracted by about 2 percent. This year with trade up by
7 percent, the International Monetary Fund is predicting that the U.S. economy will
grow by more than 3 percent. With domestic demand and job growth still depressed,
external demand is more important than ever.

Unfortunately economic hardship inevitably stokes demands for protection. Yet
policies that restrict trade and investment choke off the growth that is especially
needed in times of economic adversity. Making matters worse, protectionism is high-
ly contagious. When the United States adopts “Buy America” policies, almost instan-
taneously our major trading partners, like China, implement a “Buy China” policy.
Hence it behooves us to make every effort to explain to the public the harm that
results from protectionism and the benefits that flow from opening markets to our
products and services.

Dr. Hufbauer’s study calculates that the additional opening of world markets to
trade and investment would increase U.S. wealth by an additional $500 billion per
year, making the average American household richer by an additional $4,500 per
year.

It is well documented that jobs connected to international activity earn on average
13 to 18 percent more than jobs in the overall economy. A majority of our exporters
are small- and medium-sized businesses that serve as the backbone of America’s job
creation. The prospects for these businesses and their workers are enhanced by our
government’s success in the opening of foreign markets.

By ratifying the three pending trade agreements with Panama, Colombia, and
South Korea, completing the Trans-Pacific Partnership, and concluding the Doha
Development Round the United States could generate additional growth opportuni-
tiei for the United States and global economies and help keep protectionist impulses
at bay.

Question. Your written testimony notes that one way to strengthen U.S. invest-
ment ties while ensuring U.S. competitiveness is for the United States to approve
the three pending free trade agreements (FTAs) that have been signed with South
Korea, Colombia, and Panama. Recently, Senator Kerry and I sent a letter to the
administration calling for the Korea-United States FTA to be sent to the Congress
for a vote. Also this year, I introduced a resolution in the Senate calling for the ad-
ministration to develop a framework for FTA negotiations with the Association of
Southeast Asian Nations (ASEAN). Over the last 5 years, China has signed nine
FTAs including ones with Korea, New Zealand, and the nations of ASEAN. Please
describe how U.S. business interests are disadvantaged when competing against
China interests in areas where China has an FTA and the United States does not.

Answer. Bilateral and regional free trade agreements are proliferating around the
world. The World Trade Organization (WTO) finds there are 262 free trade agree-
ments (FTAs) in force today; the United States is a party to just 17. An additional
100 are currently being negotiated. The United States is negotiating one, the Trans-
Pacific Partnership agreement. As a result our entrepreneurs and their workers are
disadvantaged vis-a-vis their competitors in countries that have free trade agree-
ments in place which affects our Nation’s capacity to grow and to create jobs.

That fact is starkly documented in the World Economic Forum’s annual report
“Global Enabling Trade” that ranks 125 countries on a range of factors affecting
competitiveness. One factor it measures is tariff barriers that impede competitive-
ness. Chile, as a result of its network of trade agreements, is ranked No. 1, indi-
cating that Chile’s exporters face the lowest tariffs globally. The United States with
few trade agreements is ranked 114 out of the 125 countries indicating the poor
competitive position faced by our exporters. Of course there are many other trade
restrictions beyond tariffs that trade agreements alleviate, but the metric on tariffs
is illustrative.

The job gains from our trade agreements are substantial. This past May the U.S.
Chamber of Commerce released its study “Opening Markets, Creating Jobs, Esti-
mated U.S. Employment Effects of Trade with FTA Partners.” Using a general equi-
librium economic model, this study examined the 14 FTAs the United States has
implemented over the past 25 years, excluding three agreements most recently im-
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plemented. It found that 17.7 million U.S. jobs depend on trade with these 14 coun-
tries and 5.4 million of these jobs were attributed to the increase in trade resulting
from the free trade agreements.

U.S. exporters can lose their competitiveness rapidly when other governments re-
move trade barriers for their entrepreneurs and our government does not. A study
issued on May 10, 2010, undertaken in the House of Representatives by the ranking
member of the Ways and Means Committee, the ranking member of the Trade Sub-
committee of the Ways and Means Committee, and the ranking member of the Agri-
culture Committee documented that between 2004-08 Colombia’s agriculture mar-
ket was expanding at 38 percent per year and had become the largest market for
U.S. agriculture exports in South America totaling over $4 billion. In 2009, after Co-
lombia entered a free trade agreement with Mercosur, U.S. agriculture exporters’
market share in Colombia’s agriculture market fell by 31 percent while the market
share of competitors from Argentina and Brazil climbed 22 percent. In 1 year Amer-
ican saw their combined sales of corn, wheat, soybeans, and soybean oil plunge 62
percent even as Colombian total imports held steady and to date records show 2010
sales of those products are down 45 percent.

China is the world’s largest exporter. It has arranged 14 trade agreements with
the 31 economies including 10 nations that comprise the Association of Southeast
Asian Nations (ASEAN), is negotiating 5 additional agreements, and is considering
negotiations with 2 large economies, India and South Korea.

U.S. competitiveness in the markets where we do not have trade agreements but
China does is being adversely affected. It should be noted that the network of agree-
ments that China has and is negotiating in Asia will disadvantage American entre-
preneurs in the world’s fastest growing region. Sadly, the harm is self inflicted.

Question. Too often around the world, the revenues from natural resources are a
hindrance to economic and political development. Moreover, conflict over resource
revenues can drive price instability and harm supply of oil. In my judgment, pro-
moting transparency is a pivotal need for empowering citizens to ask questions of
their governments and hence be empowered to grow economically and democrat-
ically. One measure I have offered with Senator Cardin would enhance U.S. leader-
ship by requiring U.S. and foreign companies listed here to disclose their payments
to governments as part of Securities and Exchange Commission filings. The impor-
tance of U.S. leadership is highlighted with recent mineral discoveries in Afghani-
stan. China’s growing economy also requires oil, gas and minerals, and at times the
government backs their companies’ entry into countries. In your assessment, how
can we make progress at a governmental and corporate level with China to improve
Chinese support for good governance of resources?

Answer. The vast majority of U.S. companies are good ambassadors overseas. In
challenging environments they bring American values and demonstrate a positive
agenda of corporate social responsibility. Expanding their competitive opportunities
will lead to a spread of U.S. values including corporate social responsibility.

The G20 summit meetings provide a multilateral forum where this issue so crit-
ical to improving global governance can be discussed beneficially. It is clear that
transparency with respect to resource payments to governments would help to limit
corruption, enhance global stability, and promote global growth. Leaders of the
world’s 20 largest economies could agree that they would support transparency with
respect to payments made to governments for natural resources by requiring their
companies to make such disclosure. The United States could lead by example by
adopting the reporting measure that you have suggested.

The Strategic and Economic Dialogue meetings provide a bilateral forum where
the United States and China could discuss the benefits that would flow from trans-
parency with respect to resource payments made to governments. An understanding
followed by action would give tangible proof of the value of the bilateral dialogue.

Question. China is currently going through a period of labor unrest and wages are
rising in many areas in response. Some American businessmen believe this wage
inflation will cascade throughout much of the manufacturing sector. Do you believe
this is likely to happen and if so, will Chinese officials find it too much to swallow
to also allow their currency to appreciate? In other words would sharply rising
wages dampen the pace and size of any currency appreciation? Would the impact
on the United States-China trade balance of widespread wage inflation be similar
to, or different from, the impact of currency appreciation?

Answer. China’s 2010 overall inflation rate between January and May ranged be-
tween 1.5 percent and 3.1 percent, higher than in 2009 in the midst of the global
recession, but considerably lower than in 2008 when the rates between January and
May ranged between 7.1 percent and 8.5 percent.
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There has been pressure to increase wages in the manufacturing sector. On July
8, Beijing issued its 2010 wage guidelines indicating an average 11-percent salary
increase covering both government and enterprise workers. Undoubtedly, Chinese
officials will watch closely to see how the higher wage rates affect both growth and
inflation.

China’s competitiveness will be affected by increases in inflation as well as in-
creases in wages. The benefit of wage increases, if inflation remains under control,
is that they will encourages domestic consumption which will help to rebalance Chi-
na’s domestic economy that currently relies too heavily on exports and too little on
domestic consumption for growth. Inflation driven by increases in the prices of con-
sumer goods such as housing and food is likely to depress consumption. In recent
months China has taken measures to slow the housing boom. There is increased rec-
ognition within China’s leadership of the need to implement policies so as to stimu-
late domestic consumption and to reduce those that encourage expansion of heavy
indus1}:1ry and exports in order to achieve a more sustainable model for economic
growth.

RESPONSES OF AMBASSADOR CARLA A. HILLS TO QUESTIONS SUBMITTED BY
SENATOR RUSSELL D. FEINGOLD

Question. 1 have serious concerns regarding past and ongoing human rights
abuses in China, including oppression of ethnic and religious minorities, notably in
Tibet, and of political dissidents and restrictions on press and assembly, just to
name a few. As China continues its economic growth and increases its role on the
world stage, what should we expect to see with respect to China’s human rights
record 10 years from now—positive steps and improvements or a continuation of re-
pression and human rights violations? Is the issue of human rights being adequately
addressed in our bilateral engagement, and how can the United States better influ-
ence the Chinese on this issue?

Answer. Although it is impossible to predict with any precision the domestic polit-
ical environment that may exist in any country a decade hence, my hope and expec-
tation is that as China gains the confidence that comes with its enhanced economic
security and increased role on the world stage, its leadership will respect widely
accepted international norms including those dealing with human rights. China’s
leadership is increasingly active in international institutions including the United
Nations Security Council, the International Monetary Fund, the World Trade Orga-
nization, the World Bank, and most recently the G20. All are built on a platform
of transparent rules. Only by becoming a “responsible stakeholder” in these organi-
zations can China establish and maintain a global leadership role that I believe its
leaders want to achieve.

China’s domestic political and social reforms have been much slower in developing
than its economic reforms that have transformed the country with unprecedented
speed. Still there has been social change since the horrific revolutionary period
(1960-1970) of Chairman Mao Zedong. Since 1978 when Deng Xiaoping began the
reforms to open China to the world, China’s Government has steadily reduced the
social and to a lesser extent the political restrictions that the Chinese people faced
a generation ago. However I do not see broad support for Western-style democracy
in China today where according to numerous polls the vast majority of Chinese be-
lieve their government is “on the right track.” Nonetheless there is considerable talk
among the elite and scholars of the need to enhance pluralism, build an independent
judiciary, respect the rule of law, and increase transparency.

Over the past several years reformers in the Central Party School, which serves
as the premier training ground for emerging Communist leaders, as well as univer-
sity scholars have started to debate openly the merits of expanding grassroots polit-
ical participation, judicial independence, and elections for top party posts. For exam-
ple, in 2008 Yu Keping, an adviser to President Hu Jintao and Professor and
Director of the China Center for Comparative Politics & Economics in Beijing wrote
a widely quoted book entitled “Democracy is a Good Thing.” Significantly, President
Hu in his work report presented to the People Congress in March 2008 urged the
Party “to adapt to the growing enthusiasm of the people for participation in political
affairs” by expanding grassroots democracy, increasing transparency, and exercising
power “under the sunlight to ensure that it is exercised correctly.” In “Global Asia,”
a Journal of the East Asia Foundation, Yu Keping writes in the summer 2010 issue:

[Wlhatever political reforms China carries out, and whatever kind of gov-
ernance model takes shape in the future, for the country’s far sighted lead-
ers the objectives of the governance reform are already irrefutably clear:



54

democracy, rule of law, fairness, responsibility, transparency, integrity, effi-
ciency, and harmony.

Similarly Zhou Tianyong, senior economist and deputy head of research at the
Central Party School stated in a 2008 interview published by the Daily Telegraph:
“We have a 12-year plan to establish a democratic platform.” He claimed that the
government was determined to reform itself, but there had been some infighting be-
tween different departments, and he called for the number of ministries to be cut
in half to form a “modern government structure” adding “there will be public demo-
cratic involvement at all government levels.” As support for his positive projection,
Professor Zhou said: “There will be many more nongovernmental organizations,
chambers of commerce, industry associations and other social groups. Religion
should also be given a wider platform to play a positive role. We should protect reli-
gious freedom.” Although he did not predict the end of the one-party rule, he did
state that by 2020 China will basically finish its political and institutional reforms.”

People can argue about whether China will achieve those goals. But the fact that
Communist Party members within the Party School are publicly talking in these
terms indicates that there is some basis to believe that a greater liberalization of
politics is underway. This kind of public debate regarding politics represents change
for it would not have been permitted a decade ago.

Public lecturing from the outside in my view is counterproductive. Our govern-
ment can most effectively deal with human rights concerns where it has engaged
with China on a broad range of issues of common interest. Working together to solve
problems of mutual concern helps to build trust and create relationships that per-
mits candid discussion of differing views and encourages the bridging of differences.
There are instances where that has occurred. For example, China joined in denounc-
ing North Korea’s nuclear test in 2006, voted to impose and then tighten U.N. sanc-
tions against Iran, supported deployment of U.N.-AU forces to Darfur, condemned
the brutal crackdown in Burma, helped in dealing with kidnapping and piracy off
the coast of Somalia, and has been constructive in a number of humanitarian ef-
forts. We need to build on our successes. Many of our conflicts occur in areas that
involve our militaries. Regular and frequent military dialogues at the highest levels
would be helpful in avoiding and resolving a number of our differences.

The private sector can also be helpful. NGOs continue to multiply in China. They
are changing public perceptions. Our corporations doing business in China follow
high standards that set an example. Also, there are a number of Tract II dialogues
that talk about how rule of law, transparency and respect for minority rights con-
tribute to domestic stability and counter corruption, which are objectives given high
priority by the Chinese government.

Question. In recent years, China has emerged as a significant economic and polit-
ical player across Africa. Although Beijing continues to be primarily focused on ac-
cess to oil and other natural resources, its engagement is matched by significant in-
vestments in infrastructure development, without regard to political controversies or
concerns about governance or fiscal integrity. I don’t think American interests on
the continent are necessarily threatened by China’s activity, but it is definitely in
our interest to pay attention to this activity and consider its long-term strategic im-
plications. How should we address that activity both in our own policy development
and in our partnerships with African Governments, particularly given our focus on
strengthening good governance and the rule of law?

Answer. China’s investment in and trade with sub-Saharan Africa has contributed
to a substantial boost in the region’s economic growth. China has given aid to most
of the countries in the region excepting the few that still recognize Taiwan. Al-
though it began entirely with what some termed “no strings attached” diplomacy
which caused concern in the West as Chinese investments and aid went to govern-
ments that abused their populations, its policies appear to be evolving. China has
positively responded to international pressure.

We can applaud the fact that China’s investment both in infrastructure and nat-
ural resources have helped to reduce poverty in sub-Saharan Africa. At the same
time we can encourage China’s active participation in international organizations
like the International Monetary Fund and the World Bank that endeavor to advance
rule of law, transparency and respect for minority rights. These issues can also be
discussed in context of our bilateral dialogues where global stability is an issue of
concern to both governments.

Question. For over a decade, China has been Sudan’s closest economic partner and
its leading trade partner. China purchases about two-thirds of Sudan’s exports, and
provides one-fifth of its global imports. China is also the leading developer of
Sudan’s oil industry and a major purchaser of Sudanese oil. While Beijing has re-
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evaluated its relationship with Khartoum in recent years, it continues to be reluc-
tant to press the Government of Sudan on issues related to peace and security. As
Sudan moves toward a 2011 referendum on self-determination, constructive engage-
ment from China will be indispensible. What can we expect from the Chinese as we
get closer to the 2011 vote and how we can help encourage them to play a produc-
tive role within multilateral fora?

Answer. The issues in Sudan are challenging. The April 2010 election resulted in
Omar Hassan al-Bashir of the National Congress Party being elected President of
the largely Arab-Muslim North and Salva Kiir of Sudan’s People Liberation Party
elected President of the largely Christian and animist semiautonomous southern re-
gion. In accordance with the Comprehensive Peace Accord which ended 21 years of
brutal civil war, two referenda will be held on January 9, 2011, to determine
whether Southern Sudan will secede and form a new nation and whether Abyei, a
region with vast oil reserves, will choose to stay with the North under special ad-
ministrative status or to join the South which is expected to secede. Intraregional
violence has continued in the South amidst allegations that the newly elected gov-
ernment is unable to maintain peace. The head of Sudan’s Referendum Commission
has warned that Sudan is “alarmingly unprepared” for the referendum. Assuming
the referendum proceeds, very tough issues of border demarcation and sharing of
oil revenues remain to be decided. Many outside observers have expressed the view
that the African Union needs to be more intimately involved. President Thabo
Mbeki, Chair of the African Union panel on Sudan, has expressed cautious opti-
mism. The African Union held its summit in Kampala the last week of July to dis-
cuss the many daunting pre- and post-referendum concerns.

The United Nations has extended its mission in Sudan. In late July United
Nations representatives met with representatives of the African Union and ex-
pressed a willingness to work with the Sudanese Government and the international
community to ensure a free and credible referendum. China, a member of the Secu-
rity Council, has voiced support for the referendum and a strong desire for stability
in the region where it has substantial investments. Since 2007, it has increased its
support of international peacekeeping missions and there is no indication that
China will alter its current policy either before or after the referenda. What actions
the two governments take after the referenda will depend on the facts on the ground
and future actions would be an appropriate subject for our bilateral strategic
dialogue.

Question. Are we paying enough attention to Chinese attitudes toward the United
States—both those of Chinese citizens and those of the political and military estab-
lishments? There have been some troubling press stories on this issue—for example
a survey conducted for the Sunday Times of London of Chinese-language media
found “army and navy officers predicting a military showdown and political leaders
calling for China to sell more arms to America’s foes.” Similarly, the Washington
Post reported earlier this year poll results indicating that many in China see the
United States as “the No. 1 threat to China’s rise.” Should we be doing more in the
way of public diplomacy to China?

Answer. There are misperceptions in both China and the United States about the
other. Many in China, not only in the leadership and media but also ordinary citi-
zens, see the United States as seeking to limit China’s reemergence as a global
leader. At the same time many Americans including some Members of Congress and
the media talk about China as “tomorrow’s enemy,” which feeds China’s
misperceptions regarding the United States and undercuts efforts to build a closer,
more candid, and collaborative bilateral relationship. That is why engagement at
high levels, public and private, is critical. Public diplomacy in China can be helpful.
But we need to take steps here at home. It would be helpful if more of our leaders
were to state publicly that they want to establish a closer, more candid, and collabo-
rative bilateral relationship and to inform their fellow Americans about why and
how China is important to U.S. future prosperity and security. Most Americans are
unaware that China is our fastest growing export market and our third-largest cus-
tomer behind Canada and Mexico. Many Americans complain that China limits our
inward investment and take that as a hostile act, but are unaware that recently
50 Members of Congress have expressed opposition to China’s Anshan Iron & Steel
Group making a 20-percent investment in U.S. Steel Development Co., a small plant
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in Mississippi, that would bolster a U.S. company and create U.S. jobs. Many Amer-
icans see as evidence of protectionism China’s procurement policies that seeks to
limit government high technology purchases to “indigenous” products, but do not see
our Buy America” restrictions as a rough equivalent. With a better informed public,
we would be in a better position to build a stronger bilateral relationship that would
benefit both sides.
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