SECTION 3: CHINA’S STATE-LED MARKET
REFORM AND COMPETITIVENESS AGENDA

Introduction

Soviet-style, top-down planning remains a hallmark of China’s
economic and political system. Five-Year Plans (FYP)* continue to
guide China’s economic policy by outlining the Chinese govern-
ment’s priorities and signaling to central and local officials and in-
dustries the areas for future government support. The FYPs are
followed by a cascade of sub-plans at the national, ministerial, pro-
vincial, and county level that attempt to translate these priorities
into region- or industry-specific targets, policy strategies, and eval-
uation mechanisms.! While the past six FYPs successfully mobi-
lized resources to spur three decades of double-digit economic
growth, the large-scale infrastructure investment and export-led
economic growth model they promoted is weakening. China’s slow-
ing economic growth combined with concerns over a deteriorating
quality of life are threatening the Chinese Communist Party’s
(CCP) ability to deliver prosperity—the basis of its legitimacy since
the Tiananmen Square Massacre of 1989.

To preserve CCP power, the newly installed CCP General Sec-
retary and President Xi Jinping outlined an ambitious economic re-
form agenda at the Third Plenary Session of the CCP’s 18th Cen-
tral Committee (the Third Plenum){ in November 2013. The Chi-
nese government is using or attempting to use centrally directed
reforms to fulfill its stated goals to sustain economic growth, im-
prove capital allocation and industry efficiency through state-set
market incentives, and ensure a higher quality of life for its citi-
zens. While these reforms aim to make China’s economy more effi-
cient, the Chinese government does not mean to give up control;
rather, the intent is for the state to retain a central role in the
economy.

This agenda requires significant political commitment to over-
come entrenched interests—such as China’s powerful state-owned
enterprises (SOE) and its bloated, export-dependent industries—
that doomed reforms under the 11th (2006-2010) and 12th (2011
2015) FYPs.2 The 13th (2016-2020) FYP, to be released in March

*The National Development and Reform Commission coordinates the drafting process with
input from State Council ministries, oversight by the Chinese Communist Party Politburo, and
final ratification by the National People’s Congress. Subordinate plans are devised for each prov-
ince and for specific sectors of the economy. Katherine Koleski and Joseph Casey, “Back-
grounder: China’s 12th Five-Year Plan,” U.S.-China Economic and Security Review Commission,
June 24, 2011; U.S.-China Economic and Security Review Commission, Hearing on China Ahead
of the 13th Five-Year Plan: Competitiveness and Market Reform, written testimony of Oliver K.
Melton, April 22, 2015, 1-7; and Sebastian Heilmann and Oliver Melton, “The Reinvention of
Development Planning in China, 1993-2012,” Modern China 39:6 (August 2013): 580-628.

TFor an in-depth analysis of the Third Plenum’s proposed economic reforms, see Nargiza Sal-
idjanova and Iacob Koch-Weser, “Third Plenum Economic Reform Proposals: A Scorecard,” U.S.-
China Economic and Security Review Commission, November 19, 2013.
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2016, will build upon the Third Plenum agenda to accelerate re-
forms and transition China’s economy toward greater domestic con-
sumption and higher-value-added manufacturing. However, current
market conditions and the government’s actions have called into
question China’s commitment to reforms. In response to slowing
economic growth and higher market volatility this year, senior
leadership is increasingly stalling or rolling back reforms and re-
turning to investment and export-led economic growth.

This section carries on the Commission’s long examination of
China’s industrial policies and assesses the likelihood President
Xi’s agenda in sustaining economic growth will succeed.* Building
upon expert testimony received at the Commission’s hearing on
April 22, 2015, and additional research throughout the year, this
section examines the status of the Chinese government’s reforms
and explores their impact on the competitiveness of U.S. companies
and the U.S. economy.

China’s Economic Challenges

Traditional drivers of China’s economic growth—fixed asset in-
vestment, exports, and cheap labor—are becoming less relevant.3
At the 2015 National People’s Congress (NPC), Premier Li Keqiang
reiterated this concern, describing China’s economic growth as “un-
balanced, uncoordinated, and unsustainable.”4 Minister of Finance
Lou Jiwei warned that China faces a 50 percent chance of sliding
into a middle-income trap in the next five to ten years.> This mid-
dle-income trap would ensnare the Chinese economy in a cycle of
low growth because its growing wages are unable to compete
against low-cost countries, and high-value-added manufacturing is
not yet fully developed. The 11th and 12th FYPs largely failed at
reorienting China’s economy away from unsustainable sources of
growth.® Witnesses at the Commission’s April hearing outlined the
challenges the Chinese government is facing:”

o Smaller returns from fixed asset investments: State-led eco-
nomic planning has directed cheap capital to SOEs, large-scale
infrastructure projects, and state-designated industries. This
allocation of capital has contributed to industrial overcapacity
and enormous growth in local government and SOE debt.

o Lower labor productivity gains: Higher wages, an emerging
labor shortage, and lack of labor mobility are eroding China’s

*For additional information on China’s industrial policies, see U.S.-China Economic and Secu-
rity Review Commission, 2014 Annual Report to Congress, November 2014, 99-111; U.S.-China
Economic and Security Review Commission, 2013 Annual Report to Congress November 2013,
113-152; U.S.-China Economic and Security Review Commission, 2012 Annual Report to Con’
gress, November 2012, 47-81, 393-423; U.S.-China Economic and Security Review Commission,
2011 Annual Report to Congress, November 2011, 40-50, 70-106; U.S.-China Economic and Se-
curity Review Commission, 2010 Annual Report to Congress, November 2010, 187-190, 199-210;
U.S.-China Economic and Security Review Commission, 2009 Annual Report to Congress, No-
vember 2009, 56—89; U.S.-China Economic and Security Review Commission, 2008 Annual Re-
port to Congress, November 2008, 69-82; U.S.-China Economic and Security Review Commis-
sion, 2007 Annual Report to Congress, November 2007, 48—-62; U.S.-China Economic and Secu-
rity Review Commission, 2006 Annual Report to Congress, November 2006, 30-32, 34-35, 167—
181; U.S.-China Economic and Security Review Commission, 2005 Annual Report to Congress,
November 2005, 27-45, 67-75; U.S.-China Economic and Security Review Commission, 2004 An-
nual Report to Congress, November 2004, 49-54, 177-192; and U.S.-China Economic and Secu-
rity Review Commission, 2002 Annual Report to Congress, November 2002, 43—-44, 47-50.
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labor productivity. China’s residency permit system, or Aukou,*
tightly controls labor mobility and employment opportunities
for all its citizens.8 The absolute number of working-age people
in China peaked in 2012, so cheap labor is no longer as readily
available.® This shortage and the annual 14 percent average
wage hikes from 2000 to 2013 have increased overall labor
costs.10 Growing competition from countries (such as Vietnam)
with lower labor costs is squeezing profit margins for low-end
manufacturing.1l Moreover, low-end manufacturing is not cre-
ating the types of jobs demanded by China’s growing number
of university graduates.12

e Dwindling contribution of exports to gross domestic product
(GDP): China’s National Bureau of Statistics found the con-
tribution of exports of goods and services to GDP has shrunk
from 8 percent in 2008 to 3 percent in 2014.13 Slower global
growth 1is not able to absorb ever more Chinese exports, neces-
sitating the expansion of domestic consumption as a new en-
gine of economic growth.f In addition, higher labor costs are
raising the price of Chinese exports, further weakening global
demand for them.!# In the first eight months of 2015, China’s
global exports dropped 1.5 percent year-on-year, signaling con-
traction.’® Despite the slowing growth of China’s exports, the
U.S. trade deficit in goods with China grew 9.7 percent over
last year to reach $237.3 billion in the first eight months of
2015.16

e Severe environmental degradation: Official reports found that
20 percent of China’s arable land, more than 60 percent of its
underground water, and 33 percent of its surface water are
polluted.1” The World Bank and the State Council’s Develop-
ment Research Center estimated the costs of this environ-
mental degradation reached approximately 10 percent of GDP
in 2008, representing a significant drag on the economy.} Fur-
thermore, air pollution contributed to 17 percent of all deaths,
or 1.6 million people, in China between April 2014 and March
2015, according to estimates by the U.S.-based research non-
profit Berkeley Earth.1® In early March, Under the Dome, an
independent documentary—produced by Chai Jing, previously
an investigative reporter for the official government network
China Central Television (CCTV)—about the gravity of China’s

*The hukou establishes eligibility for employment opportunities, compensation, education,
and access to government services for all Chinese citizens based on the status of one’s parents
and place of birth. Since the hukou is tied to a citizen’s place of birth, the holder of a given
hukou can only receive government services and benefits where the citizen is registered, particu-
larly disadvantaging the 270 million rural residents who have migrated to cities. For more infor-
mation on the hukou, see U.S.-China Economic and Security Review Commission, Chapter 2,
Section 5, “China’s Five-Year Plans and Technology Development and Transfers to China,” in
2011 Annual Report to Congress, November 2011, 88-106.

FIn July 2015, the International Monetary Fund (IMF) revised its global economic forecasts
downward as global economic growth slowed 0.8 percent below expectations in the first quarter
of 2015. In October 2015, the IMF lowered its global growth expectations 0.2 percent below its
July 2015 projections. International Monetary Fund, “World Economic Outlook,” July 2015, 1;
International Monetary Fund, “World Economic Outlook,” October 2015, 1.

+These figures incorporate the environmental externalities of pollution-related health dam-
ages, property damages, soil erosion, deforestation, fisheries loss, biodiversity loss, water pollu-
tion, and watershed degradation. World Bank and Development Research Center of the State
Council of the People’s Republic of China, China 2030: Building a Modern, Harmonious, and
Creative Society, 2013, 39, 233.
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air pollution was released online and seen by more than 200
million people in China before it was taken down by govern-
ment censors.19 Reflecting this rising public awareness, the
rate of reported environmental protests more than tripled from
just 47 incidents in 2013 to 152 incidents in 2014, based on fig-
ures from the U.S. government’s Open Source Center.*

China’s New Normal

At the Third Plenum, President Xi and Premier Li announced an
ambitious economic reform agenda they claimed would allow the
“market to play a decisive role in allocating resources.”2° The
Third Plenum established a 60-point reform blueprint that broadly
seeks to liberalize the financial sector; realign fiscal authority; ac-
celerate urbanization; relax requirements on inbound and outbound
foreign direct investment and restrictions on market access in fi-
nance, education, culture, and medical care; increase the efficiency
and competitiveness of SOEs; and protect the environment.21 As
China registered its slowest economic growth in 24 years, China’s
senior leadership began to promote the “new normal” principle that
focuses on slower economic growth. This principle also attempts to
shift the drivers of economic growth toward innovation and high
technology.22 (For additional discussion of the “new normal,” see
Chapter 1, Section 1, “Year in Review: Economics and Trade.”).
President Xi and Premier Li are likely to seize upon the 13th FYP
to push through their objectives.

While the Third Plenum agenda and promotion of the “new nor-
mal” principle largely repeat the objectives of the 11th and 12th
FYPs, they are designed to signal a strong political commitment to
address the underlying structural problems that previously delayed
economic reform.23 The establishment of a new Central Leading
Group on Comprehensively Deepening Reform led by President Xi
at the Third Plenum appears to strengthen high-level control over
the content and pace of these reforms.24 In addition, over the last
two years, President Xi has weakened political opposition that hin-
dered reform under the 12th FYP. Shortly after taking office in
2012, he launched an anticorruption drive that conducted at least
77,606 investigations and disciplined 102,168 officials by the end of
2014.1 This campaign has attempted to uproot vested interests
within the CCP and SOEs, while simultaneously eliminating poten-
tial political threats to President Xi’s leadership.25

Assessing the Progress of China’s Reforms

State intervention remains a cornerstone of China’s economic
policy, despite announcements of market-oriented reforms. Eswar
S. Prasad, professor of trade policy at Cornell University, cautioned
in his testimony to the Commission that these market-oriented re-
forms will differ from Western notions of free market because they

*The Open Source Center data on unrest are based on domestic and international media re-
ports. Since unrest is largely unreported in rural areas and censored by local governments, these
figures underestimate the scale of overall unrest. Open Source Center, “Reported Civil Disturb-
ances in 2014,” September 1, 2015. ID: CHN2015090102912195.

TIn 2014 alone, the Central Commission for Discipline Inspection disciplined 71,748 cadres
and conducted 53,085 investigations. Shujie Leng and David Wertime, “China’s Anti-Corruption
Campaign Ensnares Tens of Thousands More,” Foreign Policy, January 9, 2015.
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will occur “in a manner consistent with a dominant role for the
state.” 26 However, slowing economic growth and rising unemploy-
ment have increased public unrest and weakened senior leader-
ship’s resolve to implement needed reforms, leading the govern-
ment to once again stall or roll back reforms while resuscitating old
levers of economic growth.* David Shambaugh, director of George
Washington University’s China Policy Program, noted this tension
in August 2015, arguing, “The leadership is so paralyzed and pre-
occupied by even a modest downturn that it reacts with the same
old fiscal tools of investment and pump-priming.” 27

Through its announced state-led reforms, the Chinese govern-
ment is seeking to ensure the permanent rule of the CCP by im-
proving domestic consumption, capital allocation, industry competi-
tiveness, and quality of life (see Table 1). First, the Chinese govern-
ment is seeking to boost domestic consumption as a new driver of
economic growth through expansion of the social safety net, urban-
ization, hukou reform, and support for the service sector. Second,
fiscal and financial reforms are aimed at improving allocation of
capital and resources. Third, the Chinese government is seeking to
enhance China’s industrial competitiveness by pursuing SOE re-
form, higher-value-added manufacturing, and innovation. Finally,
the Chinese government set a goal of ensuring a higher quality of
life for its citizens by providing a livable environment for its popu-
lation. These reforms will require significant political commitment
and financial capital to succeed (see the text box, “China’s Ability
to Finance Its Reform Agenda”). The rest of the section outlines the
steps undertaken by the government to address these four key pri-
orities, assesses the progress of these reforms, and evaluates the
potential implications for the United States.

Table 1: China’s Reform Priorities

Priorities Reforms

Domestic Consumption e Expanding urbanization, the social safety net, and
hukou reform
e Building a strong service sector

Capital Allocation e Restructuring local government debt

e Opening China’s bank-driven financial sector

¢ Loosening capital controls while maintaining strong
state control

Industry Competitiveness Reforming SOEs
Increasing higher-value-added manufacturing
Enhancing indigenous innovation

Reducing industrial overcapacity

Quality of Life e Increasing energy conservation and environmental
preservation

Source: Compiled by Commission staff.

*For additional information on unrest in China, see U.S.-China Economic and Security Re-
view Commission, Chapter 2, Section 3, “China’s Domestic Stability,” in 2014 Annual Report to
Congress, November 2014, 347-407.
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China’s Ability to Finance Its Reform Agenda

Estimated costs for urbanization and environmental clean-up
and protection alone total $8.3 trillion (renminbi [RMB] 65 tril-
lion).28 Yet China’s government, particularly local governments,
is increasingly indebted and unable to take on significant addi-
tional financial obligations (see “Restructuring Local Govern-
ment Debt,” later in this section, for more information).2? Ac-
cording to the global management consulting firm McKinsey &
Company, since 2007 and the rollout of its $586 billion (RMB 4
trillion) stimulus program in 2009, China has accumulated $20.8
trillion of new debt, accounting for more than a third of global
growth in debt.3? Oliver Melton, an analyst for the U.S. Depart-
ment of State, testifying in his personal capacity, noted that
under the 12th FYP “debt-fueled investment in industry, real es-
tate, and infrastructure remained a major source of growth, and
has started to slow only in the face of substantial excess capacity
and a mounting debt repayment burden for firms and local gov-
ernments.” 31 McKinsey & Company estimated that China’s total
debt reached 282 percent of GDP by the end of the first half of
2014 compared with 269 percent in the United States.32 Accord-
ing to the global investment banking firm Goldman Sachs, Chi-
na’s debt-to-GDP ratio grew from 153 percent in 2008 to approxi-
mately 230 percent in 2013, representing the largest debt build-
up in the world in absolute terms.33 While China’s strong credit
and significant foreign exchange reserves would be able to sup-
port existing debt obligations, the enormous growth of debt
raises concerns about China’s ability to finance its ambitious and
costly reforms.34

Domestic Consumption

In the 11th, 12th, and likely 13th FYPs, the Chinese government
has sought to increase the consumption power of Chinese house-
holds by expanding the social safety net, increasing urbanization,
reforming the hukou, and opening the service sector to competition
from private domestic and foreign firms.3> Higher domestic con-
sumption will offset the eroding returns on fixed asset investment
and leverage the market power of the world’s second-largest econ-
omy. In 2014, China’s domestic consumption totaled 51.2 percent of
GDP (see Figure 1).36 Although domestic consumption has grown
roughly two-fold from $2.5 trillion (RMB 15.8 trillion) in 2008 to
$5.2 trillion (RMB 32.8 trillion) in 2014, investment in fixed assets
grew even more following the global financial crisis, increasing
from 41 percent of GDP expenditures in 2007 to 46 percent in
2014.37 In his testimony to the Commission, Nicholas Consonery,
director of Asia at the political risk consulting firm Eurasia Group,
noted the composition of GDP under the 12th FYP has shifted mod-
erately toward consumption but has “not materially changed,” indi-
cating fundamental problems remain unaddressed.38
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Figure 1: GDP by Expenditure, 2004-2014
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Source: National Bureau of Statistics of the People’s Republic of China via CEIC database.

Expanding Urbanization, the Social Safety Net, and Hukou
Reform

Over the last three decades, an estimated 270 million rural resi-
dents moved to Chinese cities, enabling China’s double-digit eco-
nomic growth by boosting consumption and shifting labor into man-
ufacturing and services.3® The Chinese government is seeking to
repeat this success by moving an additional 100 million people, or
approximately 6 percent of its population, to cities by 2020.40 This
migration should significantly raise incomes of rural migrants (the
income gap between urban and rural residents currently stands at
more than 3:1) and enhance productivity.4! McKinsey & Company
forecasts consumption by urban Chinese households will increase
from $1.6 trillion (RMB 10 trillion) in 2012 to nearly $4.3 trillion
(RMB 27 trillion) in 2022.42 While China’s economic growth has de-
celerated in part due to a slowdown in fixed asset investments,
“consumption growth remained steady,” according to the Inter-
national Monetary Fund (IMF).43 Andy Rothman, an investment
strategist for Matthews Asia, highlighted the continued strength of
Chinese consumption with double-digit year-on-year economic
growth of retail sales, real estate sales, and express parcel deliv-
eries in July at 10.4 percent, 21 percent, and 47 percent, respec-
tively.4¢ However, further productivity and domestic consumption
gains are hindered by the hukou residency system. Although nearly
54 percent of China’s population resides in cities, under the hukou
system only 36 percent of China’s population has access to urban
healthcare, housing, employment, and education opportunities.45

As part of the 12th FYP, the Chinese government expanded the
social safety net by raising provincial and city-set minimum wages,
providing low-cost housing, increasing rural and urban healthcare
coverage, strengthening the pension system, and creating more
educational opportunities in rural areas.4¢ As the government as-
sumes responsibility for long-term costs of healthcare, retirement,
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and education, Chinese citizens are expected to save less and con-
sume more. In his testimony before the Commission, Stephen
Roach, senior fellow and senior lecturer at Yale University, noted
the Third Plenum addressed the significant funding shortfall for so-
cial services under the 12th FYP, and the 13th FYP is likely to pro-
vide additional provisions for China’s social safety net.47 In late
August 2015, the State Council announced it will allow up to $96
billion (RMB 600 billion) of its pension funds * to be invested in the
stock market, in part to prop up the stock market and offset a
roughly $16 billion (RMB 100 billion) depreciation of its pension
funds over the last two decades.#® (For a discussion of China’s
stock market collapse and the government’s response, see Chapter
1, Section 1, “Year in Review: Economics and Trade.”) Beyond ex-
panding social services, the Chinese government is promoting high-
er-value-added manufacturing and encouraging urbanization to
raise wages and spark consumption.

In March 2014, the Chinese government released the National
Plan on New Urbanization (2014-2020), which outlines plans to
(1) move an additional 100 million rural residents to cities in cen-
tral and western provinces, (2) develop affordable housing for 100
million current urban residents, (3) improve access to public serv-
ices and social security by expanding urban hukou registration for
100 million rural migrants currently residing in cities,{ and (4) en-
hance the environmental sustainability of cities by 2020.4° The gov-
ernment hopes this migration will unleash additional economic
growth by creating a new consumer base and working class.50 In
July 2015, Guangdong Province published guidelines to grant local
hukou registration to approximately 13 million migrant workers in
the province by 2020; however, this reform affects only 37 percent
of the estimated 35 million migrant workers, and maintains restric-
tions on migration to its major cities of Guangzhou and
Shenzhen.?1 Similarly, strict controls on migration to China’s
megacities such as Beijing or Shanghai will remain in place, lim-
iting access to the most lucrative employment and educational op-
portunities.52

The continued rise in urbanization will require major invest-
ments in transportation, public utilities, healthcare facilities, and
environmental infrastructure. While returns on fixed asset invest-
ments are shrinking in China, the central government is attempt-
ing to redirect its significant capital resources and construction ca-
pabilities toward more sustainable, profitable investments—such as
hospitals and urban transportation—that will soften the transition
to long-term, consumption-led growth. In 2014, China’s Ministry of
Finance estimated this transition will cost $6.8 trillion (RMB 42
trillion), involving funding from municipal bond markets, local gov-
ernment revenue channels, and public-private partnerships.52 In
April 2014, the State Council widened the potential sources of
funding for these projects by pledging to open 80 major public in-
frastructure projects to private and foreign investment.>¢ The scale

*At the end of 2014, pension funds were worth $560 billion (RMB 3.5 trillion). Hou Limei,
“China to Invest 2 Trillion Pension Funds in Stocks and Other Assets,” CRIEnglish, August 28,
2015.

T Collectively, these three policies are known as the “three 100 million people.” People’s Daily,
“Government Work Report: The ‘Three 100 Million People’ Principles Expound New-Type Ur-
banization,” March 5, 2014. Staff translation.
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and number of these proposed projects creates new opportunities
for both domestic and, potentially, foreign firms, including:

o Transportation: Additional roads, railways, airports, and urban
transit systems are needed to connect the millions of people
within cities and the surrounding areas with their homes,
work, and schools. For example, in 2014, only 22 of the 150
Chinese cities with over one million people had urban rail
transit systems.55 To expand urban transit systems to 50 cities
by 2020, the total investment in these systems will surpass
$320 billion over the next five years, according to estimates by
the market research firm China Research and Intelligence.56
Additionally, China is augmenting its general aviation infra-
structure to meet expected growth in air travel demand.* In
2015, China led global airport construction, with 56 ongoing
projects worth nearly $60 billion in investment.57

e Healthcare: China’s rapidly aging population is demanding ac-
cess to better-quality healthcare.f Accounting for this major
demographic transition, McKinsey & Company estimated Chi-
na’s healthcare spendlng will increase from $357 billion in
2011 to $1 trillion in 2020.58 In the pharmaceutical industry,
the National Bureau of Asian Research projected China’s over-
the-counter and branded generic pharmaceutical market will
grow from $23 billion in 2010 to $369 billion in 2020.5°

e Housing: Approximately 62 million urban Chinese residents
live in substandard housing,i and an estimated 14 million low-
income households are financially strained by housing costs,
creating enormous demand for affordable housing, according to
McKinsey & Company.69 McKinsey & Company also estimates
that further rural-to-urban migration could increase the num-
ber of low-income urban households by an additional 56 million
by 2025.61 To fill this gap, the Chinese government built an es-
timated 13.4 million housing units from 2012 to 2014, and its
National Plan on New Urbanization (2014—2020) outlines plans
:cio build affordable housing for 100 million current urban resi-

ents.62

Building a Strong Service Sector to Meet Demand and Create Jobs

Greater urbanization, higher wages, and an aging population are
increasing demand for the service sector in areas such as health-
care and retail. In 2014, according to China’s National Bureau of
Statistics, services accounted for 48.2 percent § of GDP and rose to

*For analysis on China’s aerospace industry, see Roger Cliff, Chad J.R. Ohlandt, and David
Yang, “Ready for Takeoff: China’s Advancing Aerospace Industry, prepared for the U.S.-China
Economic and Security Review Commission, March 1, 2011.

FFor an in-depth background on China’s healthcare industry, see U.S.-China Economic and
Security Review Commission, Chapter 1, Section 3, “China’s Health Care Industry, Drug Safety,
and Market Access for U.S. Medical Goods and Services,” in 2014 Annual Report to Congress,
November 2014, 127-182.

i Substandard housing is defined as dwellings that lack durability, sufficient living space, ac-
cess to safe water, sanitation, and security against eviction. Jonathan Woetzel et al., “A Blue-
print for Addressing the Global Affordable Housing Challenge,” McKinsey & Company, October
2014, 27.

§ Research by Rhodium Group and the Center for Strategic and International Studies (CSIS)
suggests flaws in official accounting methods underestimated the size of China’s service sector.
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50.2 percent of GDP in the first half of 2015 (see Figure 2).63 In
his testimony before the Commission, Dr. Roach argued the devel-
opment of China’s service sector could provide higher-paying jobs
for China’s recent college graduates and meet growing public de-
mand for retail, healthcare, tourism, and public services. He cal-
culated that services employ 30 percent more workers per unit of
GDP than manufacturing or construction, creating more jobs de-
spite slower growth.64 In addition, research by Bloomberg found an
annual shift of 1 percent of GDP from the energy-intensive heavy
industry to the service sector over the next five years would de-
crease emissions by about 8 percent relative to the no-reform base-
line scenario, meeting China’s environmental reform priorities.65

Figure 2: Service Sector Composing Greater Share of GDP, 2011-2015H1
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Source: National Bureau of Statistics of the People’s Republic of China via CEIC database.

To accelerate service sector growth, the Third Plenum pledged to
open a number of largely state-dominated service sectors, such as
financial services, education, healthcare, e-commerce, and logistics,
to competition from private domestic and foreign firms.66 Progress,
however, has been slow. Mr. Consonery said in his testimony that
“each sector will have a distinct story about how the government
balances the need for new investments against the desire to protect

The Rhodium-CSIS recalculation of China’s 2008 GDP revises the value of the service sector up-
ward by 22.2 percentage points and finds the services share of GDP was already larger than
the manufacturing share in 2009. Dan Rosen and Beibei Bao, “Broken Abacus? A More Accurate
Gauge of China’s Economy,” Center for Strategic and International Studies, September 2015,
158-160.
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local firms.” He remarked that “sectors that see greater openings
will be those where the government sees continued need for foreign
expertise, and those that have been classified as ‘market competi-
tive’ and where Beijing is more interested in reducing the state’s
role,” but in strategic sectors such as finance, resistance from vest-
ed interest groups will remain substantial.6?

In August 2013, the State Council created the Shanghai Free
Trade Zone (FTZ) to serve as a pilot program for national imple-
mentation of financial sector reforms and opening China’s service
industries to foreign investment.6® In December 2014, Premier Li
announced the expansion of the Shanghai FTZ area and creation
of three new FTZs in Tianjin municipality, Guangdong Province,
and Fujian Province.®® While some restrictions are being lifted
gradually, significant limitations still remain.”® As of April 2015,
the negative list,* which designates the sectors restricted or prohib-
ited to foreign investment, has only been trimmed down to 119 sec-
tors from the initial 190.71 Furthermore, the U.S.-China Business
Council found the 2015 Catalogue for the Guidance of Foreign In-
vestment Industries, which guides national foreign investment poli-
cies, removed few restrictions and ownership caps on priority areas
for foreign companies in areas such as agriculture, automotive, and
banking.”2 (For more information on China’s treatment of foreign
investment, see Chapter 1, Section 2, “Foreign Investment Climate
in China.”)

Capital Allocation

China’s fiscal system has saddled local governments with high
levels of debt that is increasingly costly to pay off. Without fiscal
reform, local governments will be challenged in financing China’s
other reform objectives, such as urbanization, expansion of social
and healthcare benefits, and infrastructure projects (see the text
box, “China’s Ability to Finance Its Reform Agenda” earlier in this
section). A 2015 World Bank report analyzed the status of China’s
financial reform and found distorted incentives, poor governance
structures, and pervasive implicit government guarantees have ex-
acerbated China’s inefficient allocation of financial resources.?3
Subsequently, the World Bank redacted the section on China’s fi-
nancial reform, allegedly due to Chinese government interference.”4
Significant reforms are needed to realign lending incentives, intro-
duce risk and market competition, and reduce the role of the gov-
ernment within the financial sector. However, the Chinese govern-
ment’s continued intervention in the market weakens the impact of
these stated reforms.

*China traditionally has used purchasing catalogues such as the annual Catalogue for the
Guidance of Foreign Investment Industries to designate the products, services, and investments
approved for market access. Sectors not listed in the catalogs are restricted from foreign com-
petition. In contrast, a negative list designates only those sectors that face market access restric-
tions; sectors not listed are considered open. The use of a negative list represents a shift toward
a more widely used global approach.
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Restructuring Local Government Debt

China’s fiscal system * allocates only 53 percent of tax revenue
to local governments, while placing on local governments the re-
sponsibility for funding 85 percent of centrally mandated pro-
grams.”> Prevented from issuing bonds as U.S. municipalities do,
local governments in China largely rely on land-use sales, com-
monly seized from local farmers at below-market prices,7 and off-
balance-sheet local government financing vehicles (LGFV), which
use land and other government assets as collateral to raise funds
for major infrastructure and real estate projects.”¢ The 2009 stim-
ulus program exacerbated the debt crisis as the central government
encouraged local governments to take on substantial high-cost
LGFV debt to finance infrastructure projects. According to
McKinsey & Company, LGFV debt nearly tripled from $600 billion
in 2007 to $1.7 trillion by the second quarter of 2014, accounting
for 58.6 percent of total local government debt (see Figure 3).77
With falling land prices and lower growth in tax revenues from
slower economic growth, it is becoming more difficult for local gov-
ernments, particularly those in poorer provinces, to service these
debts.?8

Figure 3: Outstanding Balance of China’s Government Debt by Source
(US$ trillions; constant exchange rate, 2013)
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Note (1): LGFV refers to local government financing vehicles.
Source: McKinsey Global Institute, “Debt and (Not Much) Deleveraging,” February 2015, 81.

*China’s fiscal system determines tax revenue allocation and funding responsibilities for cen-
tral and local governments. For additional information on China’s fiscal system and local gov-
ernment challenges, see Iacob Koch-Weser, “China Fiscal Policy Revamp Faces Hurdles,” U.S.-
China Economic and Security Review Commission, September 30, 2014.

TThese land seizures are a leading cause of domestic unrest in China. For additional informa-
tion, see U.S.-China Economic and Security Review Commission, Chapter 2, Section 3, “China’s
Domestic Stability,” in 2014 Annual Report to Congress, November 2014, 352.
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In 2014, the State Council outlined its fiscal restructuring plan
to reduce the risk of local government default and create more af-
fordable revenue sources by taking steps to calculate the mag-
nitude of debt, rein in lending, remove the heavy debt burden, and
introduce new sources of local government revenue.” However, fis-
cal reforms have been subject to numerous reversals as the central
government struggles to maintain employment and growth. An
analysis on the status of reforms finds that:

o The magnitude of local government debt is unknown: In 2013,
the National Audit Office assessed the scale of local debt and
found local government debt and liabilities totaled $2.9 trillion
(RMB 17.9 trillion), with nearly half in costly LGFVs.80 Private
estimates highlight the unreliability of these government fig-
ures. McKinsey & Company estimated total local government
debt at $2.9 trillion at the end of the first half of 2014.81 BCA,
an independent investment research house, estimated $3.2 trll-
lion (RMB 20 trillion) at the end of 2014,82 "and Goldman Sachs
estimated LGFV debt alone reached $3.4 trillion (RMB 21 tril-
lion) by the end of 2014.83 To address this ambiguity, China’s
Ministry of Finance required provincial governments to update
their debt figures by January 2015. Implementation, however,
has been exceedingly difficult because provincial governments
are incentivized to overstate their debt figures to qualify for
better loan concession and a higher bank debt ceiling. The sub-
sequent inability of provincial governments to submit revised
figures by a March 2015 deadline led the Ministry of Finance,
National Development and Reform Commission (NDRC), Peo-
ple’s Bank of China (PBOC), and China Banking Regulatory
Commission (CBRC) to establish a centrally controlled audit
system that will rely less on local government figures.8¢ This
system assigned the NDRC to audit enterprise debt and LGFV
debt, the PBOC and CBRC to jointly audit bank loans and
short-term commercial debt, and local governments to audit
payments and accounts payable for buy-transfer projects * and
project financing.85

e Local government borrowing continues: In October 2014, the
Chinese government outlawed the expansion of LGFV bor-
rowing to rein in runaway local debt.8¢ But in May 2015 the
central government reversed course in the face of faltering eco-
nomic growth and rising unemployment.87 The State Council
reopened LGVFs’ access to short- and medium-term bond mar-
kets and relaxed previous restrictions on LGFV-financed infra-
structure spending. That same month, the Ministry of Finance,
PBOC, and CBRC explicitly required financial institutions to
extend existing loans for insolvent infrastructure projects that
were started before January 2015, resuming the very lending
practices reforms were meant to reverse.8® According to Deut-

*Buy-transfer is a type of financing model used in China for public infrastructure projects.
Investors bid for government projects then the winning investor provides the financing and con-
structs the project. Once complete, the government pays for the cost of constructlon as agreed
upon in the contract through installment payments. Liu Hongyong and Deng Li, “Study on the
BT Financing Model of Non-business Public Building in the Post-Disaster Reconstruction—Case
Study of Guangyuan,” Proceedings of 2011 International Symposium—Geospatial Information
Technology & Disaster Prevention and Reduction, May 2011.
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sche Bank economists Zhang Zhiwei and Audrey Shi, this pol-
icy change represented “a 180-degree reversal of the fiscal pol-
icy from tightening to loosening.” 89

o Central intervention ensures debt-for-bonds swap succeeds: To
prevent defaults and reduce the burden of repayments, the
Ministry of Finance in March 2015 issued a $161 billion (RMB
1 trillion) quota to convert roughly half of the nearly $296 bil-
lion (RMB 1.85 trillion) of local governments’ high-risk debt
due this year into lower-yielding, longer-maturity municipal
bonds.?¢ Expected purchasers of these new bonds—primarily
state-owned commercial banks—delayed the launch of the pilot
program until the PBOC intervened to offer more favorable
terms, such as higher yield rates and access to low-interest
loans.?1 According to the central government, state banks will
buy 70-80 percent of these local government bonds.92 In April
2015, the State Council widened the pool of purchasers by per-
mitting its nearly $200 billion (RMB 1.24 trillion) national
state-security fund to invest up to 20 percent of its portfolio in
local government debt and corporate bonds.?3 In May 2015,
Jiangsu Province sold $8.4 billion (RMB 52.2 billion) worth of
bonds, the first provincial government in China to do so. The
provinces of Hebei, Shandong, Hubei, and Guangxi, as well as
the Chongqing and Tianjin municipalities, have followed suit.%4
In June 2015, the Chinese government doubled the bond quota
to turn over the rest of the local government debt due this
year.95 While these policies significantly reduced local govern-
ment financing costs, Barry Naughton, professor of economics
at the University of California, San Diego, cautioned that be-
cause the costs for reckless borrowing were negligible and cen-
tral intervention reaffirmed central government backing for
bonds, “the debt swap failed to achieve its most essential objec-
tives as market-oriented reform.” 96

o New sources of local government revenue introduced: The Chi-
nese government is attempting to create more transparent and
affordable revenue streams by increasing the amount of central
proceeds reallocated to local authorities, reinstituting the pro-
vincial bond issuance system* in 2014, and restructuring the
tax system.®? The Chinese government is in various stages of
rolling out value-added, resource, and property taxes.98

O Value-added tax: The State Administration of Taxation
and Ministry of Finance are in the process of phasing out
the “business tax”{ that disadvantages the service sector,
and expect to fully replace it with a value-added tax
(VAT)%: by the end of 2015.99 This transition in part
spurred the growth of newly registered businesses by 46
percent in 2014, according to the written testimony of Dali

*The local government bond issuance was outlawed in 1994 after local governments built up
enormous debt in the early 1990s.

T Business tax is calculated based on the gross revenue of a business.

#VAT is calculated based on the difference between a good’s price before taxes and its cost
of production.
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Yang, professor of political science at the University of
Chicago.100

O Resource tax: The Ministry of Finance has also been roll-
ing out a resource tax based on prices rather than vol-
umes, raising costs of these resources for producers and
consumers from virtually nonexistent levels.101 The Min-
istry of Finance imposed a 2—-10 percent tax on coal in Oc-
tober 2014, increased its fuel-consumption tax for the first
time in five years in November 2014, and expanded the re-
source tax structure for rare earths and metals in May
2015.102 According to Dr. Yang, these taxes create new
revenue streams while curbing resource use. The increase
of China’s fuel-consumption tax raises revenue, marking
the largest growth in tax revenue this year.193 These taxes
also keep the costs of fuel high—despite the significant
drop in oil prices over the last year—and discourage addi-
tional consumption.104

O Property tax: In 2011, Chongqing and Shanghai munici-
palities launched pilot property tax programs, but these
programs generated low levels of revenue due to lax en-
forcement and widespread exemptions.195 Despite these
issues, in March 2015, the Ministry of Land and Resources
launched a nationwide property registration system that
sets the stage for a nationwide property tax and expanded
crackdown on official corruption.19¢ Jia Kang, director of
the Ministry of Finance’s Research Institute on Fiscal
Science, expects that the property tax will be implemented
in 2017, but Dr. Yang remains skeptical, citing a history
of inaction on property tax reform and the recent failures
of the Chongqing and Shanghai pilot programs.107

Opening China’s Bank-Driven Financial Sector

China’s financial system is “repressed, unbalanced, costly to
maintain, and potentially unstable,” according to a joint report re-
leased in 2013 by the World Bank and the State Council’s Develop-
ment Research Center.108 State-set interest rates, tight regulations
on capital flows, and de facto state control of 95 percent of commer-
cial bank assets have led to politically driven capital allocation and
a burgeoning shadow banking * sector.199 High levels of savings by
the Chinese public and extremely low interest rates offered to de-
positors have created approximately $21.5 trillion of cheap capital
for China’s state-dominated banking sector. These banks lend to
SOEs over more efficient private firms based on the implicit gov-
ernment guarantees on SOE debt and explicit government pressure
on state-owned banks to lend to their government cousins.110
Small- and medium-sized enterprises (SME) receive only 20 percent
of bank lending despite holding 65 percent of patents and contrib-
uting 70 percent of employment, 60 percent of GDP, and 50 percent

*Shadow banking is lending—to include wealth management products, credit guarantees, en-
trusted loans, and peer-to-peer lending—that occurs outside of the official banking system. For
more information on China’s shadow banking sector, see U.S.-China Economic and Security Re-
view Commission, Chapter 1, Section 3, “Governance and Accountability in China’s Financial
System,” in 2013 Annual Report to Congress, November 2013, 113-152.
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of tax revenue.l!! This inefficient allocation of capital has contrib-
uted to “wasteful investments, excess capacity, and weaker loan ca-
pacities,” forcing SMEs to seek credit in the unofficial shadow
banking sector.112

To address these issues, the Chinese government is taking small
steps toward loosening its interest rate controls, increasing com-
petition in the banking sector, reducing moral hazard, and enhanc-
ing capital convertibility. Thus far, financial reforms have made
the most headway, but policymakers have begun to reassert control
in light of the market volatility these reforms create.l12 Anemic
economic growth in 2015 led the PBOC to ease financial con-
straints by lowering interest rates five times in 2015.114 The PBOC
also cut reserve requirements four times in 2015.115

At the same time, the Chinese government supported the rapid
growth of its stock markets to accelerate economic growth. Accord-
ing to BCA, the financial sector accounted for close to 30 percent
of GDP growth this year compared with only 10 percent pre-
viously—driven primarily by the growth of equity trading in the
stock market.116 The subsequent collapse of the stock market this
summer despite significant government intervention has shaken
the faith of investors in the Chinese government’s ability to man-
age the economy. (For a discussion of China’s stock market and the
government’s response, see Chapter 1, Section 1, “Year in Review:
Economics and Trade.”)

Initial Steps toward Market-Set Interest Rates and Opening Bank-
ing Sector to Competition

The Chinese government is slowly loosening control over interest
rates and opening the state-controlled banking sector to new en-
trants. Reforms have:

e Partially deregulated interest rates: In November 2014, the
PBOC lowered the benchmark interest rate, but permitted
banks to offer deposit rates up to 20 percent above the bench-
mark, allowing banks to compete for depositors within a set
range.117 In August 2015, the PBOC further loosened interest
rates by allowing banks to set savings rates for deposits that
are longer than a year and offer short-term deposit rates up to
150 percent above the benchmark.118 According to Le Xia and
Jinyue Dong, economists from the Spanish-based multinational
banking firm Banco Bilbao Vizcaya Argentaria S.A., these re-
forms will foster competition between banks for depositors and
borrowers; banks are increasing returns for ordinary depositors
to attract them, but will need to offset these higher costs by
seeking higher returns from their loans. In addition, Dr. Xia
and Dr. Dong found “the lift of the deposit rate cap also means
that the PBOC will lose one of its important monetary policy
tools.” 119 The PBOC previously leveraged its ability to cut in-
terest rates to channel China’s cheap capital toward govern-
ment priorities such as financing SOEs and to spur invest-
ment-led economic growth.120

o Loosened market access restrictions for Chinese firms in bank-
ing: In January 2015, China launched its first fully online pri-
vate bank. Several Chinese Internet companies, including
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JD.com, Alibaba, and Tencent, have since entered the financial
service industry.121 This entry of new competitors into the pre-
viously state-controlled sector could foster additional competi-
tion between banks for depositors interested in higher returns,
and between borrowers for banks’ capital, thus encouraging the
flow of capital to higher-return private firms.

Steps to Reduce Moral Hazard

The Chinese government is making small changes to alter the
perception that it will bail out any company in danger of default.
In May 2015, the PBOC introduced a deposit insurance program
and set upper limits on insurance coverage for bank deposits at
$80,000 (RMB 500,000) to introduce risk and erode the view that
all deposits at state-owned banks are implicitly guaranteed by the
Chinese government.122 In addition, over the past year, the govern-
ment has allowed the domestic bond market to experience its first
defaults.123 In April 2015, the Chinese government stood by while
state-owned Baoding Tianwei Group Co. defaulted on its $13.8 mil-
lion interest payment.* Nor did the government prevent the $1 bil-
lion default of Kaisa Group Holdings Ltd. later that month, mark-
ing the first defaults in the offshore bond market.?24 More defaults
are likely as overcapacity, particularly in the property sector,
squeezes profitability and cash flows.125 Although limited defaults
have been tolerated, the Chinese government’s strong history of
intervention and recent steps to prop up the stock market dem-
onstrate that the government is unlikely to allow more substantial
losses or defaults.

Loosening Capital Account Controls but Maintaining Strong State
Control

Over the last two decades, the Chinese government has gradu-
ally loosened its tight capital controls to allow greater flow of RMB
across borders. These small steps serve to promote the RMB as an
international currency and set the stage for China’s emergence as
a key player in the global financial markets.126 Since 2010, the
China Securities Regulatory Commission and State Administration
of Foreign Exchange have incrementally expanded the Qualified
Domestic Institutional Investor (QDII) and Qualified Foreign Insti-
tutional Investor (QFII) schemes { that allow greater capital flows
while maintaining government control through quotas, approvals,
and ceilings (see Figure 4).127 The QFII scheme remains underuti-
lized; however, signaling that though controls are loosening, addi-
tional reforms are necessary to entice greater foreign invest-
ment.128

*For more information about the April 2015 defaults, see U.S.-China Economic and Security
Review Commission, Monthly Analysis of U.S.-China Trade Data, May 5, 2015, 7-9.

TFor background on the QDII and QFII schemes, see Nargiza Salidjanova, “T'he RMB’s Long
Road to Internationalization,” U.S.-China Economic and Security Review Commission, Sep-
tember 22, 2014.
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Figure 4: Quotas for the Qualified Domestic and Foreign Institutional
Investors, 2007-2014
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2015.

In November 2014, the Shanghai-Hong Kong Stock Connect
opened, allowing for greater usage of the RMB across previously
closed borders and removing the arbitrage gaps between the two
stock markets.129 (For a discussion of the Shanghai-Hong Kong
Stock Connect, see Chapter 3, Section 4, “Hong Kong.”) China has
also expanded offshore RMB trading centers beyond Hong Kong
and Taiwan to a number of international financial centers, such as
Frankfurt, London, and Singapore.130 In July 2015, the London
Metal Exchange, the world’s largest trading venue for metals, an-
nounced it would accept the RMB as collateral for trades on its
platform by banks and brokers.131 That same month, the PBOC an-
nounced that central banks, sovereign wealth funds, and inter-
national financial institutions will have immediate open access to
China’s interbank debt market worth $6.1 trillion.132 The RMB be-
came the fourth-most-active currency for global payments in Au-
gust 2015, according to data from the Society for Worldwide Inter-
bank Financial Telecommunications, the global leader in processing
payments.133

Despite these limited steps forward, PBOC Governor Zhou
Xiaochuan noted in April 2015 that the Chinese government will
maintain control over cross-border financial transactions, external
debt, short-term capital flows, and temporary capital control meas-
ures.13¢ In June 2015, U.S.-based stock market index provider
MSCI yet again delayed the inclusion of China’s “A” shares into its
Emerging Markets Index, citing the continued use of opaque and
unequal investment quotas and concerns regarding the recognition
of foreign ownership under Chinese law.135 The IMF extended the
current special drawing rights (SDR) basket of currencies until
September 30, 2016, and will decide on whether to add the RMB
to the composition of its SDR basket by the end of this year.136 The
IMF’s decision to include the RMB would legitimize China’s man-



158

aged convertibility approach.137 (For a discussion of China’s ex-
change rate management, see Chapter 1, Section 1, “Year in Re-
view: Economics and Trade.”)

Industry Competitiveness

China’s old industrial model created bloated, export-dependent
industries, inefficient SOEs, and severe overcapacity. The 2008
stimulus exacerbated these issues. Reforms are seeking to revi-
talize China’s industrial sector and boost innovation by restruc-
turing SOEs, moving up the value-added chain, and minimizing
overcapacity.

Reforming State-Owned Enterprises

Although they are less profitable than private Chinese compa-
nies, SOEs remain an important driver of economic growth due to
preferential government treatment and subsidies.138 Lack of com-
petition, high operating costs, overstaffing, significant debt, and
cronyism continue to erode SOEs’ productivity and global competi-
tiveness. A 2015 Goldman Sachs study found the return on assets
(ROA) gap between private Chinese firms and SOEs widened in 75
percent of the 36 sectors surveyed, while the debt-to-equity ratio
for SOEs increased faster than for private Chinese firms for 70 per-
cent of the 36 sectors surveyed (see Figure 5).139

Figure 5: SOEs Are Less Profitable and More Indebted than Private
Chinese Firms
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The dominance of SOEs in core strategic industries and the au-
thority of SOE executives within the government hierarchy have
created strong vested interests and endemic corruption.4® Presi-
dent Xi’s aggressive anticorruption drive that detained at least 124
high-level SOE officials has weakened but not fully eliminated re-
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sistance to reform.141 Last year, reforms of the state sector stalled
largely due to resistance from SOEs and struggles for control be-
tween the Ministry of Finance and the State-Owned Assets Super-
vision and Administration Commission of the State Council.142 The
anticipated announcement of other major reforms in March this
year was also pushed back until September.143

In September 2015, the State Council and Central Committee of
the CCP jointly released the Guiding Opinion on Deepening the Re-
form of State-Owned Enterprises.’** These guidelines cemented the
commitments the Chinese government has already made this year
to improve SOEs’ productivity and global competitiveness through
mixed ownership and consolidation, but offered few concrete steps
forward.145 Andrew Batson, the China Research Director at the ec-
onomics and market research firm Gavekal Dragonomics, described
the guidelines as “an ungainly mishmash of bureaucratic com-
promises that sets no clear goals and is riven by internal contradic-
tions.” 146 Gordon Orr, senior advisor to McKinsey China, summed
up the guidelines as “we still want to do what we said we were
going to do before but haven’t yet done.” 147 Concurrently, these
guidelines build upon President Xi’s earlier calls for greater CCP
leadership within SOEs, the very driver of inefficiency and cro-
nyism.14® As Dr. Prasad explained, SOE reforms do not “intend to
upend state control of key enterprises but, rather, subject them to
greater market discipline.” 149 Announced reforms seek to:

o Reinforce the CCP and state control over SOEs: The guidelines
specifically reinforce the importance of CCP control within
SOE management and personnel, placing it at odds with the
push for mixed ownership.15© Zhang Yi, head of the State-
Owned Assets Supervision and Administration Commission,
emphasized the CCP’s central role, stating, “In the process of
deepening reforms of state-owned enterprises, the leadership of
the party can only be strengthened, not weakened.” 151

o Separate SOEs into commercial and public interest enterprises:
In his testimony before the Commission, Mr. Consonery argued
that with SOE restructuring, the Chinese government is “dou-
bling down and intensifying support for and control over some
sectors, while opening others to more market competition and
even foreign competition.” 152 The guidelines further clarified
this distinction, stating that the Chinese government will sepa-
rate SOEs into commercial and public interest enterprises
(without providing any detail on which sectors or firms would
be commercial or public interest).153 Commercial SOEs will
seek to maximize profits and incorporate both mixed-ownership
and greater market competition; for strategically important
SOEs, the state will maintain a controlling share. In contrast,
public interest SOEs will remain wholly state-owned with a
focus on delivering quality, efficient, and reasonably priced
products and services to the Chinese public.154

e Increase private capital while preserving state control: The Chi-
nese government is continuing to increase the amount of non-
state investment—private equity, social welfare funds, and pri-
vate enterprises—in local and central SOEs’ ownership struc-
ture by expanding mixed-ownership of SOEs.155 Mixed-owner-
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ship enterprises, with various combinations of state and pri-
vate controls, already comprise 40 percent of China’s industrial
economy, and expansion of this ownership model would seek to
increase technology transfer and managerial expertise and en-
hance productivity.156 Marshall Meyer, emeritus professor of
management at the University of Pennsylvania Wharton
School of Business, explained that in practice, mixed owner-
ship often means cross-ownership among SOEs.157 In March
2015, the oil refiner Sinopec sold a 30 percent stake in its sales
arm to 25 non-Sinopec entities, mainly SOEs and SOE subsidi-
aries.* In June 2015, the Bank of Communications announced
it will sell minority stakes to private investors.158 In addition,
over 20 provinces have announced plans to list or sell off the
assets of up to 70 percent of their provincially owned SOEs by
2017.159 In May 2015, Shandong Province announced it will
transfer equity shares in 471 of its provincially owned SOEs to
its pension fund in order to pressure the companies to maxi-
mize profits and provide sufficient capital for its retirement
fund.t In September 2015, Jiangxi Province sold a 47 percent
stake in its local SOE Jiangxi Salt to other SOEs and SOE
subsidiaries.f However, Dr. Meyer cautioned that “no matter
how many shares are privately-owned, the decision lies with
the state,” limiting the ability of non-state shareholders to in-
fluence corporate decision making.160

o Create global players through megamergers: The State Council
is seeking to capitalize on economies of scale and ample fund-
ing resources by consolidating (and in some cases reconsoli-
dating) central SOEs into global competitors. This consolida-
tion is a reversal of reforms in the 1990s that sought to in-
crease SOE efficiency through managed competition.161 Accord-
ing to the German-based think tank Mercator Institute for
China Studies (MERICS), the Chinese government is using
megamergers to reduce overcapacities, enhance SOEs’ inter-
national competitiveness, increase state control and oversight
of SOE operations, and rectify the fierce price wars among Chi-
nese SOEs in the global market.162 As one Chinese govern-
ment official said, “They’re [SOEs] increasingly fighting
amongst each other. ... That has led to lots of waste and ineffi-

*Six SOEs and 11 state-controlled asset management companies account for 16 of the 25
shareholders and control 20.2 percent of the 30 percent stake offered by Sinopec. Some of these
state-controlled shareholders include Citic Securities, China Life Insurance Company, Bank of
China, Cinda Asset Management, and China Post Life Insurance. Xinhua (English edition),
“China to Tighten Supervision of State Assets,” May 26, 2015; Shirley Yam, “Sinopec Offers
Master Class in SOE Mixed Ownership Reform,” South China Morning Post, September 20,
2014 (Updated April 28, 2015); and Neil Gough, “Sinopec Stake Sale Leaves Investors Unim-
pressed,” New York Times, September 15, 2014.

TThis pension fund will act as a shareholder with profits invested by the National Council
for Social Security Fund. Shi Rui, “In First, Shandong Has SOEs Hand Over Stakes to Its Social
Security Fund,” Caixin (English edition), May 20, 2015.

+These shareholders include: Cinda Asset Management Company (controlled by China’s Min-
istry of Finance) at 22.8 percent, Zhongxinjian Merchants Investment (owned jointly by central
SOE China Merchants Group and the Chinese government’s quasi-military, quasi-commercial
Xinjiang Production and Construction Corps) at 9.1 percent, Ximen ITG Group (owned by the
Xiamen municipal government) at 7.6 percent, and Jianggangshan Investment (the private eq-
uity arm of the municipal SOE Beijing Automotive Industry Corporation) at 7.6 percent. Jiangxi
Province’s State-Owned Assets Supervision and Administration Commission retains 46.9 per-
cent, and Jiangxi Salt management has 5.9 percent. David Keohane, “SOE You Think You Can
Reform? Mixed-Ownership Edition,” Financial Times, September 28, 2015.
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ciency.” 163 In April 2015, official Chinese media announced the
government will consolidate the existing 112 centrally con-
trolled SOEs into 40 large SOE conglomerates under the over-
sight of 16 ministries and authorities.1®¢ For example, the
merger between China North Railway and China South Rail-
way in December 2014 combined the world’s largest railway
contractors in terms of sales. Their collective market capital-
ization totaled approximately $130 billion—far ahead of its
main competitors: the German firm Siemens AG with $84.2
billion and French firm Alstom SA at $8.7 billion.165 Similarly,
major mergers of China Power Investment with State Nuclear
Power Technology and China Huafu Trade and Development
Group with China National Cereals, Oils and Foodstuffs Cor-
poration are creating firms as large as their leading global
competitors.166 While consolidation will increase economies of
scale, it merely reinforces SOEs’ dominance of the state in key
sectors of the economy. The guidelines provided little direction
on how the Chinese government will manage these mega con-
glomerates, reflecting internal divides on how to balance its de-
sire to supervise these merged firms while achieving more
market-oriented operations.167 The Ministry of Finance has ad-
vocated for Singapore’s Temasek model of governance, where
the state collects dividends and operates as an asset manager
allowing SOEs to largely operate unfettered, while the State-
Owned Assets Supervision and Administration Commission
prefers to maintain strong managerial oversight.168

Increasing Higher-Value-Added Manufacturing

Chinese manufacturing is moving up the value-added chain, driv-
en by fierce domestic and international competition, higher labor
costs, and government incentives.169 To accelerate its shift, China
implemented an indigenous innovation policy in 2006 * and estab-
lished “strategic emerging industries” under the 12th FYP (see
Table 2 for a list of these sectors). Strong state-directed subsidies
for renewable energy—a strategic emerging industry—allowed
China to achieve global dominance in the solar and wind sectors
in less than a decade.l70 Testifying before the Commission in his
personal capacity, Mr. Melton, cautioned that despite producing
successful Chinese companies and new technologies, such state-di-
rected policies exacerbate corruption, misallocate resources, and
distort the market.171

The 2015 NPC Government Work Report, which reviewed last
year’s accomplishments and established tasks for 2015, announced
two new initiatives, “Made in China 2025” and “Internet Plus,” to
accelerate China’s transition to higher-value-added manufacturing
(for additional discussion of the Internet Plus initiative, see Chap-
ter 1, Section 4, “Commercial Cyber Espionage and Barriers to Dig-

*The indigenous innovation policy was first introduced in the National Medium- and Long-
Term Program for Science and Technology Development (2006—-2020) and later incorporated into
the 12th FYP. Although the Chinese government no longer uses the term “indigenous innova-
tion” after pressure from the United States to roll back those policies, its current innovation
policy continues to reflect the spirit of indigenous innovation.

T For in-depth coverage of China’s wind and solar policies, see Iacob Koch-Weser and Ethan
Meick, “China’s Wind and Solar Sectors: Trends in Deployment, Manufacturing, and Energy Pol-
icy,” U.S.-China Economic and Security Review Commission, March 9, 2015.
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ital Trade in China”). These initiatives focus on innovation and up-
grading key emerging industries, including high-end equipment, in-
tegrated circuits, biomedicines, cloud computing, mobile Internet,
and e-commerce—sectors in which the United States currently en-
joys technological advantages.172

Dr. Prasad has warned that while U.S. companies in industries
such as finance or insurance could leverage their “technological
forte” to gain a foothold in the Chinese market, the Chinese gov-
ernment has made clear it will demand that foreign firms transfer
technology and corporate governance know-how in exchange for
market access.1’”3 Eurasia Group noted that in the high-value-
added sectors outlined as priorities by the Chinese government,
“foreign firms are likely to face a tougher competitive landscape in
the coming years as the need for foreign know-how decreases.” 174
In August 2015, 19 U.S. technology and industry associations sub-
mitted a letter to President Barack Obama regarding China’s ad-
verse policies toward U.S. information technology (IT) and commu-
nications firms.17> For example, the letter highlighted China’s new
program that attempts “to acquire or indigenize U.S. semiconductor
technology,” a sector where U.S. multinational firms account for 11
of the top 20 global semiconductor suppliers and made up nearly
51 percent of the global market in 2014.* Such policies are seeking
to dislodge established U.S. market leaders and replace them with
domestic firms, to the detriment of U.S. businesses and workers.

Made in China 2025

In May 2015, the State Council released the Made in China 2025
action plan that outlines a ten-year strategy to build intelligent
manufacturing capabilities, enhance innovation, and upgrade ten
key sectors. These sectors are: (1) energy saving and new energy
vehicles, (2) next-generation IT, (3) biotechnology, (4) new ma-
terials, (5) aerospace, (6) ocean engineering and high-tech ships,
(7) railway, (8) robotics, (9) power equipment, and (10) agricultural
machinery.176 Many of these sectors are not new, and merely re-
double government support for long-held strategic interests (see
Table 2). In June 2015, the State Council announced that to sup-
port this plan, it will be creating a leading group headed by Vice
Premier Ma Kai.177 To build intelligent manufacturing capabilities
and support the development of these ten sectors, Citigroup esti-
mates China will invest $1.3 trillion (RMB 8 trillion) in the next
few years, while the consultancy PRC Macro forecasts funding will
increase between $64 billion (RMB 400 billion) and $128 billion
(RMB 800 billion) by the fall of 2016.178

*For an overview of the semiconductor industry, see U.S.-China Economic and Security Re-
view Commission, Monthly Analysis of U.S.-China Trade Data, August 5, 2015, 10-14; American
Chamber of Commerce in China et al., “Letter to President Barack Obama,” August 11, 2015.
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Table 2: China’s Key Industries

Strategic Heavyweight
Made in China Emerging Strategic Industries
2025 (2015) Industries (2010) | Industries (2006) | (2006)

(1) Clean energy

(1D

Clean energy

(1)

Armaments

(1) Machinery

vehicles technologies (2) Power genera- | (2) Automobiles
(2) Next-genera- (2) Next-genera- tion and dis- 3) IT
tion IT tion IT tribution (4) Construction
(3) Biotechnology | (3) Biotechnology | (3) Oil and petro- | (5) Iron, steel,
(4) New materials | (4) High-end chemicals and non-
(5) Aerospace equipment (4) Telecommuni- ferrous
(6) Ocean engi- manufacturing cations metals
neering and (5) Alternative (5) Coal
high-tech ships energy (6) Civil aviation
(7) Railway (6) New materials | (7) Shipping

(8) Robotics

(9) Power equip-
ment

(10) Agricultural
machinery

Source: State Council of the People’s Republic of China, Made in China 2025, May 8, 2015,
U.S.-China Economic and Security Review Commission, Hearing on China’s Five-Year Plan, In-
digenous Innovation and Technology Transfers, and Outsourcing, written testimony of Willy C.
Shih, June 15, 2011; U.S.-China Economic and Security Review Commission, Hearing on the
Extent of the Government’s Control of China’s Economy, and Implications for the United States,
written testimony of George T. Haley, May 24-25, 2007; and U.S.-China Economic and Secu-
rity Review Commission, Chapter 1, Section 1, “The Relationship’s Current Status and Signifi-
cant Changes during 2007,” 2007 Annual Report to Congress, November 2007, 38-39.

)

Clean energy
vehicles

While the plan seeks to strengthen China’s industrial base with
automation and technological efficiency, it continues China’s state-
directed innovation policy with the establishment of 15 manufac-
turing innovation centers in the next five years, and an additional
25 by 2025.179 Of concern to U.S. companies is the plan’s goal of
raising domestic localization of core components and materials for
sectors such as railway, home appliances, aerospace, telecommuni-
cations, and power generation to 40 percent by 2020 and to 70 per-
cent by 2025.180 The presence of these absolutist requirements sup-
ports the view that China may be violating fair and equal treat-
ment for domestic and foreign firms under the World Trade Orga-
nization (WTO).

Enhancing Indigenous Innovation

The Chinese government has accelerated efforts to become a
global center of innovation through its indigenous innovation pol-
icy. This policy is designed to ensure its future global competitive-
ness and technological edge. Created under the auspices of the 12th
FYP, China’s indigenous innovation policy has centered on research
and development (R&D) funding, high-technology industrial clus-
ters, and market creation. According to Mr. Melton, these policies
seek to address its perceived shortcomings: “low R&D expenditure
by firms, lack of marketable technologies from research institutes,
insufficient financial resources for small technology firms, and the
uneven performance of China’s firms abroad.” 18! In his opinion,
these shortcomings reflect China’s legal and institutional failures
rather than a need for greater government intervention; therefore,
“less nationalistic innovation policies would have the same—or
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greater—economic value at a much lower cost and fewer distortions
in the economy.” 182

Over the past decade, China’s overall R&D spending increased
an average of 23 percent per year, making it the world’s second-
largest investor in R&D after the United States since 2011.183
Spending on R&D as a share of GDP reached 2.1 percent in 2014
and is expected to grow at the same rate in 2015.18¢4 In comparison,
Batelle, a nonprofit R&D organization, projected that the combined
public and private spending on R&D in the United States would
reach 2.8 percent of GDP in 2014.185 While the United States is
currently the world’s largest investor in R&D, the Organization for
Economic Co-operation and Development (OECD) expects China
will outspend the United States by 2019 (see Figure 6).186

Figure 6: Current and Projected R&D Spending by China and
the United States, 2004-2024
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Source: Organization for Economic Co-operation and Development, “Science, Technology, and
Industry Outlook 2014,” November 12, 2014, 58.

The Chinese government has set up hundreds of high-technology
industrial clusters similar to Silicon Valley and uses a variety of
tools to attract and expand foreign high-technology firms’ R&D op-
erations in China in order to encourage technology transfer and
create synergies with domestic firms.187 These incentives include
tax rebates, customs duty and VAT exemptions, or refunds for
R&D purchases.'88 Chinese firms such as telecommunications
firms Huawei and ZTE have successfully leveraged these foreign
partnerships to build technological capability and gain access to ex-
ternal markets.189 The Chinese government also created new mar-
kets to encourage innovation in designated sectors. For example,
under the 12th FYP, the NDRC expanded feed-in tariffs, renewable
portfolio standards, and capacity targets to incentivize renewable
energy production.190
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Despite China becoming one of the largest R&D investors and
leading applicants for patents in the world, Gary Jefferson, pro-
fessor of international trade and finance at Brandeis University,
argues that China’s transformation is due less to a fundamental
shift in innovation capability than it is to forces unrelated to inno-
vation, such as increased filing for placeholder patents.* A compari-
son of the quality of China’s innovation capability through proxies
such as the number of triadic patents ¥ and total citations of papers
with the United States finds that China lags far behind (see Figure
7).191 According to testimony from Xiaolan Fu, professor and direc-
tor of the Technology and Management for Development Center at
Oxford University, state-led innovation in sectors such as solar and
semiconductors has created a strong production capacity rather
than the more profitable technology or innovation capacity.192 Mr.
Melton found China’s state-led industrial plan approach to innova-
tion produced meaningless patents, excess capacity, and aggressive
protectionist policies.193 Jost Wiibbeke, research associate at
MERICS, further cautioned that China’s innovation system re-
mains plagued by inefficient allocation of funding, weak quality
management, and plagiarism.194

*Placeholder patents are provisional utility patents that are filed more for strategic value to
extend the duration of a patent, reduce up-front costs, and provide the firm more time for more
ground-breaking developments than to secure intellectual property rights. Gary Jefferson, “A
Great Wall of Patents: What Is behind China’s Recent Patent Explosion?” Working Paper, Janu-
ary 30, 2006; Albert G.Z. Hu, Zhang Peng, and Zhao Lijing, “China’s Patenting Surge from 2007
to 2011: More Innovation or Just More Patents?” Working Paper, 2014; Gary Jefferson, Carl
Marks Professor of International Trade and Finance, Brandeis University, discussion with the
Commission, April 15, 2015; for more information on patent placeholder strategy, see John T.
McNelis, “A Power Patent Strategy ... Provisionally,” Fenwick & West, February 26, 2004; and
for more information on China’s utility model patent practices and procedures, see Thomas T.
Moga, “China’s Utility Model Patent System: Innovation Driver or Deterrent,” U.S. Chamber of
Commerce, November 2012.

T Triadic patents are patents that are simultaneously filed at the European Patent Office, U.S.
Patent and Trademark Office, and the Japan Patent Office, and are considered a strong indi-
cator of high-quality patents. These types of patents require lengthy processing in exchange for
protection in three of the world’s largest markets.
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Figure 7: Comparison of China’s Innovation Capability with the
United States, Japan, and Germany
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Although they benefited from establishing over 1,200 R&D cen-
ters in China, in recent years U.S. businesses started to protest
China’s domestic procurement requirements, forced technology
transfer policies, opaque standards-setting processes, and intellec-
tual property theft.195 In May 2015, the U.S.-China Business Coun-
cil criticized local governments for favoring Chinese products in
government procurement at the expense of U.S. firms. This practice
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persists despite China’s commitment to join the WTO Government
Procurement Agreement, as well as repeated promises from senior
Chinese leaders to eliminate the policy.19¢ (For more information
on China’s investment climate, see Chapter 1, Section 2, “Foreign
Investment Climate in China”; for more information on cyber theft,
see Chapter 1, Section 4, “Commercial Cyber Espionage and Bar-
riers to Digital Trade in China.”)

Reducing Industrial Overcapacity

While housing, commercial real estate, and large infrastructure
projects have contributed to job creation in the past two decades,
China’s subsidies to these sectors have created pervasive over-
capacity in related sectors, particularly steel and cement (see Fig-
ure 8).197 In 2013, the Ministry of Industry and Information Tech-
nology identified more than 1,400 companies in 19 industries that
need to reduce their capacity.198 For instance, an additional $60
billion in annual demand is needed to absorb China’s excess supply
of steel.199 Where oversupply in a market economy would cause
firms to reduce production in order to minimize losses, continued
subsidies in China have created cascading oversupply.200 This ex-
cess production has artificially lowered global prices below produc-
tion costs and significantly reduced the industry’s profitability.201
In April 2015, industry estimates found nearly three-quarters of
China’s iron ore mines were unprofitable.202 Rather than letting
them close, the State Council reduced the iron ore resource tax
from 80 percent to 40 percent to shore up struggling producers,
thus exacerbating excess global production.293 In the steel sector,
government subsidies have allowed Chinese steel firms to sell at
below production costs despite falling prices, putting U.S. competi-
tors at a disadvantage.20¢ While China’s steel policies have bol-
stered domestic employment, they have also contributed to the de-
cline in employment levels and profitability of steel firms in the
United States* and other countries, resulting in antidumping and
countervailing duty investigations.205

*For analysis on the steel industry, see U.S.-China Economic and Security Review Commis-
sion, Monthly Analysis of U.S.-China Trade Data, September 3, 2015, 8-10.
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Figure 8: China’s Capacity Utilization Rates in Selected Sectors
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Source: Yu Song et al., “Harnessing Global Capital to Drive the Next Phase of China’s
Growth,” Goldman Sachs, February 2015, 10.

The overcapacity issue remained largely unaddressed under
former President Hu Jintao (2002-2012), but President Xi and Pre-
mier Li have publicly stated their desire to consolidate the indus-
tries by closing outdated facilities and creating new markets to
soak up excess supply. In his 2015 NPC Work Report, Premier Li
noted the closing of outdated facilities in 15 industries, but over-
capacity persists.206 Continued local and central support for domes-
tic industries—including lowering the iron ore tax in April 2015—
have limited the effort’s overall effectiveness.207

The Chinese government is also attempting to spark new de-
mand for its overcapacity through urbanization and exports to
emerging economies. Urbanization is providing an important do-
mestic market for fixed asset investments in housing, transpor-
tation, and other sectors.208 The anticipated massive infrastructure
projects in rail and ports emerging from the “One Belt, One Road” *
initiative and the creation of the Asian Infrastructure Development

*President Xi’s One Belt, One Road initiative seeks to facilitate access to natural resources
and encourage economic development in China’s poorer western provinces. This initiative is com-
posed of a land-based road through Central Asia and a maritime counterpart that will run
through Southeast Asia and the Indian Ocean to Africa and the Mediterranean Sea.
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Bank and New Development Bank could spur new demand for the
excess iron, steel, and cement capacity.29 As Guo Wensan, chair-
man of Anhui Conch Cement, noted, “The Silk Road initiative gives
the cement industry a great opportunity to expand overseas.” 210
(For additional discussion of the One Belt, One Road initiative, see
Chapter 3, Section 1, “China and Central Asia,” and Chapter 3,
Section 2, “China and Southeast Asia.”)
Quality of Life

The Chinese government is attempting to improve the quality of
life for its citizens by meeting public demands for greater pros-
perity and a safe, healthy environment. Urbanization, hukou re-
form, higher-value-added manufacturing, and innovation initiatives
are attempting to increase wages and employment opportunities for
the country’s citizens. At the same time, the Chinese government
is seeking to address its severe environmental degradation.

Increasing Energy Conservation and Environmental Protection

At the March 2015 NPC meeting, Premier Li acknowledged the
seriousness of air, water, and land pollution in China, describing
it as a “blight on people’s quality of life.” 211 Public anger over haz-
ardous levels of air pollution in 2013 forced the Chinese govern-
ment to redouble its efforts.* In the last two years, the Chinese
government has pursued a multipronged approach, including:

o Government spending: The Chinese government spent approx-
imately $32.5 billion (RMB 203.3 billion) last year to build
over 1,400 air monitoring stations, subsidize the purchase of
energy-efficient vehicles, construct nearly 8,813 miles (14,100
kilometers) of pipelines to urban sewage water treatment fa-
cilities, and implement air pollution mitigation efforts in the
Beijing-Tianjin-Hebei region.t In its 2015 budget, the Chinese
government allocated $21.9 billion (RMB 137 billion) for en-
ergy conservation and environmental protection, including
$14.1 billion (RMB 88.2 billion) to address air pollution and
subsidize emissions reductions, $2.8 billion (RMB 17.6 billion)
in subsidies for forest protection, and $4.9 billion (RMB 30.9
billion) to return cultivated land to forest.f An April 2015 re-
port by more than 40 leading Chinese financial policy and reg-
ulation experts and government officials estimated that an an-
nual investment of at least $320 billion (RMB 2 trillion)§ in

*For more information on environment-related unrest, see U.S.-China Economic and Security
Review Commission, Chapter 2, Section 3, “China’s Domestic Stability,” in 2014 Annual Report
to Congress, November 2014, 357-358.

+The central government spent approximately $5.5 billion (RMB 34.5 billion) while transfer
payments to local governments totaled roughly $27 billion (RMB 168.8 billion). China’s Ministry
of Finance, Report on the Implementation of the Central and Local Budgets for 2014 and on the
Draft Central and Local Budgets for 2015 (Third Session of the 12th National People’s Congress,
Beijing, China, March 5, 2015), 12.

i The central government appropriated $4.7 billion (RMB 29.1 billion) and set aside $17.3 bil-
lion (RMB 107.9 billion) in special transfer payments. China’s Ministry of Finance, Report on
the Implementation of the Central and Local Budgets for 2014 and on the Draft Central and
Local Budgets for 2015 (Third Session of the 12th National People’s Congress, Beijing, China,
March 5, 2015), 25-26.

§ A further breakdown of investment needs anticipates $128 billion (RMB 800 billion) in envi-
ronmental protection, $80 billion (RMB 500 billion) to clean energy, $80 billion (RMB 500 bil-
lion) to clean transportation, and $32 billion (RMB 200 billion) to energy efficiency. People’s
Bank of China and UN Environment Program, Establishing China’s Green Financial System:
Report of the Green Finance Task Force, April 2015. 6.
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environmental protection, energy efficiency, clean energy, and
clean transportation is required over the next five years.* How-
ever, according to the same report, the Chinese government
will only be able to fund between 10 and 15 percent or around
$48 billion (RMB 300 billion) of this needed annual investment
due in part to slowing growth rates of fiscal revenue. Private
capital will need to contribute the remaining 85 to 90 percent,
estimated at $272 billion (RMB 1.7 trillion).212

o Emissions and water quality targets: At the March 2015 NPC
meeting, Premier Li established additional reduction targets in
chemical oxygen demand { and emissions of sulfur dioxide, am-
monia nitrogen, and nitrous oxides.213 China is also expanding
its seven pilot carbon trading emissions projects under the
12th FYP to launch a national carbon trading market,f ex-
pected to be the world’s largest carbon offset market, in
2017.214 Similar adjustments are being made to improve the
quality of water in Chinese cities. In 2011, around half of the
634 Chinese rivers, lakes, and reservoirs tested met drinking
standards, and in April 2015, the government announced it
would increase the amount of drinkable water for cities to 93
percent by 2020.215 In June 2015, the Chinese government re-
leased its Intended Nationally Determined Contributions to
combat climate change, in which it pledged by 2030 to both cut
carbon dioxide emissions per unit of GDP by 60-65 percent of
the 2005 level and expand the share in its non-fossil fuels for
primary energy consumption from about 11 percent in 2014 to
20 percent.216

o Stronger regulations and harsher penalties: In January 2015,
new environmental regulations came into effect with harsher
penalties and more stringent emissions caps.21? Five months
later, after nearly two years of delays, the State Council re-
leased a draft law on environmental taxes that would penalize
heavily polluting industries, such as coal and steel, with taxes
on water and air pollution.218 In Hebei Province, which is one
of China’s most polluted provinces and responsible for a signifi-
cant portion of Beijing’s air pollution, the provincial govern-
ment in 2014 spent an estimated $1 billion on environmental
protection, and is seeking to close small factories while forcing
larger firms to adhere to regulations and upgrade equip-
ment.219 Already, steel facilities in Tangshan, China’s largest
steel-producing city, are either closing or undergoing upgrades
to meet these regulations.220

*This estimate is based on the 12th FYP Environmental Protection Plan and the Ministry
of Environmental Protection (final investment expected to exceed RMB 5 trillion under the 12th
FYP); 2014 Plan on Water Pollution Prevention (RMB 2 trillion expected); 2014 Plan on Air Pol-
lution Prevention and Control (RMB 1.7 trillion expected); China Railway Annual Report (RMB
800 billion allocated in 2014); Renewable Energy Policy Network (RMB 350 billion invested in
2013); and Bloomberg’s estimate of renewable energy investment (RMB 420 billion invested in
2012). People’s Bank of China and U.N. Environment Program, Establishing China’s Green Fi-
nancial System: Report of the Green Finance Task Force, April 2015. 5.

T Chemical oxygen demand indirectly measures water quality by determining the amount of
oxygen-consuming capacity of organic and inorganic matter in the water. U.S. Environmental
Protection Agency, Terminology Services.

#The national carbon trading market was initially scheduled to begin in 2015. For additional
analysis on China’s cap-and-trade system, see U.S.-China Economic and Security Review Com-
mission, Monthly Analysis of U.S.-China Trade Data, October 6, 2015, 4-5.
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o Environmental targets within CCP and Chinese government
promotion structure: In May 2015, the Chinese government at-
tempted to strengthen the importance of its environmental tar-
gets in the evaluation and promotion process for local govern-
ment officials, who were previously judged almost entirely on
their ability to generate economic growth.221 In August 2015,
the State Council and the CCP Central Committee tightened
accountability for CCP and government officials, restricting
promotion based on achieving environmental targets and en-
acting retrospective punishment for environment harm. But
Wang Yi, director of the Institute of Policy Management at the
Chinese Academy of Science, cautioned that data collection and
verification of environmental harm remains limited.222

o Public interest lawsuits: In October 2014, Taizhou City Envi-
ronmental Protection Association* sued local factories for con-
taminating waterways, leading to a $25.6 million (RMB 160
million) settlement, the largest environmental fine ever award-
ed in China.223 In May 2015, China’s Supreme People’s Procu-
ratorate announced it would expand such public interest law-
suits into a two-year pilot program.224¢ While these steps create
new opportunities, Scott Wilson, professor at The University of
the South, found that state-backed nongovernmental organiza-
tions are crowding out grassroots participation and reasserting
government control at the expense of public accountability.225
Elizabeth Economy, senior fellow and director of Asia Studies
at the Council on Foreign Relations, also cautioned that Presi-
dent Xi’s clampdown on civil society organizations and the
Internet along with its proposed Overseas NGO Management
Law 1 could significantly limit the ability of these organizations
to push forward reform.226

o Support for the development of the clean technology industry:
The International Energy Agency estimated China spent more
than $80 billion in new renewables-generating capacity in
2014—more than the United States and European Union com-
bined.22? The Made in China 2025 action plan reaffirmed
strong support for clean technology and green manufacturing
through an increase in R&D spending, creation of thousands of
green demonstration factories, reinforcement of energy inten-
sity targets, and designation of clean energy vehicles as a key
sector.228

*Taizhou City Environmental Protection Association is a local government-backed civil society
organization, officially known as a government-organized nongovernmental organization.
Taizhou City Environmental Protection Association’s chairman is the local head of Taizhou’s en-
vironmental protection bureau. Such types of organizations allow the Chinese government to
tacitly control civil society organizations and protect its interests while providing a venue for
expressing public outrage and holding firms accountable. Edward Wong, “Fines Total $26 Mil-
lion for Polluters in China,” New York Times, December 31, 2014; Scott Wilson, “Mixed Verdict
on Chinese Environmental Public Interest Lawsuits,” Diplomat (Tokyo), July 20, 2015; and Jen-
nifer YJ Hsu and Reza Hasmath, “The Local Corporatist State and NGO Relations in China,”
Journal of Contemporary China 23:87 (2014): 516-534.

TThis proposed law would further tighten restrictions on foreign nongovernmental organiza-
tions, such as foreign charities and international development organizations operating in China,
and preclude Chinese nongovernmental organizations from accepting foreign funding. Stephen
Noakes and Victoria Brownlee, “The Pacific Implementation of China’s Proposed NGO Law,”
Diplomat (Tokyo), July 10, 2015.
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Despite robust public spending and success in meeting most of
its environmental targets, the Chinese government’s efforts overall
have fallen short in addressing the severity of existing environ-
mental degradation.* Fundamental issues such as fragmented en-
forcement, conflicting legislation that can override the environ-
mental protection law, lack of capacity, and competition between
economic growth objectives and environmental protection interests
remain largely unaddressed (see the text box, “Tianjin Chemical
Explosion,” for a recent example of these systemic challenges).229
Research by the environmental activist organization Greenpeace
found that although China’s strict pollution controls lowered partic-
ulate matter (PM2.5) { levels in the 189 cities analyzed in the study
an average of 16 percent for the first half of 2015 compared with
the same period last year, China’s average annual PM2.5 level is
five times the World Health Organization’s recommended levels.230
A comparison of hourly PM2.5 levels from the U.S. Embassy in Bei-
jing for the first eight months of the last three years similarly
found improvements in the overall air quality in Beijing, though
hazardous levels of air pollution still remain (see Figure 9).231 Zhai
Qing, China’s Deputy Minister of Environmental Protection, noted
the gravity of the pollution problem, stating, “Emissions will have
to fall another 30-50 percent below current levels if we are to see
noticeable changes in environmental quality.” 232

*China is on track to meet its 12th FYP targets to include meeting its 16 percent reduction
in energy intensity, 17 percent reduction in carbon intensity from 2010, 11.4 percent composition
of non-fossil fuel in primary energy, and 21.7 percent forest coverage. China has been able to
meet these targets through a command-control approach of shutting down inefficient and pol-
luting factories, but this approach is becoming less effective as the most egregious violators have
already been shuttered and Chinese households become a larger share of energy consumption.
For additional analysis of China’s energy and environmental policy implementation under the
12th FYP, see Ranping Song et al., “Assessing Implementation of China’s Climate Policies in
the 12th 5-Year Period,” World Resources Institute, Working Paper, September 2015; Damien
Ma, “Rebalancing China’s Energy Strategy,” Paulson Papers on Energy and Environment
(Paulson Institute), January 2015, 10, 19-20.

TPM2.5 is made up of metal, organic chemical, acid, soil or dust, and allergen particulates
measuring 2.5 micrometers or smaller in diameter. Excessive exposure to PM2.5 aggravates ex-
isting heart and lung disease and is linked to higher incidences of heart attacks, asthma at-
tacks, and bronchitis. U.S. Environmental Protection Agency, Basic Information. www3.epa.gov/
pm/designations/basicinfo.htm.



173

Figure 9: Hourly PM2.5 Data Finds Improvement in Beijing’s Air Pollution
Levels, January-August 2013-2015
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Source: U.S. Department of State, U.S. Embassy in Beijing, Historical Data.

Tianjin Chemical Explosion

In August 2015, massive chemical explosions in Tianjin killed
more than 100 people, injured nearly 700 people, and destroyed
more than 17,000 homes.233 Excessive levels of cyanide—up to
277 times normal levels, according to the Tianjin Environment
Protection Bureau—have contaminated the area and placed the
city’s groundwater and the Bohai Sea at risk.23¢ Already, reports
of thousands of dead fish washing up on shore near the blast site
have heightened public concern.23> The volume and types of
chemicals released and the scale of the damage represent both a
major manmade industrial and environmental disaster and a sig-
nificant test for the Xi Administration’s handling of political mal-
feasance and public outcry.

Investigations by the Chinese government into the explosion
have unveiled that the company responsible, Rui Hai Inter-
national Logistics, leveraged its political connections to improp-
erly obtain licenses and skirt existing safety regulations.236
Zhang Ming, a political scientist at Renmin University, said, “It
was a man-made disaster that could have been prevented, and it
has exposed a range of systemic problems, from the lack of regu-
lation for handling hazardous chemicals to the collusion of busi-
ness and corrupt officials.”237 The Supreme People’s Procu-
ratorate is investigating ten officials and port executives for their
involvement and dereliction of duty.238
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Tianjin Chemical Explosion—Continued

This explosion is an example of the depth of corruption and
pervasive safety violations that remain in China today.239 Each
year more than 68,000 people die in industrial accidents, accord-
ing to official statistics.240 Inspections conducted at 124 sites
that handle toxic chemicals in Beijing shortly after the explosion
found 70 percent contained “hazards,” highlighting the depth
and pervasiveness of safety violations.241

Given strong public outcry and the seriousness of environmental
degradation, demand for environmental technologies is likely to
grow, creating a potential new market for U.S. environmental serv-
ices companies. From 2004 to 2014, sectors related to energy effi-
ciency, emissions reduction and monitoring, and environmental re-
mediation experienced 20 percent annual growth, and the Chinese
government’s recent efforts and increases in spending will only ac-
celerate this growth.242 A 2015 Goldman Sachs report forecasts
enormous opportunities for domestic and foreign firms in soil reme-
diation, solid and hazardous waste management, wastewater treat-
ment, clean energy, and pollution monitoring equipment.243 For ex-
ample, the report predicts China’s spending on soil remediation
will reach $109.6 billion (RMB 685 billion) from 2016 to 2020 (a
585 percent increase over current levels) and wastewater treatment
will total $304 billion (RMB 1.9 trillion) over the next five years,
creating significant new market opportunities.24¢ These invest-
ments could also benefit the United States, where pollutants from
China are eroding emissions reductions on the West Coast.245

Implications for the United States

China’s status as the world’s most populous nation, second-larg-
est economy, top trading nation, and largest manufacturer means
its economic reform agenda, even if partially implemented, will re-
define the global competitive landscape. China’s focus on services
and technology may create one of the world’s largest consumer
markets, which could generate enormous benefits for the United
States. If high market access barriers to U.S. investors and pref-
erential government policies for domestic companies continue, they
will prevent U.S. firms from competing on a level playing field. As
an example, U.S. technology firms such as Google and Facebook
are shut out of China’s domestic market while facing growing com-
petition from Chinese state-supported firms such as Baidu and
Renren in global markets.246 In addition, the government has been
reluctant to relinquish control of key sectors of the economy and
has rolled back reforms in politically sensitive areas, which bodes
ill for the progress of the reform agenda and could prevent U.S.
companies from participating.

With consumer spending expected to increase approximately
$10.9 trillion in the next decade, China’s service sector could create
up to $6 trillion of new market opportunities for U.S. firms, accord-
ing to one estimate.247 Service sectors such as film, express deliv-
ery, environmental technologies, and IT are experiencing double-
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digit growth in China.248 China is already the world’s largest ex-
press delivery market in terms of workload and the largest e-com-
merce market * with over 600 million users; it is also the world’s
second-largest market for film.249 Access to China’s market could
benefit the U.S. service sector—which in 2014 comprised 80 percent
of the U.S. economy, employed 80 percent of the U.S. workforce,
and accounted for 30 percent of U.S. exports.250 Dr. Roach argued
in his testimony before the Commission that China’s service sector
is a huge opportunity for the United States, “provided we can bar-
gain effectively for market access.” 251 In spite of limited market ac-
cess in many industries, U.S. service exports to China have grown
in the last five years from $17.1 billion in 2009 to $42.5 billion in
2014.252 In the first half of 2015, U.S. service exports to China
1grew2 5%.4 percent over the same period last year to reach $22.3 bil-
ion.

But strict market entry criteria, opaque regulations, China-spe-
cific technical standards, and state-set pricing are increasing costs
for U.S. companies to compete in the Chinese market. The Office
of the U.S. Trade Representative identified market access chal-
lenges for U.S. banking, film, express delivery, and several other
service sectors.25¢ U.S. financial firms continue to face quotas, ap-
provals, and ceilings that restrain their growth in China’s capital
markets. As a result, foreign firms accounted for less than 2 per-
cent of China’s nearly $6 trillion (RMB 36.8 trillion) debt market
in April 2015, and less than 5 percent of China’s $8.2 trillion stock
market as of August 2015.255 U.S. multinationals FedEx Corpora-
tion and United Parcel Service (UPS) lost access to China’s express
package delivery market in 2009 following a revision to China’s
Postal Law, and did not regain it until August 2014.1 Furthermore,
U.S. IT and communications firms encounter onerous cyber regula-
tions and standards as well as extensive censorship of Internet con-
tent and social media that limit U.S. digital service exports (see
Chapter 1, Section 4, “Commercial Cyber Espionage and Barriers
to Digital Trade in China,” for analysis of China’s barriers to dig-
ital trade). Such restrictions cap U.S. export growth, to the det-
riment of U.S. businesses and workers.

The U.S. government has challenged China’s market restrictions
at the WTO with mixed success. For example, in June 2015—after
a favorable 2012 WTO ruling—foreign payment processors such as
Visa and MasterCard earned the right to compete against China’s
state-owned Union Pay. This ruling promised to open a market
that last year reached $6.8 trillion (RMB 42 trillion) in retail
sales.256 However, after implementing changes to comply with the
WTO ruling, the PBOC instituted a China-specific technical stand-
ard different from the international payments standard, forcing
MasterCard and Visa to redesign their credit cards, and yet again
delaying their entry into the market.257 In July 2015, the U.S. gov-
ernment again raised the issue to the WTO Dispute Settlement
Body.258

*For more information on China’s e-commerce industry, see U.S.-China Economic and Secu-
rity Review Commission, Monthly Analysis of U.S.-China Trade Data, July 7, 2015, 5-10.

T For more information on China’s express delivery services sector, see U.S.-China Economic
and Security Review Commission, Monthly Analysis of U.S.-China Trade Data, September 4,
2014, 8-10.
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The Chinese government is leveraging market access to force
U.S. businesses to transfer technology and know-how to Chinese
competitors in order to replace foreign businesses with domestic
firms.259 In its 2014 Report to Congress, the Office of the U.S.
Trade Representative reported “longstanding concerns” about
China’s technology transfer policies that have been largely
“unaddressed.” 260 For example, in September 2014, the CBRC
issued requirements for foreign IT and communication firms to
turn over proprietary software codes and encryption keys for mar-
ket access.261 In April 2015, the CBRC temporarily suspended the
rules, but as James Zimmerman, chairman of the American Cham-
ber of Commerce in China, cautioned, “These [rules] were sus-
pended but that doesn’t mean it’s over yet.” 262 Four months later,
the CBRC revived these regulations, highlighting the continued
pressure China is placing on U.S. firms.263

Subsidies and other forms of government support create unfair
competitive advantages for Chinese firms at the expense of their
foreign competitors. Under the 12th FYP, extensive subsidies for
solar and wind manufacturers enabled Chinese firms to dump their
products in the global market. In response, U.S. competitors peti-
tioned the U.S. Department of Commerce to impose tariffs begin-
ning in 2012, and even higher tariffs in 2015.264 State-supported
national champions, such as Huawei and China Railway Construc-
tion Company, have also benefited from preferential loans to suc-
cessfully dislodge established industry leaders and take over the
global market.265

Proposed reforms to SOEs incorporate market drivers while re-
affirming CCP control. The recent SOE consolidations attempt to
build national brands to compete with established international
competitors.266 For example, the recent merger between China
Huafu Trade and Development Group and China National Cereals,
Oils and Foodstuffs seeks to challenge established U.S. multi-
nationals Archer Daniels Midland, Bunge Limited, and Cargill.267
The proposed merger of China’s oil SOEs would create the Chinese
equivalent of U.S. multinational ExxonMobil in terms of size; simi-
larly, the proposed deal between the Aluminum Corporation of
China and China Power Investment Corporation would make it the
world’s largest aluminum producer by capacity.268 In addition to
strengthening the state’s control, these mergers by themselves do
not solve the existing overcapacity and inefficiency issues. Excess
production has artificially lowered global prices below production
costs and severely limited profitability in many key U.S. indus-
tries.269 Alcoa, the largest U.S. aluminum producer, expects China
will add more than 80 percent of new global capacity in 2015, in
spite of falling global prices.270 China’s strong support for its steel
industry is contributing to layoffs, factory closures, and financial
losses in the U.S. steel industry.27! In response, the U.S. Depart-
ment of Commerce’s International Trade Commission has pursued
several antidumping investigations against China.272

Finally, the recently announced Made in China 2025 and Inter-
net Plus initiatives target sectors in which the United States cur-
rently enjoys technological advantages, such as e-commerce and
biotechnology. Both plans reinforce preferential support for domes-
tic firms, effectively shutting U.S. firms out of the market. While



177

Chinese social media firms Baidu, RenRen, and Weibo enjoy unfet-
tered access to the world’s largest Internet market, U.S. firms such
as Google, Facebook, and Twitter remain blocked. Boosted by
strong government support, Chinese firms will seek to challenge
U.S. firms in industries such as biotechnology, clean energy, e-com-
merce, railway, and robotics, both in China and abroad.

Conclusions

President Xi Jinping and Premier Li Keqiang announced an am-
bitious reform agenda at the Third Plenary Session of the Chi-
nese Communist Party’s (CCP) 18th Central Committee (the
Third Plenum) in November 2013 to transition China’s economy
toward consumption-led growth and allow the market to play a
“decisive role.” However, these reforms still reserve a dominant
role for the Chinese government in the economy. As the economy
slows and markets have shown volatility, the Chinese govern-
ment is once again stalling or rolling back reforms while resusci-
tating old levers of economic growth—fixed asset investments
and export-led growth—in order to boost economic growth and
maintain employment.

The Chinese government is calling for greater CCP leadership
within state-owned enterprises, while simultaneously subjecting
them to market forces such as competition, mixed ownership, and
consolidation. These policies merely reinforce state-owned enter-
prises’ special status and do little to level the playing field for
private sector and foreign competitors.

China’s efforts to upgrade its industries and enhance innovation
are largely state driven and target sectors in which the United
States currently enjoys technological advantage. Recent policies
clearly favor domestic Chinese firms, placing pressures on U.S.
firms to transfer technology and shift production to China, to the
detriment of U.S. businesses and workers.

China’s growing level of consumption, increasing rate of urban-
ization, opening of the service sector, and massive spending on
the environment and clean technology are creating one of the
world’s largest markets. However, strict market entry criteria,
opaque regulations, China-specific technical standards, state-set
pricing, and preferential support for domestic firms are increas-
ing the costs to compete in this market.

While fiscal reforms have made progress in providing new
sources of local government revenue such as bonds and new
forms of taxes, the Chinese government abandoned its attempt to
rein in local government debt after sluggish first and second
quarter data in 2015. Instead, the Chinese government restarted
local government lending and required financial institutions to
continue supporting insolvent infrastructure projects. Central
intervention to prop up the debt-for-bonds swap for local govern-
ments ensured the costs of local governments’ borrowing were
negligible.

China’s financial sector reforms have made the most headway
with progress in the liberalization of interest rates, opening of
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the banking sector, and loosening of capital controls. However,
Chinese policymakers are uncomfortable with the market vola-
tility these reforms create. This year, the Chinese government re-
affirmed its role in managing capital accounts and reasserted
state control over the stock market after it faced volatility begin-
ning in June 2015.

Public alarm over environmental degradation within China con-
tinues to rise. Robust public spending has contributed to enor-
mous demand for technologies focused on energy efficiency, emis-
sions reduction and monitoring, and environmental remediation,
creating potential opportunities for U.S. environmental tech-
nology firms. China’s environmental reforms could also benefit
the U.S. environment through reduced emissions and pollution.

China has achieved its enormous economic growth through in-
vestment and export-led policies that now must be coupled with
greater domestic consumption to ensure a more balanced econ-
omy. CCP leaders could persevere in structural reforms, which—
assuming the short-term dislocation is not too destabilizing—
could confirm China as one of the world’s great markets. If, how-
ever, the CCP draws back from such reforms as it has in the
past, there is a possibility China could enter a period of low or
stagnant growth, which affects its potential as a market and a
producer. In either case, economic pressure on CCP leaders could
lead to greater discrimination against foreign firms and investors
or an enhancement of other practices, like technology theft,
which will make China less attractive as a market for invest-
ment.
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